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PART I
EXEMPT ORGANIZATIONS TECHNICAL TOPICS

A. HEALTH CLUBS
By

    Virginia Richardson, Roderick Darling and Marvin Friedlander

1. Introduction

A health club or fitness center is a facility containing exercise equipment and/or facilities for
activities such as jogging, squash, racquetball and swimming. Hotels and motels often include a
fitness center as one of the amenities offered to their guests or to the community on a membership
fee basis. Freestanding commercial fitness centers are also commonplace. Exempt organizations
such as Young Women's Christian Associations (YWCAs), Young Men's Christian Associations
(YMCAs), Jewish Community Centers (JCCs) and colleges and universities have traditionally
offered sports or fitness programs.

Other exempt organizations, notably hospitals, also operate fitness centers. Given the increasing
commercial character of fitness centers operated by exempt organizations, it is important for
exempt organizations and exempt organizations specialists to be aware of the standards that
distinguish an exempt fitness center from its commercial counterparts.

The need for clarity in these standards was recently underscored by the publication of a technical
advice memorandum, LTR 9803001. This TAM involved the operation of a fitness center by an
exempt hospital. The TAM was criticized by commentators because it was not clear just what
standards the Service had applied in reaching its conclusion that the activities of the fitness center
did not produce unrelated business taxable income.

Congressional concern about the standards applicable to such cases was also reflected in the
Senate Committee report accompanying the Treasury and General Government Appropriations
Bill for Fiscal Year 1999. The Senate Committee requested that the IRS review the legal
standards and precedential decisions the IRS utilizes in determining when fitness services and
activities of tax- exempt organizations should be subject to unrelated business income tax.
However, the House Conference Report narrowed the scope of the IRS review as follows:

The conferees understand that the IRS has developed appropriate standards based on broad
community accessibility for determining whether fitness activities are substantially related to the
charitable mission of community organizations, such as YMCAs, YWCAs, and JCCs . . .
Accordingly, changes in the standards that apply to such organizations are not the conferees'
concern. Rather, the conferees direct that the IRS review the standards it applies to fitness
activities operated by educational and health-care organizations.

2. Issues

Issues regarding health clubs in the exempt organization context arise in two ways. First, a health
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club can be a part of a larger system such as a hospital system or a university. Second, operating a
health club can be an organization's primary activity. In the first instance, the question is whether
the health club activity is substantially related to an exempt purpose or whether the activity is an
unrelated trade or business. In the second instance, the question is whether the health club activity
furthers an exempt or non-exempt purpose. In either case, the analysis is similar.

3. Public Recreational Facilities

The landmark case relating to health clubs and how they fit into the realm of IRC 501(c)(3) is
Isabel Peters v. Commissioner, 21 T.C. 55 (1953), nonacq., 1955-1 C.B. 8, withdrawn and acq.
substituted therefor, 1959-2 C.B. 6. The Isabel Peters case stands for the proposition that
providing recreational facilities can be a charitable activity, provided the facilities are available to
the general community.

In Isabel Peters, the Eagle Dock Foundation was exempt as a civic league, originally under the
predecessor to IRC 501(c)(4). The Foundation's activity was the operation of a public beach,
playground and bathing facilities. Access was confined to residents of a bloc of neighboring
communities in the Cold Spring Harbor area of Long Island. The IRC 501(c)(3) issue arose as a
result of an individual pass-holder who wanted to deduct a contribution to the Foundation under
IRC 170(c)(2). The Foundation mailed passes to persons in the above communities with a request
for voluntary contributions; about one-third of all those receiving passes made the donation. The
Tax Court concluded that even though the organization was classified as a civic league, the
benefits flowed to the community at large and the organization therefore warranted IRC 501(c)(3)
exemption with the attendant IRC 170(c)(2) deductibility.

The Isabel Peters decision was incorporated into Rev. Rul. 59- 310, 1959-2 C.B. 146, as follows:

     In the instant case, the organization was formed to establish,
     maintain and operate a public swimming pool, playground and
     other recreation facilities for the children and other residents
     of the community. Its funds are principally raised by public
     subscription. It appears that the income derived from charges
     for admission to the swimming pool is minor in amount and that
     such charges are purely incidental to the orderly operation of
     the pool. No part of the net income inures to the benefit of
     any private individual. Its assets upon dissolution will be
     turned over to recognized charitable organizations.
     Accordingly, since the property and its uses are dedicated to
     members of the general public of the community and are
     charitable in that they serve a generally recognized public
     purpose which tends to lessen the burdens of government, it is
     concluded that the instant organization is exclusively
     charitable within the meaning of section 501(c)(3) of the Code
     and is entitled to exemption from Federal income tax under
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     section 501(a) of the Code.

Thus, the facts in the ruling were virtually identical to the Isabel Peters case except that a minor
amount of the income was derived from charges for admission to the swimming pool.

Rev. Rul. 67-325, 1967-2 C.B. 113, reiterated the basic, if indirectly stated, position of Rev. Rul.
59-310, albeit now for the first time as a positive principle, rather than the negative inference
gleaned from the cautious assent to Isabel Peters. The ruling focused on recreational facilities in
the context of IRC 501(c)(3), and the problem of restrictions on use. In this case, the restriction
was on the basis of race, though the racial discrimination did not quite reach the "public policy"
implications that racial discrimination did later with respect to exempt private schools. The ruling
indicated that community recreational facilities may be classified as charitable if they are provided
for the use of the general public. Citing trust law, the ruling stated,

In this body of general law pertaining to purposes considered charitable only where all the
members of the community are eligible to receive a direct benefit, no sound basis has been found
for concluding that there would be an adequate purpose if some part of the whole community is
excluded from benefiting except where the exclusion is required by the nature or size of the
facility.

In this case the organization did not qualify for exemption under IRC 501(c)(3) because admission
to its facilities was restricted on the basis of race.

A number of other revenue rulings dealing with community parks and recreation facilities are
discussed in Rev. Rul. 78-85, 1978-1 C.B. 150. In that case, a nonprofit organization with
membership open to the general public derived its support from membership dues and
contributions from the general public. It cooperated with municipal authorities in preserving,
beautifying, and maintaining a public park in the center of the city. In reviewing the applicable
authorities, the revenue ruling stated --

     Prior revenue rulings have recognized as charities organizations
     that devote their assets to the maintenance and improvement of
     community recreational facilities and parklands. For example,
     Rev.Rul. 70-186, 1970-1 C.B. 128, holds that an organization
     formed to preserve a lake as a public recreational facility and
     to improve the condition of the water in the lake to enhance its
     recreational features is exempt under section 501(c)(3) of the
     Code. Similarly, Rev. Rul. 68-14, 1968-1 C.B. 243, holds that an
     organization formed to promote and assist in city beautification
     projects and to educate the public in the advantages of street
     planting is exempt under section 501(c)(3).

Based on these authorities, the revenue ruling concluded that the
organization's activities served public purposes even though property
owners whose property was located near the park received an
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incidental benefit as a result of the organization's activities.

Rev. Rul. 78-85 also notes and distinguishes Rev. Rul. 75- 286, 1975-2 C.B. 210, which holds
that an organization formed to beautify a city block and whose members were limited to the
property owners and business operators on that block did not qualify for exemption. The
distinction is that the benefits to the members of the organization described in Rev. Rul. 78-85
were direct and substantial rather than being merely incidental to the accomplishment of a larger
public purpose.

Several federal court cases have dealt with the issue of recreational activities and exemption:

Estate of Philip Thayer v. Commissioner, 24 T.C. 384 (1955), held that a California Alumni
Association Camp was exempt under IRC 501(c)(3). The issue was whether the social and
recreational activities were substantial or merely incidental to the objective of advancing the
interest of the university. The court found that the recreational activities were incidental in size
and purpose.

In People's Educational Camp Society, Inc. v. Commissioner, 331 F.2d. 923 (2nd Cir. 1963), a
non-profit resort camp was denied IRC 501(c)(4) status based on the fact that it competed
actively for public business with other resorts in the area.

Eden Hall Farm v. United States, 389 F. Supp. 858 (W.D. Pa. 1975), held that a non-profit
vacation home for working women so that they could receive rest and recreation was not exempt
under IRC 501(c)(3) but was exempt under IRC 501(c)(4). The primary issue was whether the
organization sufficiently benefited the community to warrant IRC 501(c)(4) exemption. The
facilities were open to employees of selected corporations and guests of the selected corporations'
employees. The court held that the organization was benefiting the community as a whole, within
the limits of its facility, by providing wholesome rest and recreation for a large number of working
women. However, the IRS does not follow the decision in this case. Rev. Rul. 80-205, 1980-2
C.B. 184.

Schoger Foundation v. Commissioner, 76 T.C. 380 (1981), held that religious camps that offered
recreation were not entitled to exemption under IRC 501(c)(3) because they were operated
primarily to provide members of the public with social and recreational activities in a commercial
manner rather than for charitable purposes within the meaning of IRC 501(c)(3).

Columbia Park and Recreation Association v. Commissioner, 88 T.C. 1 (1987), aff'd without pub.
op., 838 F.2d 465 (4th Cir. 1988), held that a nonprofit recreational entity which served
Columbia, a large, unincorporated planned community that was not a political subdivision, was
not qualified as an IRC 501(c)(3) charitable organization. The community included a number of
residential villages designed to serve various income levels. The residential villages were clustered
around a central retail and commercial core.

Although the Service had recognized the Association as exempt under IRC 501(c)(4), it
subsequently applied for recognition of exemption under section 501(c)(3). As described in the
court opinion, the Association provided over 100,000 residents with facilities such as public
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parks, neighborhood pools, tennis courts, softball fields, a horse center, athletic clubs, golf
courses, boat docks, an indoor swimming complex, a children's zoo, and an ice rink. The
organization made subsidized memberships available for needy persons and was controlled by a
volunteer board of directors. The organization argued that it was entitled to 501(c)(3) exemption
on the theory that it was providing public recreational facilities and lessening the burdens of
government.

The court noted that only a small number of persons qualified for reduced fees and they had to be
residents of the planned community. Moreover, access to facilities was available only to residents
who had a membership right based on property ownership rights as homeowners or tenants. Thus,
the court agreed with the Service that the organization was merely a neighborhood association,
albeit one with a large number of members, and that it was simply providing home ownership
services and facilities to its members and not to the public in general. The court specifically noted
that the Association's facilities were not available to all residents of the political subdivision in
which it was located. The lessening the burdens of government argument was dismissed as merely
an incidental correspondence of several functions (public parks, etc.) with similar government-
sponsored activities.

4. Exclusive Facilities

Rev. Rul. 79-360, 1979-2 C.B. 236, is the lone ruling on health clubs and unrelated business
income. The ruling holds that income from the operation of health club facilities in a commercial
manner by an IRC 501(c)(3) organization, whose purpose was to provide for the welfare of
young people, constituted unrelated business taxable income. The organization has a two-tiered
fee structure. A higher fee was charged for an "executive" fitness program that provided more
luxurious facilities and services than those available to the general membership at rates
comparable to those charged by commercial health clubs in the area. The fees were sufficiently
high to restrict participation to a limited number of the members of the community.

The ruling cites Rev. Rul. 76-33, 1976-1 C.B. 169, which holds that the rental of residential
accommodations to certain charitable classes of people is related to its exempt purposes and is not
unrelated trade or business. Thus, the ruling is based on the underlying proposition that an
organization must benefit either the community in general or a charitable class within the
community to be recognized as charitable. The ruling sets forth the general rule regarding health
clubs and unrelated business income: that is, in order to be exempt from unrelated business
income tax, a health club must benefit a significant segment of the local population.

Although GCMs are not precedential, the position taken in the revenue ruling is compatible with
GCM 35601 (Dec. 14, 1973), which, among other things, addressed the question of whether an
organization's health club's earnings were subject to UBIT. Although some of the organization's
health club activities appeared to be exempt, the GCM indicated that the organization had not
shown a broad community benefit resulting from its operation of programs known as the
Executive Health Club and the Businessmen's Health Club. Unfavorable facts included that the
dues structure seemed to be sufficiently high to restrict accessibility to a limited number of the
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members of the community and that it did not differ from commercial health clubs.

Despite the GCM's noting the similarity of the fees charged to those of a commercial counterpart,
the general rule is that, in determining whether an activity constitutes unrelated trade or business,
the fees charged by an exempt organization in connection with the activity are relevant only after
it is first resolved that such activity accomplishes the exempt purposes of the organization. If the
activity achieves the organization's exempt purposes, the fact that fees are charged does not
detract from the "relatedness" of the activity unless the existence and magnitude of the fees
charged preclude the general community from benefiting from the activity.

High fees might inhibit participation in the organization's activity to an extent that only a relatively
small class of people in the community benefits (e.g., relatively affluent group residing in a
predominantly middle-income community). Where fees prevent the general community from
obtaining the benefits of the activity, the activity cannot be deemed charitable and related to the
exempt purposes of the organization. The community benefit test must be applied on a case by
case, community by community basis; charges that preclude sufficient availability in one
community may not do so in another.

5. Benefiting the Community in General

The issue of what constitutes a "significant segment of the local population" remains murky.
There is no precedential guidance that addresses this particular issue in detail. Each case is
resolved on the basis of facts and circumstances, and on a community by community basis.

Although private letter rulings and GCMs are not precedential, some go into great detail with
respect to the above issue. For example, TAM 8505002 and GCM 39327 (Jan. 18, 1985) involve
an organization that used three methods to establish that its health club fees were set at a level
within the reach of the community as a whole. First, it compared occupational data with respect
to members of the community with the same data provided with respect to health club members.
Although the community data was for 1981 and the health club membership information was from
1978, a statement from a long- time board member asserted that there was no significant change
in the extent to which the various income groups were represented in the health club. Second, the
organization submitted the results of a survey of the incomes of 51% of its members of the men's
club and 63% of its members of the women's club and compared these with a U.S. Census Bureau
analysis of annual family incomes in the community for that year. Third, the organization included
data to show that the average American family spent $3,068 per year on discretionary recreational
activities. Therefore, the average family in the community served by the health club could afford
to pay the fees.

The comparison of occupational data showed that the occupational makeup of the members of the
community and health club membership were very similar. However, when annual family income
figures were juxtaposed, it was clear that families making under $15,000 comprised 23.8% of the
community, while members in the same income earning range comprised only 14% of the club's
membership. Also, almost 26% of the club's members had an annual family income in excess of
$50,000, but only 12.5% of the community members were in that class.
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The bottom line was that a significant percentage of families making under $15,000 were
members of the health club and the average family in the community could afford to belong. Thus,
PLR 8505002 concluded that the health club's services "contributed importantly" to the
organization's exempt program. Two factors which critics of this ruling have found troublesome
are that the fees approximated those charged by commercial facilities in the area and that there
was no special provision for low-income or financially needy persons.

The TAM's associated GCM agreed that the organization's health club operations generally
achieved the organization's exempt purpose. In addition, the GCM stated that the part of the
organization's operations that provided exclusive health club benefits benefiting only a limited
number of the members of the general community constituted unrelated trade or business.
However, the TAM that was issued only dealt with the question of the medically-supervised
health club activities and did not appear to address the exclusive health club benefits.

6. The Promotion of Health as an Exempt Purpose

Some exempt organizations may claim that their health club operations are charitable on the
grounds that they promote health. In the general law of charity, the promotion of health is
considered to be a charitable purpose. Restatement (Second) of Trusts, section 368 and section
372 (1959); IV A. Scott, The Law of Trusts, section 368 and section 372 (3d ed. 1967); W.
Bogert, Trusts and Trustees, section 372 (2d ed. 1964). While many health-related organizations
may further other charitable causes, such as the relief of poverty, the sole charitable purpose of
promoting the health of the general community constitutes a sufficient basis for tax-exempt status
under IRC 501(c)(3). See Rev. Rul. 69-545, 1969-2 C.B. 117.

Activities promoting health are considered beneficial to the general community even though the
class of beneficiaries eligible to receive a direct benefit from such activities does not include all
members of the community, provided that the class is not so small that its relief is not of benefit to
the community. See Rev. Rul. 83- 157, 1983-2 C.B. 94.

There is a profusion of recreational activities that may be classified as promotion of health in that
any physical or mental exertion may assist in the prevention of illness and be consistent with
generally recognized medical principles and conducive to mental and physical well-being.
Additionally, some have argued that a health club parallels the preventive care aspects of
qualifying HMOs and should be accommodated under the health promotion classification of IRC
501(c)(3). However, the activities of IRC 501(c)(3) health care organizations (such as the hospital
described in 69-545, supra) serve to alleviate the distress of the sick and incapacitated and may be
distinguished from health club activities which promote health generally by providing for the
maintenance of physical fitness through recreational exercise and the promotion of healthful
living. Health club operations promote health in a manner which is collateral to the providing of
recreational facilities for purposes of fostering well-being of the community in general. Clearly,
while innumerable activities may relate to preventive health in the broad sense of being consistent
with medical principles and conducive or beneficial to the soundness of the body and mind, not all
such activities are recognized as charitable under IRC 501(c)(3).
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The Service and the courts have, therefore, concluded that not every activity that promotes a
healthy lifestyle qualifies as the charitable promotion of health. In Federation Pharmacy Services
v. Commissioner, 72 T.C. 687 (1979), aff'd, 625 F. 2d 804 (8th Cir. 1980), a nonprofit
organization that sold pharmaceutical products did not qualify for exemption because the benefit
to the community was too limited. Similarly, in Living Faith, Inc. v. Commissioner, 60 T.C.M.
710, 713 (1990), an organization that claimed to be religious and charitable by advancing the
doctrine of the Seventh-day Adventist Church by operating vegetarian restaurants and health food
stores was denied exemption because it operated in a commercial manner in direct competition
with other restaurants and health food stores. In Geisinger Health Plan v. Commissioner, 985 F.2d
1210, (3rd Cir. 1993), rev'g 62 T.C.M. 165 (1991), the court found that a health maintenance
organization (HMO) did not qualify where it arranged for health care coverage, including
preventive programs, solely for its members in the absence of significant levels of charity care,
research or education under a "flexible community benefit standard" approach that would
demonstrate based on a totality of the circumstances that charitable purposes were served. Merely
discounting some membership dues was not sufficient. Conversely, in Sound Health Association
v. Commissioner, 71 T.C 158 (1978), acq. 1981-2 C.B. 2, the Service's acquiescence related to an
HMO that provided direct health care services to its membership which was "truly open to a
sufficiently broad segment of the community served" and in a manner consistent with the
community benefit standard satisfied by the tax-exempt hospital described in Rev. Rul. 69-545,
supra.

Although health club operations are characterized essentially as recreational and not health-
promoting, there is a very limited circumstance in which the activities of a health club may be
deemed to promote health. This situation arises in the case of a hospital patient undergoing
rehabilitation. PLR 9110042 is illustrative. The subject of that ruling was a health and fitness
center operated as an activity of and adjacent to an IRC 501(c)(3) hospital. The center was to be
used by three disparate groups: the hospital's patients, its employees, and the general public. With
respect to each group, the operation of the center did not result in UBIT. By rehabilitating
patients in accordance with treatment plans prescribed by appropriate hospital personnel, the
hospital's exempt purpose of providing for the health care needs to the community was served. In
other words, in the case of the hospital patients using the health and fitness center, the center was
promoting health. Use by employees was justified under the convenience exception of IRC
513(a)(2). As for use by the general public, the ruling stated that a fitness facility can be a
charitable activity if it provides recreation that is available to a significant segment of the
community, as, for example in Rev. Rul. 67-325, supra. The letter ruling then found that the rates
that the fitness center charged to the general public (substantially lower than commercial rates in
the area and low enough that a significant segment of the local population could afford to
participate) made the provision of fitness services a charitable activity on the basis of providing
recreational facilities to the general public.

This dichotomy--health promotion for hospital patients and community recreational facilities for
the rest of the public--runs through other private letter rulings to hospitals. For similar fact
patterns and results, see PLRs 9736047, 9329041, 9226055, and 8934061.
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7. Education as a Charitable Purpose

Another possible basis for exemption of sports and recreational facilities, particularly for youth, is
that they are incidental to the attainment of educational objectives. This began with Rev. Rul. 55-
587, 1955-2 C.B. 261 (an interscholastic athletic association formed for the purposes of
promoting and protecting the health of high school athletes through uniform interscholastic
competition under the direction and control of school officials, and of cultivating the ideals of
good sportsmanship, loyalty and fair play); continued in Rev. Rul. 65-2, 1965-1 C.B. 227 (an
organization providing free instruction, facilities, and equipment to children in connection with
teaching them a particular sport) and Rev. Rul. 77- 365, 1977-2 C.B. 192 (organization
conducting clinics, workshops, lessons, and seminars at municipal parks and recreation areas to
instruct individuals in a particular sport); and carried through to Rev. Rul. 80-215, 1980-2 C.B.
174 (an organization that developed, promoted, and governed a sport for individuals under 18
years of age in a particular state). The idea in all cases is that activities with significant
instructional content are educational. The organization's activities may also serve to help prevent
delinquency when children or youth are involved by helping them become wholesome members of
the community. Contrast this to Rev. Rul. 70-4, 1970-1 C.B. 126, where promotion of an amateur
sport was not educational since there was no instructional component, but the activity could
nonetheless qualify as promotion of social welfare under IRC 501(c)(4). Generally, competitive
sports activity that was IRC 501(c)(3)-educational when directed at youth, was, at best, IRC
501(c)(4) when conducted for adults. This area was somewhat streamlined by the enactment of
the Tax Reform Act of 1976 (further amended by TEFRA 1982) in which the promotion of
national or international sports competition was added to the Code as an independent basis for
exempt status.

Rev. Rul. 78-98, 1978-1 C.B. 167, discusses the role of a ski facility utilized by an exempt school
as part of its physical education program. While not exactly parallelling the health
club/recreational center cases, there is a distinct analogy. The students used the facility for
recreational purposes, as did members of the general public. The latter were required to pay slope
and ski lift fees comparable to nearby commercial facilities. The ruling held that the student
recreational use was related to the exempt educational function, even though the activity did not
consist of actual instructional sessions. However, the income from the public's use of the facility
was subject to UBIT. The significance of this position is that the student use of the ski facility per
se furthered the school's educational mission in that it supplemented the students' physical
educational instruction whereas public use at commercial rates had no nexus to an exempt
educational purpose.

PLR 8020010 involved, among other things, the question of whether use of a university's
recreational facility generated UBI. The facility was used mainly by students, staff and faculty.
However, a limited number of memberships were available to the general public and to alumni.
The ruling concluded that the student and faculty use were substantially related to the university's
exempt educational purpose. However, the use by the general public and alumni was not related
to the university's exempt purpose of education; rather, this type of use only provided the public
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and alumni the opportunity to engage in personal recreational activities. Therefore, use by the
public and alumni generated UBI.

8. Health Clubs and UBI

In determining whether a health club activity is an unrelated trade or business, the analysis focuses
on whether the activity is substantially related to an organization's exempt purpose. In order to be
reported as an unrelated business activity, an activity must meet three criteria: (1) it must be a
trade or business, (2) it must be regularly carried on, and (3) it must not be substantially related to
the accomplishment of the organization's exempt purposes. In the case of health clubs, the
substantially related test is the key.

Providing recreational facilities to the general public can be an exempt purpose under IRC
501(c)(3) as long as the facilities are available to a wide segment of the community. Similarly, in
order to be exempt from unrelated business income tax, a health club conducted as an activity of
an exempt organization must benefit a significant segment of the local population. The community
benefit test is applied on a case by case, community by community basis; in making this
determination, the analysis consists of weighing the facts and circumstances of each case. The
same type of analysis also applies when a health club offers various levels of memberships for
different charges.

In cases involving some mixture of exempt and unrelated activities, the proper analysis is based on
IRC 513(c) and Treas. Reg. 1.513-1(d)(3), which indicate that income from a particular activity
may be deemed unrelated even where the activity is an integral part of a larger complex of
activities that may be in furtherance of an exempt purpose. This is commonly known as the
fragmentation rule. The fragmentation rule provides that, with respect to health clubs that operate
as part of a larger exempt organization, the health club is analyzed separately to determine
whether the health club generates UBI; additionally, each health club activity can be further
fragmented so that one health club activity may be deemed to be related to exempt purposes while
another health club activity may result in imposition of UBIT.

9. Examples

The situations described below are illustrative of the types of issues we are currently seeing in this
area. These issues can arise in the context of liability for unrelated business income tax or
qualification for exemption.

     A. Situation 1

     Facts

A operates a fitness center located in a particular county. A has facilities for racquetball and
squash and a variety of multistation fitness machines, treadmills, stationary bicycles, and free
weights.

In order to use A's facilities, individuals must purchase a membership. The membership requires
the payment of monthly fees for a period of at least one year. The membership contract is
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enforceable in court. Members are legally required to pay the monthly fee for the contract period
regardless of whether or not they use the facilities. Members may freely sell or transfer their
membership contract to other persons.

A advertises its fitness center by frequently distributing flyers in residential neighborhoods where
property values are generally at or above the 70th percentile for all residential properties in the
county where the fitness center is located. A attempts to set its rates at affordable levels for
people who live in these neighborhoods. Census data indicates that approximately 25% of the
county's population resides in these neighborhoods. Virtually all of A's members are residents of
the neighborhoods where the flyers are distributed.

     Discussion

The pursuit of physical fitness through sports and exercise is primarily a recreational activity.
Therefore, the principles applicable to community recreational facilities are the appropriate
standard to use in determining whether A's activities further an exempt purpose.

Community recreational facilities that levy admission charges must set their charges at a level
affordable to the community they serve. See Rev. Rul. 79-360, supra. In one case, a political
subdivision consisting of a county was an appropriate community for determining public benefit.
See Columbia Park and Recreation Association, supra. Since A's charges are designed to be
affordable to only the upper 30 per cent of the persons in its county, A does not satisfy this
standard. Therefore, operation of A's fitness center does not further exempt purposes within the
meaning of IRC 501(c)(3).

     B. Situation 2

     Facts

B is a fitness center established by and located on the campus of a community hospital exempt
from federal income tax under IRC 501(a) as an organization described in 501(c)(3). The fitness
center consists of a large room. The room contains stationary bicycles, treadmills, and free
weights. The fitness center offers classes in aerobics appropriate to various fitness levels.

B provides individualized programs for persons who have been referred to the fitness center by
their physicians for physical therapy and cardiac rehabilitation as part of a prescribed treatment
regiment for ameliorating the effects of injury or disease. These programs are conducted under the
supervision of appropriate hospital personnel. B's employees may use the fitness center upon
payment of nominal monthly fees.

Members of the community may use the facilities in exchange for the payment of monthly fees.
There are two classes of membership available, a regular membership and an executive
membership. Regular members pay a monthly fee, which entitles them to utilize the facilities on an
as available basis. Executive members pay a significantly higher fee that entitles them to priority in
using certain facilities and equipment. Executive members are also entitled to exclusive use of the
equipment during certain hours Monday through Friday and on Saturday mornings.
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After initially establishing its two-tiered fee structure, B surveyed its members to determine their
gross income levels and compared the results of the survey to income data for the community
served by the hospital. B periodically repeats the process and uses the information to adjust its
fees. The most recent survey of B's community members indicates that 30% of the regular
memberships are held by persons below the 25th income percentile; 30% are held by persons
between the 25th and 50th income percentiles; 25% are held by persons between the 51st and
75th percentile; and 15% of the memberships are held by persons above the 75th income
percentile. In the case of executive memberships, all memberships are held by persons above the
75th income percentile.

     Discussion

Since B offers a variety of different fitness and health services, the proper analysis is to segregate
each type of activity and determine whether it furthers an exempt purpose. If any activity furthers
a nonexempt purpose, the income generated by the activity will be subject to the unrelated
business income tax.

While sports and fitness programs are generally recreational in nature, exercise or fitness therapy
which is part of a medically supervised regimen designed to rehabilitate cardiac or other patients
serves to promote health. Since the promotion of health is the hospital's exempt purpose, fitness
programs directed to rehabilitation further the hospital's exempt purpose. See Rev. Rul. 69-545,
1969-2 C.B. 117.

The provision of health club facilities on its campus for use by its own employees is excepted from
unrelated business income tax under the IRC 513(a)(2) convenience of employees exception.

The income derived from members of the general community is related to the attainment of the
charitable purpose of providing community recreational facilities only if the charges are affordable
to the community served. See Rev. Rul. 79-360, supra. In this case, a charitable purpose is
demonstrated by the fact that the fees charged for regular memberships are affordable to most of
the members of the community. However, executive memberships are affordable only to higher
income persons as demonstrated by the fact that all memberships are held by such persons.
Executive memberships are not affordable to the community as a whole. Therefore, income
derived from executive memberships is subject to the tax on unrelated business income.

     C. Situation 3

     Facts

C operates a fitness center that consists of a building containing a heated, olympic-sized
swimming pool and a smaller pool called a lap pool. C also has a small gymnasium devoted
primarily to free weights and basic facilities for use in gymnastics as an adjunct to its swimming
program. C's primary activity is the conduct of ability-graded classes in swimming. C charges fees
for the classes, but its policy is to waive or reduce the fees for those who cannot afford them. This
policy is advertised in community newspapers during May and December of each year when C
conducts fund raising appeals. The fees are waived for children enrolled in Headstart programs.
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The unreduced fees are estimated to be affordable for persons with incomes at or above the 50th
percentile for the area.

     Discussion

The operation of sports or fitness programs may be educational if the programs involve a
significant amount of instruction. See Rev. Ruls. 65-2 and 77-365, supra. C's instructional
programs in swimming are conducted to teach people how to swim rather than to provide them
with an opportunity for recreational swimming. Therefore, C's programs further exempt purposes
within the meaning of IRC 501(c)(3).

C does not have to be charitable in addition to being educational to qualify for exemption under
IRC 501(c)(3). However, waiving its fees for Headstart children and reducing its fees for other
persons who cannot afford them is evidence that the advancement of educational purposes, as
distinguished from maximizing profits, is the objective of C's activities. The fee structure thus
provides evidence of a noncommercial purpose.

     D. Situation 4

     Facts

D is a hospital that is exempt from federal income tax under IRC 501(a) as an organization
described in 501(c)(3).

D operates a fitness center at its hospital facility, which is comparable in size and facilities to the
better commercial fitness centers in the area. D offers monthly memberships to the fitness center
at rates based on a sliding scale keyed to income and family size. The highest fees on the scale are
slightly less than those charged by other comparable fitness centers in the area.

Apart from the hospital's patients and employees, D's fitness center is used almost exclusively by
persons whose incomes are above the 95th percentile of annual gross income of both the town
and county in which the hospital is located. The fitness center is also used by D's employees and
by the rehabilitation department of the hospital to provide therapy for cardiac and other patients.
D's employees pay for use of the facilities. Patients pay higher fees than regular users, the exact
fee being dependent on the nature of the services provided and facilities used.

A large commercial fitness center has recently been established in a shopping mall that is
frequented by persons who live in the residential subdivisions surrounding the hospital. Its charges
are slightly higher for regular memberships than those charged by the hospital's fitness center. The
commercial fitness center argues that the difference in fees can be accounted for by the fact that
the hospital pays no unrelated business income tax on its income derived from the fitness center.

     Discussion

As in Situation 2, the initial step in the analysis is to isolate the various activities of the fitness
center and determine whether or not each activity serves an exempt purpose.

The first activity is the provision of fitness programs to the public. See Rev. Rul. 79-360, supra.
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This activity is recreational in nature and therefore furthers an exempt purpose only if it is
affordable to the community. While the fees are affordable to the high income residents in the
town and county, they are beyond the reach of most people in the community as a whole.
Therefore, the income derived from providing programs to those persons is subject to unrelated
business income tax. The analysis applicable to D's own employees and to persons in need of
rehabilitative therapy is discussed in Situation 2.

The fact that D's fitness center may be in competition with a commercial counterpart is immaterial
in determining whether or not D's fitness center income is subject to unrelated business income
tax. Similarly, if there were no other health club facilities in the area, filling that void would not,
by itself, establish an exempt purpose. The purpose served by the center's activities, not the
possible impact of those activities on commercial competitors or providing an otherwise
unavailable service, determines whether income from the activities is subject to unrelated business
income tax. Thus, the result in this case would be the same if there were no commercial fitness
centers located in D's service area. D would still be subject to tax on its income derived from
serving the recreational needs of the wealthy residents of the community. Also, the presence at a
sliding scale membership fee keyed to income levels and family size is a favorable factor; however,
in practice the facility does not afford community access.

     E. Situation 5

     Facts

E is a hospital that is exempt from federal income tax under IRC 501(a) as an organization
described in 501(c)(3). E operates a fitness center at its hospital facility that is equipped similarly
to better commercial fitness centers. E offers fitness programs to the general public, hospital
patients in need of rehabilitation, and its own employees.

E determined that, absent extraordinary efforts on its part, the primary users of its fitness center
were likely to be persons whose incomes place them above the 95th percentile of the annual gross
income of both the town and county in which the hospital is located. In order to assure that other
persons living in the community are apprised of the availability of the facilities, E frequently
advertises its fitness center in direct mail publications that are distributed throughout the
community, which includes a mixture of neighborhoods reflecting a diverse economic
composition. The advertisements call attention to E's policy of making its fitness facilities
available on a sliding scale fee structure based on income and family size. E monitors its
membership to determine whether users of the fitness facilities reflect a representative cross
section of the town and county in which it is located and adjusts its advertising and promotional
efforts as necessary to maintain a membership reflective of the community as a whole.

E makes its facilities available to community organizations that conduct sports and other
programs for at risk youth for two hours each weekday afternoon. No charge is made for use of
E's facilities by the community organizations. E also waives its fees for children enrolled in
Headstart programs.
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     Discussion

The facts in Situation 5 establish that E has a fee structure and advertising program designed to
assure that all income levels within its community are aware of and may make use of the programs
offered at its fitness center. This example illustrates that advertising, which is often taken to be
indicative of commercial activity, can also be used to promote an exempt purpose, in this case
making the general public aware of a program they might not readily discover by any other means.
It is also significant that E monitors its membership to assure that these programs are achieving
the desired objective and adjusts its advertising and promotional efforts as needed to accomplish
its goal of serving the community as a whole rather than merely wealthy individuals. The fact that
E cooperates with other organizations and with the Headstart programs in offering after school
programs for youth is further evidence of E's commitment to serving all segments of the
community. In these circumstances, the fact that some members of the community may pay rates
comparable to those charged by similar commercial fitness centers does not detract from the
conclusion that E's fitness center is available to and used by the community as a whole.
Accordingly, E's fitness center is described in IRC 501(c)(3).

10. Other Code Provisions

     A. IRC 501(c)(4)

Restriction of community-wide participation could result in loss or denial of IRC 501(c)(4) status,
per Rev. Rul. 80-205, 1980-2 C.B. 184. This ruling addressed the case of Eden Hall Farm v.
United States, supra. The ruling examines the court's rationale:

     The district court found that the organization's provision of
     recreational facilities served a recognized community need and
     that the organization qualified as a social welfare organization
     under section 501(c)(4) of the Code. With respect to the
     organization's restrictions on the use of its facility, the
     court found that the restrictions were consistent with the
     capacity of the facilities and provided a means of limiting use
     of the facilities to those who met the organization's
     requirements. Thus, the court concluded that the organization
     was not operated for the benefit of X corporation or its
     employees.

However, the ruling held that organizations that restrict
participation to employees of selected corporations and their guests
do not qualify for exemption under IRC 501(c)(4). These organizations
primarily benefit the individuals that are allowed to use the
facility and any benefit to the community is purely incidental. Thus,
the IRS does not follow the decision in Eden Hall.

The regulations clearly require, and prior revenue rulings have recognized, that an organization
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claiming exemption under IRC 501(c)(4) must operate for the benefit of the community as a
whole rather than for the benefit of a limited group. Compare Rev. Rul. 78- 69, 1978-1 C.B. 156,
which holds that an organization providing rush hour commuter bus service to all residents of a
community qualifies for exemption under IRC 501(c)(4), with Rev. Rul. 55-311, 1955-1 C.B. 72,
which holds that a local association of employees operating a bus primarily for the convenience of
its members does not so qualify. Also compare Rev. Rul. 62-167, 1962-2 C.B. 142, which holds
that an organization retransmitting television signals for the benefit of an entire community
qualifies for exemption under IRC 501(c)(4), with Rev. Rul. 54-394, 1954-2 C.B. 131, which
holds that an organization providing television on a cooperative basis does not qualify. See also
GCM 39357 (May 3, 1985) which concluded that an employee health club in which membership
is available only to salaried employees can qualify under section 501(c)(4), but as a local
association of employees.

Thus, a health club that benefits only a limited group as opposed to the community in general
(apart from a local association of employees) would not qualify for exemption under IRC
501(c)(4) under the precedent cited above, let alone IRC 501(c)(3) with its additional benefit of
deductibility of contributions.

     B. Social Clubs under IRC 501(c)(7)

Social clubs are typically formed to provide members with recreational facilities. See Rev. Rul.
69-281, 1969-1 C.B. 155; 70- 32, 1970-1 C.B. 132; and 74-30, 1974-1 C.B. 137. However,
expansion of the club's facilities and services to the general public can adversely affect the club's
status. See Rev. Rul. 69-219, 1969-1 C.B. 153; and P.L. 94-568, 94th Cong., 2nd Sess. (176),
1976-2 C.B. 596. In addition, operation of a business in the guise of a social club is problematic.
In Rev. Rul. 58-588, 1958-2 C.B. 265, the Service addressed the question of whether a health
club could qualify as a social club under IRC 501(c)(7). Several individuals formed a health,
recreational, and social club. The primary activity was selling approximately 25,000 associate
memberships which essentially consisted of rights to the use of the club's facilities, but no rights in
the management of the club. Twenty-five "active" members managed and controlled the
organization; five of these members were full-time employees, and two of the members operated a
restaurant and barbershop on the club premises. The ruling held that the club was operated for the
personal interest of a few individuals and that the social features were not a material purpose.
Rather, the predominant purpose was the business of selling of memberships for profit to
individuals for the right to utilize the club's facilities. Thus, the organization did not qualify under
IRC 501(c)(7).

11. Summary and Conclusion

In most cases, community benefit provides the basis for distinguishing exempt fitness centers from
their commercial counterparts. Where special considerations apply, education, prevention of
juvenile delinquency or promotion of health may serve as a basis for finding that an exempt
purpose is furthered. As in all cases, the burden is upon the organization seeking the exemption to
establish that it is, in light of all the facts surrounding its operations, engaged in an activity that



CPE-FY2000.doc September 1, 1999
(12:31PM)

19

furthers an exempt rather than a commercial purpose. This burden is not met by a showing that
the organization is otherwise exempt, for example as a hospital or an educational institution. In
appropriate circumstances, the activities of a fitness center may be fragmented so as to subject
those activities, which are indistinguishable from their commercial counterparts to unrelated
business income tax.
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                       B. SECTION 4958 UPDATE
                                 by
              Lawrence M. Brauer and Marvin Friedlander

1. Introduction

Section 1311 of the Taxpayer Bill of Rights 2 (P.L. 104- 168, 110 Stat. 1452), enacted July 30,
1996, added IRC 4958 to the Internal Revenue Code. IRC 4958 imposes excise taxes on excess
benefit transactions between disqualified persons and IRC 501(c)(3) or 501(c)(4) organizations.
The excise tax, which is paid by the disqualified person, is imposed on the amount received by the
disqualified person that exceeds the value of consideration provided to the organization. Section
4958 also requires correction of the excess benefit transaction or a second tier tax of 200 percent
if imposed. Organization managers may also be liable for IRC 4958 excise taxes if they knowingly
participate in an excess benefit transaction. Excess benefit transactions are situations where an
IRC 501(c)(3) or 501(c)(4) organization is used for improper personal gain by a person in a
position to exercise substantial influence over its affairs. The Section 4958 taxes are popularly
known as "intermediate sanctions," because they provide a remedy short of revocation of exempt
status for transactions that constitute inurement. These excise taxes generally apply to excess
benefit transactions occurring on or after September 14, 1995.

On August 4, 1998, proposed regulations under IRC 4958 were published in the Federal Register
(63 Fed. Reg. 41486). On March 16 and 17, 1999, the Service held public hearings on these
proposed regulations. The Service is considering the written comments received and the
testimony presented, but as this article goes to press, the final regulations have not been issued.

2. Technical Advice Requests

Key District Offices and appeals offices are required to request technical advice on exempt
organization cases concerning qualification for exemption for which there is no published
precedent or for which there is reason to believe that nonuniformity exists. See section 4.04 of
Rev. Proc. 99-5, 1999-1 I.R.B. 158, 163.

Because final regulations under IRC 4958 have not been issued and to ensure consistent analysis
and application of both IRC 4958 and the proscriptions against private inurement under IRC
501(c)(3) and IRC 501(c)(4), Key District Offices have been directed to request technical advice
from National Headquarters in the following situations:

     A. All cases in which an excise tax under IRC 4958 is being
     proposed;

     B. All cases in which an adverse action under an inurement
     proscription is being proposed;

     C. All IRC 4958 cases that are being considered for resolution
     by a closing agreement; and
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     D. All private inurement cases that are being considered for
     resolution by a closing agreement.

Where appropriate, Key District Offices should consider using the pre-submission conference
procedures described in Rev. Proc. 99-5, section 9.

3. Statute of Limitations

To permit the national office sufficient time to consider the request for technical advice, it may be
necessary for the period of assessment for IRC 4958 excise taxes to be extended.

The period of limitations for assessing IRC 4958 excise taxes against disqualified persons and
organization managers begins on the date the IRC 501(c)(3) or IRC 501(c)(4) organization files
the information return (Form 990 or Form 990-EZ) for the tax period during which the excess
benefit occurred, or on the date the information return is due, whichever is later. See IRC 6501.
However, since disqualified persons and organization managers are liable for the excise taxes
under IRC 4958(a), the period of assessment may be extended only by the appropriate disqualified
persons and organization mangers, not by the IRC 501(c)(3) or IRC 501(c)(4) organization.
Therefore, district offices and appeals should obtain executed Forms 872 (Consent to Extend the
Time to Assess Tax) from the appropriate disqualified persons and organization managers. See
IRC 6501(c)(4).

In a situation where executed Forms 872 cannot be obtained from all appropriate disqualified
persons and organization managers to permit the national office sufficient time to consider the
request for technical advice, the national office should be contacted.

4. Technical Advice Guidelines

The Service has given Key District Offices the following additional guidance for technical advice
requests with IRC 4958 issues.

The Key District Office should prepare separate technical advice requests for each exempt
organization, each disqualified person and each organization manager who participated in an
excess benefit transaction. In preparing requests for technical advice, the Key District Office
should encourage all parties to the excess benefit transaction to submit a written statement of the
facts, issues, and the party's position. See Rev. Proc. 99-5, section 10.01(2).

The Key District Office should provide the organization a copy of all technical advice requests.
Each disqualified person and organization manager who participated in an excess benefit
transaction should be given a copy of their own technical advice request and a copy of the
technical advice request of the organization with information redacted for any separate excess
benefit transaction of other disqualified persons and organization managers. The facts relating to
potential excess benefit transactions should be separately stated in the technical advice request
with respect to the organization for ease of redaction.

Consistent with Rev. Proc. 99-5, 1999-1 I.R.B. 158, the Key District Office should invite all
parties to the excess benefit transaction to any pre-submission conference. However, if the
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organization has participated in more than one excess benefit transaction involving different
disqualified persons and different organization managers, a separate pre-submission conference
should be held for the respective parties of each transaction.

Once the Key District Office receives the technical advice memoranda as described in Rev. Proc.
99-5, section 16.13, it should give the various parties their copies as provided in the transmittal
memorandum:

     * The Key District Office should give each disqualified person
       and organization manager a redacted copy of the "global"
       technical advice memorandum (the copy with respect to the
       organization) and a copy of their respective technical advice
       memorandum, and

     * The Key District Office should give each organization the
       "global" technical advice memorandum and a copy of each
       disqualified person's and organization manager's technical
       advice memorandum.

In addition, since an excess benefit transaction between a disqualified person and an IRC
501(c)(3) or 501(c)(4) organization may result in a disqualified person being liable for additional
income tax, the Key District Office may need to coordinate certain issues with the Examinations
Division.

5. Internal Revenue Manual

We are currently preparing a new IRM chapter to address various procedural matters that may
arise in IRC 4958 cases, such as period of limitations, correction, abatement, etc.
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                C. PHYSICIAN INCENTIVE COMPENSATION
                                 by
            Lawrence M. Brauer and Charles F. Kaiser III

1. Introduction

Health care organizations are under continuous pressure to improve their performance by
increasing efficiency and productivity, improving quality of care and patient satisfaction, and
reducing costs. In an effort to achieve these goals, health care organizations have developed
various physician incentive compensation arrangements in an attempt to more closely align
physician compensation with the goals of the health care organization. The purpose of this article
is to analyze the effect of incentive compensation methods within the framework of compensation
arrangements that the Service has viewed as reasonable.

IRC 4958, the section of the Internal Revenue Code that provides for excise taxes on excess
benefit transactions (also known as "intermediate sanctions"), is important when considering
physician compensation arrangements. However, until the proposed regulations under IRC 4958
are finalized, it is premature to include in this article a discussion of this aspect of physician
compensation. (But see the article in this CPE text "Section 4958 Update.")

2. Tax Principles Relating to Physician Compensation

IRC 501(c)(3) prohibits inurement of the net earnings of an organization to any private
shareholder or individual. Reg. 1.501(c)(3)-1(c)(2) states that 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 individuals.

Reg. 1.501(a)-1(c) states that the term "private shareholder or individual" refers to persons
"having a personal and private interest in the activities of the organization." For convenience,
persons meeting this definition are sometimes referred to as "insiders."

At one time, for purposes of applying the private inurement proscription, it was believed that all
physicians were insiders. See G.C.M. 39862 (12/2/91). However, physicians per se are not
insiders. Whether a physician is an insider depends on an analysis of all the facts and
circumstances concerning whether the physician's relationship with the organization offers the
physician the opportunity to make use of the organization's income or assets for personal gain. As
stated in a recent appellate court decision:

     The test is functional. It looks to the reality of control
     rather than to the insider's place in a formal table of
     organization. The insider could be a "mere" employee -- or even
     a nominal outsider, such as a physician with hospital privileges
     in a charitable hospital, Harding Hospital, Inc. v. United
     States, 505 F.2d 1068, 1078 (6th Cir. 1974) . . . .
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United Cancer Council, Inc. v. Commissioner, 165 F.3d 1173, 1176 (7th
Cir. 1999).

IRC 501(c)(3) requires that an organization be organized and operated exclusively for exempt
purposes. Reg. 1.501(c)(3)- 1(c)(1) provides that an organization will be regarded as operated
exclusively for exempt purposes only if it engages primarily in activities that accomplish one or
more of the exempt purposes specified in IRC 501(c)(3). But an organization will not be so
regarded if more than an insubstantial part of its activities is not in furtherance of an exempt
purpose. Thus, an organization that operates primarily in a manner that results in conferring
impermissible private benefit on one or more persons does not satisfy this requirement.

Thus, any compensation arrangement between an IRC 501(c)(3) organization and an employee or
an independent contractor must not result in private inurement if that person is an insider, and
must not confer impermissible private benefit whether or not that person is an insider. IRC
501(c)(4) also contains a prohibition against inurement of net earnings to the benefit of any
private shareholder or individual. This prohibition is effective, generally, for inurement occurring
on or after September 14, 1995.

Implicit in these two proscriptions is the requirement that the compensation actually paid must be
reasonable. For a discussion of reasonable compensation, see the 1993 CPE Text at 191.

3. Precedential and Non-Precedential Authority

In analyzing any type of incentive compensation program various authorities should be
considered.

     A. Court Cases

Lorain Avenue Clinic v. Commissioner, 31 T.C. 141 (1958), involved a tax-exempt clinic
controlled by a small number of employed physicians. The clinic compensated its employed
physicians using a "point system." Under this arrangement, a sum of money was set aside as total
salary, which would be divided among the physicians in a ratio based on each physician's point
scores. Thus, a physician's compensation was based on the number of points assigned to the
physician. Points were based on the amount of the physician's charges for professional services,
the number of patient visits, the number of new patients seen, the length of time the physician was
associated with the clinic during which the physician had total charges above a certain minimum,
and other criteria. However, substantially all of the organization's net receipts, after all expenses
other than salaries, were set aside and distributed to the physicians, including the small number of
employed physicians who were in control. These controlling physicians received the bulk of the
distributions. The Tax Court held that this arrangement violated the proscription against
inurement of net earnings.

In Birmingham Business College v. Commissioner, 276 F.2d 476 (1960), a tax-exempt school that
compensated its three employee- shareholders in proportion to their stock ownership did not
qualify for exemption.
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In Sonora Community Hospital v. Commissioner, 46 T.C. 519 (1966), aff'd, 397 F.2d 814 (9th
Cir. 1968), two doctors who previously owned the hospital facilities and founded the hospital
shared in the fees from the privately operated laboratory and x-ray departments within the hospital
although they performed no associated services. This showed that the hospital operated to a
considerable extent for the private benefit of the two founding doctors, rather than exclusively as
a charitable organization.

     B. Revenue Rulings

Rev. Rul. 69-383, 1969-2 C.B. 113, provides that a fixed percentage compensation plan of an
exempt hospital does not result in prohibited private inurement if: (1) the compensation plan is not
merely a device to distribute profits to persons in control or to transform the organization's
principal activity into a joint venture; (2) the compensation plan is the result of arm's-length
bargaining; and (3) the compensation plan results in reasonable compensation by comparing the
amounts paid to amounts received by physicians at similar hospitals having comparable
responsibilities and patient volume. Whether these criteria are met, depends upon the facts and
circumstances of each case.

In this revenue ruling, the Service approved a compensation arrangement where the hospital paid
a radiologist a fixed percentage of the radiology department's gross billings, adjusted by an
allowance for bad debts. However, as G.C.M. 39862 (11/22/91) explains, at page 11, the
physician was not receiving a percentage of the revenues of the hospital's radiology department.
The hospital was acting as the billing and collection component for the physician's services
performed at the hospital and the physician was receiving a fixed percentage of only his/her
billings. The G.C.M. states:

     [T]he hospital in Rev. Rul. 69-383 was billing (presumably on a
     global charge basis) and collecting for the radiologist's
     professional services, as well as its own facility charge.
     Thus, the percentage compensation at issue represented an
     allocation of a portion of the global charge (referred to as the
     "professional component") to the physician to compensate him for
     his services. The hospital retained the remainder (the
     "technical" or "facility component") as compensation for use of
     its facilities and equipment.

Rev. Rul. 97-21, 1997-1 C.B. 121, provides that certain physician recruitment incentives provided
to persons who do not have substantial influence over the affairs of the recruiting hospital can be
consistent with IRC 501(c)(3) status. This revenue ruling includes four situations that do not
affect exempt status because the recruiting incentives result in reasonable compensation for
services from the staff physicians.

     C. General Counsel Memoranda (G.C.M.)

In G.C.M. 32453 (11/30/62), a tax-exempt health maintenance organization (an "HMO")
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arranged for medical services to subscribers by entering into contracts for medical services with
independent groups of private physicians. Terms of the contracts provided that the HMO
compensates its private physicians a capitated amount plus 50 percent of certain net revenues (a
withhold) with the other 50 percent of the revenues payable to hospitals that provided services to
the HMO's subscribers. The purpose of this incentive was to maximize efficiency of services and
shift most of the risk under the plan to the physicians and hospital. In practice, the capitated
amount was 92 to 97 percent of the total amount paid under the contract, and the remaining
portion (3 percent to 8 percent) comprised the incentive compensation portion that could not
exceed 10 percent of the total compensation payable. The G.C.M. approved this percentage
compensation arrangement after determining the presence of the following factors:

     i. A completely arm's-length contractual relationship, with the
     service provider having no participation in the management or
     control of the HMO;

     ii. The contingent payments served a real and discernible
     business purpose of the exempt organization independent of any
     purpose to operate the organization for the direct or indirect
     benefit of the service provider (e.g., achieving maximum
     efficiency and economy in operations by shifting away the
     principal risk of operating cost to the service provider to
     alleviate the organization's need to carry large insurance-type
     reserves);

     iii. Compensation was not dependent principally upon incoming
     revenue of the exempt organization, but upon the accomplishment
     of the objectives of the compensatory contract (e.g., the
     success of the employer organization and the service provider in
     keeping actual expenses within the limits of projected expenses
     upon which the ultimate prices of charitable services are
     based);

     iv. Review of the actual operating results revealed no evidence
     of abuse or unwarranted benefits (e.g., prices and operating
     costs compare favorably with those of other similar
     organizations); and

     v. Presence of a ceiling or reasonable maximum to avoid the
     possibility of a windfall benefit to the service provider based
     upon factors bearing no direct relationship to the level of
     service provided.

G.C.M. 35638 (1/28/74) allowed a compensation plan in which participants shared savings
generated by productivity improvements. The G.C.M. allowed this plan because it was arm's-
length, and "it was a means of providing reasonable compensation to employees without any
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potential for reducing the charitable services or benefits otherwise provided . . . ." A reduction of
charitable services occurs if the exempt organization eliminates charitable programs to pay
incentive compensation and/or expends all of its profits on physician salaries without saving a
certain percentage of its profits for use in the community, such as expanded educational
programs, increased programs for the indigent, etc.

G.C.M. 38283 (2/15/80) concluded that an exempt organization will not violate the requirements
for exemption merely by adopting and operating an incentive compensation plan in which profits
are a factor in the compensation formula.

G.C.M. 38394 (6/2/80), provides that compensation arrangements with physicians result from
arm's-length bargaining if they are established by independent compensation committees
(consisting of non-physician employees) or independent boards of directors.

G.C.M. 39498 (4/24/86) examined guaranteed minimum annual salary contracts where the
physicians' salaries were subsidized in order to induce them to commence employment at a
hospital. The G.C.M. acknowledged that the compensation plans did not per se constitute devices
to distribute profits or transform the arrangement into a joint venture. The G.C.M. concluded that
the entire compensation package (rather than just the portion of the compensation plan in
question) must be examined to determine whether it is reasonable and serves no more than
incidentally private interests. Lastly, the G.C.M. stated that it was impossible to determine, in
connection with an advance ruling request, whether the compensation considered as a whole
constituted reasonable compensation.

G.C.M. 39670 (10/14/87) states that a deferred compensation plan under which deferred amounts
are invested does not automatically jeopardize the exempt status of the organization maintaining
the plan. Chief Counsel stated it would rely on Rev. Rul. 69-383, supra, to determine if a
compensation program results in prohibited inurement or private benefit.

G.C.M. 39674 (10/23/87) approved two profit sharing incentive compensation plans based on the
economic performance of the hospitals. In the G.C.M., the plans resulted from arm's-length
bargaining and the purposes of the plans included cost containment and quality of service. Under
these plans, all employees were eligible to participate, not just the physicians; the amounts that
could be paid were subject to a maximum percentage of each employee's base compensation; and
payments depended on standards designed to measure quality of patient care and patient
satisfaction.

4. Incentive Compensation Factors

In analyzing any physician incentive compensation arrangement the Service has generally
considered various factors to determine whether the arrangement violates the proscriptions
against private inurement and impermissible private benefit.

     A. Independent Board of Directors and Conflicts of Interest Policy

Was the compensation arrangement established by an independent board of directors or by an
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independent compensation committee?

In determining whether a health care organization complies with the community benefit standard
established in Rev. Rul. 69-545, 1969- 2 C.B. 117, one significant fact the Service considers is
whether the organization has a community board of directors. The Service considers a community
board as one in which independent persons who are representative of the community comprise a
majority. Another significant fact the Service considers is whether the board of directors has
adopted a substantial conflicts of interest policy. This policy should include restrictions barring a
physician, who is a voting member of the board of directors and who receives compensation from
the organization, from discussing and voting on matters pertaining to that member's
compensation. This policy should also restrict physicians from membership on the organizations
compensation committee and should preclude a voting member of a compensation committee
from voting on matters pertaining to that member's compensation. However, physicians are not
prohibited from providing information to the board of directors or to any committee regarding
physician compensation. See the article in this CPE text "Tax-Exempt Health Care Organizations,
Revised Conflicts of Interest Policy."

     B. Reasonable Compensation

Does the compensation arrangement with the physician result in total compensation that is
reasonable?

The Service will not rule on whether compensation to be paid to any particular employee is
reasonable since this involves a factual matter that cannot be determined in advance. See section
8.01, Rev. Proc. 99-4, 1999-1 I.R.B. 115, 129. However, in considering applications for
recognition of exemption and requests for private letter rulings, the Service considers whether the
compensation information indicates a potential problem with inurement or impermissible private
benefit.

Therefore, the Service may request from health care organizations more information on
compensation plans, such as representative physicians' employment contracts, especially those that
apply different methods in determining incentive compensation. In addition, reliable physician
compensation survey data for the physician specialty and geographic locale are helpful in
establishing reasonableness.

     C. Arm's-Length Relationship

Is there an arm's-length relationship between the health care organization and the physician, or
does the physician participate impermissibly in the management or control of the organization in a
manner that affects the compensation arrangement?

     D. Ceiling

Does the compensation arrangement include a ceiling or reasonable maximum on the amount a
physician may earn to protect against projection errors or substantial windfall benefits?

     E. Reduction in Charitable Programs
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Does the compensation arrangement have the potential for reducing the charitable services or
benefits that the organization would otherwise provide?

     F. Quality of Care and Patient Satisfaction

Does the compensation arrangement take into account data that measures quality of care and
patient satisfaction?

     G. Net Revenue Based

If the amount a physician earns under the compensation arrangement depends on net revenues,
does the arrangement accomplish the organization's charitable purposes, such as keeping actual
expenses within budgeted amounts, where expenses determine the amounts the organization
charges for charitable services?

     H. Joint Venture

Does the compensation arrangement transform the principal activity of the organization into a
joint venture between it and a group of physicians?

     I. Distribution of Profits

Is the compensation arrangement merely a device to distribute all or a portion of the health care
organization's profits to persons who are in control of the organization?

     J. Business Purpose

Does the compensation arrangement serve a real and discernible business purpose of the exempt
organization, such as to achieve maximum efficiency and economy in operations that is
independent of any purpose to operate the organization for the impermissible direct or indirect
benefit of the physicians?

     K. Abuse or Unwarranted Benefits

Does the compensation arrangement result in no abuse or unwarranted benefits because, for
example, prices and operating costs compare favorably with those of other similar organizations?

This includes effective controls to avoid increases in compensation predicated on increases in fees
charged to patients. Effective controls to guard against unnecessary utilization are also important.

     L. Services Personally Performed

Does the compensation arrangement reward the physician based on services the physician actually
performs, or based on performance in an area where the physician performs no significant
functions?

5. HMO's

Many HMOs have their own unique incentive compensation arrangements.

Usually, the HMO contracts with independent primary care physicians to provide primary health
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care services to the HMO's enrollees. Typically, each enrollee chooses or is assigned a particular
physician to serve as the enrollee's primary care physician. Thus, each physician is responsible for
a certain group of enrollees, known as the physician's "panel." The primary care physician serves
as a "gatekeeper." Except for emergency services, the patients in the physician's panel must obtain
a referral from the primary care physician before utilizing inpatient or outpatient hospital services,
specialist physician services, and ancillary health care services.

Many HMOs pay primary care physicians on a fee-for-service basis that represents a substantial
discount from usual and customary fees charged by similarly situated primary care physicians for
comparable services. In addition, the HMO may withhold from the fees that it pays to each
physician a fixed percentage and places this amount in a reserve set aside for each physician (also
known as a "risk pool"). At the end of the year, the amount in this risk pool is available for
distribution to the physician based on a combination of factors, such as whether the total medical
expenses incurred by the patients in the physician's panel exceed the budgeted expenses for the
panel, and whether the physician achieved certain patient satisfaction standards, quality care
standards and efficiency standards.

In these situations, even though a physician may receive a distribution from the risk pool only if
there is a surplus in the physician's budget, because any distribution also directly depends on
whether the physician achieved certain patient satisfaction standards, quality care standards and
efficiency standards, the physician's overall compensation would not violate the proscriptions
against private inurement or impermissible private benefit.

6. Summary

Health care organizations continuously strive to improve the quality of their services and at the
same time reduce the costs associated with these services. Incentive compensation is a method of
achieving these objectives by compensating physicians in a manner that aligns these objectives
with the heath care organization's goals. In determining whether a health care organization
utilizing an incentive compensation program complies with the proscriptions against private
inurement and impermissible private benefit, the Service will examine all the relevant incentive
compensation factors discussed in this article.
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                      D. UPDATE ON HEALTH CARE
                     JOINT VENTURE ARRANGEMENTS
                                 by
                Mary Jo Salins and Marvin Friedlander

1. Introduction

The 1999 CPE discussed whole hospital joint ventures and the impact of Rev. Rul. 98-15 on such
arrangements. This section will update and expand on the 1999 CPE discussion.

2. Rev. Rul. 98-15

Rev. Rul. 98-15, 1998-12 I.R.B. 6, was released on March 4, 1998. It provides guidance on the
tax treatment of exempt hospitals participating in whole hospital joint ventures with for- profit
entities. The ruling addresses the issue of whether a tax- exempt organization operating an acute
care hospital may retain its tax exempt status when it forms a limited liability company (LLC) with
a for-profit corporation and then contributes its hospital and all of its related operating assets to
the LLC, which then operates the hospital.

Rev. Rul. 98-15 analyzes two fact patterns involving whole hospital joint ventures, one of which
was permissible and one of which resulted in revocation of the tax exempt status of the exempt
participant.

     A. Comparison of Situation 1 and Situation 2

In Situation 1, the revenue ruling concludes that the hospital continues to operate exclusively for
charitable purposes and only incidentally to further the private interests of the for-profit. As a
result, it retains its IRC 501(c)(3) exempt status. The hospital in Situation 2, however, fails to
establish that it will operate exclusively for charitable purposes after it contributes its assets.
Therefore, its exemption is lost.

Some similarities exist in the factual descriptions of the two scenarios. In both, a nonprofit
hospital in need of more funds forms a limited liability company ("LLC") with a for-profit
corporation. In each situation, the nonprofit contributes its hospital and other operating assets to
the LLC, which then operates the hospital. Each LLC is structured so that it will be treated as a
partnership for federal income tax purposes. In each, the exempt organization and the for-profit
entity receive ownership interests in the LLC that are proportional and equal in value to their
respective contributions. All returns of capital and distributions of earnings made to the members
of the LLC are proportional to their ownership interests. Each nonprofit intends to use the
distributions it receives from the LLC to fund grants to support activities that promote the health
of the community.

However, in all other aspects, the two arrangements are quite dissimilar. In Situation 1, three of
the five members of the LLC's governing board are chosen by the tax exempt hospital, and two
are chosen by the for-profit corporation. A majority of three members of the board must approve
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certain major decisions relating to the LLC's operations. Nothing is stated in the revenue ruling
regarding quorum requirements, because by having a majority representation on the governing
board, the exempt hospital will be able to act unilaterally with regard to matters, irrespective of
quorum requirements.

Major decisions in Situation 1 include:

     * LLC's annual capital and operating budgets;

     * distribution of LLC's earnings;

     * selection of key executives;

     * acquisition or disposition of health care facilities;

     * contracts in excess of $x per year (i.e, a specific dollar
       amount threshold);

     * changes to the types of services offered by the hospital; and

     * renewal or termination of management agreements.

The governing documents require that the LLC operate all of its hospitals (including any hospital
contributed by the for- profit) in a manner that furthers charitable purposes by promoting the
health of a broad cross section of the community. The governing documents also explicitly
provide that the duty of the LLC directors to operate the LLC in a manner that furthers charitable
purposes overrides any duty they may have to operate the LLC for the financial benefit of its
members (the owners of the LLC). Therefore, if there is a conflict between operating under the
community benefit standard and maximizing profits, the directors are required to follow the
community benefit standard without regard to the consequences to profitability. An important
factor is that the terms of the governing documents are legal, binding and enforceable under
applicable state law. Thus, acting in furtherance of the nonprofit's interest will not conflict with
any fiduciary duty by the directors to the LLC. Moreover, should any conflict require arbitration
or other litigation, there is no question as to where the fiduciary duty of the directors lies.

The LLC enters into a management agreement with a management company that is unrelated to
either member of the LLC. It provides the day to day management services to the LLC. Implied in
the factual situation is that a management agreement with a nonprofit affiliate of the exempt
hospital would also be permissible. The management agreement is for a definite term of five years,
renewable for additional five year periods by mutual consent and terminable by the LLC for cause.
Fees are based on gross revenues. The term, fee and conditions of the management agreement are
reasonable and comparable to management contracts of other firms for similar services at similarly
situated hospitals.

Also, there are no conflicts of interest or possible "sweetheart" deals. None of the officers,
directors, or key employees of the nonprofit who were involved in decision-making or the
negotiations involving the formation of the LLC were promised employment or any other
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inducement by the for-profit, the LLC, or their related entities. In addition, none of these
individuals have any interest, directly or indirectly, in the for-profit or any of its related entities.

In contrast, in Situation 2, each member of the LLC is authorized to select three representatives
to the governing board. A majority of the directors is required to approve certain major decisions
relating to the LLC's operation. Thus, in Situation 2 decisions with regard to major matters
requires a consensus in order to form the necessary majority. Thus, the nonprofit hospital has at
best a veto power only without any affirmative authority. In Situation 2, the reserved powers are
more limited in scope, and include:

     * LLC's annual capital and operating budgets;

     * distributions of LLC's earnings over a required minimum level
       specified in the operating agreement;

     * "unusually large contracts"; and

     * selection of key executives.

In Situation 2, the governing documents of the LLC provide that its purpose is to construct,
develop, own, manage, operate, and take other action in connection with operating the health care
facilities it owns and engage in other health care related activities. There is no reference to
charitable activities among the purposes stated for this LLC.

The management company is related to the for-profit member. The management agreement is for
an initial five year period, but is renewable for additional five year periods at the sole discretion of
the manager, and can be terminated only for cause. The chief executive officer ("CEO") and chief
financial officer ("CFO") have previously worked for the for-profit in hospital management and
together with the management company they will oversee the day to day management of the LLC.

     B. Significance of the factual differences in Situation 1 and Situation 2

The ruling requires a factual determination. Emphasis should be directed to the board composition
and to operation, including such areas as the structural and financial arrangements; who actually
makes the recommendations for decisions that come before the board; nature of the contractual
arrangements; and how the governing board of the joint venture is selected. These elements are
helpful when looking at the closures of hospitals or facilities, or cessation of certain services, as
well as other resulting effects.

Thus, in Situation 1, the right of the for-profit member of the LLC to receive distributions is, in
effect, subordinated to the right of the exempt hospital to approve or disapprove distributions.
The rights with respect to distributions in Situation 2, in contrast, are subject to a governance
structure that could result in deadlocks due to the equal powers of the two members. Without an
explicit statement in the governing documents that charitable purposes take precedence over any
profit motive, any such conflict could result in a finding that the fiduciary duty of the directors are
to maximize profits.
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The LLC in Situation 2 enters into a long-term management agreement with a wholly-owned
subsidiary of the for-profit member to provide the day to day management services to the LLC. It
is essentially a perpetual contract in that, although it is for an initial term of five years, it is
renewable for additional five year periods at the discretion of the manager. The LLC may
terminate the contract only for cause. The Chief Executive Officer and Chief Financial Officer of
the LLC previously worked for the for-profit.

The factors listed in Situation 1 are indicative of a proactive and involved board as opposed to
one that may be more hands-off. The exempt hospital not only has more board members and
control over policy decisions, it also has a strong operational authority. In other words, it has
effective control over the whole decision-making process. The facts in Situation 1 also make it
clear that evidence of community benefit, such as a strong charity care program or other signs of
furthering the health of the community, is essential.

     C. Is it possible to reform Situation 2?

It would be difficult, if not impossible, to discuss what changes, if any, could be made to Situation
2 so that the LLC described would not jeopardize the nonprofit hospital's exemption. Rev. Rul.
98-15 makes it clear that the analysis is a facts and circumstances test. It is not feasible to identify
any one factor as determinative or critical. Changing the fact pattern only slightly, such as
requiring a set term for renewals, with the decision resting with the exempt hospital, is not
enough. Such an arrangement would not address concerns regarding the management company's
authority to control the dollar amount of its compensation and issues that are brought before the
board. Similarly, requiring the manager in Situation 2 to operate within certain community benefit
parameters still does not lessen the impact of the management company's link to one of the
investors in the LLC and where the control wold lie in the overall LLC arrangement. The terms of
the management contract and operational conditions that are very general, such as open
emergency room, some of which actually come down to simply agreeing to comply with existing
federal and state law, are not enough to make it a favorable situation.

The exempt hospital in Situation 2 jeopardizes its exemption based on all the facts and
circumstances of its joint venture arrangement.

In Situation 2, the control over hospital operations has substantially shifted to the for-profit.
There is no binding obligation in the LLC's governing documents for the LLC to serve charitable
purposes or otherwise provide health care services to the community as a whole. The nonprofit
will not have voting control of the LLC board.

However, the lack of structural control is further exacerbated by the contractual control vested in
the for-profit or its affiliate. Although the management fee is reasonable, the perpetual duration of
the management arrangement makes the arrangement in essence a non- arm's length contract by
virtue of ceding control over renewals to the for-profit as long as it does not breach the
agreement. The management company itself will have broad discretion over the LLC's activities
and assets and may not always be operating under the supervision of the LLC board. For example,
the management company could enter into all but "unusually large" contracts without board
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approval and it may unilaterally renew the management agreement.

Similarly, even though the compensation for the LLC's CEO and CFO is reasonable, their prior
relationship with the for-profit and its management company places them in an apparent conflicts
of interest situation. The primary source of information for the LLC board members appointed by
the nonprofit would be these executives.

     D. Use of the LLC in Rev. Rul. 98-15

The examples in Rev. Rul. 98-15 use a limited liability company as the entity through which the
joint venture is conducted. There is no factual significance in the fact that an LLC is the joint
venture arrangement rather than a limited partnership or general partnership. Rather, the LLC
joint venture arrangement was chosen due to the overwhelming use of the LLC in most whole
hospital joint ventures. Also, it was a conscious effort on the part of the Service to bring into
focus a relatively unknown kind of arrangement that in and of itself does not cause problems, so
long as it is deemed a partnership for tax purposes.

     E. Public Charity Status

Rev. Rul. 98-15 resolves the question of public charity status by applying the theory of
partnership taxation to exempt organizations. Rev. Rul. 98-15 makes it clear that it is possible to
enter into a joint venture arrangement and qualify for public charity status due to the passthrough
analysis. If the joint venture arrangement allows the exempt participant to further charitable
purposes and does not result in more than incidental private benefit to for-profit entities, the next
consideration is the public charity classification. In Situation 1 of Rev. Rul. 98-15, the exempt
organization carried out its principal activity, the operation of a hospital, through the LLC. Thus,
the public charity classification of the exempt LLC member continues to be under sections
509(a)(1) and 170(b)(1)(A)(iii) of the Code. In other instances, such as the operation of an old
age home or skilled nursing facility, a similar approach would be appropriate for purposes of
public charity classification under section 509(a)(2).

3. Joint Ventures Between Exempt Organizations

Rev. Rul. 98-15 addresses situations where an exempt hospital participates in a joint venture with
a proprietary institution by contributing all of its operating assets. What about joint ventures
between exempt organizations?

The Service recently approved the formation of a health care joint venture by several exempt
organizations. The Service ruled that the joint venture activity would not jeopardize the tax
exempt status or result in unrelated business taxable income to any of the organizations. The
ruling distinguished that joint venture from those described in Rev. Rul. 98-15. See PLR
199913035 (Dec. 22, 1998).

     A. The Facts

A is the exempt parent corporation of an exempt hospital system that includes two exempt
hospitals and several other exempt organizations that provide health care and related services to
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the community, as well as some for-profit, taxable subsidiaries. B is a local exempt hospital
unrelated to A. A and B decided to combine their resources to expand the availability of health
care to the indigent in the community. They formed a limited liability company ("LLC") to
oversee and monitor the construction and operation of a Medical Campus, which would include a
new hospital and ambulatory surgery center.

The LLC would be treated as a partnership for federal income tax purposes. B agreed to
contribute $25 million in cash to the LLC in exchange for its membership interest in the LLC. A
agreed to contribute its stock interests in its for-profit subsidiaries as well as transfer the assets of
the exempt subsidiaries to the LLC in exchange for its membership interest in the LLC. The
anticipated value of A's contribution is $100 million. Thus, A owns an 80 percent interest in the
LLC, and B owns a 20 percent interest. A and B will be the only members of the LLC. B will be
entitled to appoint 20 percent of the board members of the LLC, and A will appoint 80 percent of
the board members. The LLC board will act by majority vote of its members, although certain
actions will require the affirmative vote of a majority of A directors and the affirmative vote of a
majority of B directors present. It is expected that the CEO and other senior management
personnel of the LLC and of the exempt subsidiaries will be provided by A, and other
management services as well.

The LLC's purposes specifically include carrying out the charitable missions of A and B, and to
advance and support the health care needs of the community.

A will continue to provide funds and other assets to the exempt hospital subsidiaries and other
exempt subsidiaries. All of the funds distributed from the LLC to A will be contributed back to or
used for the benefit of the exempt entities. Also, A will continue to provide oversight through
maintaining its own board by selecting 80 percent of LLC's board members. B will continue to
provide its hospital community services and funds distributed from the LLC to B will be used in
furtherance of B's exempt purposes.

     B. Analysis

The ruling found that the charitable and exempt purposes of A, B and the exempt subsidiaries of
A would be the same after the creation of the LLC as they were prior to it. The ruling noted that
in contrast to Rev. Rul. 98-15, both members of the LLC are entities that are exempt from tax
pursuant to IRC 501(c)(3), so that the activities of the LLC remain entirely in the control of the
tax- exempt charities, and that the LLC would benefit only the exempt entities. The purposes of
the LLC specifically include furthering the tax exempt purposes of its members and the exempt
subsidiaries, and promoting the health and well-being of the community. The furtherance of these
exempt purposes through the exempt hospitals and the other exempt subsidiaries will constitute
substantially all of the activities of the LLC.

Thus, after the formation of the LLC, A, B, and each of the subsidiaries would continue to
promote the health of the community and otherwise accomplish their respective exempt purposes
through the operation of the LLC, consistent with Situation 1 of Rev. Rul. 98-15. Further, after
the formation of the LLC, each of the exempt hospitals would continue to operate as a hospital
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and provide hospital care consistent with the community benefit standard described in Rev. Rul.
69-545.

The ruling determined that because A and B are exempt entities and because any income or cash
of the LLC would be allocated as distributions only to A or B in accordance with the Operating
Agreement, the creation and operation of the LLC would not result in any private inurement or
private benefit.

After the creation of the LLC, A will continue to support its exempt hospitals and other exempt
subsidiaries within the meaning of IRC 509(a)(3), based on the right of A to appoint
approximately 80 percent of the members of the board of the LLC and the LLC in turn being the
sole member of each exempt, nonstock entity. In accordance with the Operating Agreement, A
will continue to provide management, supervision, monitoring, review, coordination and planning
to its exempt hospital and other exempt subsidiaries each of which is a supported organization
named in A's charter.

The ruling also found that to the extent that the for- profit subsidiaries engaged in a trade or
business that is not related to the exempt purposes of A and the exempt subsidiaries, the size and
extent of such unrelated trade or business is insignificant compared to the activities of A, B, and
the exempt subsidiaries that are in furtherance of exempt purposes.

The ruling concluded the participation by A and B in the LLC would not constitute an unrelated
trade or business to either of them within the meaning of IRC 513, and would not result in any of
their respective assets being deemed unrelated debt-financed property under IRC 514. The
exempt subsidiaries and hospitals will operate through the LLC in furtherance of exempt
purposes, and these will constitute substantially all of activities of the LLC. The participation by A
and B in the LLC will expand and improve health care services to the community. The LLC's
corporate purposes require it to act in furtherance of its members' exempt purposes.

4. Update on Redlands Surgical Services, Inc. v. Commissioner

This is a case pending before the U.S. Tax Court regarding the petition by Redlands Surgical
Services contesting the denial of its application for exemption under section 501(c)(3) of the
Code. Tax Ct. Dkt. No. 11025-97X. Briefs were filed in March, 1998. Reply briefs were filed in
May, 1998. Redlands Surgical Services v. Commissioner was discussed in the article on joint
ventures in the 1999 CPE.

Redlands is a wholly owned nonprofit subsidiary of RHS Corp., the section 501(c)(3) parent of a
hospital system. Redlands sole purpose and activity is to hold a partnership interest in a
partnership that will control another (a second tier) partnership that operates a freestanding
ambulatory surgery center. The other investor in the first tier partnership is SCA, a for-profit
corporation that owns and operates ambulatory surgery centers. Redlands holds 46 percent and
SCA 54 percent of this first tier partnership. That partnership in turn holds 59 percent as the sole
general partner of the second tier partnership. Physicians on the medical staff of Redlands
Community Hospital, a sister IRC 501(c)(3) organization, own 41 percent of the second-tier
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partnership as limited partners. SCA Management Company, a wholly-owned for-profit subsidiary
of SCA has a 15 year management contract to operate the ambulatory surgery center, renewable
at its sole option for two successive five-year periods, and it employs all non-physician personnel
at the surgery center.

The Service maintained that Redlands was effectively a minority owner and had no meaningful
control over the partnership. This indicates that Redlands is operated for a substantial nonexempt
purpose through impermissible private benefit, thus precluding exemption. Moreover, Redlands
does not manage the staff or control the facility and does not promote community health in a
manner consistent with Rev. Rul. 69-545.

The Service further concluded that Redlands is not exempt as an integral part of Redlands
Community Hospital or their joint parent because the activities Redlands performs would generate
unrelated business taxable income if performed by either of them. The Service based this
conclusion on the following factors: the ambulatory surgery center provides little Medicaid care,
operates like other ambulatory surgery centers as to profit and payor mix, provides no charity
care, has no Medi-Cal provider agreement, and treats patients from anywhere, not just patients
from Redlands Community Hospital. Thus, the Service determined that Redlands does not further
the charitable purposes of its affiliates and found that there is no hospital or patient nexus with the
ambulatory surgery center.
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               E. TAX-EXEMPT HEALTH CARE ORGANIZATIONS
                REVISED CONFLICTS OF INTEREST POLICY
                                 by
            Lawrence M. Brauer and Charles F. Kaiser III

1. Introduction

The 1997 CPE Text discussed a community board and conflicts of interest policy as factors the
Service takes into consideration in determining whether hospitals and other health care
organizations satisfy the community benefit standard in Rev. Rul. 69- 545, 1969-2 C.B. 117. One
significant fact demonstrating that a tax- exempt health care organization promotes the health of
the community as a whole, rather than benefitting private interests, is the organization's adoption
of a substantial conflicts of interest policy. The 1997 CPE Text included a sample conflicts of
interest policy that can be adopted in an organization's bylaws or through resolution by its board
of directors.

Based on comments we received from the interested community, the sample policy has been
modified in several respects, as explained below. The revised sample policy is also attached to this
article.

2. Article II, Definitions

     A. Section 2, Financial Interest

The sample policy was revised to clarify that a person having a financial interest does not
necessarily have a conflict of interest. The board of directors or the appropriate board committee
has the responsibility to determine, based on all the facts and circumstances, whether the financial
interest of an interested person rises to the level of a conflict of interest. Thus, the following new
sentence was added:

     A financial interest is not necessarily a conflict of interest.
     Under Article III, Section 2, a person who has a financial
     interest may have a conflict of interest only if the appropriate
     board or committee decides that a conflict of interest exists.

3. Article III, Procedures

Several clarifications were made to the Procedures part of the sample policy.

     A. Section 1, Duty to Disclose

Before the board or committee makes a determination whether the financial interest of an
interested person rises to the level of a conflict of interest, the interested person must be given the
opportunity to disclose all material facts relating to his/her financial interest.

     B. Section 2, Determining Whether A Conflict of Interest Exists
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If the interested person discloses all material facts relating to his/her financial interest, the board
or committee can continue to discuss the issue with the interested person to clarify or obtain
additional information relevant to the financial interest. However, before the board or committee
discusses and votes on whether the interested person's financial interest is a conflict of interest,
the interested person must leave the meeting.

     C. Section 3(a), Procedures for Addressing the Conflict of Interest

An interested person with a conflict of interest in a transaction or arrangement is not precluded
from making a presentation to the board or committee regarding the transaction or arrangement.
However, before the board or committee discusses and votes on the transaction or arrangement,
the interested person must leave the meeting.

4. Article V, Compensation

The Compensation part of the sample policy was also modified to clarify several items.

     A. Section 1

A new paragraph was added providing that an individual who is a voting member of the board of
directors and receives compensation from the corporation for services may not vote on any matter
pertaining to that member's compensation.

     B. Section 2

Another new paragraph was added stating that a physician who is a voting member of the board
of directors and receives compensation, directly or indirectly, from the Corporation for services is
precluded from discussing and voting on matters pertaining to that member's and other physicians'
compensation. In addition, the sample policy provides that no physician or physician director,
either individually or collectively, is prohibited from providing information to the board of
directors regarding physician compensation.

     C. Section 4

A new sentence was added providing that although a physician with a direct or indirect financial
interest in a corporation may not be a member of a compensation committee, the physician may
provide information to the committee regarding physician compensation in general.

In all other respects, the sample conflicts of interest policy that appeared in the 1997 CPE text
remains unchanged.

                 SAMPLE CONFLICTS OF INTEREST POLICY
                              (Revised 1999)

                              Article I

                               Purpose

The purpose of the conflicts of interest policy is to protect the Corporation's interest when it is
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contemplating entering into a transaction or arrangement that might benefit the private interest of
an officer or director of the Corporation. This policy is intended to supplement but not replace
any applicable state laws governing conflicts of interest applicable to nonprofit and charitable
corporations.

                             Article II

                             Definitions

1. Interested Person

Any director, principal officer, or member of a committee with board delegated powers who has a
direct or indirect financial interest, as defined below, is an interested person. If a person is an
interested person with respect to any entity in the health care system of which the Corporation is a
part, he or she is an interested person with respect to all entities in the health care system.

2. Financial Interest

A person has a financial interest if the person has, directly or indirectly, through business,
investment or family --

     a. an ownership or investment interest in any entity with which
     the Corporation has a transaction or arrangement, or

     b. a compensation arrangement with the Corporation or with any
     entity or individual with which the Corporation has a
     transaction or arrangement, or

     c. a potential ownership or investment interest in, or
     compensation arrangement with, any entity or individual with
     which the Corporation is negotiating a transaction or
     arrangement.

Compensation includes direct and indirect remuneration as well as gifts or favors that are
substantial in nature.

A financial interest is not necessarily a conflict of interest. Under Article III, Section 2, a person
who has a financial interest may have a conflict of interest only if the appropriate board or
committee decides that a conflict of interest exists.

                             Article III

                             Procedures

1. Duty to Disclose

In connection with any actual or possible conflicts of interest, an interested person must disclose
the existence of his or her financial interest and must be given the opportunity to disclose all
material facts to the directors and members of committees with board delegated powers
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considering the proposed transaction or arrangement.

2. Determining Whether a Conflict of Interest Exists

After disclosure of the financial interest and all material facts, and after any discussion with the
interested person, he/she shall leave the board or committee meeting while the determination of a
conflict of interest is discussed and voted upon. The remaining board or committee members shall
decide if a conflict of interest exists.

3. Procedures for Addressing the Conflict of Interest

     a. An interested person may make a presentation at the board or
     committee meeting, but after such presentation, he/she shall
     leave the meeting during the discussion of, and the vote on, the
     transaction or arrangement that results in the conflict of
     interest.

     b. The chairperson of the board or committee shall, if
     appropriate, appoint a disinterested person or committee to
     investigate alternatives to the proposed transaction or
     arrangement.

     c. After exercising due diligence, the board or committee shall
     determine whether the Corporation can obtain a more advantageous
     transaction or arrangement with reasonable efforts from a person
     or entity that would not give rise to a conflict of interest.

     d. If a more advantageous transaction or arrangement is not
     reasonably attainable under circumstances that would not give
     rise to a conflict of interest, the board or committee shall
     determine by a majority vote of the disinterested directors
     whether the transaction or arrangement is in the Corporation's
     best interest and for its own benefit and whether the
     transaction is fair and reasonable to the Corporation and shall
     make its decision as to whether to enter into the transaction or
     arrangement in conformity with such determination.

4. Violations of the Conflicts of Interest Policy

     a. If the board or committee has reasonable cause to believe
     that a member has failed to disclose actual or possible
     conflicts of interest, it shall inform the member of the basis
     for such belief and afford the member an opportunity to explain
     the alleged failure to disclose.

     b. If, after hearing the response of the member and making such
     further investigation as may be warranted in the circumstances,
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     the board or committee determines that the member has in fact
     failed to disclose an actual or possible conflict of interest,
     it shall take appropriate disciplinary and corrective action.

                             Article IV

                       Records of Proceedings

The minutes of the board and all committee with board- delegated powers shall contain --

     1. the names of the persons who disclosed or otherwise were
     found to have a financial interest in connection with an actual
     or possible conflict of interest, the nature of the financial
     interest, any action taken to determine whether a conflict of
     interest was present, and the board's or committee's decision as
     to whether a conflict of interest in fact existed.

     2. the names of the persons who were present for discussions and
     votes relating to the transaction or arrangement, the content of
     the discussion, including any alternatives to the proposed
     transaction or arrangement, and a record of any votes taken in
     connection therewith.

                             Article V

                            Compensation

     1. A voting member of the board of directors who receives
     compensation, directly or indirectly, from the Corporation for
     services is precluded from voting on matters pertaining to that
     member's compensation.

     2. A physician who is a voting member of the board of directors
     and receives compensation, directly or indirectly, from the
     Corporation for services is precluded from discussing and voting
     on matters pertaining to that member's and other physicians'
     compensation. No physician or physician director, either
     individually or collectively, is prohibited from providing
     information to the board of directors regarding physician
     compensation.

     3. A voting member of any committee whose jurisdiction includes
     compensation matters and who receives compensation, directly or
     indirectly, from the Corporation for services is precluded from
     voting on matters pertaining to that member's compensation.

     4. Physicians who receive compensation, directly or indirectly,



CPE-FY2000.doc September 1, 1999
(12:31PM)

44

     from the Corporation, whether as employees or independent
     contractors, are precluded from membership on any committee
     whose jurisdiction includes compensation matters. No physician,
     either individually or collectively, is prohibited from
     providing information to any committee regarding physician
     compensation.

                             Article VI

                          Annual Statements

Each director, principal officer and member of a committee with board delegated powers shall
annually sign a statement which affirms that such person --

     a. has received a copy of the conflicts of interest policy,

     b. has read and understands the policy,

     c. has agreed to comply with the policy, and

     d. understands that the Corporation is a charitable organization
     and that in order to maintain its federal tax exemption it must
     engage primarily in activities which accomplish one or more of
     its tax-exempt purposes.

                             Article VII

                          Periodic Reviews

To ensure that the Corporation operates in a manner consistent with its charitable purposes and
that it does not engage in activities that could jeopardize its status as an organization exempt from
federal income tax, periodic reviews shall be conducted. The periodic reviews shall, at a minimum,
include the following subjects:

     a. Whether compensation arrangements and benefits are reasonable
     and are the result of arm's-length bargaining.

     b. Whether acquisitions of physician practices and other
     provider services result in inurement or impermissible private
     benefit.

     c. Whether partnership and joint venture arrangements and
     arrangements with management service organizations and physician
     hospital organizations conform to written policies, are properly
     recorded, reflect reasonable payments for goods and services,
     further the Corporation's charitable purposes and do not result
     in inurement or impermissible private benefit.

     d. Whether agreements to provide health care and agreements with
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     other health care providers, employees, and third party payors
     further the Corporation's charitable purposes and do not result
     in inurement or impermissible private benefit.

                            Article VIII

                       Use of Outside Experts

In conducting the periodic reviews provided for in Article VII, the Corporation may, but need
not, use outside advisors. If outside experts are used their use shall not relieve the board of its
responsibility for ensuring that periodic reviews are conducted.
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                 F. CORPORATE PRACTICE OF MEDICINE
                                 by
            Charles F. Kaiser III and Marvin Friedlander

1. Introduction

Some states -- California, Texas, Ohio, Colorado, Iowa, Illinois, New York and New Jersey --
preclude hospitals from employing physicians to provide out-patient services. These states
legislate what is known as the corporate practice of medicine doctrine. The rationale for
prohibiting employment of physicians by hospitals is derived from the concept that individual
physicians should be licensed to practice medicine not corporations. See Painless Parker v. Board
of Dental Examiners, 216 Cal. 285, 14 P.2d 67 (1932). The basic premise is the divided loyalty
and impaired confidence between the interests of a corporation and the needs of a patient. In
practice, states with corporate practice of medicine laws permit formation and licensure of
business corporations established as professional service corporations (but not a non-profit
corporation) to practice medicine but only if controlled by physicians. See State Prohibition on
Hospitals Employment of Physicians, "Department of Health and Human Services, Office of
Inspector General," Document No. OEI-01-91-00770 (November, 1991).

The problem for a tax exempt hospital that wants to operate a wholly-owned, out-patient clinic in
a state with corporate practice of medicine laws is the clinic can't incorporate under the state's
non-profit laws. Because professional service corporations are intended to operate as business
enterprises, recognition of IRC 501(3) exemption requires a considerable number of safeguards to
ensure charitable organization and operations. This article discusses exemption considerations
where a hospital establishes an entity to provide out-patient physician services in states with
corporate practice of medicine laws. It also provides samples of exemption determinations issued
in each such state.

2. What do Corporate Practice of Medicine Laws Require?

The corporate practice of medicine laws require corporations created to employ physicians in an
outpatient clinic to be incorporated under the state's professional service corporate laws. The laws
also require all providers of medical services to be licensed. Often, the laws mandate that all stock
in the corporation providing the services be held by a physician licensed in the state and all
members of the board of directors be physicians licensed by the state. Generally, one physician
holds all the stock, but New York state law indicates all physicians employed by the professional
service corporation may be shareholders.

3. How is the Professional Service Corporation Established to Obtain
Exemption?

A professional service corporation issues all of its stock to a physician shareholder who normally
becomes the corporate director. A physician shareholder is a licensed physician who is generally
employed on the administrative staff of an IRC 501(c)(3) hospital (or a tax-exempt entity within
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the affiliated hospital system) which acts like a parent of the professional corporation. The
physician shareholder may also be an employee of the professional service corporation. The
physician shareholder, the professional service corporation (hereafter Professional Corporation)
and the IRC 501(c)(3) hospital (hereafter the Parent) enter into a contractual arrangement -- a
shareholder control agreement -- whereby all structural and financial control over the Professional
Corporation is transferred to the Parent. Under the shareholder control agreement, the physician
shareholder becomes a controlled physician shareholder by agreeing to hold the stock for the
benefit of the Parent. This type of legal arrangement is often referred to as a "captive professional
corporation."

In addition to the shareholder control agreement, control is exercised by the Parent over the
director(s), the controlled, physician shareholder and the Professional Corporation through the
following types of documents: by-laws, articles of incorporation, employment agreement
(between the controlled, physician shareholder and the Parent), trust agreement (replaces a
shareholder control agreement), and a management agreement with an affiliated entity (in certain
circumstances this is used by the Parent to assure further day-to-day control).

The Service requires the Parent to provide a written representation that it will exercise all of its
rights in law and equity to prevent diversion or wasting of the Professional Corporation's
charitable assets. This is done as an additional safeguard to any actions the state may take since
the state's authority to enforce charity on a Professional Corporation is not entirely clear.

IRC 501(c)(3) status for the Professional Corporation is based on derivative exemption through
an integral part analysis. The Professional Corporation is treated as performing an essential
function that furthers an exclusively exempt purpose of the Parent that controls it. See Rev. Rul.
78-41, 1978-1 C.B. 148.

4. Problems Created by Corporate Practice of Medicine Laws

     A. Legal Verses Beneficial Ownership of Stock

The Service is interested in receiving assurances, such as an opinion from the state attorney
general, that legal ownership of the stock of a captive Professional Corporation, not beneficial
ownership, is sufficient to comply with the requirements of the state laws. This gives the Service
certainty that beneficial ownership of the Professional Corporation can be held by a non-physician.
In all states where the Service has issued determinations, the Service has received this
information.

     B. Articles of Incorporation

To be exempt under IRC 501(c)(3), an organization must be organized and operated exclusively
for exempt purposes. In this regard, it must satisfy the organizational and operational tests set
forth in Regs. 1.501(c)(3)-1(a). The organizational test requires that "organizational language" be
included in an organization's articles of incorporation limiting its purposes to one or more exempt
purposes, not expressly empowering it to engage in activities which are not in furtherance of one
or more exempt purposes (other than as an insubstantial part of its activities), ensuring that its
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assets are dedicated to one or more exempt purposes on dissolution, etc. Often, this language
when read in conjunction with the laws created to govern a Professional Corporation formed
under a state's business corporation laws appears to be inconsistent. Thus, the Service is
interested in receiving assurance that the organizational language is not contrary or incompatible
with the language or intent of the statue(s) creating the Professional Corporation. In all states
where the Service has issued determinations, the Service has received this information.

     C. Does the State Attorney General Safeguard IRC 501(c)(3) Professional Corporations?

As previously noted, the Service requires the incorporating IRC 501(c)(3) entity, generally, the
Parent, to make written representations it will exercise all of its rights in law and equity, which,
like the attorney general, would prevent diversion or wasting of a charitable asset of the
Professional Corporation.

     D. All Stock of Corporation Held by Physicians

Key documents of the Professional Corporation such as articles of incorporation, by-laws,
shareholder control agreements, employment agreements, and trust agreements should provide
that all the rights in the stock held by the physician shareholder are transferred to the Parent.

This is a problem area because often these documents are not created with an exempt
organization in mind. Frequently, in the four corners of these documents, structural and financial
control still remains with the physician, the shareholder, or the director which is inconsistent with
exemption. Strict attention to all sections of these documents is paramount to ensure the Parent is
in control.

     E. No Bifurcation of Control

Unlike a non-profit corporation, a Professional Corporation is controlled by its shareholder(s) in
addition to its board of directors. Therefore, articles of incorporation and by-laws have to be
closely examined to determine that no powers adverse to charity are still held by the physician
shareholder(s).

     F. No Community Board of Directors

In many corporate practice of medicine states, the Professional Corporation's board of directors
must be comprised of licensed physicians. This is inconsistent with the community board concept
which is integral to the charitable promotion of health. See the FY 1997 CPE article, Tax-Exempt
Health Care Organizations Community Board and Conflicts of Interest Policy.

To solve this problem, the IRC 501(c)(3) Parent should elect or appoint physician board members
who have no financial interest in the Professional Corporation. Further, the Professional
Corporation's by-laws should provide the Parent has the following powers:

     1. the right to amend, alter, or repeal the certificate of
     incorporation and by-laws.

     2. the right to approve significant actions including (i) the
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     annual operating and capital budgets and material deviations
     from such budgets, (ii) the sale, lease, mortgage or other
     transfer or encumbrance of real or certain valuable personal
     property, (iii) the merger, acquisition, consolidation,
     liquidation, or dissolution, (iv) the right to elect directors,
     appoint directors, establish or change the number of directors,
     as well as remove directors at any time with or without cause,
     (v) the settlements of claims and litigation, and (vi) the
     selection of auditors.

In some states, licensing laws prevent the Parent from electing or appointing the board. However,
the Professional Corporation's board can be controlled in other ways. Either the shareholder
control agreement or the employment agreement is used to control the physician-director's
actions. These agreements provide that the physician director is required on any matter submitted
for a vote to the director to vote only as approved in advance and in writing by the Parent.

     G. Non-Profit? That is the Question

To accommodate charity, the Service has been willing to recognize exemption of Professional
Corporations only in states with active corporate practice of medicine laws. Therefore, applicants
seeking exemption that are formed in states without corporate practice of medicine laws should be
formed under the state's non- profit corporate laws.

5. Requirements for IRC 501(c)(3) Exemption

The following information is generally required in articles of incorporation, by-laws, shareholder
control agreements, and employment agreements. The placement of this information may vary
from applicant to applicant. For example, some applicants use employment and management
agreements instead of shareholder control agreements to bond the physician shareholder to the
Parent. The important point is, whatever contractual device is used; the Parent obtains complete
power to ensure that the Professional Corporation's activities always accomplish charitable
purposes.

     A. Shareholder Control Agreement

Generally, the Professional Corporation, the Parent, and the physician shareholder enter into a
shareholder control agreement. A shareholder control agreement is a legally binding contract
which regulates the actions of a holder of stock to the terms of the agreement. Under the
shareholder control agreement, the physician shareholder agrees to hold and vote the stock for the
benefit of the Parent. The shareholder control agreement should:

     1. Recite the organizational language of IRC 501(c)(3) and
     impose those provisions on the operation of the Professional
     Corporation.

     2. Recite that the physician shareholder and directors (when
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     there is no community board) must vote each and every share of
     the corporation's stock only as approved in advance and in
     writing by the Parent.

     3. Recite that the Parent has the power over the controlled
     physician shareholder to initiate any and all actions regarding
     the election and removal of the corporation's board of
     directors.

     4. Recite that if the controlled physician shareholder's
     employment with the Parent is terminated for any reason, the
     Parent shall have the power to designate the person to whom the
     stock will be transferred. This is done in order to enable the
     Parent to appoint another of its physician employees as the
     owner of the corporation's stock. In conjunction with this
     requirement, the Parent may require the physician shareholder on
     the date of signing the shareholder control agreement or
     employment agreement to tender all the stock endorsed in blank
     for transfer to the Parent to be held in escrow until the end of
     the shareholder's term.

     5. Provide that the physician shareholder must give the Parent
     written notice of intent to dispose of the corporation's shares
     and such notice shall be deemed to be a binding offer to sell
     such shares to a designee of the Parent.

     6. Provide that each share of stock be affixed with a legend
     stating it is subject to the shareholder control agreement.

     7. Recite that the shareholder physician shall not transfer,
     encumber, or otherwise dispose of (by sale, pledge, gift,
     devise, or other disposition) any shares of the stock now or
     hereafter held of record or beneficially owned by the
     shareholder physician except as approved by the Parent.

     8. Recite that the Professional Corporation's stock is limited
     to a nominal value of $1.00 per share.

B. Board of Directors

     1. If allowed under state law, all of the corporation's directors should be appointed by the
Parent. Thus, the Parent's community board exercises full control over the activities of the
Professional Corporation. If this is included in the shareholder control agreement, it may not be
needed in the by-laws.

C. By-laws
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     1. If allowed under state law, the by-laws should provide all of the directors are appointed or
elected by the community board of the Parent and the directors can be removed with or without
cause.

     2. The by-laws should prohibit any appreciation received by the shareholder upon the
disposition of the stock.

     3. The four corners of the by-laws should be thoroughly reviewed to determine if the physician
shareholder has any remaining powers which are inconsistent with IRC 501(c)(3) status.

D. Articles of Incorporation

     1. The Professional Corporation's articles of incorporation should include the organizational
language of IRC 501(c)(3) and state it is operated to further the charitable purposes of the Parent,
an IRC 501(c)(3) organization.

     2. The articles should provide for a waiver of preemptive rights, which read as follows:

     No holder of any share of any class of capital stock of the
     corporation shall be entitled, by preemptive or other right, to
     subscribe for or otherwise to purchase any share of any class of
     capital stock which the corporation may issue. No share of any
     class of capital stock of the corporation shall be subject to
     any such preemptive or similar right.

     E. Physician Employment Agreements

Because this is a Professional Corporation, it is important for the employed physicians to
understand the corporation's charitable goals. The individual physician's employment agreement
should contain the following provisions:

     1. The agreement states the corporation is formed by the Parent
     to further its IRC 501(c)(3) charitable purposes.

     2. The agreement recites that all services to patients are
     provided on a nondiscriminatory basis as detailed in a separate
     charity care policy of the corporation.

F. Physician Compensation

     1. The administrative file should contain information indicating who determines and approves
physician compensation. It should also state if any physician employees and/or independent
physicians who contract with the Professional Corporation are on the body which approves
physician compensation.

     2. The administrative file should contain information stating that for each physician employee
and/or physician independent contractor, total compensation (base, benefit and bonus) is
reasonable for the geographic locale and physician specialty. Where physicians receive incentive
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compensation or compensation based on revenues, the Service is concerned that such
compensation programs could, if various charitable safeguards are not present, result in possible
unreasonable, total compensation. Therefore, the administrative file should contain representative
employment contracts (with names deleted) for each different way an incentive is calculated.

     3. See this years CPE article Physician Incentive Compensation for a discussion of physician
compensation.

     G. Conflicts of Interest Policy

The Professional Corporation's by-laws should contain a substantial conflicts of interest policy
such as the updated example contained in this years CPE article Revised Conflicts of Interest
Policy.

     H. Charity

The Professional Corporation should demonstrate it promotes health in a way that benefits the
community through, for example, a separate charity care policy in its corporate name. The
Parent's charity care policy is not enough.

     I. Hospital Representations

To reduce the likelihood of private benefit through physician ownership, the Service requests the
Parent to make the following written representations during the application process:

     1. The Parent's shareholder control agreement with the
     designated physician shareholder is enforceable at law and in
     equity.

     2. The Parent will not suffer or permit the physician
     shareholder (together with all successors, heirs and assigns of
     the physician shareholder and all subsequent designees holding
     the corporation's stock) to financially benefit in any manner,
     directly or indirectly, from the physician shareholder's legal
     ownership of the stock of the corporation as the designee and
     fiduciary of the Parent.

     3. The Parent will expeditiously and vigorously enforce all its
     rights in the shareholder control agreement and will pursue all
     legal and equitable remedies to protect its interest in the
     assets and stock of the corporation.

6. Conclusion

When the Service reviews IRC 501(c)(3) applications for Professional Corporations, it must be
careful to determine from all documents submitted that charitable safeguards are in place. Because
each state's requirements under the corporate practice of medicine laws differ in subtle ways, the
Service must work with the applicants to ensure the necessary language is included and is
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enforceable so that, in the end, structural and financial control shifts to the Parent.

To aid in determining Service application processing requirements in states with corporate
practice of medicine laws, this article includes exhibits of the relevant portions of those favorable
determinations.
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           G. VOLUNTEER FIREFIGHTERS' RELIEF ORGANIZATIONS
                            A Second Look
                                 by
                   Debra Cowen and Terry Berkovsky

"Volunteer firefighters evoke Norman Rockwell images of smalltown camaraderie, and a 1993
study estimated that they save American communities $36.8 billion a year. But despite national
recruitment efforts and the modest new perks, their time may be slowly passing."

The Washington Post, Sunday, January 10, 1999, pg. A-1.

1. Overview

Many of us pay little attention to our local volunteer fire departments. We have no regular contact
other than occasionally being inconvenienced by the siren of an emergency vehicle and the once a
year solicitation for donations. Even this no longer arrives in the form of a fireman going door-to-
door for donations but as an impersonal envelope mailed to every address in the service area. The
fire department and other rescue services exist only on the periphery of our consciences unless or
until we need their services. Will they be there when we need them?

This is a question currently being explored in many communities. According to the article in the
Washington Post, cited above, today's modern living arrangements may be the death knell for
traditional volunteer emergency services. The increasing suburbanization of America leaves
mostly empty bedroom communities during the day. Our frenetic lifestyle, involving long
commutes and little leisure time, has eaten into the supply of willing volunteers.

The cost of a career fire department, however, is substantial and may require a tax increase or
reallocation of scarce funds. Communities wishing to defray such an expense are seriously looking
at other options. Some fire departments have hired a few full-time firefighters to work alongside
the volunteers. Many state and local governments are creating and funding benefits, from cash
stipends to pension funds, as incentives to keep the volunteer force alive. Volunteer firefighters'
relief organizations, last addressed in the 1996 CPE text, p. 349 - 364, are a popular first line of
defense. Since 1996, we have seen growth in both the benefits being provided and the number of
states providing benefits. With the number of relief organizations growing, this is a good time to
take a second look at exemption issues.

2. The Road to Exemption

     A. IRC 501(c)(3) & 501(c)(4)

The general rule is that mutual self-help organizations serve the private purpose of benefitting
members and do not qualify for tax exemption under IRC 501(c)(3) or 501(c)(4). Rev. Rul. 81-
58, 1981-1 C.B. 331, in discussing why an association of municipal police officers providing
retirement and death benefits to its members failed to qualify for exemption under IRC 501(c)(4),
explains that because the benefits are limited to members, the overall community benefit is merely
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incidental. This was the position taken by the court in Police Benevolent Association of
Richmond, (PBA) v. U.S., 661 F. Supp. 765, (E.D.Va. 1987). The PBA argued that providing
supplemental benefits to raise morale and retain officers lessened the burdens of government by
reducing turnover in the police force and reducing the need to recruit and train new officers.
Although the court acknowledged the government's legitimate concern in retaining public service
employees, it held that providing such benefits on a voluntary basis, without the involvement of a
governmental unit, to members of the organization primarily serves the private interests of the
members. PBA did not qualify for exemption under IRC 501(c)(3) or 501(c)(4) because the
private benefit received by the members in the form of supplemental pensions served a private
rather than a public purpose.

Both Rev. Rul. 81-58 and Police Benevolent Association of Richmond involved organizations
providing supplemental benefits to police departments made up of paid civil servants. Rev. Rul.
87-126, 1987-2 C.B. 150, involved a relief association paying pensions to paid firefighters. The
organization differed from those the Service considered earlier in that it was not voluntary. Its
funding, financing, and eligibility requirements were governed by a state law. Membership was
mandatory and automatic. The state, when faced with low morale and increasing turnover of
public service employees, found a way to offer the additional incentive of pension supplements to
paid firefighters initially offered in the PBA case. And the Service, applying the analysis for
determining if an organization is "relieving the burdens of government" in Rev. Ruls. 85-1, 1985-1
C.B. 177 and 85-2, 1985-1 C.B. 178, concluded that this relief association met the test.

Faced with similar pressures in the volunteer sector, many states have adopted statutory schemes
to establish and fund a host of benefits to encourage membership and reduce turnover in volunteer
fire departments. The usual method for funding the relief organizations is a 2 percent tax on
foreign insurance premiums. The state law governs distribution of the funding, sets the mandatory
and automatic eligibility requirements, and specifies the purposes for which the funds may be
used. In 1996, we analyzed the Minnesota and Pennsylvania statutes. Statutes in other states,
including New York, New Jersey, Florida, and Arkansas, to name just the few that we have seen,
follow a similar theme. Close attention must be paid to the benefits permitted under the statute
and to the interrelationship between the relief association and the local government. If the
statutory framework exists, and the relief association operates within it, then the organization is
"lessening the burdens of government," an exempt purpose under IRC 501(c)(3) and an exempt
activity under IRC 501(c)(4).

     B. Other Issues to Consider

          i. General Fund/Restricted Fund

In determining qualification for tax exemption for many firefighters' relief associations,
determining that the restricted fund relieves the burdens of government does not end the inquiry.
Many organizations also have a general fund that is not funded and controlled by the state. The
general fund is supported primarily by member dues and contributions. The funds are often used
to purchase supplies, provide training, and otherwise assist the fire department in doing its job. In
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some cases, however, general funds are used to provide additional supplemental benefits to the
members. These benefits must be considered when analyzing tax exemption.

The type of benefits we have seen most often include vision services, dental services, and payment
of deductible amounts under a health insurance policy. Some relief associations also supplement
the pensions provided under the state statute. These are personal and private benefits identical in
nature to the pension benefits offered in Police Benevolent Association of Richmond, supra.
These benefits, whether in conjunction with the state supported benefits described above or
standing alone, jeopardize exemption under IRC 501(c)(3).

In evaluating a relief association's qualification for exemption under IRC 501(c)(4), any benefits
paid out of the general fund must be considered. In some older associations, the general fund may
be the larger fund and benefits paid out of it may dwarf the activity of the restricted fund. The
payment of these benefits may, in fact, be the organization's primary activity. A thorough facts and
circumstances analysis must be conducted to determine the nature and extent of this activity. A
determination that the payment of personal benefits is the primary activity of the association will
preclude exemption under IRC 501(c)(4).

          ii. IRC 501(m) -- "Commercial-Type Insurance"

The 1996 CPE raised a question as to whether the pensions provided for under many state
statutes were similar to life insurance benefits and might be subject to IRC 501(m). The benefits
we were concerned with are similar to those provided by the organization described in Rev. Rul.
87-126, supra, which was published after IRC 501(m)'s enactment. The IRS has no current plans
to revoke Rev. Rul. 87-126, and has decided not to raise IRC 501(m) as a bar to exemption in the
volunteer firefighters' relief association context.

It is no longer necessary to refer applications presenting this issue to Headquarters. The Internal
Revenue Manual has been amended to remove this as a reserved issue.

          iii. Charitable Gaming

In states where charitable gaming is legal, some firefighters' relief organizations have an additional
restricted fund for gaming proceeds. The 1996 CPE discussed this issue with particular mention
of the sale of state regulated pull-tabs. In considering whether a fire relief association is described
in IRC 501(c)(3) or 501(c)(4), it is necessary to consider the effect of this activity.

The sale of pull-tabs is ordinarily unrelated trade or business. Because it is labor intensive, analysis
of the facts and circumstances may show that gaming is a relief association's primary activity. If
so, exemption under IRC 501(c)(4) is inappropriate.

"Relieving the burdens of government," however, is a basis for exemption under both IRC
501(c)(4) and 501(c)(3). Because IRC 501(c)(3) applies a "purpose" test rather than an "activity"
test, the conduct of an extensive unrelated trade or business will not usually jeopardize exemption.
If appropriate, an association should be permitted to amend its organizational documents to
satisfy the organizational test under IRC 501(c)(3) and submit Form 1023. If the facts do not
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show any private benefit or inurement from the conduct of this activity, a firefighter relief
organization with substantial unrelated business income will qualify for exemption under IRC
501(c)(3).

One issue mentioned in the 1996 CPE that should raise a red flag is the use of funds from the
gaming account, as well as the general fund, to supplement relief benefits paid from the restricted
account. This kind of private benefit is inconsistent with exemption under IRC 501(c)(3).
Exemption under IRC 501(c)(4) may be precluded because of the extensiveness of the unrelated
business activity. Under these circumstances, exemption must be denied and the organization
treated as a mutual self-help organization serving the private purpose of benefiting its members.
See, Police Benevolent Association of Richmond, supra.

As of January 1, 1997, applications from organizations conducting gaming activities were no
longer reserved for National Headquarters review.

3. Conclusions

Because of the increasing pressure on the volunteer sector, the growth of state supported
incentives being administered by volunteer firefighters' associations through the use of restricted
funds has been remarkable. Many of these organizations will qualify for exemption under IRC
501(c)(3) or 501(c)(4) because they are "relieving the burdens of government" by implementing
the provisions of the state statutes. Some associations will, however, continue to be taxable
because of the payment of member-supported mutual benefits.

Relief associations failing to qualify for exemption under IRC 501(c)(3) or 501(c)(4) may wish to
consider the other routes to exemption described in 1996 CPE 362.



CPE-FY2000.doc September 1, 1999
(12:31PM)

58

                   H. LIMITED LIABILITY COMPANIES

                       AS EXEMPT ORGANIZATIONS

                                 by

                Richard A. McCray and Ward L. Thomas

1. Introduction

Although similar forms of business organization have existed in Europe and South America since
the 19th Century, the limited liability company ("LLC") is a relatively new form in the United
States. Beginning with Wyoming in 1977, all fifty states and the District of Columbia now have
statutes that legally recognize and govern LLCs. While LLCs may not have been introduced in the
United States specifically with nonprofit purposes in mind, the nonprofit community is becoming
increasingly interested in the uses of LLCs.

This article discusses the general laws governing LLCs, how LLCs are generally treated for tax
purposes, and issues arising where LLCs seek exempt status, with a focus on IRC 501(c)(3).
Issues raised by the participation by IRC 501(c)(3) organizations in LLCs that have for-profit
members, as in Rev. Rul. 98-15, are beyond the scope of this article.

2. General Laws Governing LLCs

LLCs are a hybrid of partnerships and corporations. The major advantage of LLCs over
partnerships under state law is that, like corporations, LLCs limit their owners' liability. Limited
partnerships provide limited liability to their limited partners but not their general partners. LLCs
also differ from limited partnerships in that, unlike limited partners, LLC members may fully
participate in governing and managing the entity. The major advantage over corporations for
federal tax purposes, as discussed more fully below, is that LLCs need not be subject to an entity-
level tax but may elect pass-through treatment like partnerships. LLCs are also not subject to the
restrictions of S corporations in obtaining pass- through treatment.

The laws governing LLCs vary from state to state. Although a Uniform LLC Act was approved
by the ABA in 1996, it has yet to be adopted in many states. Despite the differences, the laws
generally give LLCs great latitude in conducting their affairs. Many state laws only apply by
default, absent a contrary rule in the LLC's articles of organization or operating agreement.

Like corporations, LLCs are created under the laws of a particular state, by filing articles of
organization with the appropriate state authority. Usually only a minimal amount of information is
required to be in the articles, such as the LLC's name, address, and registered agent.

Many states allow an LLC to be formed for any lawful purpose. Some states expressly require
that it be formed for a "business purpose" or to conduct a "business."  Several commentators have
expressed serious doubts that the LLC model is appropriate for nonprofit charitable enterprises,
as they are modeled essentially on a for-profit partnership basis. See, Bishop and Kleinburger,
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Limited Liability Companies:  Tax and Business Law, paragraph 5.03(1) fn. 59 (Warren, Gorham
& Lamont 1998); Ribstein and Keatinge, Limited Liability Companies, section 4.10 (West Group
1999). However, the members can usually limit the LLC's powers or restrict how the powers are
exercised so long as the limitation or restriction is contained in the articles or operating
agreement. Absent such limitation or restriction, the LLC may exercise powers necessary and
convenient to carry out its business purposes.

The majority of states allow an LLC to have a single member, though many states require an LLC
to have two or more members, like partnerships, but unlike corporations. The members, like
general partners, own and govern the LLC, subject to any agreement among themselves. Thus,
membership interests (i.e., the member's financial and governance rights in the LLC) need not be
equal. Each member of an LLC has the same limited liability afforded to shareholders of a
corporation for corporate debts--no personal liability beyond the member's investment in the
enterprise. Like a corporation, an LLC may acquire and hold property in its name rather than in
the names of the members.

States generally allow an LLC to designate a manager to manage or operate its affairs. A few
states require a manager (who need not be a member) or an elected board of governors, although
the members still retain some governance rights.

An LLC typically has an operating agreement (some states refer to it as "regulations"), which is
roughly equivalent to a corporation's bylaws and shareholder agreement, or a partnership
agreement. The operating agreement governs the relationship between the members and the LLC
and the relationship among the members. The operating agreement orders the LLC's affairs and
the manner in which business will be conducted.

Many states limit the life of LLCs. Like partnerships, default rules typically provide that LLCs
face dissolution upon the death or resignation of a member, or the sale of his entire interest, unless
most or all of the members consent to the LLC's continued existence (although, with the advent of
the "check the box" regulations discussed below, the trend is toward continuity of life). Upon
withdrawal, a member may be entitled to its share of the net assets or to a return of its capital
contribution. Default rules do not allow for members to receive distributions before withdrawal. A
member may be required to obtain the consent of most or all of the other members to sell its
interest, or at least its governance rights. Upon dissolution, most states require that net assets be
allocated to members in accordance with their capital accounts, profits interests, or similar
criteria, though some states provide that the operating agreement controls distributions on
dissolution.

LLCs are referred to in some states as "limited liability corporations."  They are sometimes
abbreviated as "LC" rather than "LLC."  Professional firms sometimes use the abbreviation of
"PLLC" or "PLC."

LLCs are distinct from limited liability partnerships ("LLPs", sometimes known as registered
limited liability partnerships or "RLLPs"), which are not to be confused with limited partnerships.
LLPs are general partnerships that elect special liability treatment for the partners. A partner
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retains unlimited liability for the torts he or she commits, but not those committed by the other
partners. In some states, the contractual liability of the individual partners also is limited to those
partners that actually guarantee a partnership contract. LLPs were created largely for the benefit
of professional services firms, where the professionals cannot legally limit liability for their own
malpractice but do not wish to be liable for the malpractice of their partners. Some states preclude
professional firms from operating as LLCs, which gave impetus to the rise of LLPs. Unlike LLCs,
LLPs are treated as general partnerships for most state law purposes, except for the special rules
pertaining to LLPs. There are also limited liability limited partnerships ("LLLPs"), which similarly
limit the liability of the general partners in limited partnerships.

LLPs and LLLPs are a more recent phenomenon than LLCs, beginning with Texas in 1991. Now,
nearly all states allow for LLPs, and many states permit LLLPs.

3. Entity Status of LLC for Federal Tax Purposes Generally

The "check the box" regulations at Reg. 301.7701 (T.D. 8697, 1997-1 C.B. 215, 61 F.R. 66584),
effective January 1, 1997, allow certain organizations to choose treatment as a partnership,
corporation, or disregarded entity for federal tax purposes. Under the old regulations, business
entities were never disregarded (except in the case of shams), and the Service determined whether
the organization more closely resembled a corporation or partnership based on consideration of
certain corporate characteristics. The following is an overview of the new regulations.

The regulations retain the distinction between trusts and other organizations (business entities).
Reg. 301.7701-2(a). Certain business entities are deemed to be corporations:  entities described as
corporations under federal or state law; joint-stock companies; insurance companies; certain
banks; government-owned business entities that are not integral parts of the state; organizations
treated as corporations under special Code provisions; and certain business entities formed in
certain foreign countries and U.S. possessions. Reg. 301.7701-2(b).

Other unincorporated business entities are "eligible entities."  An eligible entity with two or more
members may elect treatment either as an association (which is treated as a corporation) or as a
partnership. An eligible entity with a single owner may elect to be treated as an association or to
be disregarded as an entity separate from its owner. Elections are made by filing Form 8832. Reg.
301.7701-3(a). Default rules apply if an election is not made. In general, by default, a domestic
eligible entity with two or more members is a partnership, and a domestic eligible entity with a
single owner is disregarded as a separate entity. Reg. 301.7701- 3(b)(1). If an eligible entity
makes an election, it generally cannot make another election for a 5-year period. Reg. 301.7701-
3(c)(1)(iv). Rev. Ruls. 99-5 and 99-6, 1999-6 I.R.B. 8, 6, discuss tax consequences where a
single-member LLC disregarded as an entity becomes an entity with more than one member, and
where an LLC with more than one member classified as a partnership for tax purposes becomes a
single-member entity by one person's purchase of all the ownership interests.

An eligible entity that has been determined to be, or claims to be, exempt from taxation under IRC
501(a) is treated as having elected to be classified as an association. The election is effective the
first day exemption is claimed or determined to apply, regardless when the claim or determination



CPE-FY2000.doc September 1, 1999
(12:31PM)

61

is made, and will remain in effect unless an affirmative election is made after the claim for
exemption is withdrawn or rejected, or exemption is revoked. Reg. 301.7701-3(c)(1)(v)(A).

Notice 99-6, 1999-3 I.R.B. 12, provides for temporary employment tax procedures and requests
comments regarding the employment tax ramifications of disregarded entities. With respect to
employees of a disregarded entity, the Service will accept reporting and payment of employment
taxes in one of two ways. 1) Calculation, reporting, and payment of all employment tax
obligations with respect to employees of a disregarded entity by its owner (as though the
employees of the disregarded entity are employed directly by the owner) and under the owner's
name and taxpayer identification number or; 2) Separate calculation, reporting, and payment of all
employment tax obligations by each state law entity with respect to its employees under its own
name and taxpayer identification number. Nevertheless, the single owner retains ultimate
employment tax liability.

4. Exempt Organizations Issues

IRC 501(c)(3) refers to "Corporations, and any community chest, fund, or foundation."
Historically, the Service interpreted these to include associations, but not partnerships. See,
Emerson Institute v. United States, 356 F. 2d 824 (D.C. Cir. 1966), cert. denied, 385 U.S. 822
(1966). However, the new regulations conveniently avoid this problem by treating LLCs as
associations.

The Service is considering whether state attorneys general have the power to regulate LLCs
claiming 501(c)(3) status as traditional charitable corporations and trusts. If not, there may be no
way to enforce the organizational requirements of IRC 501(c)(3). For example, if provisions in
the articles or operating agreement that prevent a 501(c)(3) LLC from merging into a for-profit
entity, or from distributing its net assets upon dissolution to members who are not 501(c)(3)
organizations or governmental units or instrumentalities cannot be enforced, it is doubtful that
LLCs are "charitable" in the generally accepted legal sense, as Reg. 1.501(c)(3)-1(d)(2) requires.

In this regard, it may be noted that courts in at least two cases have held corporations organized
under for-profit statutes exempt under IRC 501(c)(3). The school in Unity School of Christianity
v. Commissioner, 4 B.T.A. 61 (1926), was so organized owing to the legal advice received by the
founders that their desire to print literature made for-profit incorporation necessary. However, the
founders subsequently placed the stock in two trusts for the sole benefit of the school. More
recently, University of Maryland Physicians, P.A. v. Commissioner, T.C.M. 1981-23, involved a
professional service corporation established by four clinical departments of a teaching hospital for
administrative efficiencies in collecting professional fees. Each shareholder was both a physician
on the hospital staff and a faculty member of the affiliated school. The court accepted the
professional service corporation status because that was the only kind of corporation permitted to
practice medicine in the state, and noted that the articles of incorporation contained provisions
limiting the purposes and activities to those permitted under IRC 501(c)(3). It may be questioned
whether formation under a non-charitable statute is permissible under less compelling
circumstances than those present in the Maryland case. Given the particular facts of the Maryland
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case, it should not be considered precedent for allowing entities forming under any law other than
non profit laws to qualify for exemption under IRC 501(c)(3).

Of course, an LLC could not have any members other than 501(c)(3) organizations or
governmental units or wholly-owned government instrumentalities, as distributions would be
inurement to private shareholders or individuals. The articles of organization should contain
provisions that would preclude this possibility.

An LLC, like any other organization, would have to meet the organizational test to be exempt
under IRC 501(c)(3). Thus, its articles of organization must contain the purposes, dissolution, and
any other provisions required under Reg. 1.501(c)(3)-1(b). Provisions in the operating agreement
would not suffice for this purpose where the articles are the supreme governing document. In
some states, however, the operating agreement appears to control, or it is not clear which
document has priority--in such states, both the articles and the operating agreement should
contain the required provisions. In some states, there may be a question whether such provisions
are consistent with the requirements of the State's LLC statute, which may preclude LLCs of that
State from qualifying under IRC 501(c)(3).

The Service has also received ruling requests and exemption applications where an exempt
organization (or an organization claiming exemption) is the single member of an LLC and claims
that the LLC may be ignored as an entity and treated as part of the member for federal tax
purposes. This raises the issue whether, under the check-the-box regulations, the election to
disregard the single-member entity as separate from its owner under Reg. 301.7701-3(a) conflicts
with the deemed election as an association under Reg. 301.7701-3(c)(1)(v)(A), and if so, which
election takes priority. In other words, is a claim of exemption as a part of an exempt owner a
"claim of exemption" under the regulations.

Whatever the resolution of this issue, it would not appear to affect situations where the Code or
regulations already disregard legally separate entities, such as component parts of community
trusts under Reg. 1.170A-9(e)(11) and qualified subsidiaries under IRC 501(c)(25)(E).

Even if the Service concludes that an LLC can be a disregarded entity, the organizational test,
issues discussed above, would remain. In other words, it may still be necessary for the LLC to
satisfy the organizational test as if it were treated as a separate entity, as inurement of the LLC's
net earnings would be attributed to the 501(c)(3) owner, jeopardizing exempt status or causing
imposition of 4958 sanctions against its managers as well as the LLC's managers, along with any
disqualified persons benefiting from the transaction.

There are also unresolved issues regarding the application of the notice requirement under IRC
508(a) in the context of an LLC that is disregarded as a separate entity--specifically, whether an
election to disregard the entity "stops the clock" on the 508 notice requirement, and whether the
exempt status of the single owner matters.

5. Conclusion

Unfortunately for all concerned, the Service at this time has more questions than answers
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regarding LLCs as 501(c)(3) organizations. It is currently considering the various issues, which
implicate a number of policy considerations. Due to the uncertainty resulting from the new
regulations, under Rev. Proc. 99-4 the Service currently will not issue letter rulings involving a
disregarded LLC whose sole member is an exempt organization, and all exemption applications in
which the applicant is an LLC are forwarded to the National Office for processing.
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                   I. TAX EXEMPT ORGANIZATIONS AND
     WORLD WIDE WEB FUNDRAISING AND ADVERTISING ON THE INTERNET
                                 by
             Cheryl Chasin, Susan Ruth and Robert Harper

                Part 1 -- World Wide Web Fundraising

1. Introduction

The purpose of this article is to discuss solicitation of contributions, advertising, and
merchandising techniques under the Internet's World Wide Web (WWW) protocol by tax-exempt
organizations. Please see Topic C of the 1999 CPE text and Topic A of the 1996 text for a
general description of how the Internet operates.

As has been stated repeatedly in our series of articles on exempt organizations and computers, the
use of the Internet to accomplish a particular task does not change the way the tax laws apply to
that task. Advertising is still advertising and fundraising is still fundraising. However, the nature of
the Internet does change the way in which these tasks are accomplished. The purpose of this
article is to explain those changes and their practical consequences, and to remind both Service
employees and the interested public how the tax laws apply to specific areas.

This article will include a brief discussion of such practical topics as how to create a web page and
related security issues and will discuss in greater depth current Internet fundraising practices and
their tax implications for charities and for donors, and advertising and merchandising techniques
and their treatment under the unrelated trade or business provisions of the Code.

2. How the Web Works

     A. Ease of Creating Web Pages

Web pages are created using formatting codes which instruct web browsers how to display the
text and graphic images within the codes, and which create links between different parts of a page
or between different pages. These formatting codes, called "tags" are collectively known as
HyperText Markup Language, or HTML. Any file intended to be displayed by a web browser
must therefore have a filename that ends in ".htm" or ".html". This file extension tells the browser
to look for and interpret the codes. Below are some simple examples. While the formatting codes
are shown here in capital letters for ease of viewing, that is not a requirement of HTML.

All tags must be enclosed in angle brackets. All tags have a beginning tag and a corresponding
end tag, although use of the end tag is not required for all tags. All web pages must begin with
<HTML> and end with </HTML>, and must contain a <TITLE> section and a <BODY> section.
Here is a very simple web page that took only a few minutes to write:

     <HTML>
     <HEAD>
     <TITLE>HTML Example</TITLE>
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     </HEAD><BODY>
     <H1 ALIGN=CENTER>Save the Internet Foundation</H1>
     <P>Please send money at once to our nonprofit organization to
     save the Internet. Our address is:  Save the Internet
     Foundation, 123 Main Street, Anytown, VA.</P>
     </BODY>
     </HTML>

Some web pages are very elaborate, and it may be difficult to believe that such simple codes can
create these complex pages. While it's true that HTML can be much more complex than the
simple example shown above, it's also true that learning HTML is unnecessary. Nor is it always
necessary to hire a professional, although many businesses and exempt organizations do. Some
word processing programs will create HTML files. The user places text and images as desired on
the page, and the word processing program adds the necessary HTML codes. Even more
powerful are programs designed specifically to create web pages, such as Visual Page. At least
one major Internet Service Provider (ISP) provides free software for members to use to create
web pages.

There's not much point in creating a web page without a place to put it where it is accessible to
the public. However, low- cost (or even free) space is readily available. Many ISPs include a
certain amount of space on their server for member web pages as part of their regular membership
package. Others charge a small additional fee. There are also hosting services that will provide
users with space for a small fee or with free space for web pages in exchange for the right to show
advertisements to visitors.

The purpose of this technical information is to demonstrate how quickly and easily any
organization or individual can establish an Internet presence. Setting up a direct mail or telephone
fundraising campaign requires a substantial amount of time and money. Furthermore, it is unlikely
that a professional fundraiser would enter into such a contract without proof of the charity's
exempt status. Setting up a web page to solicit contributions takes little time, a trivial amount of
money and no proof of exempt status. A web page can be uploaded quickly, and taken down or
moved just as quickly.

An April 8, 1999 article in the Washington Post demonstrated just how easy and effective a
fraudulent web page can be. Someone created a website that looked and behaved very much like
that of a well-known financial information wire service and uploaded it to one of the web hosting
services referred to above. The site reported, falsely, that another company was acquiring a
California technology firm. This false report was then spread through another service's finance
message boards by referring people to the false website. By the time the fraudulent website was
identified and removed, the California firm's stock was up 31%. At the end of the day, hours after
correct information had been released; the stock was still up 10% over the previous day.

     B. Links and How They Work

What makes the Web unique is the way in which information is chained together by links. A link
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will usually appear underlined and in a distinctive color on the page. Links may also consist of
graphic images. If clicked on, a link will take the user to another place in the same document,
another page in the same website or to another site on another computer somewhere else on the
Internet. For example, a page discussing Roman civilization and describing ancient buildings
might contain links to visitors' guide that has pictures of the buildings referred to. The HTML
codes underlying the link contain the URL (uniform resource locator), or address, of the link,
such as http://www.xyz.com. Often the URL will tell something about the nature of the site. In
this case, .com indicates a commercial site. Other common suffixes include:

     .org non-profit organization
     .edu educational institution
     .gov government agency
     .net old designation, could be anything
     .mil military

However, since an exempt organization's website can appear on a commercial hosting site, and
will thus have an address part of which ends in .com, this is not an infallible guide.

     C. Security Issues

In the HTML example above, contributors were asked to send money to a post office box.
However, that requires a significant effort by the viewer to send funds. How much easier it would
be if the entire transaction could be conducted online. The contributor can respond immediately
and easily by providing a credit card number and the recipient has nearly immediate access to the
money.  This raises certain security issues, however. Many people will not provide credit card
information via the Internet because they are concerned that the information will not be properly
safeguarded. Certainly sending such information via e-mail is not entirely safe. There is no
guarantee that the information will not be intercepted and misused. Of course, the interception
and misuse of credit card information outside of the Internet is a well-known problem. These
problems do not prevent people from giving their account numbers over the phone or handing
their credit cards to a waiter.

Credit card issuers have an even greater interest in the security of credit card information. If a
credit card number is stolen and misused, by federal law, the liability of the individual cardholder
is limited to a maximum of $50. There is no such limit on the issuer's liability.

Some security is provided through the use of secure servers, in which the credit card number is
encrypted. The use of https instead of http in the URL indicates a secure server. Depending on the
brand of browser software being used, an icon of a padlock or a key will also appear on the
screen.

     D. Merchant Accounts and Factoring

In order for a charity or a business to accept payment via credit card, it must have a "merchant
account" with a credit card issuer. To get such an account, a charity, like any business, must
submit an application and undergo a credit check and site inspection. There are also various
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applications and processing fees required. Many charities, especially small or new organizations,
are unwilling or unable to incur these expenses and resort to credit card factoring. Factoring, also
called credit card laundering is described by the Better Business Bureau as follows:

     A Company that does not have a credit card merchant account with
     a bank or credit card company recruits another company to
     process its credit card transactions through its own merchant
     account. When the processing merchant receives payment for the
     credit card charges, it turns the money over to the company
     without an account, but it keeps a previously agreed to
     percentage or other fee.

Credit card factoring is a violation of the merchant agreement with the credit card issuer. In one
state (Florida) it has been explicitly made a criminal act, and in other states it may be prosecuted
under various fraud statutes. Civil liability is also likely.

3. Tax Treatment of Contributions

This section provides a brief discussion of the tax laws pertaining to both charitable and non-
charitable contributions, including references to prior CPE articles where appropriate. This article
deals only with cash contributions, since noncash contributions generally are not made directly
over the Internet.

     A. Charitable Contributions

IRC 170(a) allows the deduction of charitable contributions as defined in IRC 170(c). The latter
section defines charitable contribution to include a contribution or gift to or for the use of a
corporation organized and operated exclusively for charitable purposes, no part of the net
earnings of which inures to the benefit of any private shareholder or individual. While a
determination of exempt status under IRC 501(c)(3) is not a requirement, it is a way a contributor
can know, before making a contribution, that it will in fact be deductible. Contributions to foreign
organizations are generally not deductible.

A concern with respect to online contributions is determining (before the contribution is made)
whether or not the organization is an eligible recipient. One way to do this is by looking for the
organization in Publication 78, available at many libraries and at:
www.irs.ustreas.gov/prod/bus_info/eo/eosearch.htm.

Even a contribution to an organization exempt under IRC 501(c)(3) may not be deductible if the
contribution is earmarked for a specific individual or for an organization which is not itself entitled
to receive charitable contributions. For a detailed discussion of the issues involved in earmarking
contributions for individuals, see Topic E of the 1996 CPE text.

In general, individuals claiming deductions for charitable contributions need to be able to
document the amount of the contribution and the charitable status of the recipient. The Omnibus
Budget Reconciliation Act of 1993 created additional substantiation requirements. These
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requirements are discussed in detail in Topic E of the 1995 CPE text and Topic G of the 1997
text

Publication 1771 provides additional information about these requirements. No deduction will be
allowed for any charitable contribution of $250 or more unless the donor has contemporaneous
written substantiation from the charity. In cases where the charity has provided goods or services
to the donor in exchange for making the contribution, this contemporaneous written
acknowledgement must include a good faith estimate of the value of such goods or services.
Thus, taxpayers may no longer rely solely on a cancelled check to substantiate a cash contribution
of $250 or more.

There is no prescribed format for the written acknowledgement. For example, letters, postcards or
computer- generated forms may be acceptable. The acknowledgement does not have to include
the donor's social security or tax identification number. It must, however, provide sufficient
information to substantiate the amount of the deductible contribution. The responsibility for
obtaining this substantiation lies with the donor, who must request it from the charity. The charity
is not required to record or report this information to the IRS on behalf of donors. Some sites that
solicit donations provide acknowledgements via e-mail. Would such an acknowledgement,
standing alone, satisfy the requirements?  The answer is uncertain.

In addition, under IRC 6115, a charitable organization must provide a written disclosure
statement to donors who make a payment, described as a "quid pro quo contribution," in excess
of $75. Note that this requirement is based on the amount of the payment, not the amount that is
considered a deductible contribution. This requirement is separate from the written substantiation
required for deductibility purposes as discussed in the preceding paragraph. A quid pro quo
contribution is a payment made partly as a contribution and partly for goods or services provided
to the donor by the charity. The required written disclosure statement must:

     (1) inform the donor that the amount of the contribution that is
         deductible for federal income tax purposes is limited to the
         excess of any money (and the value of any property other
         than money) contributed by the donor over the value of goods
         or services provided by the charity, and

     (2) provide the donor with a good-faith estimate of the value of
         the goods or services that the donor received.

Penalties are imposed on charities that do not meet the disclosure
requirements with respect to quid pro quo contributions. The penalty
is $10 per contribution, with a maximum of $5,000 per fundraising
event or mailing.

Contributions of items that are not cash or a readily marketable security require a qualified written
appraisal if they are worth more than $5,000. See, Reg. 170A-13(c)(1).

     B. Non-charitable Contributions
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Many organizations described in IRC 501(c) or (d) and exempt under IRC 501(a) that are not
charitable in nature solicit contributions from the public to fund their activities.  Many such
organizations implied that contributions to them were deductible, or at least refrained from
explaining that such contributions were not deductible. In response to these abuses, Congress
passed IRC 6113 in 1987.

IRC 6113 requires organizations that are ineligible to receive tax deductible charitable
contributions to disclose the nondeductibility of contributions during fundraising solicitations.
Organizations whose annual gross receipts do not normally exceed $100,000 are excepted from
this requirement.

Notice 88-120, 1988-2 C.B. 454, provides additional guidance, including safe harbors, regarding
these requirements. The Notice provides explicit safe harbors for various types of solicitations,
including print media (mail, printed advertisements in newspapers or magazines), telephone,
television, and radio solicitation. Naturally, there are no specific references to computer-based
methods of communication, such as e-mail or web pages.

However, it is not difficult to adapt the requirements of the Notice to computer-based
communications. In general, there is no reason to treat e-mail solicitation any differently from
direct mail solicitation. Web fundraising is also most similar to print media, since unlike telephone,
television, and radio, the viewer generally controls what he or she looks at and for how long.
Therefore, web- based fundraising by organizations subject to the requirements of section 6113
should be in compliance if it meets the following requirements:

     1. The solicitation includes one of the statements listed in the
        Notice;

     2. The statement is in at least the same type size as the
        primary message, and is readily visible against the
        background of the page;

     3. The statement appears on the same page as, and in close
        proximity to, the actual request for funds; and

     4. The statement is either the first sentence in a paragraph or
        itself constitutes a paragraph.

Requirement #3 requires some additional explanation. To meet this requirement, the viewer must
be able to see the statement without following a link. The statement must appear before the
"submit" or other button to transmit information to the soliciting organization. This is to ensure
the viewer has an opportunity to see the statement before making a contribution.

Section 6113 does not apply to solicitations by letter or telephone call if the letter or call is not
part of a coordinated fundraising campaign soliciting more than ten persons during the calendar
year. This exception clearly does not apply to web page solicitations, but might apply to e-mail
solicitations.
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Section 6710 provides penalties for failure to comply with the requirements of section 6113,
unless the failure is due to reasonable cause. The penalty is $1000 for each day on which a failure
occurs, up to a maximum annual penalty of $10,000. In cases where the failure to make the
required disclosure is due to intentional disregard of the law, the $10,000 limitation does not
apply. More severe penalties based on the greater of 50% of the aggregate cost of the solicitations
or $1000 per day are applicable.

How do these penalty provisions apply to Internet fundraising?  With respect to e-mail
solicitations, IRC 6710(d)(2) provides that failure to meet IRC 6113 requirements in mail
solicitations is treated as occurring when the solicitation was mailed. Notice 88-120 provides an
example, and states:

     If an organization mails 500 noncomplying solicitations on March
     30 and 50 noncomplying solicitations on April 5, the penalty
     would be $2000.

Web page solicitations are more problematical. IRC 6710(d)(3) provides that written or printed
solicitations (other than mail) shall be treated as occurring when the solicitation was distributed.
With a magazine or newspaper, it's easy to determine when it was distributed, since the
distribution is a discrete event. With a web page, it is possible to argue that it's distributed when it
is uploaded to a server and thus becomes available to the public. The alternative would be to say
that it is distributed whenever it is accessed. The latter option would, however, result in extremely
large penalties and would be difficult to enforce.

4. Current Fundraising Practices Using the Internet

     A. Charity's Own Web Page

Many tax-exempt organizations now have a web page that describes their purpose, discusses their
activities, provides lists of upcoming events, lists local affiliates, provides contact information, and
more. It's only a short step from there to recruiting members and soliciting donations online.
Combining these features can be very effective. For example, disaster relief organizations can
show pictures of a disaster and request contributions. Of course, the same thing can be done with
a brochure, but that is far more expensive and takes much longer.

Most commentators on the subject of online fundraising do not believe that charities in general
will raise significant amounts of new money using these methods. Many seem to believe that
previous contributors may donate online for the sake of its novelty. In general, the advice
provided to charities is to include a fundraising component on web pages, but not to expect too
much from it.

Such contributions made directly to a charity raise no novel tax issues. However, due to the
nature of the Web, as described earlier in this article, contributors need to be certain who they are
giving to and what the tax status of the recipient is. For the charities themselves, a greater concern
may be the applicability of state and local laws requiring registration before soliciting
contributions. There is some concern that states and local governments will argue that if any
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resident of their jurisdiction can access a website and thus see a solicitation, the charity must
register. One author has estimated that compliance with all state and local solicitation laws could
cost a charity as much as $150,000 each year.

Possibly more productive may be online sales, either directly, through a "storefront," or through a
contractual arrangement with a retailer. Many nonprofit websites now offer a link to an online
bookseller. Such arrangements permit visitors to order books on the topic of interest, with the
charity receiving a percentage of the sale price. See the other section of this article for more
information on this topic.

     B. Third Party Sites

The security problems discussed above and the expense of setting up a merchant account to
enable a charity to accept credit card donations have made many organizations reluctant to solicit
donations on the Internet. There are, however, several websites that have been established to
facilitate online donations to many unrelated organizations. Most of these are provided by
organizations that are not themselves tax-exempt. This section describes how these entities
operate and the tax implications for charities and donors. Interestingly, most of these sites claim
that they are not soliciting donations. Such statements are apparently intended to avoid the state
and local registration requirements imposed on professional fundraisers. It is not clear what legal
effect, if any, such disavowals may have.

One such website, which we'll call "donate.com", describes itself as an international secure online
donation service for nonprofit organizations. It is operated by a for-profit Internet consulting firm.
Visitors to the site select the desired recipient from an alphabetical list. A brief mission statement
for each is available, as well as a link to the organization's own website (if it has one). After
selecting a charity, the donor provides the usual credit card information. An e-mail
acknowledgment of the gift is sent by "donate.com"  to the donor immediately. Monthly,
donations will be sent to the designated charities, along with a list of donors. "Donate.com"
retains 15% of each donation as an administrative fee.

In our example, "donate.com" emphasizes that it does not represent, endorse, or promote
participating charities. It is not a registered fundraiser. It states that "most" donations are tax
deductible. Anyone can submit the name of an organization to be listed, although donations to a
particular charity will not be enabled until the charity has signed an enrollment form. It is not clear
to what extent, if any, donate.com verifies the tax status of participating organizations, although
the website implies that, at least for U.S. charities, a copy of a 501(c)(3) determination letter is
requested. However, many of the organizations listed could not be located in Pub. 78 or any of
the publicly available references referred to earlier.

As mentioned above, donate.com describes itself as an international service. There are several
foreign organizations listed on the website, but nothing to indicate that contributions to such
organizations are not deductible for U.S. tax purposes.

Assuming for the moment that the ultimate recipient is a domestic 501(c)(3) organization, are
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contributions made via donate.com tax deductible?  Without seeing a copy of the agreement
between donate.com and participating charities (assuming that such agreements exist), a definitive
answer may not be possible.

Rev. Rul. 85-184, 1985-2 C.B. 8, holds that utility customers, who pay additional amounts on
their utility bills to a utility company acting as agent for a charitable organization that assists
individuals with emergency energy needs, are entitled to a charitable deduction for the additional
amount in the year paid.  In this case, the charity entered into an agreement with the utility
company that designated the utility as the charity's agent to collect contributions on its behalf.
Amounts collected by the utility were transferred to the charity on a weekly basis and were at all
times segregated from the utility's own funds. The utility did not use any of the funds collected to
cover expenses it incurred in connection with the program. Under these circumstances, the utility
is acting as the charity's collection agent in receiving certain amounts in excess of monthly fees
billed to its customers that are earmarked for use by the charity. Further, the utility exercises no
dominion and control over such amounts. Therefore, delivery of such amounts to the utility
constitutes delivery to the charity for purposes of IRC 170.

In PLR 9335022, a similar conclusion was reached in a case in which the funds were initially
deposited in the utility's own bank account, but were transferred on a weekly basis to the
charitable recipient, in this case, a state agency described in IRC 170(c)(1). Again, the Service
concluded that the utility received the funds solely as an agent for the charitable recipient and the
funds were not within the utility's dominion and control even though they resided briefly in the
utility's bank account.

In the case of donate.com, the facts are somewhat different. First, donate.com collects a fee for its
services, which reduces the amount of the donation paid to the recipient charity. Second, funds
are held by donate.com for a month (not a week) before being turned over to the recipient charity.
Third, we don't know the terms of the agreement between donate.com and participating charities,
so we don't know if donate.com can be considered as an agent for the participating charities.
Under these facts, we don't have enough information to determine whether contributions are
deductible or not. There are also audit policy issues involved that determine whether or not
deductions would be allowed.

Other similar sites present fewer concerns. One, while also operated by a for-profit firm, states
that it is privately funded and does not retain any portion of the amounts donated. Furthermore,
its list of charities is much shorter and all appear to be domestic 501(c)(3) organizations. Again,
without viewing the contract between the operators of the website and the exempt organizations,
it is impossible to determine with certainty whether the website is acting as the agent for the
organizations. Other commentators have noted that all of these sites may present credit card
factoring issues, which, while not a problem with respect to deductibility, should be of some
concern to the participating charities. Commentators have also pointed out the possibility of
running afoul of state and local registration laws, since few if any of the third party sites have
registered as professional fundraisers.
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     C. Electronic Scrip

As discussed elsewhere in this article, there are any number of arrangements between charities and
particular retailers in which the charity encourages purchases and receives money in return. A new
variation on this process is "electronic scrip."

Sales of scrip as a fundraising device are discussed in detail in Topic T of this text. Briefly,
charities buy scrip from participating retailers at a discount, typically 5%, then resell it at face
value. The purchasers then use the scrip like money. The charity keeps the 5% difference.

At least one company now offers "electronic scrip."  A participating charity gets its supporters to
register their credit card numbers with the program and pay a small annual fee. Every time a
supporter uses a registered credit card to make a purchase from a participating retailer, a donation
is credited to the charity. In no case does this result in a charitable contribution on the part of the
purchaser.

     D. E-mail Solicitations

E-mail solicitations present, in general, the same legal issues as any direct mail solicitation.
However, unlike direct mail, e-mail solicitation requires little up-front investment. The only thing
a solicitor need purchase is a file containing e-mail addresses. The Better Business Bureau has
reported an instance in which an individual was requesting, via e-mail, $1 contributions to assist
tornado victims. Funds were to be sent to a post-office box, with any checks made out to cash.
There have been reports of a similar solicitation, purportedly on behalf of an orphanage. While
there are no novel tax issues raised, this is another example of the need to use common sense and
good judgment in making contributions to any organization.

5. References

     How Can We Use the Internet for Fundraising?
       http://www.nonprofit-info.org/misc/9810273m.html

     Current Controversies:  Out-of-State Solicitation and Regulation
       http://www.muridae.com/nporegulation/foreign_solicitation.html

  Part 2 -- World Wide Web Advertising and Merchandising Techniques

1. Overview of Web Advertising and Merchandising Techniques

     A. Purpose

The new "Mall of the World" may well be the World Wide Web and exempt organizations of all
types and sizes have demonstrated that they are eager to take advantage of this new entree to
potential donors, members, and supporters. Maintaining a web presence enables exempt
organizations to access millions of persons around the world 24 hours a day, 7 days a week. New
material, including advertising, can be added to an organization's website, virtually on demand.

The Service has yet to consider many of the questions raised by web advertising, merchandising,
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and publishing, however, it is reasonable to assume that as the Service position develops it will
remain consistent with our position with respect to advertising and merchandising and publishing
in the off-line world. We would welcome the opportunity to consider applications or proposed
transactions would enable us to provide appropriate assistance in developing such cases and
providing additional guidance. As part of the FY1999 Business Plan the Internal Revenue Service
indicated that it is committed to providing formal guidance to the exempt organizations
community. At this writing, an Announcement is to be prepared for publication in the Internal
Revenue Bulletin relating to the appropriate treatment of website materials. Accordingly, while
this article does not constitute formal guidance it is intended to point out certain practices that
have developed as exempt organizations have entered cyberspace and how these practices may
impact on the tax liability of exempt organizations.

     B. Terminology

To comprehend web advertising one must be familiar with some of the basic terminology of the
web advertising industry.

     Hit: A term referring to the number of files downloaded from a
     website.

     Page View or Impressions: A term referring to the number of
     visitors who view a page or banner ad.

     Banner Ad: A name for a graphic advertisement, usually a moving
     image, measured in pixels.

     Click or Click-through:  A click of the mouse on a banner
     ad/graphic/or HyperText link which transports the website
     visitor to another website or location within the site.

     C. Methods of Selling Web Advertising and Soliciting
        Sponsorships

The advertising rates that an exempt organization can charge will vary considerably based on its
area of concern, the quality of its web site and the user traffic it generates. Generally, paid
advertising is solicited using one of the following methods.

     D. Flat Rate Fees

Some organizations charge a flat fee in advance for displaying a banner, graphic, or statement of
sponsorship such as "This month this website is brought to you by X. Visit them at
WWW.goodcorp.com."  Visitors can click through the banner, corporate logo or other
mechanism to an advertiser's site. Generally, exempt organizations tend to favor the less obtrusive
sponsorship statements rather than the banner advertisement that is perceived as more appropriate
to commercial sites and potentially more offensive to potential donors. Also, as discussed below,
a moving banner is probably more likely to be classified as an advertisement subject to unrelated
business income tax rather than a permissible statement of corporate sponsorship. The positive
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side of charging a flat-rate fee is that the organization is better able to predict its
advertising/sponsorship income.

     E. Pay-Per-View

Pay-per-view advertisements result in the accrual of a small credit to the host organization each
time a site visitor views the advertisement. The host organization earns credits when someone
actually views the advertisement. Software within the website maintains a verifiable, auditable
count. Unless a website has a lot of traffic this is not usually a great source of revenue for the
typical exempt organization. This type of advertising is, of course, more popular with advertisers
since it is more results oriented.

     F. Click-through Charges

The click-through-charge method of pricing advertisements is related to the pay-per-view
mechanism, but instead of paying for the number of page views, the advertiser only pays for the
number of people who click-through the advertisement, i.e. affirmatively select and visit the
advertisers own site. Likewise, this type of advertising generally does not generate much revenue
unless the site is heavily used and the advertisements change frequently since return visitors to the
site are unlikely to click-through to the same advertiser on a repeated basis. However, the
advantage of this adopting this type of pricing policy is that it is easier to attract advertisers since
the mechanism is clearly results oriented.

     G. Link/Banner Exchanges

Many organization websites include a page of links to related, affiliated, or similar recommended
sites. Other organizations, often those having a similar area of concern, such as environmental
organizations, operating as a free-coop, exchange banners or links. Still others use the services of
a service provider to facilitate banner exchanges with appropriate organizations. These exchanges
may require the organization to carry other advertising as well as part of the provider agreement.

It is unclear whether the Service will treat link or banner exchanges as similar to a mailing list
exchange or whether an organization that participates in such a program may incur liability for
unrelated business income.

In analyzing these exchange mechanisms, one must look to the purpose of the link/banner
exchange. One must determine whether the link exchange is an exchange of advertising or rather,
merely an attempt to refer the site visitor to additional information in furtherance of the
organization's exempt purposes and activities.

     H. Pro-Bono Advertising

The Ad Council develops advertisements for exempt organizations and offers them to
corporations and search engines free of charge.

2. Advertising v. Corporate Sponsorship

The differences between an advertisement and corporate sponsorship is further complicated in the
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Internet environment. For example, it is not uncommon for an organization to seek corporate
support to underwrite the production of all or part of an exempt organization's website. These
relationships may be short-term or continue on a long-term basis. The financial support may be
acknowledged through display of a corporate logo, notation of the sponsor's web address and or
800 number, a moving banner, or HyperText link.

The line between a permissible acknowledgment and a taxable advertisement is at the heart of all
corporate sponsorship cases. See the discussion of this issue and the legislative history of section
513(i) in the 1999 CPE Text at page 282. See particularly the discussion of TAM 9805001, in
which the Service considered whether certain displays of the logo, name and products of a
sponsoring dog food company at an annual kennel club show constitute advertising or corporate
sponsorship.

     A. What is Advertising?

Generally, advertising includes messages containing qualitative or comparative language, price
information, or other indications of savings or value, endorsements and inducements to purchase,
sell, or use the products or services. Proposed Reg. 1.513- 4(b) provides in part that advertising
means any message or other programming material which is broadcast or others i.e. transmitted,
published, displayed or distributed in exchange for any remuneration, and which promotes or
markets any company, service, facility or product.

     B. Corporate Sponsorship Online

Generally, exempt organizations prefer to view payments as corporate sponsorship rather than
advertising income, which is more likely to be subject to unrelated business income tax. The use
of promotional logos or slogans that are an established part of a sponsor's identity is not, by itself
advertising. In addition, display or sale of a sponsor's product by the organization at a sponsored
event has been held to constitute a mere use or acknowledgment rather than advertising.

The legislative history of section 513(i) suggests that a payment is not a qualified sponsorship
payment if the amount is contingent by contract or otherwise upon the level of attendance at one
or more events, broadcast ratings, or other factors indicating the degree of public exposure to an
activity. On the other hand, the fact that a sponsorship payment is contingent on an event actually
taking place or being broadcast, does not, in itself, effect whether a payment qualifies.

     C. Advertising and Corporate Sponsorship in the Internet
        Environment

These issues raise special concerns in the Internet environment.  Commentators in the exempt
organizations community have raised the question of whether the use of a HyperText link in an
acknowledgment will change the character of a payment from corporate sponsorship to
advertising income subject to the unrelated business income tax. Many argue that the payment
should retain its character as a mere acknowledgment since the website visitor must take an
affirmative action to reach the donor's website.
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The 1999 CPE Text discussion of Internet Service Providers, at page 64, provides support for the
position that a link will retain the passive character associated with corporate sponsorship while a
moving banner is more likely to be considered to be advertising. If, on the other hand a payment,
or any part thereof, is determined to be advertising, one must consider the fair market value of the
advertising component.

Certainly, in determining fair market value of web advertising there are many variables. However,
in developing cases where fair market value is at issue, it would be useful to gather information
with respect to numbers of page views and click throughs to the advertiser as well as any other
indicia of the amount of traffic on the site should be taken into account.

     D. Income Tax Implications of the Characterization of Website
        Materials

There has been some discussion in the tax-exempt circles with regard to how to characterize
website materials. Most of the materials made available on exempt organization websites are
clearly prepared in a manner that is distinguishable from the methodology used in the preparation
of periodicals. While there is no precise definition of the term periodical section 513(i) provides
that the term qualified sponsorship payments does not include payments that entitle the sponsors
to acknowledgments in "regularly scheduled and printed material" published by or on behalf of the
exempt organization.

Accordingly, in considering how to treat potential income from website materials for income tax
purposes the Service will look closely at the methodology used in the preparation of the website
materials. The Service will be unwilling to allow the exempt organization to take advantage of the
specialized rules available to compute unrelated business income from periodical advertising
income unless the exempt organization can clearly establish that the on-line materials are prepared
and distributed in substantially the same manner as a traditional periodical.

This is not to say that there can not be an on-line publication that can be treated as a periodical.
While some periodicals have on-line editions and some print publications are reproduced on-line,
sometimes on a subscription basis, or in a members-only access portion of a website, such
materials should be and generally are, sufficiently segregated from the other traditional website
materials so that the methodology employed in the production and distribution methods are
clearly ascertainable and the periodical income and costs can be independently and appropriately
determined. Presumably such genuine periodicals would have an editorial staff, marketing
program, and budget independent of the organization's webmaster.

     E. Virtual Trade Show or Potential Unrelated Trade or Business

Some trade associations are trying to replicate the trade show in the virtual reality format. The
organizations may receive income from individual "virtual exhibitors" as well as income from
"corporate sponsors" of the event. In considering how the Service may treat virtual trade show
income it is useful to see how the Internal Revenue Code and regulations have addressed these
issues in the traditional context.
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Section 513(d) of the Code and section 1.513-3(b) of the Income Tax Regulations provide that
certain traditional convention and trade show activities carried on by a qualifying organization
(i.e., one described in section 501(c)(3), 501(c)(4), 501(c)(5) or 501(c)(6)) in connection with a
qualified convention or trade show will not be treated as unrelated trade or business and income
from such activities will not be subject to the tax imposed by section 511. The qualifying
organization must regularly conduct, as one of its substantial exempt purposes, a qualified
convention or trade show activity.

A qualified convention or trade show activity is any activity of a kind traditionally carried on by a
qualifying organization in conjunction with an international, national state, regional or local
convention or annual meeting or show if:

     a. One of the purposes of the organization in sponsoring the
        activity is promoting and stimulating interest in, and demand
        for, the products and services of that industry, or educating
        the persons in attendance regarding new products and services
        or new rules and regulations affecting the industry, and

     b. The show must be designed to achieve its purpose through the
        character of the exhibits and the extent of the industry
        products that are displayed.

The rental of trade show display space to exhibitors (including exhibitors who are suppliers to
qualifying organization members) at a qualified convention or trade show will not be considered
an unrelated trade or business even though the exhibitors who rent the space are permitted to sell
or solicit orders. For this purpose, a supplier's exhibit is one in which the exhibitor displays goods
or services that are supplied to, rather than by, members of the qualifying organization in the
conduct of these members' own trades or businesses.

The safe harbor exclusion of section 513(i) with respect to qualified sponsorship payments,
however, does not apply to payments made in connection with "qualified convention or trade
show activities"

The Service has yet to rule on unrelated business tax implications of virtual trade shows. Whether
a qualifying organization which engages in the conduct of "virtual trade shows" will be accorded
similar treatment will most likely depend in large part on whether the qualifying organization is
able to demonstrate that its exhibits or displays are substantially similar to those traditionally
carried on at a trade show.

In developing such cases the Service would certainly look to all the surrounding facts and
circumstances. Some so-called virtual trade shows merely consist of a listing of HyperText links
to industry suppliers' websites for which remuneration is received by the website host trade
association. Others have displays including educational information related to issues of interest to
industry members. Virtual trade shows are sometimes timed to coincide with the sponsoring
organization's annual meeting or regular trade show in order to increase participation by industry
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members who are unable to attend the actual events. It is highly questionable whether income
from a year round virtual trade show would be accorded exclusion from unrelated business
income tax. Clearly, section 513 of the Code and the regulations thereunder suggest that the
character of the exhibits is significant. In addition, an organization that seeks corporate
sponsorship for its web site and anticipates conducting virtual trade shows should consider the
implications with respect to the 513(i) safe harbor in its web design and operations.

3. Merchandising Online

     A. Online Storefronts

Online storefronts complete with virtual shopping carts are becoming increasingly popular on
exempt organization web-sites. Various search engines offer free virtual storefronts. In addition,
readily available software programs make it relatively simple for an exempt organization to
establish its own storefront.

While the Service has yet to address any cases specifically addressing on-line merchandising issues
it is useful to review how the Service has traditionally addressed sales activities of exempt
organizations. The treatment of museum gift shop sales was discussed in the 1997 CPE Text at
257 and the 1999 CPE Text at 286. See particularly the discussion of TAM 97-20002 (11/26/96).
In applying the "primary purpose" test to such sales the Service looks to the nature, scope and
motivation for the particular sales activities.

Accordingly, in addressing Internet merchandising cases it is reasonable to use the same analysis
that the Service would apply in sales made through stores, catalogues or other traditional vehicles.
Merchandise will have to be evaluated on an item-by-item basis to determine whether the sales
activity furthers the accomplishment of the association's exempt purposes or is simply a way to
increase revenues.

     B. On-Line Auction Activities

Yesterday's thrift shop has become today's on-line auction. These auctions enable many exempt
organizations to turn material donations into cash. While some organizations conduct their own
auctions many exempt organizations turn to outside service providers. Some on-line auction
websites provide services for exempt organizations only while some websites and search engines
operate auctions for individuals and for profit businesses as well. Operating the auction under the
auspices of an outside auction service provider may provide a larger auction audience than might
be available if the auction were conducted on the charity's own website and enable the
organization to avoid some credit card fraud problems but entering into an agreement with an
outside service provider might have tax implications.

In analyzing such cases one must consider how much control the charity will continue to exercise
over the marketing and conduct of the auction. Unless the event is sufficiently segregated from
other, particularly, non-charitable auction activities, and the exempt organization retains primary
responsibility for publicity and marketing the Service may be more likely to view income from
such auction activities as income from classified advertising rather than as income derived from
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the conduct of a fundraising event. In addition, the relationship with the individual service
provider should be closely scrutinized, particularly in view of the fact that the on-line organization
is working in a multi-state arena and regulatory arena. In this regard, these service providers are
essentially professional fundraisers and their functions and fees should be scrutinized using
traditional inurement and private benefit principles.

     C. Online Charity Malls

A number of Internet sites permit on-line member shoppers to designate a favorite charity and
shop at affiliated vendors through links on the website. For each purchase the member/shopper
makes, the vendor agrees to remit an agreed upon percentage of the purchase price to the
designated charity through the charity mall operator. Vendors enter into individual agreements
with the mall operators and the amount of rebate to the mall operator may vary anywhere from
1.5% to 12.5%. A few of the charity mall operators represent that they use volunteer labor and
pass on 100% of the funds raised to the designated charities. Some malls solicit paid
advertisements as well with varying terms. Others indicate that they may retain a "small
"percentage of the proceeds for site maintenance and development. The mall operator credits the
charity with the contribution upon receipt of the rebate from the vendor, often a month after the
purchase. See the first part of this article for a description of the problems inherent in determining
the extent to which amounts paid may be treated as deductible by donors.

In developing applications for exemption or ruling requests involving such organizations a number
of issues must be addressed.  Although many of the existing organizations are operated as non-
profit (but not exempt) organizations some members of the exempt organizations community have
expressed an interest in developing an exempt charity mall. The decision in American Bar
Endowment v. Commissioner, 177 U.S. 105, Commissioner , 477. U.S. 105, 106 S. Ct. 2426
(1986) may be useful in addressing these cases. One must consider whether it is the
shopper/member or the mall operator who retains any right to direct the rebate to the charitable
organization or receive a refund. In addition, since the marketing and operation of the virtual mall
is a trade or business ordinarily carried on for profit it is questionable whether the organization
can establish that it meets the operational requirements of section 501(c)(3). Certainly, the terms
of the agreement between the vendor and the mall operator will be critical in determining whether
the shopper can claim a deduction for the rebate/contribution. In addition, the agreement with the
mall operator is important in helping to determine the level of involvement of the charity itself in
the operation of the mall. Finally, a more fundamental concern about these virtual charity mall
operations is that the beneficiary organizations do not appear to have any agreement with the
virtual mall operators and do not appear to be entitled to any record of member designations or
transactions. In addition, the exempt organization has little recourse if it finds its name used in
association with such mall operators, who may or may not prove reputable.

     D. Individual Merchant Affiliate Programs

Affiliate and other co-venture programs continue to grow in popularity, both on and off-line, with
numerous variations. Probably the most ubiquitous programs on the Internet today involve co-
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ventures with large on-line booksellers, although art galleries, toy merchants and event credit
report providers have such programs. These programs are available to and popular with large
national organizations as well as small booster clubs. Organizations are offered the option of
making particular book recommendations that may be "displayed" or listed on the organization
website or simply use a logo or HyperText link to the bookseller. Some links simply state that
"We receive a royalty on . . . books purchased through X bookseller."  The exempt organization
earns a percentage of sales of recommended materials as well as a lesser commission on other
purchases sold through the referring link. The exempt organization receives a weekly or other
periodic report detailing link activity.

The Service has not yet considered issues regarding the tax treatment of such income but there
has been much litigation in the area of affinity credit card programs in the last several years that
may impact on the tax treatment of such income.

At the time of this writing, the Service and the Tax Court continue to take differing positions
respect to affinity credit cards (and mailing lists). The Service continues to view the marketing of
a credit card by an exempt organization as involving services typically provided by a commercial
company, while the Tax Court has taken the view that amounts derived from participation in the
affinity program constitute royalty income that is excluded from the computation of unrelated
business income tax. See 1999 CPE Text at page 277.

A distinct advantage that these programs have over the virtual mall type operations from the point
of view of the charity is that the exempt organization itself enters into an agreement with the
merchant and is provided an activity report in order to ensure that it credited with the appropriate
royalty. On the other hand, while it is questionable whether the virtual mall member would be able
to claim a deduction for his designated "donation" it appears clear that the shopper in the smaller
scale affiliate program would not be entitled to an IRC 170(c)(2) deduction.

     E. Potential Problems Involving Membership, Professional and
        Trade Associations

Many of these organizations have comprehensive web-sites with materials for the general public
as well as materials that are restricted to members only. Many of the these member only sections
provide access to research services, continuing education opportunities, employment listings,
membership directories, links to various organization benefit programs, legislative alerts,
publications, etc. Organizations and web designers must be aware that the traditional rules with
respect to prohibitions on providing particular services, treatment of advertising income, sales
activity, as well as lobbying restrictions still apply to website activities.

4. Conclusion

The IRS 1999 Business plan contemplates issuance of a request for comments on the application
of current rules on the Internet activities of exempt organizations, in particular with respect to the
treatment of unrelated business taxable income, lobbying expenditures and political intervention.
This shows a clear recognition by the Service of the importance of the potential role of the
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Internet in the future of exempt organizations. It is hoped that all members of the exempt
organizations will be involved in the development of new policies which will build upon principles
developed over time and adapt to allow exempt organizations to take advantage of the
technological innovations of the new millennium.
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                         J. CHARTER SCHOOLS
                                 by
     Terry Berkovsky, Andrew Megosh, Debra Cowen and David Daume

1. Introduction

The charter school movement has garnered publicity and stimulated debate as it has moved across
the nation. According to Department of Education statistics, thirty-five states, the District of
Columbia and Puerto Rico have already sanctioned charter schools and 3,300 charter schools are
expected to be approved and begin operations in 1999. In an effort to assist these schools in
obtaining tax exemption, the IRS has participated in the Department of Education's 1999 Charter
Schools National Conference, offered training to our District personnel, and held several informal
conferences with individuals in the planning stages of creating new charter schools. We plan to
continue our educational outreach efforts and are pleased to highlight our concerns.

2. What are Charter Schools?

Created by state law, charter schools are an example of a public/private partnership designed to
enhance educational opportunities for public school students. State charter school laws and
policies vary widely. There are differences with respect to the number of schools that may be
established and the degree of autonomy they are permitted to exercise. Requirements for charter
school applicants and teachers as well as accountability criteria that charter schools must meet
also vary from state to state. Charter schools do not charge tuition and are, for the most part,
open enrollment, nondiscriminatory, nonsectarian educational institutions. They are funded
primarily by per-pupil allocations from the chartering agency (usually the public school district)
equal to the per-pupil allocations made to the public schools.

Charter schools are considered public schools. What is different is that charter schools generally
are not operated directly by the public school district but under a separate charter, a contract with
a state or local agency that provides them with public funds. The charter sets forth essential
conditions for which the school will be held accountable but leaves the implementation of these
terms to the charter school's board of directors. This frees the charter school from a number of
regulations that otherwise apply to public schools and leaves room for innovation and
experimentation.

There are several different operational models for charter schools. In some states, these schools
are under the direct control of the school district. The school district contracts directly for
management and educational services. Some states require a separate entity to run the school.
For-profit as well as non-profit entities may be eligible to apply for a charter. State law may or
may not require that the chartering organization be tax exempt under IRC 501(c)(3).

3. Exemption Under IRC 501(c)(3)

For-profit businesses operating charter schools are not eligible for exemption under IRC
501(c)(3). If the public school district is an integral part of the municipal government, the public
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school and any charter school it operates will not qualify for exemption under IRC 501(c)(3), as it
has no separate existence from the municipal government. The income of a municipal government
is exempt from federal income tax under the theory of implied intergovernmental immunity. If the
school district is separately organized and satisfies the requirements of Rev. Rul. 60-384, 1960-2
C.B. 172, the district may be recognized under IRC 501(c)(3) provided it otherwise meets the
requirements for exemption.

Organizations, whether for-profit or non-profit, operating schools under a charter agreement, may
have little or no experience in managing or establishing a school and often contract for a myriad of
services including, among others, curriculum design, financial management, office management,
and special education services. Comprehensive school management companies are a growing
presence in the educational sector and offer a complete program of both management and
educational services. For a charter school to establish exemption under IRC 501(c)(3), whether it
purchases some or all of the services required to operate, it must establish that it is organized and
operated for the benefit of the public and not for the benefit of any private person, such as a
service provider.

When considering exemption with respect to charter schools that have contracted with for-profit
entities for management services, the Service is particularly interested in whether the charter
school board remains in control and continues to exercise its fiduciary responsibility to the school.
The board may not delegate its responsibility and ultimate accountability for the school's
operations to a for-profit management company without raising the issue of whether the
organization is operating for the private benefit of that company. The following discussion
highlights some of the factors the Service considers when looking at a charter school application
and discusses the concerns regarding independence of the board of directors and the arms-length
negotiation of contracts.

     A. Independent Board of Directors

A charter school board of directors composed of parents, teachers and community leaders
provides structural independence. A board appointed or dominated by a comprehensive
management company raises questions as to whether the school will be operated for the benefit of
the management company. In considering exemption under IRC 501(c)(3), the Service looks to
whether a structurally independent board is involved in active oversight of the school's operations
or whether the board has delegated its duties and responsibilities to the management company.

To establish active oversight, the Service evaluates all the facts and circumstances. A board must
show that it is not a front for the benefit of the management company. While it is impossible to
specify every duty and responsibility a board should undertake, the following are some indicia of
independence:

          (1) Regular Meetings

Regular board meetings enable directors to play an active role in the direct activities of the school
as well as to exercise continual oversight of the management company carrying out its wishes
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under contract. One or two meetings per year are generally insufficient to establish that the board
members are exercising any independent control. Board meeting minutes should reflect the
decisions of the board and items considered at each meeting.

          (2) Conflict of Interest

The board should have a conflict of interest policy requiring members to disclose all financial
interests they have in any service provided to the school. Procedures for determining when a
conflict of interest exists, for addressing the conflict and for recording the resolution of the
conflict should be included in the school by-laws. See CPE-2000, Tax-Exempt Health Care
Organizations Revised Conflicts of Interest Policy, topic E, for additional information regarding
conflicts of interest.

          (3) Oversight

The board should oversee the operations of the management company and retain the ultimate
responsibility for meeting the terms of its charter. The board, rather than the management
company, should set and approve broad school policies such as the budget, curriculum,
admissions procedures, student conduct, school calendars, and dispute resolution procedures.

          (4) Fiscal Responsibility

Boards should have the responsibility and take appropriate action to ensure the fiscal health of the
school.

     B. Arm's Length Negotiation

To establish exemption under IRC 501(c)(3), a charter school must show that contracts,
especially comprehensive management contracts, have been negotiated at arm's length and are for
the benefit of the school rather than the service provider. Boilerplate contracts may be an indicia
that the terms of the contract were not the subject of negotiations between independent parties.
Representation of both the school and the management company by the same attorney is also an
indication of the absence of arm's length negotiations.

     C. Contract Terms

When reviewing a charter school contract for management services, the Service is concerned that
the terms be consistent with fulfillment of the school's exempt purposes. Some contract terms,
may result in a finding that the school is operated for the benefit of the management company and
preclude exemption. Areas of concern include:

          (1) Length of Contract

The contract's term greatly influences the board's ability to monitor and evaluate the management
company's performance. There is a need to balance the management company's interest in a long-
term contract with the school's need for flexibility in changing companies and meeting its fiduciary
responsibility.
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          (2) Board Policies

The general policies concerning the operation and management of a charter school should not be
contracted away. These broad policies help define the school's identity.

          (3) Services

Comprehensive school contract packages place much of the control of the day-to-day operations
in the hands of the management company. Responsibilities of both the company and the school
should be stated in the contract.

          (4) Personnel

Principals, teachers and staff may be employed directly by the school or may be employees of the
management company. However, the existence of an anti-compete clause prevents a school from
hiring the personnel that it has utilized in operating its school (principals, teachers, etc.) for a
specific length of time after termination of the management contract. This practice usually serves
the private interests of the management company and limits the school's ability to terminate the
contract.

          (5) Compensation

Management company fees must be reasonable and commensurate with the services provided. A
management fee structure should not be based on total income (i.e., all fees, grants, contributions,
and unusual receipts). Compensation should not be above the market rate generally charged for
the service provided. This can be established through evidence of comparative shopping for
services.

          (6) Termination

A service contract should specify the provisions for termination and the procedure for evaluating
when the terms of the contract are in default. Termination provisions that unreasonably restrict
and limit the options of the school are evidence of private benefit to the service provider.

     D. Name Identification

In many cases, contractual provisions require a charter school to attach the management
company's name to the school (i.e., Company X Charter School or Charter School, a Company X
affiliate.) "Name branding" has no clear exempt purpose. It links management companies to
exempt schools and allows the company to draw goodwill from the relationship. It allows the
management companies to build name recognition without additional expense. It also places a
contractual burden on the charter schools, making it more difficult for the school to terminate the
relationship with the management company. A "name branding" requirement may be an indicator
of private benefit depending upon the facts and circumstances.

     E. Ancillary Services

Comprehensive school management companies may provide other services directly or through



CPE-FY2000.doc September 1, 1999
(12:31PM)

87

affiliates. These services may include cash advances for start up funds, capital loans, facility
leasing, technology contracting, furnishings, fixtures, textbooks, and just about anything else a
charter school may need. The Service recognizes that such services are essential for start up
schools. However, the Service will examine these agreements carefully to determine whether the
terms were the result of arm's length negotiation with an independent charter school board or are,
in effect, adhesion contracts with a captive school board.

4. Rev. Proc. 75-50

Rev. Proc. 75-50, 1975-2 C.B. 587, sets forth guidelines and recordkeeping requirements for
determining whether private schools have a racially nondiscriminatory policy as to students. As
public schools, subject to open enrollment, charter schools are not required to meet the specific
guidelines set forth in Rev. Proc. 75- 50. These guidelines and recordkeeping requirements are
discussed further in Topic N. Private School Update of this CPE text.

5. Filing Requirements

Charter schools must file Form 990, Return of Organization Exempt From Income Tax, or Form
990EX, Short Form Return of Organization Exempt From Income Tax. Their annual gross
receipts are generally more than $25,000, and they rarely meet the filing exception contained in
Rev. Proc. 95-48, 1995-2 C.B. 418. (See, Topic N. Private School Update of this CPE text.)
Ordinarily charter schools are not treated as governmental units or affiliates of governmental units
because they are not "operated, supervised, or controlled by" a governmental unit. Most charter
schools operate under a contract with the governmental unit and the governmental unit does not
elect or appoint the school's board of directors.

6. Conclusion

States are adopting and refining charter school legislation at a remarkable rate. As this area
develops, the Service's guidelines will continue to evolve. However, the general methods used for
evaluating public purposes over private interests continue to be applicable. The Service will
continue to be concerned that charter schools applying for exemption under IRC 501(c)(3)
operate for exclusively charitable purposes and do not operate for the benefit of private
management companies and service providers.
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                        K. POOLED FINANCINGS
                                 by
              Clifford J. Gannett and Timothy L. Jones

1. Introduction

The proceeds of pooled financing bonds are loaned to two or more conduit borrowers. See section 149(f)(4)
of the Internal Revenue Code. These borrowers may be governmental entities, 501(c)(3) organizations, or
private business companies. Generally, pooled financing bonds are issued to reduce issuance costs and
lower interest rates to the conduit borrowers. In exchange, borrowers of pooled bond proceeds give up
some autonomy and often give up the opportunity to retain permissible arbitrage profits.

Special tax rules apply to pooled financing bonds. Some of these rules result from a concern that tax-
exempt bonds not be issued substantially in advance of actual spending needs. Others reflect a belief that
pooled bond issuers should not unduly benefit from their issuance of tax-exempt bonds on behalf of the
ultimate consumers of the bond proceeds. Some rules simply result from the fact that there are two tiers of
borrowers in pooled financing. This article discusses these different rules.

2. Non-arbitrage Limitations

     A. In General

Pooled financing bonds must meet all the applicable requirements of section 141 through section 150 in
order for bondholders to apply the exclusion of section 103(a) to income from pooled financing bonds.
These requirements include the basic qualification rules such as the private activity bond rules of section
141 for governmental bonds and section 145 for qualified 501(c)(3) bonds. Also, requirements such as the
2% issuance costs limit continue to apply. See section 147(g)(1).

Specific non-arbitrage rules applicable to pool financing issues include section 149(f) (treatment of certain
pooled financing bonds) and section 149(g) (treatment of hedge bonds). In the 1980s, billions of dollars of
pooled bonds were issued in so-called "hedge pools". These pools provided protection against increases in
interest rates or unfavorable changes in the tax laws. Issuance costs in these arrangements were often
deferred until actual loans were made. As a result, pooled financing bonds were issued even though there
was little or no expectation that the bonds' proceeds would be loaned.

Section 149(f) and 149(g) were enacted in 1988 and 1989, respectively, to limit the ability of issuers to
issue tax-exempt bonds without appropriate expectations about the expenditure of the bonds' proceeds.
These sections provide that the exclusion of interest from gross income under section 103(a) shall not apply
to any "pooled financing bond" or "hedge bond" unless certain expectations requirements are met with
respect to spending proceeds in a timely manner.

     B. Section 149(f)

          (1) Definition of a Pooled Financing Bond

Section 149(f)(4)(A) defines the term "pooled financing bond" as follows:

     The term "pooled financing bond" means any bond issued as part
     of an issue more than $5,000,000 of the proceeds of which are
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     reasonably expected (at the time of the issuance of the bonds)
     to be used (or are intentionally used) directly or indirectly to
     make or finance loans to 2 or more ultimate borrowers.

Thus, bonds are not pooled financing bonds if the proceeds of the
bonds' issue are $5,000,000 or less. Even if the proceeds of the
issue are greater than $5,000,000, the bonds are not pooled financing
bonds unless more than $5,000,000 of the proceeds of the issue are
reasonably expected at the time of issuance to be be used (or are
intentionally used) for loans to 2 or more conduit borrowers.

In addition, bonds are not pooled financing bonds if they are specifically excepted under section
149(f)(4)(B). Under section 149(f)(4)(B)(i), bonds generally are not pooled financing bonds if the private
activity bond volume cap applies to the bonds' issue or would apply in the case of certain refunding bonds.
Qualified veterans mortgage bonds are also excluded if the volume limitations of section 143(l)(3) apply to
the bonds' issue.

Therefore, the rules of section 149(f) generally only apply to the four types of bonds that are not subject to
the volume cap. Those bonds are as follows: 1) bonds that are not private activity bonds ("governmental
bond"); 2) qualified 501(c)(3) bonds; 3) private activity bonds for governmentally owned airports, docks
and wharves, and solid waste facilities; and (4) certain private activity bonds for high-speed intercity rail
facilities.

Treas. Reg. section 1.150-1(b) defines the term "pooled financing issue." The regulation provides that an
issue will be a pooled financing issue if the proceeds of the issue are to be used to finance purpose
investments representing conduit loans to two or more conduit borrowers, unless those conduit loans are to
be used to finance a single capital project. Therefore, an issue may not fall within the definition of a pooled
financing issue even though proceeds of the issue are used to finance conduit loans to multiple conduit
borrowers if the proceeds are used to finance a single capital project.

The rules of Treas. Reg. section 1.150-1(c) under which two or more bonds may be treated as a single issue
or as separate issues also apply to pooled financing bonds. Bonds may be treated as separate issues for
purposes of section 149(f) if they finance separate purposes. See Treas. Reg. section 1.150-1(c)(3)(ii).
Based on these rules, a pooled financing issuer may be able to avoid application of the requirements of
section 149(f) to its bonds by treating each loan as a separate purpose investment financed by a separate
issue. Each of these separate issues, however, would then have to independently meet the applicable
qualification requirements.

          (2) Issuer Expectations

Bondholders cannot exclude, under section 103(a), interest income from pooled financing bonds unless the
bonds' issue meets the issuer expectation requirements of section 149(f)(2) and (3) with respect to
expenditures for loans and issuance costs. These requirements were established to remove any incentives
states or local governments might have to issue bonds when they did not expect to loan the proceeds.

Section 149(f)(2) requires an issuer of pooled financing bonds to reasonably expect that as of the close of
the 3-year period beginning on the date of issuance of the issue that at least 95% of the net proceeds of the
issue will have been used to make or finance loans to ultimate borrowers. Determining whether or not this
requirement has been met requires:
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     i. The amount of proceeds that the issuer must reasonably expect
     to use to make or finance loans to ultimate borrowers must be
     identified. Typically, this amount is 95% of net proceeds of the
     issue. The term "net proceeds" is defined for this purpose to
     mean the proceeds of the issue less the following amounts: 1)
     proceeds used to finance issuance costs; 2) proceeds necessary
     to pay interest on the bonds during the 3-year period; and 3)
     amounts in reasonably required reserves. See section
     149(f)(2)(C).

     If, however, only a portion of the net proceeds of an issue is
     reasonably expected (at the time of issuance of the bond) to be
     used (or is intentionally used) to make or finance loans, such
     portion and the other portion of such issue shall be treated as
     separate issues for purposes of determining whether the issuer
     expectations requirement is met. See section 149(f)(5)(B).

     ii. The types of loans that the issuer expects to make or
     finance must be identified. For purposes of meeting the issuer
     expectations requirement, the term "loan" does not include
     nonpurpose investments (investment property, including tax-
     exempt bonds, acquired with gross proceeds of the issue but not
     to carry out the governmental purpose of the issue) or any use
     of proceeds by an agency of the issuer unless such agency is a
     political subdivision or instrumentality of the issuer. See
     section 149(f)(5)(A).

     iii. The reasonableness of the issuer's expectations about the
     making or financing of loans from the pool must be evaluated.
     When evaluating the issuer's expectations, the issuer's
     expectations about interest rate changes or federal tax law
     changes can not be considered. See section 149(f)(2)(B).

Section 149(f)(3) sets forth two additional requirements that pool financing issues must meet with respect
to payments of issuance costs. At least 95% of the reasonably expected legal and underwriting costs
associated with the issuance of a pool financing issue must be paid not later than 180 days after the date of
the issuance of the issue. Furthermore, the payment of legal and underwriting costs associated with the
issuance of the issue cannot be contingent.

     C. Section 149(g)

          (1) Definition of Hedge Bonds

Section 149(g)(3)(A) states that, in general, the term "hedge bond" means any bond issued as part of an
issue unless one of the following conditions are met:

     i. The issuer of the bonds both (a) reasonably expects that 85%
     of the spendable proceeds of the issue will be used to carry out
     the governmental purposes of the issue within the 3-year period
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     beginning on the date the bonds are issued, and (b) not more
     than 50% of the proceeds of the issue are invested in nonpurpose
     investments having a substantially guaranteed yield for 4 years
     or more.

     ii. At least 95% of the net proceeds of the issue of which the
     bonds are a part are invested in tax-exempt bonds that are not
     subject to the alternative minimum tax (Non-AMT bonds). For
     purposes of this condition, amounts held for not more than 30
     days pending reinvestment or bond redemption as well as amounts
     in a bona fide debt service fund are treated as invested in Non-
     AMT bonds.

     iii. The bonds are refunding bonds of refunded bonds, which
     either were not hedge bonds or were hedge bonds that met the
     requirements for treatment as tax-exempt hedge bonds. Section
     149(g)(3)(C) also contains rules that apply to bonds that refund
     bonds, which are not subject to the hedge bond rules.

          (2) Issuer Expectations

Bondholders cannot exclude, under section 103(a), interest income from hedge bonds that otherwise would
be tax-exempt pooled financing bonds unless the bonds' issue meets the issuer expectation requirements of
section 149(g)(2) with respect to expenditures for loans and issuance costs. Section 149(g)(2) requires an
issuer of a hedge bond to reasonably expect that the following percentages of spendable proceeds will be
spent for the governmental purposes within the following periods beginning on the date the bonds are
issued:

     i. 10 percent within 1 year;

     ii. 30 percent within 2 years;

     iii. 60 percent within 3 years; and

     iv. 85 percent within 5 years.

There is, however, a special exception in section 149(g)(4)(A) for
bonds issued for a construction project having a construction period
in excess of 5 years. Under the exception, the Service can rule that
the reasonable expectation requirement of section 149(g)(2) is met
for the bonds if it is reasonably expected that the portion of
spendable proceeds of the bonds related to the project will be spent
over a reasonable construction schedule.

In determining reasonable expectations with respect to both the general rule and the exception set forth
above, an issuer may not take into consideration expectations about interest rate changes or federal tax law
changes. See section 149(g)(4)(B) and 149(f)(2)(B). Pooled financing issuers normally will require
certifications of the borrowers spending plans so that they will have the proper expectations.

     D. Section 147
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Section 147(b)(1) generally provides that private activity bonds shall not be qualified bonds if the average
maturity of the bonds of the issue exceeds 120 percent of the average reasonably expected economic life of
the facilities being financed. Section 147(b)(4) sets forth a special pooled financing rule whereby an issuer
of qualified 501(c)(3) bonds can elect to have the 120% test applied against each loan as if each loan were
a separate issue. In order to apply the special rule, the following conditions must exist:

     i. 95 percent or more of the net proceeds of the issue of which
     such bond is a part are to be used to make or finance loans to 2
     or more 501(c)(3) organizations or governmental units for
     acquisition of property to be used by such organizations.

     ii. A demand survey was conducted before the issuance which
     shows a demand for financing greater than an amount equal to 120
     percent of the lendable proceeds of the issue.

     iii. 95 percent or more of the net proceeds of such issue are to
     be loaned to 501(c)(3) organizations or governmental units
     within 1 year of issuance.

     iv. To the extent there are any unspent proceeds of the issue
     after such 1-year period, bonds issued as part of such issue are
     to be redeemed as soon as possible thereafter (and in no event
     later than 18 months after issuance).

     v. The maturity date of any bond issued as part of such issue is
     not more than 30 years after the issue date. In the case of a
     refunding or series of refundings, the issue date, for this
     purpose, is the date on which the original bond was issued.

3. Arbitrage Limitations

     A. In General

Pooled financing bonds are generally subject to the same general arbitrage rules that apply to any other tax-
exempt bonds. There are, however, some special rules that apply to pooled financing bonds that have a
substantial impact on the arbitrage obligations of pooled financing issuers. For instance, the issuer of
pooled financing bonds cannot treat the proceeds of an issue as spent until they are spent by the conduit
borrower of the proceeds. Other rules are discussed below.

     B. Yield Restriction

Under section 148(a), bonds of an issue will generally be viewed as "arbitrage bonds" if the proceeds of the
bonds are reasonably expected at the time of issuance to be used directly or indirectly to acquire higher
yielding investments (purpose investments and nonpurpose investments) or replace funds which were used
to acquire higher yielding investments. The bonds will also be treated as arbitrage bonds if the issuer
intentionally uses any portion of the proceeds to acquire higher yielding investments. Interest from arbitrage
bonds is not excludible from bondholders' gross income under section 103(a). See section 103(b)(2).

In evaluating whether a pooled financing issuer of bonds has violated the general section 148(a) yield
restriction rule, the following general three step analysis should be applied:



CPE-FY2000.doc September 1, 1999
(12:31PM)

93

     i. Identify whether the loans financed by the proceeds of the
     pooled financing issue are treated as investments  for purposes
     of the yield restriction rules.

     ii. Identify whether investments allocated to the proceeds of
     the issue are excepted for one of the following reasons:  1) A
     temporary period under Treas. Reg. section 1.148-2(e) applies;
     2) The investments are part of a reasonably required reserve or
     replacement fund described in Treas. Reg. section 1.148-2(f); or
     3) The investments are part of a minor portion describe in
     Treas. Reg. section 1.148-2(g).

     iii. Identify and apply the applicable definition of "materially
     higher" under Treas. Reg. section 1.148-2(d) to yield-restricted
     purpose and nonpurpose investments.

Conduit loans financed with proceeds of pooled financing bonds generally are purpose investments that are
viewed as investment property for purposes of applying the yield restriction rule. See Treas. Reg. section
1.148-1(b) for a definition of the term "purpose investment" and section 148(b)(2). There is an exception
from being treated as investment property, however, for Non-AMT tax-exempt bonds. See section
148(b)(3). Gross proceeds of pooled financing bonds allocated to these purpose investments continue to be
allocated to the purpose investment and subject to the yield restriction rules applicable to purpose
investments until the sale, discharge, or other disposition of the investment. See Treas. Reg. section 1.148-
6(d)(2)(i).

Proceeds allocable to nonpurpose investments must also meet the yield restriction rules whether or not the
proceeds and allocable investments are held by the pooled financing issuer or the conduit borrower. If the
proceeds are held by the pooled financing issuer, section 148(c)(2) and Treas. Reg. section 1.148-2(e)(4)
set forth a limited temporary period exception from the requirement that the nonpurpose investments be
yield-restricted.

     C. Calculating Yield

When determining the yield on a pooled financing issue and the yield on investments for purposes of the
arbitrage yield restriction and rebate rules under section 148, Treas. Reg. section 1.148- 9(h)(1)(i) provides
that generally all of the bonds of the issue will be treated as a single issue despite the fact that the pooled
financing issue is a multipurpose issue. There is an exception, however, in instances where the proceeds of
an issue are allocable to two or more conduit loans that are tax-exempt bonds. In those cases, the portion of
pooled financing bonds allocable to the separate purposes of those tax-exempt bonds are treated as separate
issues for purposes of determining yield on the issue and yield on allocable investments. The rules for
allocating bonds for this purpose are set forth in Treas. Reg. section 1.148-9(h)(4).

     D. Yield Restriction Exceptions

          (1) The 3-Month Temporary Period

A limited temporary period exception applies to proceeds from the sale or repayment of any loans held by
the pooled financing issuer which are reasonably expected to be used to make or finance new loans. That
temporary period is three months. See section 148(c)(2)(B) and Treas. Reg. section 1.148-2(e)(4)(ii).
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          (2) The 6-Month Temporary Period

Section 148(c)(2)(A) generally permits the unrestricted investing of proceeds of a pooled financing issue by
a pooled financing issuer in nonpurpose investments during an initial 6-month temporary period before the
proceeds are loaned to a conduit borrower if the issue is a new money pooled financing issue.

          (3) The 2-Year Temporary Period

Section 148(c)(2)(C)(ii) permits unrestricted investing during an initial 2-year temporary period for pooled
financing bonds the proceeds of which are used to finance loans for construction expenditures under section
148(f)(4)(C)(iv). The language of this provision also implies that a pooled financing issue could be
bifurcated for purposes of applying the 6-month temporary period to the non-construction portion of the
issue and the 2-year temporary period to the construction portion.

          (4) The 3-Year Temporary Period

If a loan (purpose investment) has been made of proceeds of pooled financing bonds to a conduit borrower,
the general temporary period exceptions (the 3-year temporary period for capital projects and the 13 month
temporary period for restricted working capital expenditures) will typically apply while the proceeds and
allocable investments are held by the conduit borrower. The requirements of the 3-year temporary period
rule such as the expenditure test, the time test, and the due diligence test, should, however, be applied
separately to each conduit loan financed by the pooled financing bonds. See Treas. Reg. section 1.148-
2(e)(2)(i). Furthermore, any available temporary period for proceeds held by a conduit borrower must be
reduced by the period of time during which those proceeds were held by the issuer before being loaned. See
Treas. Reg. section 1.148-2(e)(4)(i).

     Example

     Proceeds of a pooled financing issue are held by the issuer in
     nonpurpose investments for 5 months before being loaned to a
     conduit borrower. The 6-month temporary period exception applies
     to the nonpurpose investments held by the pooled issuer. The
     proceeds also qualify for an additional 31-month temporary
     period after being loaned to the conduit borrower if the
     requirements of the 3-year temporary rule are otherwise met.

          (5) Other Exceptions to Yield Restriction

Proceeds of a pooled financing issue may also be permitted to be invested in unrestricted investments if the
proceeds are a minor portion of the proceeds as defined in section 148(e) or allocable to a reasonably
required reserve fund under section 148(d). Treas. Reg. section 1.148-9(h)(1)(ii) and (iii) provides that a
multipurpose issue will be treated as a single issue for purposes of apply the provisions of section 148(d)
and section 148(e).

     E. Materially Higher

Finally, after identifying allocable investments and applying the above exceptions, it must be determined
whether the yield on any investments was materially higher than the yield permitted on that class of
investments. See Treas. Reg. section 1.148-2(d)(2). For most purpose and nonpurpose investments of
pooled financing bonds, the definition of materially higher will be one- eighth of 1 percentage point. For



CPE-FY2000.doc September 1, 1999
(12:31PM)

95

program investments (as defined in Treas. Reg. section 1.148-1(b)) and qualified student loans, materially
higher means 1 and one-half percentage points and 2 percentage points, respectively.

4. Rebate Rules

     A. Allocations

Section 148(f) generally provides that, subject to certain exceptions, a bond will be an arbitrage bond and
not tax-exempt unless investment earnings on allocable nonpurpose investments in excess of bond yield are
rebated to the United States. Nonpurpose investments allocable to pooled bond proceeds held by the pooled
financing issuer or the conduit borrower are subject to the rebate rules. Gross proceeds of a pooled
financing issue invested in a purpose investment are generally deallocated from the issue for purposes of
the rebate rules on the date on which the conduit borrower allocates the gross proceeds of the purpose
investment to a proper expenditure. See Treas. Reg. section 1.148-6(d)(2)(i). Treas. Reg. section 1.148-
6(d)(2)(ii) provides, however, if the gross proceeds of the issue are allocated to a purpose investment that is
a qualified mortgage loans and qualified student loans, those gross proceeds are allocated to an expenditure
for the governmental purpose of the issue on the date on which the issuer allocates gross proceeds to that
purpose investment.

     B. Investment Blending

For purposes of determining the rebatable amount, the nonpurpose investments of the proceeds of the entire
pooled financing issue are blended unless all of the conduit loans are also tax-exempt bonds. See Treas.
Reg. section 1.148-9(h). Thus, unless there is an exception, all earnings above the bond yield at the issuer
level or at the conduit borrower level on nonpurpose investments must be returned to the federal
government.

     C. Rebate Exceptions

          (1) Generally

The exceptions to rebate that might apply include three spending exceptions and a small issuer exception.
The three spending exceptions include two statutory exceptions (a general 6-month spending exception for
non-construction financings under section 148(f)(4)(B) and a two-year spending exception for construction
financings under section 148(f)(4)(C)) and a regulation exception (a 18-month spending exception under
Treas. Reg. section 1.148-7(d)).

          (2) Elections

The spending exception rules can be applied by pooled financing issuers in a variety of ways. The spending
exceptions generally apply to a pooled financing issue as a whole, rather than to each loan separately. See
Treas. Reg. section 1.148-7(b)(6)(i). Treas. Reg. section 1.148-7(b)(6)(ii) provides, however, that a pooled
bond issuer may, on or before the issue date, elect to apply the spending exceptions separately for each
conduit loan. Elections must be in writing and should be kept with the bond documents. See Treas. Reg.
section 1.148-1(d).

If the issuer elects to treat each loan separately, the rebate requirements apply to, and none of the spending
exceptions are available for, gross proceeds of the pooled financing bonds before the date on which the
spending requirements for those proceeds begins. See Treas. Reg. section 1.148-7(b)(6)(ii). The applicable
spending requirements for a loan begin on the earlier of the date the loan is made, or the first day following
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the 1-year period beginning on the issue date of the pooled financing issue.

Even when the issuer makes this election, the pooled financing issue will be an issue of arbitrage bonds
unless the rebate requirements are met with respect to the proceeds of the entire issue including proceeds
held by the pooled financing issuer and each of the conduit borrowers. Treas. Reg. section 1.148-
7(b)(6)(ii)(B). The pooled financing issuer remains solely responsible for rebating arbitrage to the federal
government. Despite application of the exceptions, rebatable arbitrage may be generated by nonpurpose
investments allocable to proceeds in the reserve funds of the pooled bond issue.

The time when this exception begins depends on whether an election has been made to apply the spending
exception to each loan. If the election is not made, then the period begins when the bonds are issued. If the
election is made, then the period begins on the loan date or on the first day following the one-year period
beginning on the date the bonds are issued, which ever is earlier. Under those circumstances, the bond
proceeds are subject to the rebate requirements prior to the date that the spending requirements begin.

          (3) The 6-month Spending Exception

The time when this exception begins depends on whether an election has been made to apply the spending
exception to each loan. If the election is not made, then the period begins when the bonds are issued. If the
election is made, then the period begins on the loan date or on the first day following the one-year period
beginning on the date the bonds are issued, whichever is earlier. Under those circumstances, the bond
proceeds are subject to the rebate requirements prior to the date that the spending requirements begin.

          (4) The 2-year Spending Exception

This exception can apply to the entire pooled financing issue only if the issuer reasonably expects, as of the
date of issue, that 75% of the available construction proceeds of the issue will be allocated to construction
expenditures for property owned by a section 501(c)(3) organization or a governmental entity. For this
purpose, construction expenditures are capital expenditures (as defined Treas. Reg. section 1.150-1(b)) that
are allocable to the cost of real property (as defined in Treas. Reg. section 1.148- 7(e)(3)(i) or constructed
personal property (as defined in Treas. Reg. section 1.148-7(g)(3). Construction expenditures do not
include expenditures for acquisitions of interests of land or other existing real property.

If the pooled financing issuer elects to apply the spending exceptions to each conduit loan separately, the 2-
year exception can be applied to any loan for which the issuer expects that 75% of the available
construction proceeds of that loan will be allocated to construction expenditures. The 2-year period begins
on the earlier of the date on which the loans are made or on the first day following the one-year period
beginning on the date the bonds are issued.

A pooled financing issuer can pay rebate on one conduit loan and elect to pay penalty in lieu of rebate in
accordance with section 148(f)(4)(C)(vii) on another conduit loan. Such elections, which are ordinarily
made before the issue date, may be made by the pooled financing issuer on or before the date the loan is
made.

If an issuer elects to bifurcate an issue into a construction issue and a non-construction issue under Treas.
Reg. section 1.148-7(j), the issuer may still elect to apply the spending exceptions separately to each loan.
In addition, if any part of a loan is to be used for construction expenditures, the issuer can bifurcate the
loan into a construction and non-construction issue.

          (5) The 18-month Spending Exception
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      Similar to the other spending exceptions, the time when this
exception begins is the date the bonds are issued unless the issuer
has elected to apply the spending exceptions separately to each loan.
Treas. Reg. section 1.148-7(d)(4) generally provides that the 18-
month exception is inapplicable to an issue any portion of which is
treated as meeting the rebate requirement under the 2-year exception.
The example in Treas. Reg. section 1.148-7(b)(6)(ii)(D) indicates
that this limitation applies only if the issue or loan is bifurcated
into separate construction and non-construction issues. If the
election is made to apply the spending exceptions separately, the
example makes it clear that the 18-month exception is applicable to a
loan even if the 2-year exception is elected for another loan.

     Example

     On January 1, 1994, Authority J issues bonds. As of the issue
     date, J reasonably expects to use the proceeds of the issue to
     make loans to City K, County L, and City M. J does not
     reasonably expect to use more than 75 percent of the available
     construction proceeds of the issue for construction
     expenditures. On or before the issue date, J elects to apply the
     spending exceptions separately for each loan. On February 1,
     1994, J loans a portion of the proceeds to K, and K reasonably
     expects that 45 percent of those amounts will be used for
     construction expenditures. On the date this loan is made, J
     elects to treat 60 percent of the amount loaned to K as a
     separate construction issue, and also elects the penalty in lieu
     of rebate for the construction issue. On March 1, 1994, J loans
     a portion of the proceeds to L and L reasonably expects that
     more than 75 percent of those amounts will be used for
     construction expenditures. On March 1, 1995, J loans the
     remainder of the proceeds to M, and none of those amounts will
     be used for construction expenditures.

     No spending exception is available to J with respect to earnings
     of nonpurpose investments allocable to the issue's gross
     proceeds before the amounts are loaned to K, L, and M. On those
     earnings, the applicable rebate requirements must be met.

          For the periods beginning on the dates the loan are made,
     the issuer's rebate obligations with respect to proceeds
     allocable to each loan are as follows:

          i. begin on February 1, 1994. With respect to the amount
          loaned to K that is treated as a separate construction
          issue, the penalty in lieu of rebate must be paid for any
          failure to meet a spending requirement for that portion.
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          With respect to the non-construction portion of the loan,
          rebate must be paid unless the 6-month exception applies.
          The 18-month exception is not applicable since a portion of
          the loan is treated as a construction issue.

          ii. For proceeds allocable to the loan to L, the spending
          periods begin on March 1, 1994 and rebate must be paid
          unless the 6-month, 18-month, or the 2-year exception
          applies.

          iii. For the proceeds allocable to the loan to M, the
          spending periods begin on January 2, 1995 (instead of March
          1, 1995) because January 2, 1995 is the date that is the
          earlier of the date the loan is made or the first day
          following the 1-year period beginning on the issue date.
          See Treas. Reg. section 1.148-7(b)(6)(ii). The rebate
          requirement must be satisfied for those amounts unless the
          6-month or 18-month exception is satisfied.

          (6) Small Issuer Exception

An issue will not be subject to rebate if the issue qualifies for the small issuer exception pursuant to section
148(f)(4)(D). In general, an issue 95% or more of the net proceeds of which are to be used for local
governmental activities of the issuer qualifies for the small issuer exception if the issuer reasonably expects,
as of the issue date, that the aggregate face amount of all tax-exempt bonds (other than private activity
bonds) issued by it during the calendar year will not exceed $5,000,000. The small issuer exception
generally applies only to bonds issue by governmental units with general taxing powers. See Treas. Reg.
section 1.148-8.

In determining the $5,000,000 size limitation of a pooled financing issuer, bonds of a pooled financing
issue are not counted for purposes of applying the small issuer exception to an issuer's other issues to the
extent that the pooled financing issuer is not an ultimate borrower in the financing and the conduit
borrowers are governmental units with general taxing powers and not subordinate to the issuer. See section
148(f)(4)(D)(ii)(II) and Treas. Reg. section 1.148-8(d)(1).

Under Treas. Reg. section 1.148-8(b), the portion of pooled financing bonds allocable to a loan to a conduit
borrower qualifies for the small issuer exception, regardless of the size of either the pooled financing or of
any loan to other conduit borrowers, if the following three conditions are met:

     i. The bonds of the pooled financing are not private activity
     bonds;

     ii. None of the loans to conduit borrowers are private activity
     bonds; and

     iii. The loan to the conduit borrower meets all the requirements
     of the small issuer exception.

In this example, the small issuer exception would not apply to the portion of pooled financing bonds
allocable to either (i) loans that do not meet the above three conditions or (ii) any unloaned proceeds.
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5. Refundings

Treas. Reg. section 1.150-1(d)(1) provides generally that a refunding issue is an issue of obligations the
proceeds of which are used to pay principal, interest, or redemption price on another issue (the "refunded
issue") including the issuance costs, accrued interest, capitalized interest on the refunding issue, a reserve
or replacement fund, or similar costs, if any, properly allocable to that refunding issue. Treas. Reg. section
1.150-1(d)(2)(ii) further provides that an issue is not a refunding issue to the extent that the obligor of one
issue is neither the obligor of the other issue nor a related party with respect to the obligor of the other
issue. The term "obligor" means the actual issuer of the issue or the conduit borrower of a portion of an
issue properly allocable to an investment in a purpose investment (except for loans for qualified mortgages,
qualified student loans, or similar program investments). Therefore, a loan from a pooled financing issue
could cause a conduit borrower to be viewed as an obligor in an instance where the borrower would not
otherwise be viewed as an obligor.

There are special refunding rules for conduit financing issues set forth in Treas. Reg. section 1.150-
1(d)(2)(iii) that apply to pooled financing issues. Treas. Reg. section 1.150-1(b) provides that the term
"conduit financing issue" means an issue the proceeds of which are used or are reasonably expected to be
used to finance at least one purpose investment representing at least one conduit loan to one conduit
borrower. Therefore, conduit financing issues for purposes of the special refunding rules include issues that
finance a single purpose investment as well as pooled financing issues that finance multiple purpose
investments.

Treas. Reg. section 1.150-1(d)(2)(iii)(A) provides the general refunding rule with respect to conduit
financing issues that the use of proceeds of a conduit refunding issue by the conduit financing issuer
determines whether the conduit refunding issue is a refunding of the conduit financing issue (in addition to a
refunding of the obligation that is the purpose investment). The conduit refunding issue would not be a
refunding of a conduit financing issue if the conduit financing issuer reasonably expects as of the date of
receipt of the proceeds of the conduit refunding issue to use those amounts within 6 months to acquire a
new purpose investment. Any new purpose investment is treated as made from the proceeds of the conduit
financing issue. For purposes of this rule, Non-AMT tax- exempt bonds are treated as purpose investments.

6. Conclusion

Congress has enacted tax laws specifically applicable to pooled financings in an effort to address both the
complexities of such financings and potential areas of abuse. Application of these requirements should
deter issuers from issuing such financing for reasons other than to make loans in a timely manner to two or
more proper, ultimate users.
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               L. UBIT: SPECIAL RULES FOR PARTNERSHIPS
                                 by
                  John Chappell and Charles Barrett

1. Introduction

Most exempt organizations carry on all their activities directly within, typically, a not-for-profit
corporation. Whether conducting its tax-exempt program, or generating investment income, a typical
exempt organization may believe that it has no particular reason to venture outside its organizational
structure. However, for a variety of reasons, many exempt organizations may choose to carry on some of
their activities in other, more indirect ways. Some organizations decide to create wholly-owned taxable
subsidiaries for both tax and non-tax reasons. Such a taxable entity often serves as a repository for what
would otherwise constitute an unrelated trade or business under IRC 513(a), if it were conducted directly
by the exempt organization. Other exempt organizations may choose to participate in a partnership, again
for both tax and non-tax reasons. An exempt organization's participation in a partnership may take the
form of either a general or a limited partner.

For many years exempt organizations have used partnerships, both as an investment vehicle and as a way
to accomplish exempt purposes. Anecdotal evidence supports a conclusion that this trend continues,
particularly in view of the popularity of the use of relatively new forms of entities such as a Limited
Liability Company ("LLC") as a means of doing business in the context of both taxable and tax-exempt
organizations. In view of the reality of exempt organizations' involvement in partnerships, the question
presented is what tax consequences are attendant to an exempt organization that is either a general or a
limited partner.

The issue of whether an organization's participation in a partnership affects its continued qualification for
exemption has been the subject of a number of articles appearing in previous CPE Texts. The purpose of
this article is to address issues arising with respect to the Unrelated Business Income Tax ("UBIT").

2. Background

In recent years there has been a proliferation of various types of partnerships and joint ventures involving
exempt organizations and for-profit entities, particularly in the health care field. While such arrangements
are becoming more sophisticated in terms of participants (such as LLC's, discussed elsewhere in this CPE
text), and operations (such as whole hospital joint ventures addressed in Rev. Rul. 98-15 1998-12 I.R.B.
6), the underlying concerns with regard to these arrangements remain largely unchanged: whether an
exempt organization's participation might adversely affect its exempt status, and whether such participation
results in unrelated business taxable income ("UBTI") to the exempt organization.

The Service's initial position was that an IRC 501(c)(3) organization's participation in a partnership as a
general partner was absolutely prohibited based on an inherent conflict of interest. See G.C.M. 36293
(May 30, 1975). If an exempt organization served as general partner in a limited partnership, it would be
bound by its fiduciary duty to the limited partners to manage and operate the venture in such a way as to
maximize the returns for the limited liability investors. This profit motive was said to be inconsistent with
operating exclusively for exempt purposes. Thus, an exempt organization was precluded from serving as a
general partner in a limited partnership.

As time passed, the Service's position evolved. G.C.M. 37852 (February 15, 1979) concluded that a
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partnership in which an exempt organization and a for-profit partner shared the expenses and the output of
a blood fractionation laboratory would not preclude exemption. This G.C.M. implied that the Service's
position was shifting and that participating in a partnership was not necessarily incompatible with the
requirements for exemption.

Soon thereafter, the courts addressed this subject in the case of Plumstead Theatre Society, Inc. v.
Commissioner, 74 T.C. 1324 (1980), aff'd 675 F.2d 244 (9th Cir. 1982). This case involved a theatrical
production company needing to raise revenues through a joint venture vehicle. The court concluded that the
organization's serving as a general partner in a limited partnership was not inconsistent with exemption,
and that the organization possessed the characteristics of a nonprofit theater rather than a for-profit theater.
Following Plumstead, the Service initiated a two-part test in G.C.M. 39005 (June 28, 1983) to determine
whether participation by an otherwise exempt organization in a partnership as a general partner adversely
affected qualification under IRC 501(c)(3). The test was designed to determine the following: first, whether
participation by the organization in the partnership furthered its exempt purpose, and second, whether the
partnership arrangement allowed the organization to act exclusively in furtherance of its exempt purpose.

The 1981 CPE Text at p. 5 re-emphasized the theory that a partnership arrangement between an exempt
organization and a commercial entity or private investors would not per se jeopardize exemption, but
whenever such an arrangement is present, all the facts and circumstances should be carefully scrutinized to
determine whether any real conflicts exist between the charitable and for- profit purposes. The 1986 CPE
Text at p. 136 noted that the Service had moved away from the strict prohibition on participation in
partnerships to a facts and circumstances approach, and that a partnership agreement could be structured
so as to protect the exclusive charitable interest of an exempt participant. The 1987 CPE Text at p. 224
briefly addressed UBIT issues by recognizing that in addition to determining the effect of partnership
activities on exemption, a determination of whether the activities of the partnership generate UBIT must
also be made. The 1993 CPE Text at p. 44 demonstrated how far the question of participation of exempt
organizations in partnerships and joint ventures had evolved. The article talks in terms of "garden variety"
hospital partnerships and joint ventures, citing G.C.M. 39732 (May 19, 1988). Finally, the 1999 CPE Text
at p. 1 illustrates the most recent developments in the area of joint ventures by exempt health care
organizations and discusses Rev. Rul. 98-15, supra.

3. Partnerships in General

     A. Definition of Partners and Partnerships

IRC 7701(a)(2) provides that the term "partnership" includes 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 a trust or estate or a corporation. The term "partner" includes a
member of such a syndicate, group, pool, joint venture, or organization.

Subchapter K of the Internal Revenue Code sets forth extensive rules that are applicable to partners and
partnerships. Under IRC 701, a partnership, as such, is not subject to tax, however, the partners are liable
for income tax in their separate or individual capacities. In determining their income tax, IRC 702(a)
generally provides that partners take into account separately their distributive share of the partnership's
gains and losses, charitable contributions, dividends, taxes, other items of income, gain, loss, deduction, or
credit, and certain taxable income or loss. Also, under IRC 702(b), the character of any item of income,
gain, loss, deduction, or credit included in a partner's distributive share is determined as if such item were
realized directly from the source from which realized by the partnership, or incurred in the same manner as
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incurred by the partnership. Finally, IRC 704(a) provides that a partner's distributive share of income, gain,
loss, deduction, or credit is generally determined by the partnership agreement.

     B. Limited Partnerships

A limited partnership has been defined by the original Uniform Limited Partnership Act as a partnership
formed by two or more persons, having as members one or more general partners and one or more limited
partners. The various items of partnership income, gain, loss, deduction, and credit flow through to the
individual partners and are reported on their personal income tax returns.

A limited partnership is comprised of one or more general partners who manage the business and who are
personally liable for partnership debts, and one or more limited partners who contribute capital and share in
the profits, but who take no part in running the business and incur no liability with respect to partnership
obligations beyond their capital contributions. See 59A Am. Jur. 2d Partnership sec. 1237, 1238 (1987).

     C. Joint Ventures

Joint ventures and partnerships are governed by the same basic legal principles, but there are important
differences. A joint venture typically is an ad hoc, one-time grouping that concerns itself with a single
transaction or an isolated enterprise. Unlike a partnership, a joint venture usually does not entail a
continuing relationship among the parties. However, a joint venture is treated as a partnership for federal
income tax purposes. See 59A Am. Jur. 2d Partnership sec. 14 (1987).

4. Taxation of Unrelated Business Income

     A. General Rules

IRC 511(a) imposes a tax on the unrelated business taxable income of certain organizations described in
IRC 401(a) and 501(c). IRC 512(a) provides that the term "unrelated business taxable income" means the
gross income derived by any organization from an "unrelated trade or business." IRC 513(a) defines
"unrelated trade or business" as any trade or business the conduct of which is not substantially related to
the exercise or performance of an organization's exempt purpose or function. The modifications contained
in IRC 512(b) generally exclude from UBIT interest, dividends, royalties, rents, and gain from the sale of
property. Both IRC 512 and 513 contain numerous exceptions and special rules that are applicable to a
wide variety of situations.

     B. Special Rules for Partnerships

IRC 512(c)(1) provides that if an exempt organization is a member of a partnership regularly engaged in a
trade or business which is an unrelated trade or business with respect to such organization, the exempt
entity must include in its unrelated business taxable income that portion of its share of the partnership gross
income (whether or not distributed), and the deductions attributable thereto, derived from the unrelated
trade or business.

Under IRC 512(c)(2), if an exempt organization and the partnership in which it is a member have different
taxable years, the partnership items that enter into the computation of the organization's UBTI must be
based on the income and deductions of the partnership for the taxable year of the partnership which ends
within the organization's taxable year.

Reg. 1.512(c)-1 contains an example of an exempt educational organization which is a partner in a
partnership that operates a factory and also holds stock in a corporation. The example states that the
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exempt organization must include its share of the gross income from the operation of the factory, but not its
share of any dividends received by the partnership from the corporation.

     C. Unrelated Debt-Financed Income

IRC 514 provides that amounts derived by an exempt organization from "debt-financed property" are
subject to tax under IRC 511. "Debt-financed property" is defined as any property held to produce income,
and with respect to which there is "acquisition indebtedness." The term "acquisition indebtedness" as used
in IRC 514(c) means the outstanding amount of the principal indebtedness incurred in acquiring or
improving the property. Acquisition indebtedness may also be present where the indebtedness is incurred
either before or after the acquisition or improvement.

Reg. 1.514(c)-1(a)(2), Example (4), describes a situation in which an exempt organization was a limited
partner in a partnership. The organization invested its own funds and some borrowed funds in the
partnership, which purchased an office building. Part of the purchase price of the office building was
borrowed from a bank that placed a mortgage on the building. The Example states that by reason of IRC
702(b) the character of any item realized by the partnership and included in the partner's distributive share
is determined as if the partner realized such item directly from the source from which it was realized by the
partnership and in the same manner. Therefore, a portion of the organization's income from the building is
debt- financed income. Under these circumstances, both the indebtedness incurred by the organization in
acquiring its partnership interest and the allocable portion of the partnership's indebtedness incurred with
respect to acquiring the office building were incurred in acquiring income- producing property. The
organization therefore has acquisition indebtedness attributable to both its own borrowing and the
partnership's borrowing.

IRC 514(c)(9) provides an exception to the debt-financed rules for indebtedness incurred by a "qualified
organization" in acquiring or improving any real property. "Qualified organizations" are qualified trusts
under IRC 401, educational organizations described in IRC 170(b)(1)(A)(ii) and their supporting
organizations described in IRC 509(a)(3), and organizations described in IRC 501(c)(25). The exception
set forth in IRC 514(c)(9) contains a number of general requirements, as well as certain specific
requirements that are applicable to real property held by a partnership. Reg. 1.514(c)-2 contains
comprehensive rules with respect to partnership allocations under IRC 514(c)(9). Consistent with the
statute, these regulations, which were prepared by the Office of Chief Counsel (Passthroughs & Special
Industries) (CC:DOM:P&SI), engraft partnership concepts onto the debt-financed rules. Questions
concerning the interpretation of these regulations are handled by CC:DOM:P&SI.

5. Situations Involving Partnerships and UBIT

     A. Rev. Rul. 79-222

In Rev. Rul. 79-222, 1979-2 C.B. 236, an exempt employees' trust became a limited partner in a
partnership that was created under the laws of a state which recognized such interests. The limited partners
did not participate in the management of the partnership, and their liability was limited to the amount of
their contributions. The partnership regularly carried on a trade or business. The revenue ruling holds that
in determining unrelated business income derived from a partnership under IRC 512(c), there is no
distinction between general and limited partners.

Rev. Rul. 79-222 notes that IRC 512(c) uses the term "member" of a partnership without qualification. In
setting forth special rules applicable to members of partnerships in computing their UBTI, the revenue
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ruling states that IRC 512(c) makes no distinction between general and limited partners. The revenue ruling
refers to S. Rep. No. 1402, 85th Cong., 2d. Sess. 2 (1958), 1958-1 C.B. 656, at 657, which states that,
"under existing law, income from a partnership interest held by a charitable organization - whether the
partnership interest was that of a general partner or that of a limited partner - is unrelated business income
except to the extent that the income received by the partnership is specifically excluded as dividends,
interest, royalties, and the like."

The revenue ruling holds that the exempt trust's investment as a limited partner in a partnership carrying on
an unrelated trade or business may result in UBTI. Thus, a workable rule was adopted concerning an
investment by an exempt organization in a partnership without regard to the exempt organization's
involvement in the management of the partnership.

     B. Service Bolt & Nut Co. Profit Sharing Trust v. Commissioner

In Service Bolt & Nut Co. Profit Sharing Trust v. Commissioner, 724 F.2d 519 (6th Cir. 1983), aff'g 78
T.C. 812 (1982), the court considered whether amounts received from limited partnership interests
constitute UBTI. Qualified profit sharing trusts exempt under IRC 501(a) as organizations described in
IRC 401(a) received income from limited partnerships. The court cited IRC 512(c), which provides that an
exempt organization can be taxed on its share of the income received from a partnership of which it is a
member, even though the partnership and not the exempt organization is the entity actively engaged in
carrying on a trade or business. Refusing to distinguish between general partners and limited partners, the
court concluded that income derived from limited partnership interests constitutes UBTI.

Rev. Rul. 79-222 and Service Bolt & Nut Co. Profit Sharing Trust, both supra, underscore the position
that for UBIT purposes it makes no difference whether an exempt organization serves as a general or a
limited partner.

     C. Publicly Traded Partnerships

In the 1980's concerns arose that income received by an exempt organization from a publicly traded
partnership would not be taxed at any level. The specific concern was that where an exempt organization
invested in a publicly traded partnership, both the corporate level and shareholder tax could often be
avoided. Consequently, as part of the Omnibus Budget Reconciliation Act of 1987, Congress amended IRC
512(c) to provide that an organization's share of the gross income of a publicly traded partnership would be
treated as gross income derived from an unrelated trade or business. The organization's share of the
partnership deductions was allowed in computing UBTI.

The term "publicly traded partnership" is defined in IRC 469(k)(2) as a partnership whose interests are
either traded on an established securities market, or are readily tradable on a secondary market (or the
substantial equivalent thereof). This provision applied whether or not the underlying character of the
income was considered "related" or "unrelated;" the provision was applicable to partnership interests
acquired after December 17, 1987. Under these provisions, exempt organizations were effectively deterred
from investing in publicly traded partnerships, as all income from such investments was taxed as unrelated
business income.

The Omnibus Budget Reconciliation Act of 1993 repealed the rule that automatically treated income from
publicly traded partnerships as unrelated business income, effective for partnership years beginning on or
after January 1, 1994. Thus, investments in publicly traded partnerships are now treated the same as
investments in other partnerships for purposes of UBIT.
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6. Examples of Recent Cases

During the past few years a number of private letter rulings and technical advice memoranda have
addressed situations involving partnerships and UBIT. The following four examples are of particular
interest:

     A. Sale of a Partnership Interest

TAM 96-51-001 (June 27, 1996) discusses whether an exempt organization's sale of an interest in a
partnership that owns debt- financed property is subject to UBIT. An IRC 501(c)(3) educational
organization participated in a partnership, the purpose of which was to own, operate, manage, and develop
various real estate holdings. These real estate holdings were held for investment and for ultimate
disposition. The partnership's financial information reflected mortgages payable that were used to compute
the average acquisition indebtedness under IRC 514. After paying tax on unrelated debt- financed income
from rental payments, the organization sold its interest in the partnership. The gain on the sale was not
reported as unrelated debt-financed income.

The TAM cited IRC 702(b) and 512(c)(1), which provide that the income of a partnership retains its
character in the hands of the partners, and, thus, the organization reported its share of (rental) income
attributable to debt-financed property. However, there was disagreement with regard to the treatment of
income from the sale of the exempt organization's partnership interest, which was not purchased with
borrowed funds, but the property within the partnership was purchased by the partnership itself with
borrowed funds. Had the partnership instead sold the debt-financed real estate, its distributive share of gain
from the sale would have been reportable as unrelated debt-financed income.

The organization argued that because it did not borrow directly to purchase its interest in the partnership,
gain from the sale of the partnership interest, rather than from the sale of the debt- financed real estate itself
held by the partnership, was not reportable as unrelated debt-financed income. However, the TAM asserted
that whether the organization sold its interest in the partnership, or the partnership sold the real estate, the
organization was accomplishing economically the same result of realizing its share of any appreciation in
the debt-financed real estate.

The TAM stated the following:

     A partnership can be viewed in two ways under Subchapter K: as a
     separate entity or as an aggregate of its partners. See Casel
     v. Commissioner, 79 T.C. 424, 432-33 (1982). The entity view of
     partnerships treats each partner as owning no direct interest in
     partnership assets or operations, but only an interest in the
     partnership entity itself. The aggregate view treats each
     partner as the owner of a direct and undivided interest in
     partnership assets and operations. Subchapter K is an attempt
     to balance the entity view and the aggregate view to avoid the
     use of a partnership as a means of obtaining improper tax
     advantages. The many situations not clearly covered by
     Subchapter K can be resolved by both looking to whether the
     Subchapter applies an entity or aggregate approach in analogous
     situations and considering the purpose of the particular
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     provision of the Code to be applied.

     The House Conference committee report addressing the enactment
     of Subchapter K states that, even though Subchapter K takes an
     entity approach in transactions between a partner and a
     partnership, "no inference is intended, however, that a
     partnership is to be considered as a separate entity for
     purposes of applying other provisions of the internal revenue
     laws if the concept of the partnership as a collection of
     individuals is more appropriate for such provisions."  H.R. Rep.
     No. 2453, 83d Cong., 2d Sess., 59 (1954).

The TAM cited Example (4) of Reg. 1.514(c)-1(a)(2), supra, which shows that both debt incurred to
acquire a partnership interest and debt incurred by the partnership to acquire property are included in
calculating that portion of a partnership's interest that is subject to acquisition indebtedness. Most
importantly, the TAM stated that an interest in a partnership that holds debt-financed property is effectively
an interest in the underlying assets and liabilities of the partnership. The TAM emphasized that an
anomalous result would occur if ownership of debt-financed property through a partnership would result in
one tax treatment, when direct ownership would result in another. The TAM thus concluded:

     It would make no economic or policy sense that the exempt
     organization should defeat the existing aggregate approach to
     IRC 512(b)(4) simply by selling an intermediary rather than
     having the intermediary sell the debt-financed property. We
     believe that Congress could not have intended that section
     512(b)(4) could be so easily avoided. Consequently, the
     organization's sale of its interests in the partnership at a
     gain resulted in unrelated business income.

As a side note, the TAM explained that the exception provided in IRC 514(c)(9)(A) was not applicable,
because the indebtedness was incurred before the effective date of the provision, July 18, 1984. In addition,
there was no showing that the specific requirements of IRC 514(c)(9)(B) had been met.

     B. One General Partner & 39 Limited Partners

TAM 97-39-001 (May 30, 1996) discusses whether an exempt organization's distributive share of ordinary
income from a limited partnership constitutes UBTI. A limited partnership was formed consisting of one
general partner and 39 limited partners ("LP's"). The LP's consisted of 39 organizations, each of which
owned an equal limited partnership interest. The partnership was formed for the purpose of administering
purchasing and related activities. Each LP was an organization described in IRC 501(c)(3), and each LP
owned and operated one or more medical facilities, principally hospitals described in IRC 170(b)(1)(A)(iii).

The purpose of the partnership was to facilitate the continuing availability of quality medical and
pharmaceutical supplies and other products and services at attractive prices for use by the medical facilities
owned or operated by the LP's and their affiliates. The partnership negotiates and executes purchase
contracts between the partnership and vendors of such supplies and products, monitors the purchases by
the LP's and their affiliates, and monitors the quality of such supplies. The partnership itself did not make
any purchases; instead, the individual LP's made the purchases based on contracts negotiated by the
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partnership.

The partnership agreement provided that 90% of the income allocated to the LP's was to be allocated
equally to each LP, and 10% was "to be allocated in proportion to the Limited Partner's level of compliance
as determined by compliance monitoring reports compiled by the General Partner." (Thereafter, the 10%
allocation was referred to as the "Bonus.") The share of the exempt organization described in the TAM was
approximately 2%.

The partnership agreement contained a number of provisions, such as the requirement that the LP's
participate in the 248 purchase contracts entered into between the partnership and various suppliers. The
TAM describes umbrella agreements with major corporations in which an agreement may contain two or
more product areas and requires the supplier to pay to the partnership an amount equal to 2% of the total
sales of certain products to each LP and participating affiliates. The agreements refer to this payment either
as a "management fee" or an "administrative fee." Also, the supplier pays certain amounts directly to each
LP based on various formulas relating to the volume of purchases of certain products and/or services from
the supplier. The partnership reports the fees as revenue and allocates the net income derived from this
revenue to the GP and to the LP's, as described above. To encourage LP participation in the purchasing
arrangements, LP's that extensively participate may be entitled to share in the Bonus.

The partnership reported as revenue the fees received from the vendors with which it had executed
agreements. The partnership reported the net income from these revenues to each LP on their respective
Schedule K-1. The partnership reported the Bonus to the LP's as a guaranteed payment and reported the
remaining net income, other than investment gains and losses, as ordinary income. The TAM notes that if
the various suppliers from whom the LP purchased supplies and services had paid the fees directly, rather
than to the partnership, the LP would have received approximately 3% of the total fees earned by the
partnership.

The TAM begins its analysis by stating that the partnership is engaged in a regularly carried on trade or
business whereby fees are paid, the amount of which is based on the total amount purchased by the LP's
during the year. Under IRC 512(c)(1) and Reg. 1.512(c)-1, each partner must take into account its share of
this gross income. The TAM states that in order to determine whether the organizations's distributive share
of the ordinary income from the partnership constitutes UBTI, it is necessary to "look through" the
partnership and determine whether the partnership's trade or business is substantially related to the
organization's exempt purposes under IRC 501(c)(3). The various purchasing activities engaged in by the
partnership constitute a trade or business that generally does not further exempt purposes under IRC
501(c)(3). However, the TAM states that to the extent such activities result in medical and non-medical
supplies and services being made available to the four hospitals that are controlled by the organization,
such activities are substantially related to its exempt purpose. If the organization were to engage directly in
purchasing activities on behalf of the hospitals that it controls and be paid a management or administrative
fee, such amounts would not be subject to tax. The fact that such activities are carried out through a
partnership should result in no different substantive treatment in accordance with IRC 512(c)(1).

Nevertheless, the TAM also states that to the extent such purchasing activities are directed to organizations
other than the organization and the hospitals it controls, these activities do not meet the substantially related
test under IRC 513(a). In general, if the organization were to engage in purchasing activities on behalf of
otherwise unrelated organizations, such as hospitals that it does not control, and be paid a management or
administrative fee, such amounts would be subject to UBIT. Where such activities are carried out through a
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partnership, the same holding would be appropriate.

The TAM's analysis is as follows:

     Where a Partnership provides for an equal distribution to its
     limited partners, if an exempt organization's portion of
     management or administrative fees were no greater than the fees
     it would have received based on actual purchases, the
     organization would receive no unrelated business taxable income.
     However, if the management and administrative fees allocated to
     the exempt organization were greater than the fees it would have
     received based on actual purchases, the excess fees would
     represent income from performing purchasing services not only
     for itself but also for otherwise unrelated limited partners;
     such amounts would constitute unrelated business taxable income
     under section 512(a)(1) of the Code.

     Stated another way, if the exempt organization's portion of
     actual purchases equals or exceeds its distributive share of
     management or administrative fees, then such fees are wholly
     attributable to the organization's accomplishment of its own
     exempt purposes. Conversely, if the exempt organization's
     portion of actual purchases is less than its distributive share
     of management or administrative fees, then a part of such fees
     is not attributable to the accomplishment of the organization's
     exempt purposes. Acting through the Partnership, the
     organization is receiving management and administrative fees in
     return for providing purchasing services to otherwise unrelated
     limited partners.

Consistent with this analysis, the TAM concluded that because the LP's 2% allocation of fees under the
partnership agreement was no greater than the fees it would have received based on actual purchases
(approximately 3%), the LP received no UBTI.

     C. A Hospital's Partnership Interest

PLR 97-50-056 (Sept. 16, 1997) involves a number of issues, including whether income realized by an
exempt hospital with respect to its partnership interest in a for-profit entity constitutes UBTI.

The subject of the PLR is an IRC 501(c)(3) organization that was the parent of another IRC 501(c)(3)
organization. The organization also owned, directly and indirectly, some or all of the stock of a number of
nonexempt corporations, through which it indirectly owned interests in several partnerships. The
partnership provides durable medical equipment, respiratory equipment and infusion services to customers
in their homes. It employs allied health professionals, nurses, technicians, pharmacists, therapists, and other
supporting personnel.

Citing Rev. Rul. 68-376, 1968-2 C.B. 246, the PLR states that the activities of the partnership that are
being carried on primarily for the convenience of the Hospital's patients are not considered an unrelated
trade or business under IRC 513(a). However, the provision of medical equipment by the partnership to
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other persons does not further the exempt purpose of the Hospital, and, therefore, constitutes an unrelated
trade or business.

The PLR refers to Service Bolt & Nut Co. Profit Sharing Trust v. Commissioner and Rev. Rul. 79-222,
both supra, to support a conclusion that one-half of the partnership's unrelated business income, if any, will
be attributed to the Hospital.

     D. A Community Development Organization's LLC

PLR 1999-09-056 (December 7, 1998) describes an IRC 501(c)(3) community development organization,
whose purpose was to strengthen the economy in an area generally considered to be one of the poorest and
most economically distressed in the country. The organization established and controlled a limited liability
company ("LLC") to obtain a portion of the financing needed to carry out its charitable programs. The
organization, which is the managing member of the LLC, proposed to amend its LLC agreement to create a
new funding vehicle by targeting new investors such as individuals and institutional investors. The new
investment vehicle would pay the investors a variable return based on five year Treasury notes. The PLR
concluded that the exempt organization, after the amendment to the LLC agreement, was still using the
LLC to further its exempt purposes. The PLR also noted that the organization continued to assist economic
growth in an economically depressed area and retained control over the LLC's operations.

7. Conclusion

Generally, the UBIT provisions cover situations where an exempt organization itself pursues an unrelated
trade or business as a part of its overall activities. It is possible, however, for an organization to derive
unrelated business income not only through direct business dealings, but also as a member of a partnership.
If so, the organization must treat its share of the partnership income in the same fashion as if it had
conducted the business activity in its own capacity. The special rules relating to partnerships contained in
IRC 512(c) should be applied in such situations.
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                M. EMPLOYMENT TAX ISSUES INVOLVING
                      EDUCATIONAL INSTITUTIONS
                                 by
            John Richards, Lynne Camillo and Allen Jones

Introduction

This article discusses employment tax issues involving educational institutions. First, this article describes
agreements under section 218 of the Social Security Act (the "Act") and the recent legislation allowing
states a limited window of time to amend their agreements to exclude from coverage services performed by
students. Next, this article discusses guidance from the Service as well as recent litigation involving the
Student FICA exception. Finally, this article discusses the income tax withholding requirements regarding
payments made to foreign visiting scholars.

     A. Section 218 Agreements

Prior to 1951, social security coverage was not available to employees of states and their political
subdivisions. In 1951, Congress enacted section 218 of the Social Security Act, which allowed states to
enter into agreements with the Social Security Administration (SSA) to provide for coverage under social
security for state employees and employees of their political subdivisions. These agreements are commonly
referred to as "section 218 agreements."

When a state enters into a section 218 agreement with the SSA, employees of the state and its political
subdivisions are brought under the agreement in groups known as "coverage groups." For example, one
possible coverage group is the employees of each institution of higher education. The Act gives each state
the right to decide which coverage groups to include under its section 218 agreement. An agreement may be
modified to increase the extent of coverage but generally may not be modified to reduce the extent of
coverage. For wages paid after December 31, 1986, the Service determines liability for social security
taxes under a section 218 agreement.

Section 2023 of Public Law 105-277 (the Balanced Budget Act), enacted October 21, 1998, provided an
exception to the general rule that states may not amend their section 218 agreements to exclude certain
groups from coverage. The legislation provided a limited window of time for states to modify their existing
section 218 agreements to exclude services performed by students employed by the public school, college,
or university where they are regularly attending classes. The legislation provides that to obtain this
exclusion, the section 218 agreement must have been modified after December 31, 1998, and before April
1, 1999. Any modification made under this section will be effective with respect to services performed after
June 30, 2000.

In addition to certain mandatory exclusions from coverage under a section 218 agreement, section 218(c)
provides that certain services may be excluded from coverage upon election by the state. For example,
under section 218(c)(5), a state has the option of excluding the services of students. But if a state chooses
not to exclude student services under its agreement, those services will be covered under social security
notwithstanding section 210(a)(10) of the Act, which provides for a general exclusion from social security
coverage for services performed for a school, college or university by a student who is enrolled and
regularly attending classes there. Section 210(a)(10) of the Act is the parallel provision to section
3121(b)(10) of the Code (the Student FICA exception).
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A couple of law changes in recent years affect the employment taxation of state and local government
entities generally. First, all state and local government employees hired after March 31, 1986, are
automatically covered under the Medicare (HI) portion of the FICA, regardless of whether the state has a
section 218 agreement. I.R.C. section 3121(u)(2). Second, effective July 2, 1991, all state and local
government employees who are not covered under a qualified retirement system or a section 218 agreement
are subject to mandatory social security and Medicare coverage. I.R.C. section 3121(b)(7)(F).

The Office of Employment Tax Administration and Compliance (OETAC) is providing oversight of an
initiative to provide educational outreach to assist state and local employers in understanding their
responsibilities under section 218.

     B. The Student FICA Exception

Section 3121(b)(10) of the Code excepts from the definition of employment services performed in the
employ of a school, college, or university (whether or not that organization is exempt from income tax), or
an affiliated organization described in section 509(a)(3) of the Code, if the service is performed by a
student who is enrolled and regularly attending classes at that school, college or university.

Section 31.3121(b)(10)-2 of the Employment Tax Regulations provides that whether an employee has the
status of a student is determined on the basis of the employee's relationship with the school, college, or
university for which the services are being performed. An employee who performs services in the employ of
a school, college, or university as an incident to and for the purpose of pursuing a course of study at the
school, college, or university has the status of a student in the performance of those services. If an
employee has the status of a student, then the amount of remuneration for services performed by the
employee, the type of services performed by the employee, and the place where the services are performed
are immaterial for purposes of the Student FICA exception.

Eligibility for the Student FICA exception generally depends upon the facts and circumstances of each
case. For this purpose, it is appropriate to focus on the nature of the individual's relationship with the
school.

The Student FICA exception applies only if the student is employed by a school, college or university.
Services performed by a student for any other employer do not qualify for this exception; the Student FICA
exception does not apply with respect to services performed for a different employer, even though the work
is in connection with the student's course of study. The status of a student's services therefore depends upon
the identity of the of the actual common law employer for whom the services are performed. The common
law employer is the person who has the authority to control and direct the individual who performs the
services.

          (1) Revenue Procedure 98-16

Revenue Procedure 98-16, 1998-5 I.R.B. 19, sets forth generally applicable standards for determining
whether services performed by students in the employ of certain institutions of higher education qualify for
the exception from FICA tax provided under section 3121(b)(10) of the Code. The standards contained in
the Rev. Proc. are intended to be objective and administrable standards. However, the standards are not the
exclusive methods for purposes of determining whether the Student FICA exception applies. Therefore, if
the student does not meet the standards under the Rev. Proc., whether the Student FICA exception applies
will depend on all the facts and circumstances.
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For purposes of Rev. Proc. 98-16, the term "institution of higher education" includes any public or private
nonprofit school, college, university, or affiliated organization described in section 509(a)(3) of the Code
that meets the requirements set forth in Department of Education regulations at 34 C.F.R. section 600.4
(1997) (requires, e.g., that the institution admit only high school graduates and be authorized by the State
to provide a post-secondary educational program) and that is accredited or preaccredited by a nationally
recognized accrediting agency as defined in the Department of Education regulations at 34 C.F.R. section
600.2 (1997).

Rev. Proc. 98-16 provides that career employees are not eligible for the Student FICA exception because
their employment cannot generally be considered to be incident to and for the purpose of pursuing a course
of study. Under the Rev. Proc., the term "career employee" includes an individual who (1) is eligible to
participate in the employer's retirement plan; (2) is eligible to receive an allocation of employer
contributions other than contributions described in section 402(g) of the Code under an arrangement
described in section 403(b) of the Code, or would be eligible to receive such allocations if age and service
requirements were met, or if contributions described in section 402(g) of the Code were made by the
employee; (3) is eligible for reduced tuition (other than qualified tuition reduction under section 117(d)(5)
of the Code provided to a teaching or research assistant who is a graduate student) because of the
individual's employment relationship with the institution; or (4) is classified by the institution of higher
education as a career employee.

The Rev. Proc. provides certain standards applicable in determining whether undergraduate or graduate
students are eligible for the Student FICA exception. An individual who is a half-time undergraduate
student or a half-time graduate or professional student and who is not a career employee will qualify for the
Student FICA exception. But the half-time requirement need not be met in cases where a student is in the
last semester, trimester, or quarter of a course of study requiring at least two semesters, trimesters, or
quarters to complete and the student is enrolled in the number of credit or unit hours needed to complete the
requirements for obtaining a degree, certificate, or other recognized educational credential offered by that
institution of higher education even if enrolled in less than half the number required of full-time students.

The Rev. Proc. further provides that the Student FICA exception does not apply to services performed by
an individual who is not enrolled in classes during school breaks of more than five weeks (including
summer breaks of more than five weeks). See Rev. Rul. 72- 142, 1972-1 C.B. 317, and Rev. Rul. 74-109,
1974-1 C.B. 288. However, the Student FICA exception applies to employment which continues during
normal school breaks of 5 weeks or less, even though the student is not attending classes during the break,
provided the student met the half-time requirement before the break and is eligible to enroll in classes after
the break.

               a. The University of Minnesota Case

Rev. Proc. 98-16 provides that the standards contained in the Rev. Proc. do not apply to the treatment of
postdoctoral students, postdoctoral fellows, medical residents, or medical interns because services
performed by these employees cannot be presumed to be for the purpose of pursuing a course of study.
However, the status of medical residents was at issue in State of Minnesota v. Apfel, 151 F.3d 742 (8th
Cir. 1998). In State of Minnesota, the court addressed whether medical residents enrolled in the graduate
medical education program at the University of Minnesota (University) are covered under the State's
section 218 agreement. In State of Minnesota, the SSA appealed the district court's grant of the State's
motion for summary judgment. In granting the State's motion, the district court relied on alternative
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grounds. First, it held that the medical residents were not "employees" of the University within the meaning
of the State's section 218 agreement. Alternatively, the district court held that, even if the residents were
employees under the terms of the agreement, they were excluded from coverage under the agreement's
student exclusion.

The appellate court first considered whether the medical residents were "employees" within the meaning of
the State's section 218 agreement. In 1958, the State executed a modification to its original section 218
agreement to extend coverage to "employees" of the University. For more than 30 years, the University did
not withhold or pay FICA on annual stipends paid to medical residents. The court found that the section
218 agreement for coverage and the 1958 amendment were "contractual arrangement[s]." Accordingly, it
held that the meaning of the section 218 agreement cannot be altered through ruling by the SSA or through
subsequent case law developments regarding the employment status of medical residents, and thus, in the
absence of change by Congress, the parties original intent controls. Finding that the State did not intend to
cover medical residents when it amended its section 218 agreement in 1958, the court concluded that the
medical residents were not covered under the agreement.

The court went on to considered whether, even if the medical residents were considered "employees" under
the terms of the 1958 modification, the residents were nevertheless excluded from coverage under the
agreement's student exclusion. The modification excluded "any services performed by a student" as
permitted under section 218(c)(5) of the Act. The student exclusion under section 218(c)(5) of the Act
provides that "such agreement shall, if the State requests it, exclude (in the case of any coverage group) any
agricultural labor, or service performed by a student, designated by the State." 42 U.S.C. section 418(c)(5).
Section 218(c)(5) cross- references the Act's general student exclusion under section 210(a)(10), which
applies to service performed in the employ of a school, college, or university "if such service is performed
by a student who is enrolled and regularly attending classes at such school, college, or university." 42
U.S.C. section 410(a)(10). The language of section 210(a)(10) of the Act is identical to the language of
section 3121(b)(10) of the Code.

The court held that it was not determinative that the stipends are paid for services performed; rather, the
critical inquiry is the nature of the relationship between University and the medical residents. The court
cited section 20 C.F.R. section 404.1028(c), which provides that "[w]hether you are a student for purposes
of this section depends on your relationship with your employer. If your main purpose is pursuing a course
of study rather than earning a livelihood, we consider you to be a student and your work is not considered
employment." Compare Treas. Reg. section 31.3121(b)(10)- 2(c) ("[a]n employee who performs services in
the employ of a school, college, or university, as an incident to and for the purpose of pursuing a course of
study . . . has the status of student").

The court held that it is necessary to examine all the facts and circumstances to determine whether the
services were performed as an incident to and for the purpose of pursuing a course of study. The court
found persuasive the facts that the residents are enrolled at the University, pay tuition, and are registered
for approximately fifteen credit hours per semester; although they provide patient services while working at
the hospital, it does not necessarily follow that they are enrolled primarily to earn a livelihood. Moreover,
the court held that the fact that the payments to the residents are taxable income does not mean that the
primary purpose of the relationship with the University is not educational. Thus, the court concluded that
the primary purpose for the residents' participation in the program is to pursue a course of study rather than
to earn a livelihood. Accordingly, the services performed by the medical residents fell within the student
exclusion under the State's section 218 agreement. The SSA acquiesced to the decision in State of
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Minnesota. Social Security Acquiescence Ruling 98-5 (8), 63 F.R. 58444.

It has been suggested that the Student FICA exception applies to all medical residents as a result of the
State of Minnesota decision. However, as in all cases, the applicability of the exception depends on the
facts and circumstances.

The medical resident must be a student and the services must be performed in the employ of the educational
institution at which the resident is a student. In this regard, facts to be developed in a case involving this
issue include whether the medical resident is enrolled at an educational institution and registered for credit
and whether the student is required to pay tuition. In addition, if a medical resident is employed by an
employer other than the educational institution, such as a hospital, the Student FICA exception will not
apply. Moreover, even if an educational institution pays a medical resident and reports the resident's
compensation on Form W-2, the Student FICA exception may nevertheless be unavailable if the
educational institution is not the employer based upon the common law standard.

     C. Reimbursements of Expenses of Foreign Visiting Scholars

The issue has arisen whether section 1441 (withholding of tax on nonresident aliens) of the Code requires
that income tax be withheld from payments to reimburse foreign visiting scholars for travel and other
expenses incurred in visiting an institution of higher education located within the United States.

Section 871(a)(1)(A) of the Code provides that nonresident aliens are taxed at the rate of 30% on certain
types of U.S. source gross income that are not effectively connected with the conduct of a U.S. trade or
business. Section 1441(a) provides that the tax is to be collected by the person making the payment at the
time the payment is made to the nonresident alien. The reimbursements for travel and living expenses
(treated as remunerations or emoluments) of foreign visiting scholars are included within the types of gross
income subject to the tax and withholding under section 1441(b) of the Code. These laws are applicable to
foreign visiting scholars unless an exclusion from income is provided by another section of the Code or a
tax treaty.

Section 61(a)(1) of the Code provides that gross income means all income from whatever source derived,
including compensation for services. Section 62(a)(2)(A) provides that the term "adjusted gross income"
means gross income minus the expenses paid or incurred by the taxpayer, in connection with the
performance by him of services as an employee, under a reimbursement or other expense allowance
arrangement with his employer.

Section 62(c) of the Code provides that an arrangement shall not be treated as a reimbursement or other
expense allowance arrangement if such arrangement does not require the employee to substantiate the
expenses covered by the arrangement or if such arrangement provides the employee the right to retain any
amount in excess of the substantiated expenses covered under the arrangement.

Section 1.62-2(c)(1) of the regulations provides that the phrase "reimbursement or other expense allowance
arrangement" means an arrangement that meets the requirements of paragraphs (d) (business connection),
(e) (substantiation), and (f) (returning amounts in excess of expenses) of this section. Section 1.62-
2(c)(2)(i) of the regulations provides that if an arrangement meets the requirements of paragraphs (d), (e),
and (f), all amounts paid under the arrangement will be treated as paid under an "accountable plan."

Under section 1.62-2(c)(4) of the regulations, amounts treated as paid under an accountable plan are
excluded from the employee's gross income, are not reported as wages or other compensation on the



CPE-FY2000.doc September 1, 1999
(12:31PM)

115

employee's Form W-2, and are exempt from the withholding and payment of employment taxes. See also
sections 31.3121(a)-3(a), 31.3306(b)- 2(a), and 31.3401(a)-4(a) of the Employment Tax Regulations. If an
arrangement does not meet each of the requirements under paragraphs (d), (e), and (f) of section 1.62- 2,
section 1.62-2(c)(3)(i) of the regulations provides that the amounts paid under the arrangement will be
treated as paid under a "nonaccountable plan." Amounts paid under a nonaccountable plan are treated as
wages subject to employment taxes under regulation section 1.62-2(c)(5).

Section 1.62-2(d)(1) of the regulations provides that an arrangement meets the business connection
requirement of this paragraph if it provides advances, allowances (including per diem allowances), or
reimbursements only for business expenses that are allowable as deductions under Part VI (sections 161
through 196), subchapter B, Chapter 1 of the Code, and that are paid or incurred by the employee in
connection with the performance of services as an employee of the employer.

Section 1.62-2(e) of the regulations provides that an arrangement meets the substantiation requirement if
the arrangement requires each business expense to be substantiated to the payor within a reasonable period
of time. An arrangement that reimburses travel, entertainment, or other deductible expenses governed by
section 274(d) of the Code meets this requirement if information sufficient to satisfy the substantiation
requirements of section 274(d) and the regulations thereunder is submitted to the payor. Section 1.274-
5T(b)(2) of the regulations provides that the elements to be substantiated with respect to an expenditure for
travel away from home are amount, time, place, and business purpose.

The third requirement of an accountable plan, provided under 1.62-2(f), is satisfied if the arrangement
requires the employee to return to the payor within a reasonable period of time any amount paid under the
arrangement in excess of the substantiated expenses. The determination of whether an arrangement requires
an employee to return amounts in excess of substantiated expenses will depend upon the facts and
circumstances.

If an arrangement meets the three requirements, but the employee fails to return, within a reasonable period
of time, any amount in excess of the amount of the expenses substantiated in accordance with regulations,
the amount paid under the arrangement that is in excess of the substantiated expenses is treated as paid
under a nonaccountable plan. Treas. Reg. section 1.62-2(c)(3)(ii).

If a foreign visiting scholar is acting as an independent contractor with respect to services performed for a
host university, expense reimbursements will not qualify as payments made under an accountable plan
because the accountable plan rules only apply to employees. However, for purposes of working condition
fringe benefits, which are excludible from the income of "employees" under section 132(a)(3), the term
"employee" includes any independent contractor who performs services for the employer. Treas. Reg.
section 1.132-1(b)(2).

Section 132(d) defines the term "working condition fringe" as any property or services provided to an
employee of the employer to the extent that, if the employee paid for such property or services, such
payment would be allowable as a deduction under section 162 (trade or business expense) or section 167
(depreciation expense).

Under section 1.132-5(a)(1)(v), a cash payment made by an employer to an employee will not qualify as a
working condition fringe unless the employer requires the employee to (A) use the payment for expenses in
connection with a specific or prearranged activity or undertaking for which a deduction is allowable under
section 162 or section 167, (B) verify that the payment is actually used for such expenses, and (C) return to
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the employer any part of the payment not so used.

Section 1.132-5(a)(1)(ii) of the regulations provides that if, under section 274 or any other section, certain
substantiation requirements must be met in order for a deduction under section 162 or section 167 to be
allowable, then those substantiation requirements apply when determining whether a property or service is
excludible as a working condition fringe.

Section 1.274-5T(h) of the regulations provides rules for the reporting and substantiation of certain
expenses for travel, entertainment, gifts, or with respect to listed property paid or incurred by one person
(hereinafter termed "independent contractor") in connection with services performed for another person
(hereinafter termed "client or customer") other than an employer under a reimbursement or other expense
allowance arrangement with such client or customer.

Section 1.274-5T(h)(2) provides that an independent contractor shall substantiate, with respect to his
reimbursement, each element of an expenditure (described in section 1.274-5T(b)) in accordance with the
requirements of section 1.274-5T(c); and, to the extent he does not so substantiate, he shall include such
reimbursements in income.

To summarize, if a foreign visiting scholar is acting in the capacity as an employee of another entity (e.g.,
an employee of a foreign university), and the reimbursements are in connection with the performance of
services as an employee of the employer under sections 62(a) and (c) and the relevant regulations, the fact
that the reimbursements are paid by a third party (e.g., the host university) is not determinative, provided
that the foreign visiting scholar's employer maintains an accountable plan. Consequently, if the nonresident
alien's employer maintains an accountable plan within the meaning of section 1.62-2(c)(2), the
reimbursements for substantiated expenses are excluded from the individual's income, are not reported as
wages or other compensation on the individual's Form W-2, and are exempt from the withholding and
payment of employment taxes.

Alternatively, if the nonresident alien participated in the conference in connection with a separate trade or
business (i.e., as an independent contractor), the reimbursements are not governed by sections 62(a) and
(c). However, section 132(a)(3) and the regulations thereunder exclude from income the cash payments to
reimburse expenses if the individual properly substantiated expenses incurred to the payor and if the
reimbursements do not exceed those substantiated expenses. If these requirements are met, reimbursements
paid to foreign visiting scholars are not subject to withholding.
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                      N. PRIVATE SCHOOL UPDATE
                                 by
     Terry Berkovsky, Andrew Megosh, Debra Cowen and David Daume

1. Introduction

While charter schools are the "new kids on the block," private schools have long been of concern to the
Service. Actions relating to the Service's role in determining whether private schools qualify for recognition
of exemption as organizations described in IRC 501(c)(3) have been discussed in most of the CPE texts
published between 1979 and 1989. We have taken this opportunity to provide a historical review, an up to
date discussion on the requirements of Rev. Proc. 75-50, 1975-2 C.B. 587, and a rundown on the various
filing requirements that apply to private schools.

2. The Service's Role in Private Schools

In 1965, the Service stopped issuing rulings to private schools to consider the effect of racial discrimination
on their exempt status. Following a lengthy study, the Service concluded, in 1967, that racially
discriminatory private schools whose operations involved state action constituting a violation of the
Constitution or federal laws were not entitled to tax-exempt status under IRC 501(c)(3). In 1970, the
Service announced that, regardless of state involvement, racially discriminatory private schools did not
qualify for exemption under IRC 501(c)(3). Only schools having a racially nondiscriminatory policy would
be considered for tax exemption. See the 1980 CPE article on Private Schools for a more detailed
description of actions taking place in the 1960's and 70's.

In arriving at the position that racially discriminatory private schools are not exempt, the Service relied on
a clearly established federal policy against racial discrimination in education. This policy was first
established by the Supreme Court in Brown v. Board of Education, 347 U.S. 483 (1954) and served as a
precursor to the Civil Rights Act of 1964. Much litigation followed.

In 1970, a class action was filed to prevent the Service from recognizing exemption under IRC 501(c)(3)
and from allowing IRC 170 deductions for contributions to private schools in Mississippi that
discriminated against black students. In Green v. Connally, 330 F. Supp. 1150 (D. D.C. 1971), aff'd sub
nom., Coit v. Green, 404 U.S. 997 (1971), and in the revised injunction orders issued on May 5 and June 2,
1980, the court placed the Service under a permanent injunction (still in effect) to deny tax exemption to
racially discriminatory private schools in Mississippi. The Service must deny exemption to schools:

     which have been determined in adversary or administrative
     proceedings to be racially discriminatory; or were established
     or expanded at or about the time the public school districts in
     which they are located or which they serve were desegregating,
     and which cannot demonstrate that they do not racially
     discriminate in admissions, employment, scholarships, loan
     programs, athletics, and extracurricular programs.

These so-called "Paragraph (1) Schools" must demonstrate that they have adopted and published a
nondiscriminatory policy. They must also provide certain statistical and other information to the Service to
establish that they are operated in a nondiscriminatory manner. Most importantly, they must overcome an
inference of discrimination against blacks. The injunction states:
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     The existence of conditions set forth in paragraph (l) herein
     raises an inference of present  discrimination against blacks.
     Such inference may be overcome by evidence which clearly and
     convincingly reveals objective acts and declarations
     establishing that such is not proximately caused by such
     school's policies and practices. Such evidence might include,
     but is not limited to, proof of active and vigorous recruitment
     programs to secure black students or teachers, including
     students' grants in aid; or proof of meaningful public
     advertisements stressing the school's open admissions policy; or
     proof of meaningful communication between the school and black
     groups and black leaders within the community concerning the
     school's nondiscriminatory policies, and any other similar
     evidence calculated to show that the doors of the private school
     and all facilities and programs therein are indeed open to
     students or teachers of both the black and white races upon the
     same standard of admission or employment.

The injunction in Green applies only to Mississippi private schools.

The most significant judicial precedent in this area is Bob Jones University v. United States, 461 U.S. 574
(1983). This case specifically involved IRC 501(c)(3) and discrimination against black students. In this
case, the Supreme Court emphatically affirmed the Service's position on racially discriminatory private
schools. The Court stated that racial discrimination in education is contrary to public policy, and racially
discriminatory educational institutions do not confer a benefit on the public that is within the meaning of
"charitable" as that term is used in IRC 501(c)(3) or within the congressional intent underlying IRC 170 or
501(c)(3). The Court cited an unbroken line of cases as well as numerous federal legislative enactments and
Executive Branch Executive Orders for its position that Bob Jones University violated a fundamental
public policy. In determining whether schools are racially nondiscriminatory, the Service looks to cases
such as Bob Jones University, as well as Norwood v. Harrison, 382 F. Supp. 921 (N.D. Miss. 1974), on
remand from the Supreme Court, 413 U.S. 455 (1973); Brumfield v. Dodd, 425 F. Supp. 528 (E.D. La.
1976); and Prince Edward School Foundation v. United States, 478 F. Supp. 107 (D. D.C. 1979), aff'd
D.C. Cir. 6/30/80, cert. denied, 450 U.S. 944 (1981).

In reaching its conclusion, the Supreme Court acknowledged the sensitivity with which public policy
matters are imbued:

     We are bound to approach these questions with full awareness
     that determinations of public benefit and public policy are
     sensitive matters with serious implications for the institutions
     affected; a declaration that a given institution is not
     "charitable" should be made only where there can be no doubt
     that the activity involved is contrary to a fundamental public
     policy. Bob Jones University, 461 U.S. at 592.

In emphasizing the limited circumstances in which the Service and the
courts may consider the effect of public policy, the Court stated:
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"We emphasize, however, that these sensitive determinations should be
made only where there is no doubt that the organization's activities
violate fundamental public policy." Bob Jones University, 461 U.S. at
598.

In the mid-1980's the Service extended the "inference and rebuttal" approach beyond Mississippi. The
Service determined the clear intent of Rev. Proc. 75-50 was that the adoption and publication of a
nondiscriminatory policy is a minimum requirement for private schools, and clear and specific factual
evidence must be provided to affirmatively show that the school operates in a racially nondiscriminatory
manner. Private schools seeking recognition of exempt status bear the burden of affirmatively establishing
a bona fide operation consistent with a policy of nondiscrimination. Where a private school has a history of
racial discrimination it must show, by objective evidence, that the lack of minority students is due to factors
other than a continuation of its past policies. Facts, which the courts and the Service have indicated, are
likely to be relevant in attempting to establish nondiscriminatory policies include, but are not limited to,
active and vigorous recruitment of minority students and teachers, financial assistance to minority students,
and effective communication of the policy to the minority population. See G.C.M.'s 39524 and 39525 (July
1, 1986) for a detailed description of the extension of the "inference and rebuttal" approach.

The Service's approach was affirmed in Calhoun Academy v. Commissioner, 94 T.C. 284 (1990). There,
the Tax Court held that a private school failed to show that it was operated in good faith in accordance with
a nondiscriminatory policy toward black students. The private school was formed at the time of public
school desegregation and never enrolled a black student or employed a black teacher. The court concluded
that the school did not qualify for exemption under IRC 501(c)(3).

Although public policy in the area of racial discrimination has evolved through the past four decades, not
all issues have been settled, and new questions have been raised regarding discrimination against women
and various ethnic groups. In light of the Supreme Court admonition in Bob Jones University, supra, the
role of the Internal Revenue Service in the public policy arena remains somewhat limited. The Service may
recognize the effect of public policy on exemption only in those situations where there is no doubt as to the
fundamental public policy at issue.

Having recognized the fundamental public policy against racial discrimination, the Service, in Rev. Rul.
71-447, 1971-2 C.B. 230, defined a racially nondiscriminatory requirement standard. The standard requires
that a school admit the students of any race to all rights, privileges, programs, and activities generally
accorded or made available to students at the school and that the school not discriminate on the basis of
race in the administration of its educational policies, scholarship programs, loan programs, and athletic or
other school administered programs. Procedures for establishing a racially nondiscriminatory standard were
set forth in Rev. Proc. 72-54, 1972-2 C.B. 834, which has been superseded by Rev. Proc. 75-50, 1975-2
C.B. 587. Rev. Proc. 75-50, together with the provisions contained therein, has not been revoked, modified,
or superseded.

3. Revenue Procedure 75-50

Rev. Proc. 75-50 sets forth guidelines and recordkeeping requirements for determining whether private
schools that are applying for recognition of exemption under IRC 501(c)(3), or wish to retain exemption
under IRC 501(c)(3), have a racially nondiscriminatory policy as to students. A decision as to whether a
school is following a racially nondiscriminatory policy will be made on the basis of all the facts and
circumstances. Schools subject to the Court Order in Green, supra, must satisfy additional requirements
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discussed in the next section.

     A. Organizational Requirements

Section 4.01 of Rev. Proc. 75-50 requires that a school include a statement in its charter, bylaws, or other
governing instrument, or in a resolution of its governing body, that it has adopted a racially
nondiscriminatory policy as to students and does not discriminate against applicants and students on the
basis of race, color, and national or ethnic origin.

     (1) The resolution must be written.

     (2) The resolution may be stronger, but not weaker, than the
     example in section 3.01 of the Rev. Proc. The wording does not
     have to be exactly as stated in the Rev. Proc.

     (3) The resolution must be adopted by a majority of the
     governing body.

     (4) If the resolution is not in the charter, bylaws, or other
     governing instrument, an approved copy of the board minutes
     approving the resolution may be submitted to show that the
     policy has been adopted.

     B. Publication Requirements

Section 4.03 requires the school to make its racially nondiscriminatory policy known to all segments of the
general community served by the school. To satisfy this requirement, schools may publish a Notice of
Nondiscriminatory Policy as to Students in a newspaper of general circulation that serves all racial
segments of the community, or advertise the policy through the broadcast media. The school must also
publish its nondiscriminatory policy in all brochures and catalogs dealing with admissions, programs, and
scholarships.

     (1) The Notice of Nondiscriminatory Policy

     * Must be published at least once annually during the period of
       solicitation for students or, in the absence of a solicitation
       program, during the school's registration period.

     * If the notice is published in a newspaper of general
       circulation, it must appear in a section that will be read by
       prospective students and their families. The notice should be
       published in the same newspaper(s) in which the school
       advertises to attract students.

     * The notice must occupy at least three column inches
       (vertically or horizontally) and be captioned in at least 12
       point bold face type as a Notice of Nondiscriminatory Policy
       As To Students. The text must be printed in at least 8 point
       type. There may be some variations from the example in Rev.
       Proc. 75-50 as to print due to the newspaper's available font.
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     * The notice may be combined with an advertisement for
       enrollment. However, the notice must be captioned Notice of
       Nondiscriminatory Policy As To Students in at least 12 point
       bold face type, be at least three column inches, and printed
       in at least 8 point type. The notice within the advertisement
       should meet the requirements of section 4.03 as if it were
       standing alone.

     * The school should be identified in the notice. If the name of
       the school appearing in its Articles of Incorporation and the
       name under which it operates are different, both should be
       identified in the notice.

     (2) Publicity of Policy

        Every school must include a statement of its racially
        nondiscriminatory policy in all of its brochures and
        catalogues dealing with student admissions, programs, and
        scholarships, as well as in other written advertising
        recruiting students.

     * This statement should read as follows: The M school admits
       students of any race, color, and national or ethnic origin.

     (3) Exceptions to Notice Requirement

     While it is the Service practice to encourage all private
     schools to publish the Notice of Discriminatory Policy as to
     Students, Rev. Proc. 75-50, Section 4.032 provides the following
     exceptions:

     * Church-related Schools

       If for the preceding three years at least 75% of its students
       are members of the sponsoring religious denomination or unit,
       the school may make its racially nondiscriminatory policy
       known in church newsletters or newspapers the religious
       denomination utilizes in the communities from which the
       students are drawn. However, if the school advertises in
       newspapers of general circulation during its enrollment or
       registration period, it must also publish its notice of
       racially nondiscriminatory policy in the same newspapers. See
       Reg. 1.6033-2(h) for an explanation of "affiliated with a
       church or convention of churches."

     * Schools Drawing Students From a Large Geographic Area

       If the school draws a substantial percentage of its students
       nationwide, worldwide, or from one or more large geographic
       areas within the United States, and it provides evidence that
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       it follows a racially nondiscriminatory policy, it may satisfy
       the publicity requirement by (i) including a statement of
       nondiscriminatory policy in all its brochures and catalogues
       dealing with student admissions, programs, and scholarships,
       and (ii) including reference to its racially nondiscriminatory
       policy in other written advertisements informing prospective
       students of its program.

       Such a school may demonstrate that it follows a racially
       nondiscriminatory policy by showing that it currently enrolls
       a meaningful number of racial minority students, or that its
       promotional activities and recruiting efforts are reasonably
       designed to inform students of all racial segments in the
       general communities within the area of the availability of the
       school.

     * Clearly Operates a School on a Racially Nondiscriminatory
       Basis

       Based upon the facts and circumstances, a school that clearly
       operates on a racially nondiscriminatory basis may satisfy the
       publicity requirements by:  (i) complying with section 4.02 of
       Rev. Proc. 75-50; (ii) by showing that it currently enrolls
       students of racial minority groups in meaningful numbers; and,
       (iii) by showing the school's promotional activities and
       recruiting efforts are reasonably designed to inform students
       of all racial segments within the area of the availability of
       the school.

     * Foreign Schools

       Foreign schools are generally subject to the requirements of
       Rev. Proc. 75-50. Such schools may be excepted from compliance
       with certain parts of the procedure if they can show that
       compliance with that part of the procedure would be (i)
       harmful, or (ii) illegal under the laws of the country in
       which they are located, or (iii) impossible because local law
       forbids maintenance or collection of information necessary to
       comply. See G.C.M. 37867 (February 27, 1979).

       For example: A school may be excused from certain
       recordkeeping requirements by showing that the prevailing law
       prohibits collection and/or maintenance of data regarding
       race, or other ethnic categorization of students and/or
       faculty.

     * Public Schools under the Civil Rights Act

       A public school is defined as one supported primarily by the



CPE-FY2000.doc September 1, 1999
(12:31PM)

123

       government. Only private schools are subject to Rev. Proc. 75-
       50. Assistance in determining whether a given institution is a
       private or public school can be found in section 401(c) of the
       Civil Rights Act of 1964, 42 U.S.C. 2000c(c), which provides
       that the term "public school" means an elementary or secondary
       educational institution, provided that such public school is
       operated by a state, subdivision of a state, or governmental
       agency within a state, or operated wholly or predominantly
       from or through the use of governmental funds or property
       derived from a governmental source. Charter schools that are
       treated as public schools under state legislation are not
       subject to the requirements of Rev. Proc. 75-50 as long as
       they are operating under a contract with a government agency
       and are required to operate in a nondiscriminatory manner.

     (4) Recordkeeping Requirements

     Section 5 of the Rev. Proc. describes the information that must
     be submitted when applying for tax-exempt status. Section 7
     explains that certain records must be maintained for a minimum
     period of three years beginning the year after compilation or
     acquisition. Such annual records include:

     * Racial composition of the student body, faculty, and staff by
       academic year.

     * Records to document that scholarships and financial assistance
       are awarded on a racially nondiscriminatory basis.

     * Copies of all brochures, catalogues, and advertising dealing
       with student admissions, programs, and scholarships.

     * Copies of all materials used by or on behalf of the school to
       solicit contributions.

4. Mississippi Schools

The court in Green, supra, ordered specific guidelines and recordkeeping requirements for Mississippi
private schools. The court's order varies from the guidelines and recordkeeping requirements set forth in
Rev. Proc. 75-50 in that it contains certain additional requirements. Specifically, the injunction, as revised,
requires the following:

     * The school must adopt a policy and publish the fact that it
       has a racially nondiscriminatory policy as to students,
       meaning that it admits the students of any race to all the
       rights, privileges, programs and activities generally accorded
       or made available to students at that school. It must state
       specifically that it does not discriminate on the basis of
       race in the administration of educational policies,
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       applications for admission, of scholarship and loan programs,
       and athletic and extra-curricular programs.

     * The school must publicize this policy in a manner that is
       intended and reasonably effective to bring it to the attention
       of persons of student age (and their families) who are of
       minority groups, including all nonwhites. Specifically, but
       not exclusively, the school must --

          (1) If it chooses to publicize this policy in printed
              notices, caption such notices in such a way to call
              attention to the notice, for example bold face
              headings, and to call attention to its nature as a
              notice of racially nondiscriminatory policy as to
              students; such printed notices of nondiscriminatory
              policy must be published every calendar quarter,
              including during the period of the school's
              solicitation for students for a period of three years
              in a newspaper of general circulation serving the area
              from which the school draws its student body; if the
              school chooses to publicize its policy through radio
              advertisements, the advertisements must be broadcast
              with sufficient frequency to be reasonably designed to
              reach the intended audience in the minority community.
              A school employing this method of publicizing its
              nondiscriminatory policy must supply the Service with
              the date and times of transmission; transcript of the
              announcement; and, both the number of times the message
              was broadcast on a particular day and the number of
              times it was broadcast during the year;

          (2) Provide reference to its nondiscriminatory policy in
              its brochures and catalogues and also in any printed
              advertising which it uses as a means of informing
              applicants of its programs;

          (3) Comply with all the other requirements of Rev. Proc.
              75-50;

          (4) Certify that it has made no statement and taken no
              action, qualifying or negating its published statements
              of nondiscriminatory policy as to students.

     * The Service is also enjoined from approving or continuing the
       tax-exempt  status under IRC 501(c)(3) unless such private
       school has supplied the Service on an annual basis for a
       period of three years with the information needed for the
       Service to determine whether the school has actually
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       established a policy of nondiscrimination. The information
       required is:

          (1) Racial composition, as of the pending academic year,
              and projected, so far as may be feasible, for the
              subsequent academic year, of --

               a. Student body,

               b. Applicants for admissions,

               c. Faculty and administrative staff.

          (2) Amounts of scholarship and loan funds, if any, awarded
              to students enrolled or seeking admission, and the
              racial composition of students who have received such
              awards. If any tuition due the school has been waived,
              the number of students, by race, granted such waiver
              during each school year must also be provided.

     * The yearly compilations of data should be supplied to the
       Internal Revenue Service, P.O. Box 2508, Cincinnati, Ohio
       45201, Attn: Chief, EP/EO Division, by April 1 each year.
       Copies of the quarterly notices of nondiscriminatory policy
       must be submitted on an annual basis with the other
       information required by the court order. The beginning of the
       three year quarterly publication requirement, for the purposes
       of compliance with the 1980 Green orders, is the date of the
       ruling recognizing tax-exempt status. Initially, reports were
       sent to the Atlanta Key District, but upon centralization of
       the determination process a change was made to send the
       reports to Cincinnati.

5. Filing Requirements

Every organization described in IRC 501(c)(3) must file an annual information return [Form 990, Return
of Organization Exempt from Income Tax, or Form 990-EZ, Short Form Return of Organization Exempt
From Income Tax] if its gross receipts are normally over $25,000 and it is not otherwise excepted from this
requirement. Most schools fall in this category and must file. Excepted from the filing requirement are the
following:

     A. Church Schools

Churches, a convention or association of churches, or an integrated auxiliary of a church are excepted from
the annual return filing requirement. A school below college level "affiliated" with a church or operated by
a religious order falls within this exception and would not be required to file the annual information return.
To be considered "affiliated," a school must be controlled by or associated with a church or a convention or
associations of churches. For example, if a majority of the school's officers or directors is appointed by a
specific church, the school would be considered controlled by that church. See Rev. Proc. 86-23, 1986-1
C.B. 564 and Reg. 1.6033-2(h) for additional information.
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     B. Governmental Units

Rev. Proc. 95-48, 1995-2 C.B. 418, provides relief from the annual filing requirement for organizations
described as "governmental units" or "affiliates of a governmental unit." An "affiliate of a governmental
unit" must have a ruling from the Service that (1) its income, derived from activities constituting the basis
for its exemption under IRC 501(c), is excluded from gross income under IRC 115; (ii) be entitled to
receive contributions under IRC 170(c)(1), on the basis that contributions to it are "for the use of"
governmental units; or (iii) be a wholly owned instrumentality of a state or political subdivision for
employment tax purposes.

An organization may be treated as an "affiliate of a governmental unit" in the absence of an IRS ruling if --

     * It is either "operated, supervised, or controlled by"
       governmental units, or by organizations that are affiliates of
       governmental units, within the meaning of Reg. 1.509(a)-
       4(g)(1)(i). This relationship is established if the majority
       of the officers, directors, or trustees are appointed or
       elected by the governing body.

     * It possesses two or more of the affiliation factors listed in
       section 4.03 of Rev. Proc. 95-48; and

     * Its filing of Form 990 is not otherwise necessary to the
       efficient administration of the Internal Revenue Code.

Generally, schools that request to be excepted from the annual filing requirement as "affiliates of a
governmental unit" are "public school districts." Public school districts do not have to file Forms 990
because they are under the control of a governmental unit and the school board is elected per local statute.
Most charter schools do not satisfy the requirements of Rev. Proc. 95-48 because their boards are not
publicly elected or appointed by the governing body.

     C. Form 5578, Annual Certification of Racial Nondiscrimination for a Private School Exempt From
Federal Income Tax

If an organization that operates, supervises, or controls a private school(s) [including a charter school] is
required to file Form 990 or Form 990-EZ, it must certify that it is nondiscriminatory on Schedule A (Form
990). If an organization is excepted from filing Form 990, Form 5578 must be submitted to the Ogden
Service Center. This form is used by exempt organizations that do not file Form 990.

     D. Other Filing Requirements

Exempt schools must also file other returns and reports that may include, but are not limited to:

     (1) Form 990-T, Exempt Organization Business Income Tax Return

         Schools engaging in unrelated trade or business activities
         that result in gross income of $1,000 or more must file a
         tax return on Form 990-T. The instructions on the return and
         the discussion in Publication 598, Tax on Unrelated Business
         Income of Exempt Organizations, provide assistance in
         determining when such a return needs to be filed and what
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         information must be included.

     (2) Employment Tax Forms

         Publication 15, Circular E, Employer's Tax Guide, summarizes
         the responsibilities of an employer. Publication 15-A,
         Employer's Supplemental Tax Guide; and Form 941, Employer's
         Quarterly Federal Tax Return, provide the information needed
         by schools to meet their employment tax obligations.

     (3) Form 8282, Donee Information Return

         If a school receives a contribution for which a charitable
         deduction is allowed, and sells, exchanges, or otherwise
         disposes of the property within two years of its receipt,
         the school must file Form 8282.

     (4) Information Provided to Donors

         An exempt school must give a donor a disclosure statement
         for a quid pro quo contribution over $75. The donor cannot
         deduct a charitable contribution of $250 or more unless the
         donor has a written acknowledgment from the school.
         Publication 1771, Charitable Contributions-Substantiation
         and Disclosure Requirements; Publication 557, Tax-Exempt
         Status for Your Organization; and, Publication 526,
         Charitable Contributions, provide additional information.

     (5) Form W-2G - Certain Gambling Winnings

         Certain gaming transactions require the filing of Form W-2G
         and Form 1096. This may apply to a school if it conducts
         raffles or sells pull-tabs or lottery tickets to raise
         funds. Refer to Publication 3079, Gaming Publication for
         Tax-Exempt Organizations.
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         O. UPDATE: THE FINAL REGULATIONS ON THE DISCLOSURE
             REQUIREMENTS FOR ANNUAL INFORMATION RETURNS
                   AND APPLICATIONS FOR EXEMPTION
                                 by
                  Michael Seto and Toussaint Tyson

1. Introduction

The Internal Revenue Service ("Service") has published final regulations (T.D. 8818) concerning the public
disclosure requirements pursuant to IRC 6104(d)(IRC 6104(e) prior to redesignation as (d) under the Tax
and Trade Relief Extension Act of 1998) for tax-exempt organizations other than private foundations. The
term tax-exempt organization is defined as any organization that is described in IRC 501(c)(including
501(e) and (f) organizations, which are described under 501(c)(3)) and (d), and is exempt from taxation
under IRC 501(a). Private foundation means a private foundation as defined in IRC 509(a).

Taxpayer Bill of Rights 2 ("TBOR2"), P.L. 104-268, 110 Stat. 1452, amended IRC 6104. The Service
issued proposed regulations ((REG-246250-96), 62 Fed. Reg. 50533 (1997)(proposed Sept. 26, 1997) on
the public disclosure requirements for exemption applications and annual information returns to implement
the TBOR2 amendments. After consideration of all written comments from the public and the changes
made in the Tax and Trade Relief Extension Act of 1998, P.L. 105-277, 112 Stat. 2681 ("the 1998 Act"),
the Service issued final regulations, which became effective on June 8, 1999. (See Announcement 99-62,
Internal Revenue Bulletin 1999-25).

This article discusses the new public disclosure rules as explained in the final regulations. This article also
provides a brief summary of the public disclosure law prior to TBOR2, background to TBOR2, and the
1998 Act.

2. Brief Summary of the Disclosure Law Prior to Taxpayer Bill of
   Rights 2 and the Tax and Trade Relief Extension Act of 1998

IRC 6104(d) and IRC 6104(e) governed the disclosure of exemption applications and annual information
returns by all tax- exempt organizations described in sections 501(c) or (d). IRC 6104(e) dealt with the
disclosure of these documents by tax-exempt organizations except for the annual information returns of
private foundations. IRC 6104(d) specifically dealt with the disclosure of this item. These two provisions
required that all tax-exempt organizations described in IRC 501(c) or 501(d) allow public inspection of
their exemption applications, any letter or other document issued by the Service concerning such
applications, and annual information returns. The covered documents are subject to public inspection at the
tax-exempt organization's principal office (and certain regional or district offices). Certain returns filed by
tax-exempt organizations are not subject to public inspection.

For a detailed discussion, see the 1997 CPE, Publicity and Disclosure of Form 990, at pp. 5-15, ("1997
CPE"), and Notice 88-120, 1988-2 C.B. 454.

3. Changes to the Disclosure Law Under the Taxpayer Bill of Rights 2
   and the Tax and Trade Relief Extension Act of 1998

TBOR2, enacted in 1996, amended IRC 6104(e) by expanding the disclosure requirements. (The changes
made by TBOR2 and the proposed regulations issued thereunder were discussed in detail in the 1999 CPE,
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The Proposed Regulations on the Disclosure Requirements for Annual Information Returns and
Applications for Exemption, at pp. 243- 259). Thereafter, Congress enacted the 1998 Act which extends all
the disclosure requirements that apply to public charities and other tax-exempt organizations to private
foundations. In addition, the 1998 Act repeals IRC 6104(d) and redesignates the amended IRC 6104(e) as
new IRC 6104(d) (hereinafter referred to as "amended IRC 6104(d)").

The final regulations issued under the amended IRC 6104(d) became effective on June 8, 1999, and apply
to all tax-exempt organizations other than private foundations. The Service plans to extend the new
disclosure regulations to apply to private foundations. During the meantime, tax-exempt private
foundations must continue to comply with the disclosure requirements of IRC 6104(d), Regs. 301.6104(d)-
1 and IRC 6104(e) as in effect prior to the 1998 Act.

4. The Final Regulations -- Overview

The final regulations address five major areas:

     o the documents that a tax-exempt organization must disclose in
       response to a request for information;

     o the manner of disclosing these documents;

     o the manner of providing copies and conditions that may be
       placed on in-person or written requests for copies of the
       documents; and the amount, form, and time of payment of any
       fees a tax-exempt organization may charge for the copies;

     o how an organization can make its application for tax exemption
       and annual information returns "widely available"; and

     o the standards that apply in determining whether a tax-exempt
       organization is the subject of a harassment campaign and on
       the procedures for obtaining relief.

5. Documents Subject to Disclosure

Regs. 301.6104(d)-3(b)(3) and (4) describe the documents that all tax-exempt organizations other than
private foundations must disclose. These documents include applications for tax exemption and annual
information returns.

     A. Exemption Applications

An exemption application includes any prescribed application forms (Forms 1023, Application for
Recognition of Exemption Under Section 501(c)(3) of the Internal Revenue Code ("Form 1023"), 1024,
Application for Recognition of Exemption under Section 501(a) ("Form 1024"), or letter applications). See
Regs. 301.6104(d)- 3(b)(3)(i). It also includes the following:

     o all documents and statements the Service requires an applicant
       to file with the form;

     o any statement or other supporting document submitted by an
       organization in support of its application (for example, a
       legal brief supporting an application, or a response to



CPE-FY2000.doc September 1, 1999
(12:31PM)

130

       questions from the Service during the application process);
       and

     o any letter or other document issued by the Service concerning
       the exemption application (such as a favorable determination
       letter or a list of questions from the Service about the
       application).

If no form is prescribed for an organization's exemption application, the application for tax exemption
includes the following:

     o 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;

     o the organization's bylaws or other code of regulations;

     o statements describing the character of the organization, the
       purpose for which it was organized, and its actual activities;

     o the organization's latest financial statements showing assets,
       liabilities, receipts and disbursements;

     o statements showing the sources of the organization's income
       and receipts and their disposition; and

     o any other statements or documents the Service required the
       organization to file with, or that the organization submitted
       in support of, the application letter. See Regs. 301.6104(d)-
       3(b)(3)(ii)(A)-(F).

     B. Disclosure Exceptions Relating to Exemption Applications

An exemption application does not include any application for tax exemption filed by an organization that
has not yet been recognized, on the basis of the application, by the Service as exempt from taxation for any
taxable year. Also it does not include any application for tax exemption filed before July 15, 1987, if the
organization filing the application did not have a copy of the application on July 15, 1987. Finally, it does
not include any material, including the material listed in Regs. 301.6104(a)-1(i) and information that the
Service would be required to withhold from public inspection, that is not available for public inspection
under IRC 6104. See Regs. 301.6104(d)-3(b)(3)(iii)(A)-(C).

     C. Annual Information Returns

An annual information return includes an exact copy of any return filed with the Service by a tax-exempt
organization pursuant to IRC 6033. Examples of an information return include Forms 990, Return of
Organization Exempt From Income Tax ("Form 990") and 990- EZ, Short Form Return of Organization
Exempt From Income Tax ("Form 990-EZ"). It also includes any amended return filed with the Service
after the date the original return is filed.

The copy must include all information furnished to the Service on the Form 990 (or any version thereof)
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and Form 1065, U.S. Partnership Return of Income, as well as all schedules, attachments and supporting
documents. Examples of schedules, attachments and supporting documents include Schedule A of Form
990 (containing supplementary information on IRC 501(c)(3) organizations), Part V of Form 990, and
Parts I and II of Schedule A of Form 990 (showing compensation paid to specific persons). However, an
organization is not required to disclose the name or address of any contributor to the organization. See
Regs. 301.6104(d)-3(b)(4)(i).

     D. Disclosure Exceptions Relating to the Annual Information
        Return

An information return does not include Schedule A of Form 990-BL, Information and Initial Excise Tax
Return for Black Lung Benefit Trusts and Certain Related Persons; Form 990-T, Exempt Organization
Business Income Tax Return; Form 1120-POL, U.S. Income Tax Return For Certain Political
Organizations; or the return of a private foundation (Form 990-PF, Return of Private Foundation and Form
4720, Return of Certain Excise Taxes on Charities and Other Persons Under Chapters 41 and 42 of the
Internal Revenue Code). See Regs. 301.6104(d)-3(b)(4)(ii). Also Schedules K-1 that are filed by religious
and apostolic organizations described in IRC 501(d) are specifically excluded from disclosure. See IRC
6104(d)(3)(A).

A tax-exempt organization does not have to allow public inspection of 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 the date the return is actually filed, whichever is later. If an organization has filed
an amended return, however, the amended return must be made available for inspection and copying for a
period of 3 years beginning on the date it is filed with the Service. See Regs. 301.6104(d)-3(b)(4)(iii).

     E. Request for Parts of Exemption Application or Annual
        Information Returns

A tax-exempt organization must comply with 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
specifically identify the requested part(s) or schedule(s). See Regs. 301.6104(d)-3(d)(2)(ii)(B).

6. Manner of Disclosure for In-Person Requests for Public Inspection

A tax-exempt organization must make the applicable documents available for public inspection at its
principal, regional, or district offices during regular business hours. See IRC 6104(d)(1)(A) and Regs.
301.6104(d)-3(d)(1)(i). During the inspection, the tax-exempt organization may have an employee present
in the room. The inspecting individual is allowed to take notes freely and may make photocopy of the
documents for a reasonable fee. If he provides his own photocopying equipment, the organization must
allow him to photocopy the documents without charge. See Regs. 301.6104(d)-3(c)(1).

     A. Tax-Exempt Organization That Has No Permanent Offices, or No
        Office Hours or Limited Hours

A tax-exempt organization that does not maintain a permanent office must permit public inspection of the
requested documents within a reasonable amount of time after receiving a request for inspection (normally
not more than 2 weeks). It must permit public inspection to occur at a reasonable location of its choice and
at a reasonable time of day. Alternatively, the tax-exempt organization may mail a copy of the requested
documents to the requester within two weeks of receiving the request. It may charge the requester for
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copying and actual postage costs only if the requester consents to the charge. See Regs. 301.6104(d)-
3(c)(2).

A tax-exempt organization that has a permanent office, but has no office hours or has very limited hours
during certain times of the year, must 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. See Regs.
301.6104(d)- 3(c)(2).

7. In-Person Requests for Copies of Documents

While the tax-exempt organization must make its documents available for public inspection without charge,
if the individual requests copies of the documents, it may charge a reasonable fee for such service. A fee is
reasonable if it is no more than the per-page copying charge stated in Regs. 601.702(f)(5)(iv)(B), which is
the amount charged by the Service for providing copies. (Currently, that amount is $1.00 for the first page
and .15 for each subsequent page; see Announcement 99-62, Internal Revenue Bulletin 1999-25). The tax-
exempt organization may require the individual making the request to pay the fee before providing copies of
the documents. See Regs. 301.6104(d)-3(d)(3)(i).

The tax-exempt organization must respond to questions from any individual concerning the fees it charges
for providing documents. For example, if an individual is requesting certain documents from a tax-exempt
organization, it must inform that individual of the charge for copying such documents. See Regs.
301.6104(d)-3(d)(3)(iv).

The tax-exempt organization must accept payment in cash or money order. It may accept credit cards,
personal checks or other forms of payment in lieu of the aforementioned. See Regs. 301.6104(d)-
3(d)(3)(ii)(A).

     A. Cannot Comply Due to Unusual Circumstances

Absent unusual circumstances, an in-person request for copies of the covered documents must be fulfilled
on the day the request is made. If the tax-exempt organization cannot provide the requested documents on
the same business day due to unusual circumstance, then it must provide the documents no later than the
next business day following the day that the unusual circumstances cease to exist or the fifth business day
after the date of the request, whichever occurs first. Unusual circumstances include, but are not limited to,
the following:

     o Receipt of a volume of requests that exceeds the tax-exempt
       organization's capacity to make copies;

     o The requests are made shortly before the end of regular
       business hours, and they require an extensive amount of
       copying of the documents;

     o The requests are made on a day when the tax-exempt
       organization's managerial staff capable of fulfilling the
       requests is conducting special duties, such as student
       registration or attending an off-site meeting, rather than its
       regular administrative duties. See Regs. 301.6104(d)-
       3(d)(1)(ii).
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     B. Agent Used To Handle In-Person Requests For Copies of
        Documents

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
must provide the copies within the time and under the conditions that apply to the tax-exempt organization
itself. See Regs. 301.6104(d)-3(d)(1)(iii). For example, when an individual makes an in-person requests to
have copies of the documents, the tax- exempt organization must immediately provide him the name,
address, and telephone number of its local agent. Thereafter, the tax-exempt organization in not required to
respond to him further.

     C. Failure to Comply

Should the tax-exempt organization or its agent fail to provide the documents as required under IRC
6104(d), the responsible person of the tax-exempt organization may be liable for penalties pursuant to three
provisions, IRC 6652(c)(1)(C) and (D), failure to allow public inspection of annual returns and exemption
applications, and IRC 6685, willful failure to allow public inspection of annual returns and exemption
applications. See Regs. 301.6104(d)- 3(d)(1)(iii) and (f)(3), and Announcement 99-62, Internal Revenue
Bulletin 1999-25.

8. Written Requests for Copies of Documents

A tax-exempt organization must honor a written request for a copy of the documents that the organization
is required to provide under amended IRC 6104(d) if the request

     o is addressed to, and delivered by mail, electronic mail,
       facsimile, a private delivery service (as defined in IRC
       7502(f)) to the principal, regional or district office of the
       organization; and

     o sets forth the address to which the copy of the documents
       should be sent. 301.6104(d)-3(d)(2)(i).

The tax-exempt organization must provide the copies within 30 days from the date it receives the request. If
it requires payment for the requested documents in advance, it must provide the documents 30 days from
the date it receives the payment.

     A. Date of Receipt and Delivery of Requested Documents

In the absence of contrary evidence, a mailed request or payment for documents is considered to be received
by the tax-exempt organization seven 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. See Regs. 301.6104(d)- 3(d)(2)(ii)(A).

     B. Reasonable Fee Charged For Providing Copies of the Requested
        Documents
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The same rules pertaining to in-person requests also govern the amount of the fee a tax- exempt
organization may charge respond to requests for copies in writing. See section 7 above. See Regs.
301.6104(d)-3(d)(3)(i). However, in addition to money order, it must accept certified check, and either
personal check or credit card. See Regs. 301.6104(d)- 3(d)(3)(ii)(B).

If the tax-exempt organization does not require prepayment and a requester does not enclose payment with
a request, it must obtain consent from that requester before providing copies for which the fee charged for
copying and postage exceeds $20. See Reg. 301.6104(d)-3(d)(3)(iii).

     C. Agent Used to Handle Written Requests for Copies of Documents

As with in-person requests (see sub-section 7B above), a tax-exempt organization may retain an agent to
process written requests for copies of its documents. The agent must provide the copies within the time and
conditions that apply to the tax-exempt organization itself.

If the tax-exempt organization itself receives the request, and then forwards it to the agent, the deadline for
response is the day the tax-exempt organization received the request, not when the agent received the
request. Where the tax-exempt organization transfers a written request to its agent, it is not required to
respond to the individual further. Should its agent fails to provide the copies to the individual as provided
by IRC 6104(d), the responsible person for the tax-exempt organization maybe liable to penalties pursuant
to the three provisions described in sub-section 7B above.

9. Manner of Disclosure by Regional and District Offices

A tax-exempt organization's regional or district office must satisfy the same rules as the principal office
concerning the disclosure of its exemption application and annual information returns. However, the
regional or local office need not make the annual information return available for inspection or to provide
copies until thirty days after the date the return is required to be filed (including any extension) or is
actually filed, whichever is later. See Regs. 301.6104(d)-3(e).

     A. Definition of a Regional and District Office

A regional or district office is any office of a tax- exempt organization, other than its principal office, that
has the following characteristics:

     o Paid part-time or full-time employees;

     o Whose aggregate number of paid hours are normally at least
       120. See Regs. 301.6104(d)-3(b)(5)(i).

The above not withstanding, a site is not considered a regional or district office if:

     o The only services provided at the site further exempt purposes
       (such as day care, health care or scientific or medical
       research); and

     o 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. See Regs. 301.6104(d)-
       3(b)(5)(ii).

10. Disclosure Requirements of a Tax-Exempt Organization's Local or
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    Subordinate Organizations

     A. Exemption Applications

If a local or subordinate organization ("subordinate") is covered by a group exemption letter, it must make
available for public inspection and furnish in response to requests for copies the following:

     o the exemption application submitted to the Service by its
       parent or central organization ("parent") to obtain the group
       exemption letter; and

     o any additional documents submitted to bring the subordinate
       organization under the group exemption letter. See Regs.
       301.6104(d)-3(f)(1).

If the parent organization provides the Service a list or directory of subordinate organizations covered by
the group exemption letter, the local or subordinate need only provide the exemption application and the
pages of the list or directory that specifically refer to it. See Regs. 301.6104(d)-3(f)(1).

     B. Annual Information Returns

If a local or subordinate organization 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), it must make the central
organization's annual information returns available for public inspection and provide copies thereof to
requesters, as the case may be. However, if the group information return includes separate schedules for
each subordinate organization, a subordinate organization may omit those schedules relating only to the
other subordinate organizations. See Regs. 301.6104(d)-3(f)(2).

     C. Manner of Disclosure By Subordinate Organization

A local or subordinate organization must allow inspection or provide copies of documents, upon request,
within a reasonable time, not normally more than two weeks, and at a reasonable time of day. The
subordinate organization may mail a copy of the applicable documents to the requester within the
aforementioned time frame in lieu of inspection. It may charge the requester for copying and actual postage
costs, provided the requester consents. The same rules pertaining to response to written requests for copies
of documents by a tax-exempt organization also govern its local or subordinate organization (see section 8
above).

11. Making Exemption Applications and Annual Information Returns
    Widely Available for Public Inspection

A tax-exempt organization is not required to comply with requests for copies of its exemption application
or annual information returns if it has made the requested documents "widely available." The tax-exempt
organization must nevertheless continue to allow public inspection of the aforementioned documents even if
it has made them widely available. See Regs. 301.6104(d)-4(a).

     A. Definition of "Widely Available"

          (1) Posting on the Internet

A tax-exempt organization makes its annual information returns or application for tax exemption widely
available by posting them on its World Wide Web page on the Internet or by having the applicable form
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posted, as part of a database of similar documents of other tax-exempt organizations, on a Web page
established and maintained by another entity. The final regulations do not define an "other entity" that will
establish or maintain the envisioned database. The World Wide Web page must:

     o clearly inform readers that the documents are available and
       provide instruction for downloading;

     o exactly reproduce the image of the exemption application and
       annual information returns as they were originally filed with
       the Service, excluding any information not subject to public
       disclosure, when the documents are accessed and viewed,
       downloaded, viewed and printed in hard copy from the World
       Wide Web page;

     o allow anyone with access to the Internet to access, download,
       view and print the document without special computer hardware
       or software required for that format (other than software that
       is readily available without charge) and without payment of a
       fee to the tax-exempt organization or to another entity
       maintaining the World Wide Web page. See Regs. 301.6104(d)-
       4(b)(1) and (2)(i)(A)-(C). (One format that currently meets
       this criteria is Portable Document Format (.pdf)); see Public
       Announcement 99-62, Internal Revenue Bulletin 1999-25).

In order for the documents to be "widely available" within the meaning of Regs. 301.6104(d)-4, the entity
that maintains the World Wide Web page must have procedures that ensure the reliability and accuracy of
the documents posted. It must take reasonable precautions to prevent alteration, destruction or accidental
loss of the document when posted on the page. Should a posted document be altered, destroyed or lost, the
entity must correct or replace the document. See Regs. 301.6104(d)-4(b)(2)(iii).

          (2) Other Methods of Making Documents Widely Available

There are currently no other prescribed methods of making exemption applications and annual information
returns widely available. The Service nevertheless may prescribe additional methods, other than Internet
posting, that a tax-exempt organization may use to make its documents widely available. See Regs.
301.6104(d)-4(c).

          (3) Notice to Requesters

Where a tax-exempt organization has posted its exemption application and/or annual information on the
Internet in the manner prescribed by Regs. 301.6104(d)-4(b)(2), it must notify any person requesting a
copy where the documents are available, such as the address on the World Wide Web. In response to an in-
person request, the tax-exempt organization must provide the notice immediately; if a written request, it
must provide the notice within seven days of receiving the request. See Regs. 301.6104(d)-4(d).

     B. Transition Rule for Tax-exempt Organizations That Posted
        Their Documents on the Internet Before the Effective Date of
        These Regulations

A tax-exempt organization that posted its exemption application and annual information returns on the
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World Wide Web page on or before April 9, 1999, in a manner consistent with regulation project REG-
246250-96 (1997-2 C.B. 627)(see Regs. 601.601(d)(2)), will be treated as complying with the Internet
posting requirements prescribed in Regs. 301.6104(d)- 4(b)(2), as discussed above, until June 8, 2000.
This transition rule is effective only if the documents can be accessed, downloaded, viewed and printed
without payment of a fee to the tax-exempt organization or to the entity maintaining the World Wide Web
page. See Regs. 301.6104(d)-4(b)(2)(ii).

12. Tax-Exempt Organizations Subject to Harassment Campaigns

A tax-exempt organization that is the subject of a campaign of harassment via the request of many copies
of annual returns or exemption applications is not required to fulfill such requests, provided it receives a
harassment determination letter from the Service. Specifically, the district director of the key district (or
such person as the Commissioner may designate) in which the tax- exempt organization's principal office is
located must determine that it is the subject of a harassment campaign and that compliance with the
requests would not be in the public interest. See the amended IRC 6104(d)(4) and Regs. 301.6104(d)-5.
There is a two part inquiry: (1) whether there is a harassment campaign; and (2) whether compliance with
such requests would not be in the public interest.

     A. Harassment Defined

A prerequisite for a harassment campaign is the receipt by a tax-exempt organization of a "group of
requests" for its exemption application and annual information returns. The final 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. However, the final regulations include four examples that provide
considerable guidance on this matter. See Regs. 301.6104(d)-5(f).

But Regs. 301.6104(d)-5(c) specifically provides that a tax-exempt organization may disregard any request
for copies of all or part of an exemption application or annual information returns beyond the first two
received within any 30-day-period or the first four within any one-year-period from the same individual or
the same address. The tax-exempt organization may follow this rule regardless of whether the district
director has determined that it is subject to a harassment campaign.

A group of requests 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 tax-exempt
organization. See Regs. 301.6104(d)-5(b). Facts and circumstances that indicate the tax-exempt
organization is the subject of a campaign of harassment include the following:

     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 tax-exempt
       organization;

     o direct evidence of bad faith by organizers of the purported
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       harassment campaign; ? 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. See
       Regs. 301.6104(d)-5(b).

The regulations suggest that one indicator is not determinative of a
harassment campaign. See example 2 in Regs. 301.6104(d)-5(f), which
highlights this.

     B. Determination Procedure

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 district director for the Key District where its principal office is
located. The application must contain the following:

     o a written statement giving the organization's name, address,
       and employer identification number;

     o the name, address and telephone number of the person to
       contact regarding the application; and

     o description, in detail, of the facts and circumstances that
       the organization believes support a determination that it is
       subject to a harassment campaign.

The tax-exempt organization may suspend compliance with any request it reasonably believes to be part of
a harassment campaign, provided that it files its application within ten business days from the day it first
suspends compliance with the requests. See Regs. 301.6104(d)-5(f), example 3. The tax-exempt
organization may continue the suspension until it receives a response from the Service. See Regs.
301.6104(d)-5(d).

If the district director determines that the tax-exempt organization is the subject of a harassment campaign
and it is not in the public interest to comply with the requests, the organization is not required to comply
with the requests for copies that it reasonably believes are part of the campaign. This determination may be
subject to other terms and conditions imposed by the district director. See Regs. 301.6104(d)-5(e). A
revenue procedure clarifying this procedure is being drafted at the time of this writing.

     C. Suspension of Penalties

Liability for penalties under IRC 6652(c)(1)(C), IRC 6652(c)(1)(D) or IRC 6685 are suspended during the
consideration of a request for a harassment campaign determination. Where the district director determines
that the tax-exempt organization is not the subject of a harassment campaign, the tax-exempt organization
must fulfill the requests within thirty days of receiving the determination. See Regs. 301.6104(d)-5(e).

If the district director determines that the tax-exempt organization did not have a reasonable basis for
requesting a determination that it is a subject of a harassment campaign or a reasonable belief that a
particular request was part of the campaign, the person (as defined by IRC 6652(c)(4)(C)) remains liable
for any penalties that result from not providing the copies of the requested documents in a timely fashion.
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See Regs. 301.6104(d)-5(e). For specific examples, see Regs. 301.6104(d)-5(f).

13. Conclusion

The final regulations (T.D. 8818) provides considerable guidance to Service personnel trying to administer
the law and taxpayers trying to comply with the law. Any IRC 6104(d) disclosure questions should be
directed to Michael Seto at (202) 622-2253, or to Toussaint Tyson at (202) 622-8363.
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                P. PUBLIC CHARITY CLASSIFICATION AND
                     PRIVATE FOUNDATION ISSUES:
              RECENT EMERGING SIGNIFICANT DEVELOPMENTS
                                 by
                   Ron Shoemaker and Bill Brockner

       "It was the best of times, it was the worst of times."

Charles Dickens, from A Tale of Two Cities, published in London, 1859.

1. Introduction

The healthy economy and rising stock market have produced good times for the charitable sector.
According to the American Association of Fund-Raising Counsel, as reported in the New York Times on
May 26, 1999, charitable giving by Americans climbed 11 percent to $175 billion in 1998. As reported in
the Washington Post on April 18, 1999, private foundations distributed a record $20 billion in charitable
grants last year, double the amounts in 1988. Private foundation assets grew even faster than private
foundation largesse, to $282.6 billion, as the value of average holdings grew by 25 percent. As reported in
Newsweek, March 22, 1999, private foundations have been hard pressed to meet their 5% minimum
distribution requirement under IRC 4942. "Giving money away is harder than some feel it is," says Cole
Williams, President of the David and Lucile Packard Foundation, a California based charity. The Packard
Foundation was ranked the wealthiest American private foundation by the Chronicle of Philanthropy, with
assets valued at 12.1 billion dollars as of June 1, 1999, according to USA Today, June 3, 1999.

Bad times are also at hand. Just as in the Star Wars Epic, and A Tale of Two Cities, there is a dark side in
the Exempt Organizations Universe. The Service in recent years has been confronted with a number of
aggressive tax avoidance schemes, such as certain donor directed funds and inappropriate uses of an IRC
509(a)(3) supporting organization (this topic); abusive trusts, gift funds, and deputized fund raising (see
1999 EO CPE Text, Topic O); aggressive tax exempt bond transactions (1999 EO CPE Text, Topic H);
charitable split-dollar insurance schemes (this EO CPE Text, Topic R); accelerated charitable remainder
trusts (1996 EO CPE Text, Topic G); and certain fund raising programs related to the tax deduction for
charitable contributions (this EO CPE Text, Topic T; 1999 EO CPE Text, Topic M).

This article will discuss recent issues concerning public charity classification and private foundations,
including:

     (a) "Aggressive" interpretations of provisions applicable to
         donor advised or directed funds and IRC 509(a)(3) supporting
         organizations;

     (b) Education Athletic Association, Inc. v. Commissioner;

     (c) Supporting organizations that lose public charity status
         when the supported organization becomes a private
         foundation;

     (d) The treatment under IRC 4940 of charitable lead trust
         distributions to private foundations;
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     (e) Implications under IRC 4941 of the final regulations under
         IRC 664 concerning charitable remainder unitrusts;

     (f) IRC 4941 issues raised in several recent rulings and
         hypotheticals;

     (g) A recent private letter ruling on IRC 4942 issues raised by
         private operating foundations with limited liability
         companies (LLC's);

     (h) Implications under IRC 4943 of private foundation stock
         holdings in S corporations;

     (i) Prudent investor standards under IRC 4944;

     (j) New disclosure rules for exempt organizations; and

     (k) User fee summary under Rev. Proc. 99-8, 1999 I.R.B. 289.

2. Public Charity Classification Developments

     A. Pickle Cards Sour IRC 509(a)(2) Status

In Education Athletic Association, Inc. v. Commissioner, T.C. Memo 1999-75 (March 10, 1999), the Tax
Court upheld the Service's determination that the organization was a private foundation.

Education Athletic Association (EAA) derived all its support in its 1993, 1994, and 1995 years from the
sales of "pickle cards" to liquor establishments in Nebraska. Nebraska law permits nonprofit organizations
to sell pickle cards. For the years in issue, EEA's gross receipts were $70,251; $57,944; and $26,675,
respectively.

The court considered whether selling pickle cards was an unrelated trade or business within the meaning of
IRC 513. The Service argued that income from the sale of pickle cards was UBTI. Because it was EEA's
sole source of support, EEA was precluded from qualifying as a public charity under IRC 509(a)(2). EEA
asserted that the sale of pickle cards was related because such a sale was a game of chance permitted by
State law that did not compete with commercial enterprise activity. Based on prevailing case law, the Tax
Court upheld the Service's positions by holding that pickle cards sales constituted unrelated trade or
business and that EEA was a private foundation.

The decision was not appealed. Private foundation status will place EEA into an even more bitter brine, as
the pickle card business would be a "business enterprise" under IRC 4943, subject to an initial 5 percent
tax, and a subsequent 200 percent tax if not terminated.

     B. Update on Donor Advised or Gift Funds

          (1) Preface

The Service continues to contend with the issue of donor advised or gift funds, which were discussed in the
1996 EO CPE Text, Topic M, p. 328, titled "Donor Directed Funds," and the 1999 EO CPE Text, Topic
O, Part I, titled "Gift Funds- A New Direction In Charity."

          (2) Fund for Anonymous Gifts
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As discussed in the 1999 EO CPE Text, cited above, the United States District Court for the District of
Columbia, in The Fund for Anonymous Gifts, 97-2 U.S Tax Cases (CCH) P50, 710 (1997), held that a
donor advised fund failed to qualify as a charitable organization within the meaning of IRC 501(c)(3). The
court found that the Fund for Anonymous Gifts (Fund) has two purposes. The first purpose is to allow
individuals to make anonymous charitable contributions that qualify for the tax deduction for charitable
contributions. The second purpose is "to provide investment services to donors" by allowing conditions on
donations requiring "that the donation be invested by the Trustee as directed by the donor, and that the
income from the investment be donated on an anonymous basis at a later time specified by the donor."  The
court concluded that the control exercised by donors over the investment and distribution of contributions
(both with respect to who receives a contribution and when a distribution is received) through "enforceable
conditions subsequent" is not in furtherance of an exempt purpose under IRC 501(c)(3).

The decision of the District Court, on appeal before the United States Court of Appeals for the District of
Columbia Circuit, was vacated and remanded in part. In Fund for Anonymous Gifts v. Internal Revenue
Service, No. 97-5142, 1999 U.S. App. Lexis 8307, filed April 12, 1999, the Court explained as follows

     "at oral argument the organization expressed a willingness to
     amend its governing instrument to strike out the provision
     authorizing conditions subsequent on donations to the Fund."

The Government agreed to enter into settlement negotiations with the organization.

     "The Fund then amended its governing instrument, retroactive to
     the date the Fund was established, to eliminate the provision
     for conditions subsequent over donations. Over a year after
     settlement negotiations began, the parties still were unable to
     reach an agreement."

The Government argued that the amendment did not sufficiently address the inadequacies of the Fund's
operations, contending that the administrative record showed that the Fund would not take complete control
over the contributions. Instead, the Fund would adhere to the directions of its donors regarding the
investment and the ultimate distribution of the contributed funds. The amendment would not prevent the
Fund from providing investment services and acting as an administrative conduit for its donors' funds.

The Court of Appeals expressed that it was "baffled by the government's apparent intransigence" in
refusing to settle the case given the fact that the objectionable control provision was eliminated. The Court
of Appeals did not reverse because the lower court's decision was based on the Fund's document containing
the objectionable control provision. Thus, the Court of Appeals vacated the decision and ordered the
District Court to enter summary judgment for the Fund on the exemption issue. However, as the District
Court did not decide the issue of the Fund's public charity status, the Court of Appeals remanded the case
to the District Court for determination of whether the Fund is a publicly supported organization.

This decision is unpublished, and the Service will continue to review the issue of donor control in donor-
advised funds.

          (3) New Dynamics

In New Dynamics Foundation v. United States of America, No. 90-197T, an IRC 7428 action pending in
the U.S. Court of Federal Claims, the complaint contained, in part, the following:
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     The Foundation commenced business operations on or about June
     17, 1996. As a part of its operations, the Foundation offered to
     contributors the ability to form individual foundations which
     would operate under the Foundation's guidance and control. These
     individual foundations were known as donor-advised foundations,
     whereby the contributors could make recommendations to the
     Foundation's board of directors how the contributions should be
     invested and how the those contributions should be disbursed in
     connection with the charitable purposes of the Foundation and/or
     the individual foundation created by the contributor. While the
     board of directors of the Foundation would consider the advice
     or recommendations given by the contributors and their advisors,
     the board of directors of the Foundation at all times had
     control of the ultimate decision of where to invest the donated
     assets for charitable purposes.

The outcome of this case may affect the future development of donor advised fund issues.

     C. Favorable Donor Advised Fund Cases

The Service has approved IRC 501(c)(3)/public charity exemption applications of certain donor advised
organizations in the past year. Common elements in these cases include representations by the applicant
organizations that subject them to conditions similar to those imposed on private foundations under IRC
4942 and 4945:

     i. The organization expects that its grant distributions for the
     year will equal or exceed 5 percent of its average net assets on
     a fiscal year rolling basis. If this level of grant activity is
     not attained, the organization will identify the named accounts
     from which grants over the same period totaled less than 5
     percent of each account's average assets. The organization will
     then contact the donor-advisors of these accounts to request
     that they recommend grants of at least this amount. If a donor-
     advisor does not provide the qualified grant recommendations,
     the organization is authorized to transfer up to 5 percent of
     assets from the donor-advisor's named account to the charity
     selected by the organization.

     ii. The organization will add language to its promotional
     materials which indicates that the organization will investigate
     allegations of improper use of grant funds for the private
     benefit of donor-advisors.

     iii. The organization will add language to its grantee letters
     to the effect that grants are to be used by grantees exclusively
     in furtherance of charitable purposes, and cannot be used for
     the private benefit of donor-advisors.
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These representations were critical factors in establishing exemption and public charity status, but do not
by themselves assure exemption or public charity status in any particular case.

To qualify under IRC 501(c)(3), a donor-advised fund must have appropriate control over the donated
assets. See, Fund for Anonymous Gifts v. IRS, supra, and National Foundation, Inc. v. United States, 13
Cl. Ct. 486 (1987). The Service applies the material restriction provisions (relating to the termination of
private foundation status) in Reg. 1.507-2(a)(8) to measure the level of control. The criteria in this
regulation are applied to donor- advised funds held in trust that seek to be treated as a component fund of a
community trust that is a public charity. See Reg. 1.170A- 9(e)(11).

     D. Supporting Organizations: IRC 509(a)(3)

          (1) Inappropriate Use of a Supporting Organization

The IRC 509(a)(3) public charity classification has recently been described as a kind of private foundation
for the wealthy. An article in the May 29, 1998, Wall Street Journal, titled "Gimme shelter The SO Trend:
How to Succeed in Charity Without Really Giving", discusses what it describes as a "growing" use of this
technique to allow wealthy persons to obtain substantial charitable tax deductions while maintaining
control of the property. At least this is the impression the Wall Street Journal article conveys. The
supporting organization is described as "now supplanting the private foundation -- the reigning giving
technique for decades."

The article gives several examples of how a donor may transfer highly appreciated property to a newly-
created "supporting organization," and claim the maximum charitable deduction, but continue to exercise
considerable control over the donated property by virtue of the donor's position or influence on or over the
Board of Directors of the exempt supporting organization. In addition, the article says the technique allows
the donor's charity to avoid the onerous Chapter 42 rules imposed on private foundations.

The alleged use of the supporting organization in this manner is not new. This technique was discussed in
the 1997 EO CPE Text, Topic I, (Public Charity on the Razor's Edge), pages 116-121, and is of real
concern.

Some commercial organizations may be promoting a kind of supporting organization that clearly does not
meet the Code and Regulations. One promotion claims:

     Putting the money in the Supporting Organization creates a
     private credit facility, which is perfectly legal as a 509(a)(3)
     organization. . . . The family members can legally take loans
     from the Supporting Organization at very favorable rates. An
     example would be to borrow money at a cost of 6 percent, and
     invest it for a higher return, pocketing the difference. . . On
     the passing of the current generation, assets donated to the
     Supporting Organization can be managed in perpetuity for future
     generations.

In a subsequent paragraph, the promotional material suggests that a supporting organization may reduce
taxes as well as operate as an intergenerational private lending institution.

This promotion is clearly erroneous. IRC 509(a)(3)(C) specifically provides that a supporting organization
can not be controlled, directly or indirectly, by disqualified persons (as defined in IRC 4946) other than by
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foundation managers. This means that the donor or his family may not control the supporting organization,
directly, or indirectly through, for example, employees or business agents. Manipulating the Board of
Directors to the extent suggested in both the Wall Street Journal article and the promotional literature
described above can jeopardize the tax status of the organization and subject the responsible individuals to
excise taxes. A supporting organization never (or seldom) holding a Board of Directors meeting is likely to
be found suspect. A donor or family member who receives a low interest loan or uses property donated to
the supporting organization raises the issue of who controls the organization for purposes of IRC
509(a)(3)(C). If, in addition, the official Board of Directors never, or rarely meets, the supporting
organization is likely to fail the control test. In addition to jeopardizing the control required under IRC
509(a)(3)(C), the kinds of transactions described above can jeopardize the organization's exempt status due
to inurement or excessive private benefit or subject the recipients to excess benefit taxes under IRC 4958.
See Topic B, this EO CPE text. In a particularly abusive situation, other penalties, such as those under
IRC 6700 and IRC 6701, may be appropriate. See 1999 EO CPE Text, Topic M.

     (2) Supporting Organizations of Public Charities Which Lose
         Public Charity Status -- The Ripple Effect

An article in the August 1997 issue of the Exempt Organization Tax Review, by Christopher R. Hoyt,
titled "Creating Supporting Organizations of Community Foundations From Nonprofit Hospital Sales",
advanced the theory that a supporting organization could facilitate use of proceeds generated from the sale
of Hospital assets. Mr. Hoyt's article explained that there have recently been a number of nonprofit hospital
sales to for-profit businesses. He further explained that when any nonprofit exempt charitable organization
converts to or is bought by a for-profit commercial business, all proceeds of the sale and any remaining
assets of the exempt entity must be left to a tax exempt entity; either by donating the funds to an existing
charity, or establishing a new charitable entity.

Mr. Hoyt proposes that the hospital sales proceeds be used by a supporting organization to support a
community foundation, which is an exempt organization described in Regs. 1.170A-9(e)(10) and (11). (A
discussion of community foundations is found in the 1994 CPE Text, Topic K). The article cites IRS
approval of such arrangements in Private Letter Rulings 9538026 through 9538031. In PLR 9538026, the
organization was exempt under IRC 501(c)(3) and other than a private foundation under IRC 509(a)(1)
and IRC 170(b)(1)(A)(vi). The letter does not specifically describe the organization as a community trust
as defined in section Reg. 1.170A-9(e)(10) and (11), although the description of the organization suggests a
community trust. Nevertheless, the profits and assets of the former hospital are used by an organization
qualifying as a supporting organization to carry out the charitable purposes for which the hospital was
originally formed. This is a useful technique for exempt hospitals that contemplate selling the hospital
assets.

However, the hospital undertaking a transition to a grantmaking foundation after the sale of its assets may
experience difficulty in making the transition. PLR 9852023 illustrates the problems.

In PLR 9852023, U, the parent corporation of a hospital system, is contemplating selling its eight hospital
centers. U is the sole member of each of these centers (each being corporations). U estimated that it will
take 6 to 12 months or longer after the transfers of the facilities to wind down the activities of the eight
corporations. The ruling states as follows:

     "The eight hospitals in addition to their sections 509(a)(1) and
     170(b)(1)(a)(iii) of the Code classification are also entitled
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     to additional classifications as organizations described in
     section 509(a)(2). Consequently, after they cease being
     hospitals, they will be able to continue to be treated as
     section 509(a)(2) organizations, subject to the applicable pubic
     support and investment/unrelated business income limitations. U,
     based on current revenues, anticipates that the eight hospital
     corporations would continue to remain publicly-supported
     organizations described in section 509(a)(2) for the Code for at
     least three to four years following the date of the transaction.

The ruling goes on to state that U will continue as the sole corporate member of each of the hospital
corporations until each winds up its affairs. Accordingly, U will continue as a section 509(a)(3)
organization until the complete wind up and dissolution of the corporations or the loss of their status under
IRC 509(a)(2).

3. Private Foundation Issues

     A. IRC 4940 -- Definition of Net Investment Income:
        Distributions from Charitable Lead Trusts

The Service is considering an issue dealing with the definition of net investment income under IRC
4940(c)(1) raised by distributions from charitable lead trusts. Under the facts raised on examination,
private foundation receives distributions from two charitable lead trusts. One person has effective control
of the private foundation as director and also serves as one of three trustees in each of the two charitable
lead trusts. The private foundation is not a named beneficiary of the lead trusts. Income distributions to
charity are discretionary with lead trusts. The lead trusts have made distributions to charities other than the
private foundation.

The distributions from the trusts consist of ordinary income, capital gain, and trust principal. The issue
raised on examination concerned whether distributions from the trusts were ordinary income for purposes
of net investment income as defined in IRC 4940. There was no issue raised regarding capital gain and
principal distributions.

IRC 4940(c)(2) defines "gross investment income" as the gross amount of income from interest, dividends,
rents, payments with respect to securities loans, and royalties.

Reg. 1.4940-1(d)(2) provides, in relevant part, that, with respect to distributions from a trust described in
IRC 4947(a)(2), the income of such trust attributable to transfers in trust after May 26, 1969, shall retain
its character in the hands of the distributee private foundation for purposes of IRC 4940.

There is different tax treatment under Reg. 53.4940- 1(d)(2) and IRC 4947(a)(2). IRC 4947(a)(2) trusts
are not subject to IRC 4940.

In Ann Jackson Family Foundation v. Commissioner, 97 T.C. 534 (1991), aff"d 15 F3d  917 (9th Cir.
1994), the Tax Court held Reg. 53.4942-2(b)(2) was invalid as inconsistent with a change in the statute
which made the minimum investment return  the exclusive base for IRC 4942 distribution purposes. As
Reg. 53.4942-2(b)(2) is similar to Reg. 53.4940-1(d)(2), the holding in Ann Jackson Family Foundation
raises the question of its validity as well. On the other hand, Ann Jackson Family Foundation may be
distinguishable in that there has been no intervening statutory change in IRC 4940.
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     B. IRC 4941

          (1) IRC 664: CRUTs and Reformations of CRUTs

In the 1999 EO CPE Text, Topic P, page 315, we discussed, at page 333, the proposed regulations under
IRC 664 and focused, in particular on the "Flip" unitrust provisions. The final regulations T.D. 8791 were
effective when published in the Federal Register, Vol. 63, No. 237 on December 10, 1998. See also 1999-5
I.R.B. 7.

The Explanation to the final regulations clarifies some issues related to the flip unitrusts. As discussed in
the 1999 EO CPE Text, the proposed regulations provided specific rules when a trust converts from one of
the income exception methods of computing the unitrust amount to the fixed percentage method (flip
unitrust). The Explanation goes on to explain that some commentators to the proposed regulations
requested flip unitrusts for all income exception CRUTS regardless of the marketability of the trust assets.

One notable change in the final regulations is the availability of the flip unitrust in additional situations
consistent with the legislative history. The final regulations allow the governing instrument to provide that
the CRUT will convert once from one of the income exception methods to the fixed percentage method for
calculating the unitrust amount if the date or event triggering the conversion is outside the control of the
trustees or any other persons. The examples given with respect to an individual include marriage, divorce,
death, or birth of a child. Also, sale of unmarketable assets is a triggering event. A CRUT is not precluded
from using a flip provision under the final regulations provided it is conditioned on an appropriate
triggering event. Example 3 of Reg. 1.664-3(e) involves a CRUT holding liquid assets which is not
permitted only because the flip is not subject to an appropriate triggering event. If the flip was subject to an
appropriate triggering event, such as of the death of the donor's spouse and assuming that the governing
instrument provides for such contingency, the flip is permitted.

The preamble to the final regulations also discusses the effective date and transitional rule. It states, in part,
as follows:

     The final regulations allow income exception CRUTs to be
     reformed to add provisions allowing a conversion to the fixed
     percentage method provided the triggering event does not occur
     in a year prior to the year in which the court issues the order
     reforming the trust. Adding the conversion provisions will not
     cause the CRUT to fail to function exclusively as a CRT and will
     not be an act of self-dealing under section 4941 if the trustee
     initiates legal proceedings to reform the trust by June 8, 1999.

Notice 99-31, 1999-23 I.R.B. 6 (June 7, 1999), informs taxpayers that the deadline for reformation of
charitable remainder trusts will be extended from June 8, 1999, until June 30, 2000. The extension was
granted to accommodate the concerns that state law impediments could prevent meeting the June 8, 1999,
deadline. In addition, Notice 99-31 authorizes non-judicial reformations where such reformations are
permitted under state law governing the reformation of trusts, provided that non-judicial legal proceedings
meet the same June 30, 2000, deadline.

Thus, considering the length of time to conclude legal proceedings in certain parts of the country, it is
possible, if not likely, that old CRUTs (those existing prior to December 10, 1998) may be processing a
reformation action or other legal proceedings under state law for years into the future to take advantage of
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the transition rule. Thus, agents and tax law practitioners, when considering the Service's position on
reformation of trusts for purposes of IRC 4941, will want to keep in mind the transition rule.

As stated in the 1999 EO CPE Text, Topic P, a CRUT having a governing instrument permitting the trust
to "flip", that is, to convert from one of the income exception methods of computing the unitrust amount to
the fixed percentage method, will not be deemed to be engaged in an act of self-dealing under IRC 4941 for
the reasons set forth in the 1999 EO CPE Text, provided that the governing instrument comes within the
provisions set forth in the final Regulations - Reg. 1.664-3(c). Similarly, the trustee of a CRUT existing
prior to December 10, 1998 may reform the trust document and convert from one of the income exception
methods to the fixed percentage method without being treated as engaging in an act of self-dealing,
provided the reformation of the trust document and the conversion to the fixed percentage method meet the
requirements of the transition rule provided under Reg. 1.664-(3)(f) and Notice 99- 31.

To add even greater complexity, the transition rule does not permit the pre-December 10, 1998, CRUT to
qualify if the triggering event previously occurred before the date that the court allows for reformation of
the trust document. However there is an exception. A pre-December 10, 1998, CRUT containing a flip
provision in its trust document as of that date may still qualify for the transition rule even though the
triggering event has already occurred prior to December 10, 1998.

The 1999 EO CPE Text, discussed conversion of an income- exception CRUT to a fixed CRUT, and
explained that any income- exception CRUT that meets the requirements of the regulations in converting to
a fixed percentage CRUT will not be engaged in an act of self-dealing. This continues to be the position of
the Service under the final regulations and with respect to any conversion within the requirements of the
transition rule. As mentioned above, Service personnel may see the transition conversion CRUTs for
several years past the June 30, 2000, cut-off date.

The final regulations and the transition rule do not eliminate self-dealing issues relating to CRUTs that
wish to reform the provisions of the governing trust document. Some conversions will fail to meet the
requirements of the regulations or the transition rule. Some reformations will not relate to a conversion of
an income exception CRUT to a fixed percentage CRUT. Some reformations may relate to an unrelated
issue. In the past, the Service has determined that a reformation of a trust may constitute an act of self-
dealing under IRC 4941.

The Service has issued a few rulings on reformation of a charitable remainder trust. In PLR 9522021
(March 1, 1995), commented on in the 1997 EO CPE, Topic K, page 148, the Service held that a
NIMCRUT that had adopted a payout amount providing for the lesser of trust accounting income or a fixed
payment percentage, could not be amended or reformed to provide merely for a fixed percentage payout
amount, notwithstanding that the charitable deduction obtained by the grantor was the same in either case.
The Service held that such a reformation would constitute an act of self-dealing under section
4941(d)(1)(E) of the Code. The PLR reasoned as follows:

     The provisions of section 4941 should be strictly enforced.
     Reforming the trust in the manner proposed will remove interests
     in the trust which were previously dedicated to charity and
     transfer them to the benefit of a disqualified person.

The issue in PLR 9522021 is now generally controlled by the final regulations and the transition rule
discussed above.
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Recently, in PLR 9804036 (October 24, 1997), the Service allowed the reformation of a NIMCRUT where
the facts clearly indicated "scrivener's" error: a fixed payment CRUT was intended, but an error resulted in
the drafting of a NIMCRUT instead. In this ruling, documentation and evidence submitted under penalty of
perjury supported the conclusion of scrivener's error. As a result, the Service ruled that there was no self-
dealing under IRC 4941.

In PLR 9816030 (January 22, 1998), the Service held that a charitable remainder annuity trust that
returned all trust assets to the original grantor was not an act of self-dealing under 4941 because the trust
was void ab initio in that fraud was exercised on the grantor to induce her to establish the trust. A court
ordered the recision of the trust.

PLR 9833008 and PLR 9833010 were two rulings issued by Chief Counsel: (CC:DOM:P&SI) in which
reformation was sought on scrivener's error. In these two cases, the trust document failed to allocate capital
gain to income. The donor/income recipient was informed that income realized from capital gain would be
allocated to income. The CRUT sought to have the trust reformed to provide that capital gain realized by
the trust would be allocated to capital gain. Based on rather strong factual support of scrivener's error,
these two rulings held that reformation would not violate IRC 664 and the regulations thereunder. No IRC
4941 ruling was requested as a part of these rulings.

Headquarters has also considered whether a CRUT would violate IRC 4941 if it sought reformation of a
trust document that failed to provide that capital gain realized by the trust shall be allocated to income. In
the absence of the assertion of scrivener's error, such issue is likely to be decided against permitting
reformation with respect to IRC 4941.

In summary, the reformation of a CRUT's governing instrument may still require an analysis of self-
dealing. Only in those cases where the CRUT qualifies under the FLIP provision of the regulations or the
transition rule (including Notice 99-31), will self-dealing not be an issue.

          (2) IRC 4941, 4945, 501(c)(3)- Historic Mansion Museum;
              Self-Dealing and Private Benefit

In relation to the preceding material [2.D.(1)] relating to the Wall Street Journal article, those persons who
set up a supporting organization to hold the donor's donated real estate or tangible personal property that
the donor continues to control should consider the Service's approach in somewhat similar circumstances in
the private foundation area. A classic example is TAM 9646002, July 17, 1996.

The decedent willed a historic manor house to a private foundation. In 1986, the Service issued a private
ruling (PLR 8651087) to the decedent/donor's son that the son and his family could continue to occupy the
manor house rent free as resident curator of the property. The private letter ruling was conditioned on
representations that the private foundation would erect a sign at the gate of the manor house informing the
public that building and grounds were open to viewing by the public. The private foundation also
represented that it would prepare a brochure with a history of the manor house and a map of the grounds
that would be made available to visitors at the gate of the manor.

During an examination of the foundation, the Service discovered that there was no sign on the public road
near the manor indicating the presence of a historic house. The sign was on the private road leading to the
mansion out of eyesight from the public road. The brochure of the foundation contained no specific
directions to the manor, no telephone number, and only a minimal map of the general area. The foundation
never published any advertisement and did not work with a chamber of commerce or tourism groups to
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promote access to the property. There was only minimal public visits to the manor.

In TAM 9646002, the Service concluded that the foundation operated for the private benefit of the
decedent's son and that payments made by the foundation for maintenance of the property were taxable
expenditures under IRC 4945. The Service found self-dealing under IRC 4941 as the assets and income of
the foundation were used by the disqualified person and his family. TAM 9646002 relied on Rev. Rul. 74-
600, 1974-2 C.B. 385 and Manning Association v. Commissioner, 93 T.C. 596 (1989). Rev. Rul. 74-600
held that placement of paintings owned by a private foundation in the private residence of a disqualified
person constituted self-dealing even though the paintings were occasionally made available to the public. In
the Manning case, the court held that, despite the educational purposes promoted by the Association with
the historic Manning homestead, the Association's operations were also conducted for the benefit of
members of the Manning family, a substantial nonexempt purpose precluding exemption under IRC
501(c)(3).

The decedent's son described in TAM 9646002 was able to restructure the operations of the private
foundation to eliminate the violations. In a new private letter ruling, PLR 9641033, the Service again
allowed the decedent's son and his family to live in the manor house as a resident curator. However, the
ruling imposed the conditions described below for the foundation to retain its IRC 501(c)(3) exemption and
avoid the excise taxes under IRC 4941 and 4945. (The Assistant Commissioner EP/EO granted IRC
7805(b) retroactive relief after revoking PLR 8651087).

     i. The manor house will be open to the public for regularly
     scheduled periods in addition to being open at other times by
     appointment to the general public.

     ii. Visitors will be provided with detailed printed material
     describing the history, architecture, and furnishings of the
     house and a tour of the public rooms of the manor house.

     iii. Voluntary contributions will be accepted.

     iv. A permanent sign will be placed at the main entrance on the
     public road to the manor house with information about the manor
     house and times of pubic access to the manor house prominently
     visible.

     v. The brochure will include detailed directions to the manor
     house with a listed telephone number and the times of operation
     along with the information contained in the present brochure.

     vi. The museum's revised brochure will be distributed to a
     number of area tourism groups, such as chambers of commerce, for
     distribution and display at their visitor centers;

     vii. The museum will advertise at least annually in an
     historical or antiquities periodical of wide circulation and
     more frequently in an appropriate periodical of regional
     circulation in locations frequented by area tourists. The
     advertisements will include an historical identification, as
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     well as the information in (i) above, along with the telephone
     number and address.

     viii. The museum will continue to manage the manor house's
     historical, architectural, art and wildlife refuge treasures,
     including maintaining a visitor register, as it has in the past
     in a manner not inconsistent with (i) through (vii) above.

The self-dealing and exemption issues were discussed in a similar context in GCM 39741. The GCM
involved two situations where a private foundation's sculptures were displayed outdoors at the residence or
office of the donor/substantial contributor. In one, the GCM concluded that the limited public viewing of
the sculptures resulted in an act of self-dealing much in the same manner as discussed in TAM 9646002
above. The donor's family continued to receive substantial enjoyment of the sculptures on display at the
family residence while providing minimal benefit to the public.

In the other situation, the GCM concluded that the foundation failed to qualify for IRC 501(c)(3)
exemption because the donor's continued interest in the sculptures was more than incidental. The sculptures
were located on the grounds of the donor's corporate headquarters. That arrangement resulted in private
benefit to the donor. The donor also retained by license the right to exclude the public at will. Under the
facts, private benefit to the donor was apparent and substantial.

          (3) IRC 4941 -- A Compensatory Split-Dollar Insurance
              Arrangement

PLR 9539016 addresses the issue of a split dollar life insurance plan as compensation for services for
trustees of a private foundation. Topic R, in this EO CPE Text extracts Notice 99-36, 1999- 26 I.R.B. 1,
which discusses charitable split-dollar insurance plans. The split-dollar insurance plan addressed in PLR
9539016 is not a "charitable split-dollar insurance plan" but an employer-employee plan used to
compensate employees for many years of service to the company.

In the context of PLR 9539016, the split-dollar insurance is used by the private foundation to compensate
its trustees. The trustees duties consist of managing the foundation's investments, working with the
foundation's investment advisors, and performing general management functions. The foundation owns the
policy and will receive a portion of the proceeds equal to the greater of cash value or the premium it has
paid. The trustees' heirs would receive the remainder of the death benefit.

Under IRC 4941(d)(1)(D), "self-dealing" includes any direct or indirect payment of compensation by a
private foundation to a disqualified person.

IRC 4941(d)(2)(E) provides an exception from self-dealing for payment of compensation by a private
foundation to a disqualified person for personal services which are reasonable and necessary to carrying
out the exempt purpose of the private foundation.

Various published rulings cited in the PLR affect this issue. Rev. Rul. 74-591, 1974-2 C.B. 385 holds that
a pension for past personal services paid by a private foundation to one of its directors, a disqualified
person whose compensation is not excessive, does not constitute an act of self-dealing. Rev. Rul. 82-223,
1982-2 C.B. 301 holds that payment of premiums by a private foundation for an insurance policy providing
liability insurance for the foundation manager would not constitute an act of self-dealing as long as the
premium is treated as compensation, and the foundation manager's compensation is not excessive.
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PLR 9539016 concluded that the payment of premiums on the split-dollar insurance as compensation to the
foundation manager is an accepted form of compensation and the information submitted did not suggest
that the compensation was excessive. See also the 1995 EO CPE Text, page 269 and the 1999 EO CPE
Text, page 317 for additional discussions of the personal services exception.

          (4) Prohibited Payments to an IRC 4946 Government Official
              Under IRC 4945(d)(1)(F)

     Consider the following case study:

A, created under the will of S, has been recognized as exempt under section 501(c)(3) of the Code and
classified as a private foundation. A's purpose is to make distributions to other charitable organizations
including organizations promoting education. The foundation expects to distribute a significant amount of
support on certain educational projects since this was an area of great concern to S.

A is governed by a board of trustees, all of whom receive significant compensation each year. The trustees
have nominated Mr. G to the probate court having jurisdiction of S's estate as an additional trustee and
educational expert for A. Mr. G is employed with a government agency as the head of one of its
departments. Mr. G has received approval from the agency to serve as a trustee for the foundation. Mr. G
is paid a salary equal to or in excess of the GS- 15, step 7 level. (See 1995 EO CPE Text, page 254). A
will pay Mr. G a salary through the probate court for his services. Because of the amount of his pay and
his employment with a government agency, Mr. G is a disqualified person within the meaning of IRC
4946(c)(3)(B).

Under the facts, payments to Mr. G by the probate court on A's behalf, as compensation for services
provided as A's trustee and education expert, would constitute payments to a disqualified person and an act
of self-dealing under IRC 4941. Although the payments would be made on A's behalf by the probate court
rather than directly by A, this arrangement would not remove the transaction from the prohibition against
self-dealing described in IRC 4941(d)(1)(F).

The proposed compensation payments to Mr. G on A's behalf by the probate court would also be
distinguishable from certain earmarked grants to government officials by intermediary organizations as
described in Reg. 53.4941(d)-1(b)(2) and example (3) of Reg. 53.4941(d)-1 (b)(8). Although the payments
to Mr. G would be made by the court as an intermediary organization, the court had not exercised control
over the selection of Mr. G independent of A.

Mr. G's services as A's trustee and education expert, while also continuing to serve as a government
official, could affect the independence of both A and the Government, since Mr. G would be in a position to
influence both entities. As stated in House Report 91-413 of the Tax Reform Act of 1969, 1969-3 C.B.
315:

     These provisions are not to interfere with legitimate activities
     by private foundations in connection with Government officials,
     while at the same time they minimize the possibility of improper
     influence of the attitude or conduct of such policy-making level
     officials.

See also PLR 9804040 for a ruling holding that a foundation director serving as a compensated chairperson
of a government commission for a period not to exceed 130 days within any 365 day period is not a IRC
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4946(c) government official.

          (5) The Sale of Financial Products -- IRC 4941 Acts
              Between Related Entities and Private Foundations

One of the more intriguing self-dealing issues is the extent a bank or financial institution, serving as a
foundation manager to private foundations, may invest the assets of the private foundation in its own
financial products or the financial products of a financial institution with which the foundation manager has
a historic and continuing business relationship. This matter was discussed in the 1999 EO CPE Text, Topic
P, pages 324 through 326. The Service concluded under the situation discussed in Topic P, that the actions
of TI and the Parent would constitute acts of self- dealing under IRC 4941.

Headquarters has been reviewing other examples along the lines of the 1999 EO CPE scenario.

In one case, the foundation manager, X, is a national banking institution, which serves as trustee of a
number of private foundations. Corporate entities related to the parent corporation of X have created two
business trusts (BTs) under state law to invest in large commercial investments not otherwise available to
the public at large. Under the placement agreement between the parties, X is obligated to use its reasonable
efforts to procure subscriptions for the purchase of beneficial interests in the BTs by eligible investors in
accordance with the provisions of the agreement. For such services, X is contractually entitled to receive a
percentage fee of the amounts procured for subscriptions to the BTs. Thus, the ability of X to procure
subscriptions not only will entitle it to a fee for its efforts, but also establishes its business credibility with
the customer and clients, and enables it to live up to its contract terms with the BTs.

X has invested a significant portion of the assets of one private foundation for which it is a foundation
manager in one of the BTs.

X-Sub, as a wholly-owned subsidiary of X, is a
disqualified person under IRC 4946(a)(1)(E), since X is conceded to
be a foundation manager within the meaning of section 4946(a)(1)(B).
X-Sub also has a business relationship with the BTs and provides sub-
advisory services to the BTs for a fee. Pursuant to the agreement
with the parties, X-Sub, the sub-advisor, has full authority to
manage the assets of the BTs, allocate and reallocate the BTs' assets
among the investment funds and monitor the performance in each
investment fund. It also provides administrative and accounting
services to the BTs, including bookkeeping and distribution of
quarterly reports, and the preparation of financial statements and
tax information reports for investors. In return for these services,
the BTs pay X-Sub a fee equal to a percentage of the BTs' net assets
per annum.

It may be argued that the benefit to X of providing subscriptions to the BTs is magnified. Not only does X
receive a fee directly for the subscriptions secured and not only do such subscriptions build its business
credibility and goodwill with the customers (the trusts), but subscriptions also further the business interests
of its subsidiary, X-Sub, the sub-advisor, a disqualified person, by providing it fees for its services.

The BTs are not merely investment vehicles to serve X's charitable or trust department fiduciary clients
with needed investment opportunities. Rather, they are a complete investment business endeavor serving
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existing general bank customers and non- bank customers alike. Admission as an investor to the BTs is
open to all individual and institutional investors that meet the qualifications for investment under the terms
of the private placement agreement. Thus, the BTs are conducting an investment business endeavor in
which X and its subsidiary have a substantial economic interest by virtue of the contractual relationships
with the BTs. Procuring subscriptions to the BTs furthers the establishment of these endeavors, lends
credibility to them, and generates fees for the disqualified persons.

Accordingly, it could be argued that X's actions constitute acts of self-dealing within the meaning of IRC
4941(d)(1)(E) as use by a disqualified person of the income or assets of X's private foundation accounts for
X's own financial and/or business benefit. In both GCM 39107 and 39632, self dealing was held to exist
merely on the basis that the use of the private foundation assets by the foundation manager to make a loan
to a business customer (at the going interest rate) was self-dealing simply because the use of the assets
enhanced the goodwill of the foundation manager with his customer.  This is the same argument advanced
in the 1999 EO CPE Text, Topic P, pages 324 to 326 as noted above.

Consider the facts of another scenario. M and N are national banking associations. Each is a wholly owned
subsidiary of O. M offers a full range of banking, trust and investment services. M acts as trustee for a
number of trusts and private foundations. In the past, M has contributed the assets of the private
foundations to common trust funds which are maintained exclusively for the collective investment of
monies of trusts and private foundations for which it acts in a fiduciary, agency, or custodial capacity.

M is the investment adviser to P, a family of open-end management investment companies. It has been
represented that each distinct portfolio of assets of P (or mutual fund), qualifies as a regulated investment
company under IRC 851. M  also serves as sub- administrator to P and receives a fee for such services. N
serves as custodian to P and receives a fee for such services. In the future, M will take the place of N as
custodian. It is also possible that in the future M may serve as underwriter as well as principal
administrator to P for which it will receive an appropriate fee. M receives a reasonable fee for serving as
investment adviser to P. Apparently, O and P are unrelated entities to each other.

M has determined, in its capacity as fiduciary of the private foundations participating in the common trust
funds, that such investments be converted to investments in P's funds. There would be no charges for such
conversion. The issue under consideration is whether the investments in P are acts of self- dealing under
IRC 4941.

One view of this proposed conversion is that the investments in P are similar to general banking services. It
is arguably a typical investment activity which is a permissible use of foundation assets entered into for the
purpose of obtaining funds to be used to further the exempt purposes of the private foundations. Therefore,
such services are excluded from the definition of self- dealing by reason of the provision of Reg.
53.4941(d)-2(c)(4)(iii) referring to example (3) of 53.4941(d)-3(c)(2). This type of investment may fall
within the meaning of Reg. 53.4941(d)-2(c)(4), a self-dealing exception, which provides that a bank or
trust company that provides "trust functions" to a foundation, with respect to which the bank or trust
company is a disqualified person, if the services are reasonable and necessary to carry out the exempt
functions of the private foundation.

The view outlined above with respect to the M - P scenario is supported by GCM 39547. In addition to the
rationale expressed in the preceding paragraph which is derived from the text of GCM 39547, the GCM
goes on to distinguish the holding in Rev. Rul. 77-259, 1977- 2 C.B. 387. That ruling holds that the
purchase by a private foundation of a mortgage note from a bank (a disqualified person with respect to the
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private foundation) which in the normal course of its business acquires and sells mortgages, does not fall
within Reg. 53.4941(d)-2(c)(4) and constitutes an act of self-dealing. That regulation does not specifically
exclude "trust functions" from permissible general banking services excepted from self-dealing transactions
under IRC 4941.

In summary, then, there may be a fine line between the two scenarios described in the preceding material.
Perhaps the case of X can be distinguished from the case involving M and P on the facts. There are some
obvious factual differences that come to mind, including the fact that P is an unrelated party to M unlike
the case with X. On the other hand, there may not be that great a difference in facts to rule favorably under
IRC 4941. The Service will continue to study these scenarios before forging future positions.

          (6) IRC 4941, 4942, 4945, and 501(c)(3) -- Employer Related
              Disaster Relief  and Emergency Hardship Organizations

The 1999 EO CPE Text, Topic K, beginning on page 232, discussed IRC 501(c)(3) exemption issues as
well as private foundation issues raised by employer related disaster relief and emergency hardship
organizations. The Topic concluded that such programs were not exempt under IRC 501(c)(3) in that the
organizations served a private as well as public interests, and thus are in conflict with the private benefit
prohibition. Further, the article concluded that tax exemption was also precluded because of the substantial
private benefit to the employer/creator of the private foundation, which constitutes inurement in violation of
IRC 501(c)(3) and IRC 170(c)(2)(B).

The 1999 Topic also addressed private foundation issues, because the employer-related disaster relief and
emergency hardship organizations that the Service had considered were each supported primarily by one
corporation and its related entities. The Topic explained that the employer-related disaster relief and
emergency hardship private foundations engaged in acts of self-dealing under IRC 4941 if they made grants
to employees of the sponsoring employer, and provided grants that were taxable expenditures under IRC
4945(d), and that were not qualifying distributions under IRC 4942(g).

The positions explained in the Topic were reconsiderations of earlier Service positions. After reconsidering
the issue, various PLRs were issued in 1999 (PLRs 199914040; 199917077; 199917079) that revoked
PLRs 9314058, 9544022, and 9516047. The AC(EP/EO) granted retroactive relief for up to six months
from the dates of the letters for the organizations to wrap up any outstanding payments or obligations.

     C. IRC 4942-Private Operating Foundations and Limited Liability
        Companies (LLCs)

PLR 9834033 ruled that the disbursements made by a LLC (hereafter, "D") to operate a family service
support center may be treated by a private operating foundation (POF), within the meaning of IRC
4942(j)(3), as qualifying distributions within the meaning of IRC 4942(g)(1) and (2), for the active conduct
of the POF's activities. The POF and a separate public charity had created D to operate the family service
support center. The POF and the public charity each held a 50 percent interest in D, which under state law
is treated as a corporation, but for federal tax purposes is treated as a partnership.

Reg. 53.4942(b)-1(b)(1) provides that, except as provided in subparagraph (2) or (3), qualifying
distributions are not made by a foundation "directly for the active conduct of activities constituting it
charitable, educational, or other similar exempt purpose" unless such qualifying distributions are used by
the foundation itself, rather than by or through one or more grantee organizations which receive such
qualifying distributions directly or indirectly from such foundation. Thus, grants made to other
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organizations to assist them in conducting activities which help to accomplish their charitable, educational,
or other similar exempt purpose are considered indirect, rather than direct, means of carrying out activities
constituting the charitable, educational, or other similar exempt purpose of the grantor foundation,
regardless of the fact that the exempt activities of the grantee organizations may assist the grantor
foundation in carrying out its own exempt activities.

The only published precedential material to shed any light on this issue is Rev. Rul. 78-315, 1978-2 C.B.
271. In that ruling, a private operating foundation under IRC 4942(j) operated a cultural center. The
managing trustees of the organization formed a separate corporation to act only in a fiduciary capacity on
behalf of the organization in conducting the operations of the cultural center. The corporation receives
property from the organization only to the extent necessary to carry out its fiduciary duties and holds such
property in a fiduciary capacity on behalf of the organization rather than as an absolute owner. It contracts
for goods and services in a fiduciary capacity on behalf of the organization. Rev. Rul. 78-315 concludes
that because the corporation acts only in a fiduciary capacity on behalf of the trust, it is not a grantee
organization that receives qualifying distributions from the organization. Rather it is the trustee of the
organization (a trust). Accordingly, the Ruling holds that the corporation, in its capacity as trustee, makes
qualifying distributions directly for the active conduct of activities constituting the purpose of its function
for which the organization is operated as required by IRC 4942(j)(3)(A).

Returning to PLR 9834033, the Service held that since the POF made a grant to D, in which it maintains a
significant involvement in the active conduct of the program, the distributions will be considered as having
been made directly for the active conduct of its exempt operating purposes, and the foundation will be
considered a private operating foundation under Reg. 53.4942-1(b)(2).

As an alternative, the rationale of Rev. Rul. 78-315 might be applied to find that D was acting as a
fiduciary for the POF in the operation of the POF's program. Thus, one could view D, the LLC, as in no
different position that the corporation in Rev. Rul. 78-315. For a further discussion on LLCs, see Topic H,
this Text.

     D. IRC 4943-Impact on Private Foundation Holding S Corp Stock

The Small Business Job Protection Act of 1996, P.L. 104- 188, permits IRC 501(c)(3) organizations and
IRC 401(a) pension plans to hold stock in S corporations beginning January 1, 1998. See IRC 1361(c)(6).
A charitable remainder trust described under IRC 664 and 4947(a)(2) is not a permitted shareholder of an
S corporation.

IRC 512(e) provides that a shareholder of an S corporation will recognize tax on unrelated business taxable
income on its ownership of S corporation stock regardless of whether the S corporation income is generated
from active or passive interests. However, questions arise under IRC 4943 if the subject organization is a
private foundation.

IRC 4943(a)(1) imposes a tax on the excess business holdings of a private foundation. Under IRC 4943(c),
a private foundation is permitted to hold 20 percent of the stock of a corporation reduced by the percentage
of voting stock owned by disqualified persons to such private foundation. Where the S corporation is
engaged in the active conduct of a trade or business identified as a "business enterprise," there is little doubt
that any private foundation owning more than 20 percent of such stock (alone or in combination with
disqualified persons) will be subject to the tax imposed under IRC 4943. The gray area relates to private
foundation holding in an S corporation whose income is generated from passive sources within the meaning
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of IRC 4943(d)(3)(B).

IRC 4943(d)(3)(B) defines "business enterprise" for purposes of IRC 4943 to exclude a trade or business at
least 95 percent of the gross income of which is derived from passive sources. Gross income from passive
sources includes items excluded by IRC 512(b)(1), (2), (3), (5), and certain other defined income. In the
case of a "C" corporation, it is clear that a corporation having 95 percent or more of passive income as
defined in IRC 4943(d)(3)(B) does not subject the private foundation owner of the C corporation stock to
the IRC 4943 tax regardless of the amount of stock held. Does the same hold true with a private foundation
holding stock in a S corporation which has 95 percent passive source income but which is subject to UBIT?

There are three examples specifically provided for in the regulations wherein private foundations engaged
in activities that may be subject to UBIT are not subject to IRC 4943 taxes. Reg. 53.4943-10(c)(2)
provides that income classified as passive [excluded by IRC 512(b)(1),(2), (3), and (5)] does not lose its
passive character because it is debt financed within the meaning of IRC 514. In addition, for purposes of
IRC 4943, income from passive sources includes income from the sale of goods if the seller private
foundation does not manufacture, produce, physically receive or deliver, negotiate sales of, or maintain
inventories in such goods. Also, under IRC 4943(d)(3)(A) and Reg. 53.4943-10(b), a "business enterprise"
does not include a functionally related business as defined in IRC 4942(j)(4) and Reg. 53.4942(a)-
2(c)(3)(iii). The latter provides that a functionally related business includes an activity that is carried on
within a larger complex of endeavors which is related to the charitable purposes of the organization.
Examples (1) and (2) of Reg. 53.4942(a)-2(c)(3)(iii)(b) provide, in turn, that a "functionally related
business" includes hotel and restaurant activities within an historical museum community and the selling of
advertising space in educational journals to commercial entities even though such private foundation
activities may be subject to UBIT. In the case of passive source S corporation holdings of private
foundations, which is subject to UBIT, there is no specific exception in the regulations. The Service is
reviewing this matter.

     E. IRC 4944 -- Prudent Man/Prudent Investor Rule; "Close
        Scrutiny" Investments

Nonprofit sector periodicals have devoted attention in recent years to new legal standards for fiduciaries
who invest trust or endowment assets. See, for example, Investing in US Securities is a Violation of Your
Fiduciary Duty and Let Go of Your Own Investment Assumptions by John A. Edie and Lowell S. Smith,
Foundation News, November/December 1993 and January/February 1994.

The "Prudent Man Rule" standard has evolved. The Prudent Investor Rule of the American Law Institute's
Restatement of the Law Third, Trusts, adopted in 1992, changed the standard of care to one applied to
investments in the context of the trust portfolio and as a part of an overall investment "strategy" rather than
to each investment. The Uniform Management of Institutional Funds Act (UMIFA), which has been
adopted in various forms by a majority of the states, similarly emphasizes the concept of total return
compared to inflation, and that no investment is per se imprudent.

An overriding concern of many commentators is that foundation fiduciaries must do more than merely
invest in "safe" products to meet expenses (including IRC 4940 taxes and required IRC 4942 payouts) and
fund grant programs. They must also consider inflation adjustments that will otherwise cut into "real
values" and result in losses of purchasing power.

In light of these developments and critiques, commentators have questioned whether the "prudent trustee"
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approach of IRC 4944 should be allowed to lapse. IRC 4944 was enacted in 1969 with regulations first
promulgated in 1972.

Reg. 53.4944-1(a)(2)(i) provides in part that:

     the foundation managers must exercise ordinary business care and
     prudence, under the facts and circumstances prevailing at the
     time of making the investment, in providing for the long- and
     short term financial needs of the foundation to carry out its
     exempt purposes. Foundation managers may take into account the
     expected return (including both income and appreciation of
     capital), the risks of rising and falling price levels, and the
     need for diversification within the investment portfolio. The
     determination whether the investment of a particular amount
     jeopardizes the carrying out the exempt purposes of a foundation
     shall be made on an investment by investment basis, in each case
     taking into account the foundation's portfolio as a whole. No
     category of investments shall be treated as a per se violation
     of section 4944.

The "prudent trustee" approach of the regulations could be viewed as neither entirely consistent with nor
entirely inconsistent with the Prudent Investor Rule and the UMIFA. Further, a view of IRC 4944 must
take into account statutory and policy considerations that may differ from those behind the Prudent Investor
Rule evolving in the ALI Restatement and UMIFA. For example, IRC 4944(c) describes a "program
related investment," which is made primarily for charitable purposes, rather than to produce income or
create property appreciation. Reg. 53.4944-1(a)(2)(i) also provides that IRC 4944 and its Regulations shall
not exempt or relieve any person from compliance with any federal or state law imposing any obligation,
duty, responsibility, or other standard of conduct or with respect to the operation or administration or a
trust to which section 4944 applies. Nor shall any State law exempt or relieve any person from any
obligation, duty, responsibility, or other standard of conduct provided in section 4944 and the regulations
thereunder. For foundation managers, this regulation may be difficult to follow considering that federal tax
and state laws may not be entirely consistent.

In regard to Reg. 53.4944-1(a)(2)(i)'s promulgation that "no category of investments shall be treated as a
per se violation of IRC 4944", the regulations do provide that certain types or methods will be closely
scrutinized. These closely scrutinized investments include: trading in securities on margin; trading in
commodity futures; investments in working interests in oil and gas wells; purchase of "puts", "calls", and
"straddles;" the purchase of warrants; and selling short. In the new Internal Revenue Manual Private
Foundation Handbook (IRM 7.8.3) chapter on IRC 4944, at 16.2.3(3), the following recent investment
strategies are listed that also deserve close scrutiny:

     investment in "junk" bonds; risk arbitrage; hedge funds;
     derivatives; distressed real estate; and international equities
     in third world countries.

Service private letter rulings through the years have been both favorable and adverse on close scrutiny
investments. Recent PLRs that have found investments were not jeopardizing investments under particular
facts and circumstances include PLR 9723045 (small-cap equities; international capital; distressed
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securities; oil and gas; real estate; risk arbitrage; and timberland); PLR 9237035 (commodity futures);
PLR 9451067 (hedge funds; market neutral funds; and oil and gas interests); and PLR 8718006 (gold
mining stock).

In contrast, the Service held adversely in cases with the following facts and circumstances: PLR 8631004
(heavily leveraged investments); G.C.M. 39632 (loans with inadequate collateral); TAM 9627001
(collateralizing margin requirements - - see 1999 EO CPE Text, Topic P, page 338).

     F. IRC 4945 -- Private Foundation Taxable Expenditures:
        Expenditure Responsibility Over Foreign Grantee Regrants

PLR 9717024, January 23, 1997, discussed the expenditure responsibility required of a private foundation
where the initial foreign grantee of the private foundation grant "regrants" the funds to an individual or
another organization to carry out the former's charitable purposes. PLR 9717024 describes how the private
foundation, X, makes grants to organizations (Initial Grantees) to further X's charitable goals. In some
cases, the initial grantee is neither a public charity nor an exempt operating foundation under IRC
4940(d)(2) or one that can meet the good faith determination rules under Reg. 53.4945-5(a)(5) and Rev.
Proc. 92-94, 1994-2 C.B. 507. X, must, and does, exercise expenditure responsibility with respect to such
grants to initial grantees.

PLR 9717024 illustrates that the initial foreign grantees may pursue the charitable goals of X's grants by
making grants ("re- grants") to other organizations or individuals ("secondary grantees"). X's expenditure
responsibility over re-grants to secondary grantees is satisfied as long as the regrants to secondary grantees
have not been earmarked by X for any named secondary grantees. Reg. 53.4945-5(a)(6) establishes that a
non-earmarked grant is, in effect, made by X to the initial grantee and not to the secondary grantee.

A follow up letter to X, dated March 20, 1998, held that X's procedures in awarding grants complied with
the requirements of IRC 4945(g)(1) and 4945(g)(3), and that regrants made according to these procedures
would not result in "taxable expenditures" within the meaning of IRC 4945(d)(3).  The point of this letter is
that the approval of the grant-making procedures is a one-time approval of X's system of standards and
procedures for selecting recipients of grants that meet the requirements of IRC 4945(g)(1). Approval will
apply to succeeding grant programs provided that the standards and procedures under which they are
conducted do not differ materially from those described in X's ruling request. Thus, under the
circumstances, X does not have to ask for additional advance approvals on similar succeeding grant
programs.

     G. IRC 6104(d) -- New Disclosure Rules for Exempt Organizations

New regulations (T.D. 8818, 1999-17 I.R.B. 3), effective June 8, 1999, now require exempt organizations
other than private foundations to furnish requesters with copies of exempt applications and annual
information returns. Congress added private foundations to the IRC 6104(d) disclosure law through the
Tax and Trade Relief Extension Act of 1998 (P.L. 105-277, 112 stat. 2681, Title 1, section D, subsection
2).

However, this inclusion does not take effect until the 60th day after final regulations have been issued that
apply to private foundations. Private foundations continue to be subject to the public disclosure
requirements under IRC 6104(d) and (e), as in effect prior to the Tax and Trade Relief Extension Act of
1998. As of this writing, July 8, 1999, there have been no proposed regulations published on the private
foundation inclusion under IRC 6104(d). The proposed regulations will be published in the near future. See



CPE-FY2000.doc September 1, 1999
(12:31PM)

160

also Topic O, this CPE Text, Final Regulations on Disclosure Requirements for Annual Information
Returns and Applications for Exemption.

4. Headquarters Rulings and Key District Determinations in Public
   Charity Classification and Private Foundation Matters

In Rev. Proc. 99-8, 1998-1 I.R.B. 229, the Service has spelled out the offices of jurisdiction of various
types of exempt organization issues that are presented in ruling or determination requests. Some of the
associated user fees have been eliminated depending on the issue area of the request. We have extracted
section 6.14 of Rev. Proc. 99-8 for the convenience of the reader.

SUMMARY OF EXEMPT ORGANIZATION FEES

This table summarizes the various types of exempt organization issues, indicates the office of jurisdiction
for each type, and lists the applicable user fee. Reduced fees may be applicable in certain instances.

Issue                                             Location      Fee
_____                                             ________      ___

Accounting period and method changes              Nat. Office   $130
Advance approval after recognition of exemption   Ohio KDO      none
Advance ruling period inquiries                   Ohio KDO      none
Amendments, reorganizations, name changes         Ohio KDO      none
Application for recognition of exemption          Ohio KDO      $500
Confirmation of exemption                         Ohio KDO      none
Qualified subsidiaries of section 501(c)(25)      Nat. Office   $500
  Organizations Regulation 301.9100 relief in
  connection with applications for recognition
  of exemption
Section 507 terminations
  (a) Notice under section 507(b)(1) or (2)       Ohio KDO      none
  (b) Advance ruling under 507(b)(1) or (2)       Nat. Office   $2100
Section 514(b)(3) Neighborhood Land Use Rule      Nat. Office   none
Section 4940(d) exempt operating foundation       Ohio KDO      none
  Status
Section 4942(g)(2) set-asides notification        Nat. Office   none
Section 4943(c)(7) extensions of disposal period  Nat. Office   $2100
Section 4945 advance approval of organization's   Ohio KDO      none
  grant making procedures with applications for
  recognition of exemption
Section 4945(f) advance approval voter            Ohio KDO      none
  registration activities
Section 6033 annual information return filing
  requirements
  (a) requested with original application         Ohio KDO      none
  (b) requested after recognition of exemption    Nat. Office   $200
Unusual grants to certain organizations under     Ohio KDO      none
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  sections 170(b)(1)(A)(vi) and 509(a)(2)

The Ohio KDO also issues determinations for no user fees on IRC 4945(f) advance approval requests of
foundation grant making procedures that are separate from exemption applications. See section 7.04(5) of
Rev. Proc. 99-4, 1999-1 I.R.B. 127.
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 Q. TAX-EXEMPT BOND PROGRAM CORRESPONDENCE EXAMINATION TIMELY USE OF
                        PROCEEDS -- ARBITRAGE
                                 by
               Clifford J. Gannett and Gerald V. Sack

1. Introduction

In 1999, the Service will design and implement a correspondence examination project directed at measuring
the level of issuer compliance with the arbitrage rebate requirement of section 148(f) of the Internal
Revenue Code. In the 1980s, Congress determined that, in addition to the arbitrage yield restriction rules,
arbitrage rebate rules were needed to curb the issuance of investment motivated tax-exempt bonds. The
rebate rules were designed to create additional safeguards against issuers obtaining an "arbitrage" benefit
by either issuing bonds prematurely or using bond proceeds in an improper or untimely fashion. Given this
critical role that the arbitrage rebate rules play in ensuring that bonds are issued for proper governmental
purposes, the Service has decided to initiate this project.

2. Project Design

The Service will open correspondence examinations of between 100 and 200 new money tax-exempt bond
issues by issuing a letter (sample letter set forth in Addendum A) and a questionnaire (sample questionnaire
set forth in Addendum B) to issuers. The bond issues examined will be selected by statistically sampling
Forms 8038 filed in 1991 and 1992. Responses to the correspondence examination letter will be reviewed
to determine whether any additional examination activity by a field office is warranted. If additional
examination activity is unnecessary, the examination will be closed.

Data provided during the examinations will be compiled and evaluated. Initial baseline measurements of
noncompliance will be developed from the findings and results of the examinations.

3. Use of Project's Results/Findings

The results of the correspondence examinations will be used to assess the extent to which issuers of tax-
exempt bonds are complying with the arbitrage rebate rules. In particular, the Service will assess whether
issuers are generally calculating and paying rebate to the Service in a timely manner. If substantial
noncompliance is identified in this regard, consideration will be given to developing additional compliance
initiatives.

If particular areas of noncompliance are identified through these examinations, the Service will consider
publicizing such areas of noncompliance in an effort to educate issuers regarding their legal obligations to
pay rebatable arbitrage under section 148(f) of the Code.

4. Conclusion

The arbitrage rebate rules are intended to eliminate any incentive on the part of issuers to issue bonds in
order to take advantage of an investment opportunity. This goal can only be met if issuers meet their
obligations under section 148(f) of the Code. This project is designed to accomplish the critical task of
measuring issuer compliance in this regard.

                             ADDENDUM A

                           (Sample Letter)



CPE-FY2000.doc September 1, 1999
(12:31PM)

163

                                   Person to Contact
Issuer
Street Address                     ID #
City, State, Zip Code
                                   Contact Telephone Number

                                   Date

EIN

Re: [Insert name of bond issue from line 7 of Form 8038 and/or CUSIP
    number(s) and/or Report Number(s)]

Dear Sir or Madam:

In Announcement 93-92, the Internal Revenue Service (the "Service") announced that it would initiate an
expanded compliance program for tax-exempt bonds. We have selected the bond issue named above for
examination as part of a correspondence examination project initiated by the Service to measure
compliance with the arbitrage rebate requirement of section 148 of the Internal Revenue Code.

The examination relates only to the identified municipal financing arrangement. No other municipal
financing arrangements or the general operations of the issuer are within the scope of the examination.

This examination is designed to be conducted through correspondence. Attached you will find a list of
questions by which we request certain information regarding the issue under examination. Please submit
your reply within 30 days of the date of this letter to:

     Key District Office
     Street
     City, State  ZIP

Whether further examination activity is necessary with respect to the bond issue will be determined based
on your responses to the attached questions.

Issuer Name

If you intend to authorize a representative to represent you with respect to this matter, a power of attorney
must be filed with the Service before your representative can receive or inspect confidential information
from the Service. A Form 2848, Power of Attorney and Declaration of Representative, or any other
properly written power of attorney or authorization may be used for this purpose.

Thank you for your cooperation in this matter. Please feel free to call me at the telephone number listed
above.

                                   Sincerely,

                                   (Agent & Contact)

                             ADDENDUM B

                       (Sample Questionnaire)

                             ATTACHMENT
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     1. In Part I, line 6, of the Form 8038, Information Return for
        Tax-Exempt Private Activity Bond Issues, that you filed with
        respect to your issuance of [Name of Issue], you state that
        the date of issue of the bond issue was [Date of Issue].
        Please confirm that this information is accurate.

     2. If the issue has been discharged, please indicate the date
        that the issue was discharged.

     3. Based on the issue date set forth on the Form 8038, the first
        due date for any necessary rebate payment has passed.
        Payments of rebate under section 148(f) of the Code must be
        made for a computation date that is not later than 5 years
        after the issue date and in 5-year intervals after such date.
        In addition, a final rebate computation must be made as of
        the date the issue is discharged. Please provide the
        following information with respect to your determination of
        whether you owed rebate on any rebate payment date:

          a. State the dates you treated as rebate computation dates
             and rebate payment dates.

          b. Provide copies of any rebate computations including bond
             yield computations completed with respect to your rebate
             liabilities with respect to the issue. If no rebate
             computations were completed, please explain why such
             computations were not completed.

          c. Under the Code and applicable regulations, a variety of
             exceptions may apply to a bond issue that would reduce
             or eliminate the requirement to pay over arbitrage
             earnings. Please state which exceptions, if any, have
             been relied upon to reduce or eliminate the need to make
             rebate payments and provide copies of all applicable
             elections. If any elections constitute part of a larger
             document, you may, instead of sending the entire
             document, send the first page, the page(s) that includes
             the pertinent elections, and the signature page(s).

          d. Please state the amount of proceeds allocated to
             reimburse expenditures incurred before the date of issue
             of your issue.

          e. If rebate was owed as of any payment dates, were Forms
             8038-T, Arbitrage Rebate and Penalty in Lieu of
             Arbitrage Rebate, filed with the Service and payment
             made on a timely basis?  If yes, provide copies of filed
             Forms 8038-T. If not, please explain why the Forms were
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             not filed.

          f. Did you elect under section 148(f)(4)(C) of the Code on
             or before the issue date to pay penalty in lieu of
             rebate?  If you did, please provide a copy of your
             election. As indicated above, you do not need to send
             the entire document if the first page, the page(s)
             including the election and the signature page(s) are
             provided. Also, provide a schedule or other
             documentation regarding expenditures and copies of any
             Forms 8038-T filed to pay such penalties.

          g. Have you made any claims to recover an overpayment of
             rebate?  If so, please provide copies of any claims
             submitted and any correspondence from the Service
             indicating a recovery of overpayment from the Service.

These questions are designed to gather the information needed to measure compliance with the arbitrage
rebate requirement. Please feel free to provide us with whatever additional information you believe may
assist us in this effort.
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          R. CHARITABLE SPLIT-DOLLAR INSURANCE TRANSACTION

In Notice 99-36, 1999-26 I.R.B. 1, dated June 14, 1999, the Service addressed certain tax issues relating to
charitable split-dollar insurance transactions. Notice 99-36 is reproduced in its entirety as follows:
                            Notice 99-36
           Charitable Split-Dollar Insurance Transactions
         1999 IRB LEXIS 253; 1999-26 I.R.B. 1; Notice 99-36
                            June 14, 1999
This notice is to alert taxpayers and organizations described in section 170(c) of the Internal Revenue Code
(including charities described in section 501(c)(3)) about certain charitable split-dollar insurance
transactions that purport to give rise to charitable contribution deductions under sections 170 or 2522.
Taxpayers and these organizations should be aware that these transactions will not produce the tax benefits
advertised by their promoters. Furthermore, promoters of these transactions, and taxpayers and
organizations participating in them, may be subject to other adverse tax consequences, including penalties.

In general, a charitable split-dollar insurance transaction involves a transfer of funds by a taxpayer to a
charity, with the understanding that the charity will use the transferred funds to pay premiums on a cash
value life insurance policy that benefits both the charity and the taxpayer's family. Typically, as part of this
transaction, the charity or an irrevocable life insurance trust formed by the taxpayer (or a related person)
purchases the cash value life insurance policy. The designated beneficiaries of the insurance policy include
both the charity and the trust. Members of the taxpayer's family (and, perhaps, the taxpayer) are
beneficiaries of the trust.

In a related transaction, the charity enters into a split- dollar agreement with the trust. The split-dollar
agreement specifies what portion of the insurance policy premiums is to be paid by the trust and what
portion is to be paid by the charity. The agreement specifies the extent to which each party can exercise
standard policyholder rights, such as the right to borrow against the cash value of the policy, to partially or
completely surrender the policy for cash, and to designate beneficiaries for specified portions of the death
benefit. The agreement also specifies the manner in which it may be terminated and the consequences of
such termination. Although the terms of these split-dollar agreements vary, the common feature is that, over
the life of the split-dollar agreement, the trust has access to a disproportionately high percentage of the
cash- surrender value and death benefit under the policy, compared to the percentage of premiums paid by
the trust.

As part of the charitable split-dollar insurance transaction, the taxpayer (or a related person) transfers
funds to the charity. Although there may be no legally binding obligation expressly requiring the taxpayer
to transfer funds to the charity to assist in making premium payments, or expressly requiring the charity to
use the funds transferred by the taxpayer for premium payments in accordance with the split-dollar
agreement, both parties understand that this will occur.

The structure of charitable split-dollar insurance transactions varies. In some cases, a member of the
taxpayer's family, a family limited partnership, or another type of intermediary related to the taxpayer is
used as an intermediary rather than an irrevocable life insurance trust. This notice applies to any charitable
split-dollar insurance transaction, regardless of whether a trust or some other type of related intermediary is
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used in the transaction.
Generally, to be deductible as a charitable contribution under section 170 or 2522, a payment to charity
must be a gift. A gift to charity is a payment of money or transfer of property without receipt of adequate
consideration and with donative intent. See Rev. Rul. 67-246, 1967-2 C.B. 104, which holds that a
payment to charity may be deductible, to the extent it exceeds the fair market value of the benefit received,
if the excess is paid with donative intent; and section 1.170A-1(h) of the Income Tax Regulations. See also
U.S. v. American Bar Endowment, 477 U.S. 105 (1986), in which participants in a group insurance
program operated by a charity were denied a charitable contribution deduction for a portion of the premium
paid to the charity because the participants failed to show that they knowingly made payments to the
charity in excess of the fair market value of the insurance.

However, regardless of whether a taxpayer receives a benefit in return for a transfer to charity or has the
requisite donative intent, sections 170(f)(3) and 2522(c)(2) provide that generally no charitable deduction is
allowed for a transfer to charity of less than the taxpayer's entire interest (i.e., a partial interest) in any
property. Thus, no charitable contribution deduction is permitted when a taxpayer assigns a partial interest
in an insurance policy to a charity. See Rev. Rul. 76-1, 1976-1 C.B. 57, which holds that a transfer to
charity of an annuity contract constitutes a nondeductible gift of a partial interest where the transferor
effectively retains the right under the annuity contract to purchase life insurance at reduced rates; and Rev.
Rul. 76-143, 1976-1 C.B. 63, which holds that a transferor's irrevocable assignment of the cash surrender
value of a life insurance policy to a charity, while retaining the right to designate the beneficiary and to
assign the balance of the policy, is a transfer to charity of a nondeductible partial interest under section
170(f)(3).

Promoters of charitable split-dollar insurance transactions contend that a taxpayer participating in such a
transaction is entitled to a charitable contribution deduction under section 170 or 2522 for the funds
transferred to the charity. First, they contend that the funds transferred to the charity constitute unrestricted
gifts because there is no obligation that legally binds the charity to pay the policy premiums with those
funds. Second, promoters contend that charitable split-dollar insurance transactions do not violate the
partial-interest rule in section 170(f)(3) or 2522(c)(2) because the taxpayer generally is not a party to the
split-dollar agreement with the charity and has no interest in the insurance policy.

In analyzing the federal tax consequences of a particular transaction, the Service is not required to respect
the form of a taxpayer's transaction when to do so would yield a result that is inconsistent with the
substance of the transaction. See Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945); Gregory
v. Helvering, 293 U.S. 465, 469-470 (1935). In Blake v. Commissioner, T.C.M. 1981- 579, aff'd, 697
F.2d 473 (2d Cir. 1982), a taxpayer contributed appreciated stock to a charity. The charity sold the stock
and used the proceeds to purchase the taxpayer's yacht at an inflated price. The Tax Court disregarded the
form of the transaction and taxed it in accordance with its substance -- as if the taxpayer had sold the stock
and contributed the yacht to the charity. On appeal, the taxpayer contended that the charity had no legally
binding obligation to purchase the yacht and that absent such an obligation the transactions must be treated
according to their form. The Second Circuit disagreed with the taxpayer and held that there was a legal
obligation on behalf of the charity to purchase the yacht, based on the doctrine of promissory estoppel. The
court went on to state that "even if [the charity] were not legally obligated, the Tax Court's finding that the
transactions were undertaken pursuant to an understanding arrived at in advance is sufficient to sustain the
Commissioner's position." 697 F.2d at 474-475. See also Rev. Rul. 76- 1, in which a taxpayer is treated, in
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substance, as retaining a right under an annuity contract to purchase life insurance at reduced rates even
though, in form, the taxpayer had transferred complete ownership of the annuity contract to charity.
Similarly, in a charitable split-dollar insurance transaction, the Service will apply the substance-over-form
doctrine based on the mutual understanding between the taxpayer, the trust (or other related intermediary),
and the charity. The Service will treat the transaction as one in which the taxpayer obtains an insurance
policy, pays premiums with respect to that policy, and transfers some of the rights under that policy to the
trust and the remaining rights to charity. Because a taxpayer participating in a charitable split- dollar
insurance transaction is treated as dividing the rights in the insurance policy between the trust and charity,
the taxpayer does not come within the "transfer-of-an-entire-interest" exception to the partial-interest rule
of sections 170(f)(3)(B)(ii) and 1.170A- 7(a)(2)(i) of the Income Tax Regulations. Thus, the Service will
treat a taxpayer's participation in a charitable split-dollar insurance transaction as violating the partial-
interest rule in sections 170(f)(3) and 1.170A-7(a)(2)(i), and no income tax deduction under section 170
will be allowed to the taxpayer with respect to such a transaction. Similarly, pursuant to sections
2522(c)(2) and 25.2522(c)-3(c)(1)(i) of the Gift Tax Regulations, no gift tax deduction under section 2522
will be allowed.

Promoters of charitable split-dollar insurance transactions contend that the assumptions used to value
current life insurance protection under Rev. Rul. 64-328, 1964-2 C.B. 11, as clarified in Rev. Rul. 66-110,
1966-1 C.B. 12, are relevant in determining the value of benefits received by, and the amount of charitable
deduction allowed to, taxpayers participating in these transactions. However, these revenue rulings do not
apply to charitable split-dollar insurance transactions. Moreover, because the partial-interest rule does not
allow any charitable deduction with respect to charitable split-dollar insurance transactions, there is no
reason to determine the value of benefits received by the taxpayer in those transactions.

Depending on the facts and circumstances, the Service may challenge, on the basis of private inurement or
impermissible private benefit, the tax-exempt status of a charity that participates in charitable split-dollar
insurance transactions. In appropriate circumstances, the Service may assess taxes on excess-benefit
transactions under section 4958, or self-dealing under section 4941, against any disqualified person who
benefits from the charitable split-dollar insurance transaction and against certain of the charity's managers.
The Service may also assess taxes on taxable expenditures under section 4945 against any private
foundation that participates in such transactions and against certain of the foundation's managers. In
addition, a charity that provides written substantiation of a charitable contribution in connection with a
charitable split-dollar insurance transaction may be subject to penalties for aiding and abetting the
understatement of tax liability under section 6701. The Service also will consider whether to require
charities to report participation in charitable split-dollar insurance transactions on their annual information
returns.

In addition, the Service may impose penalties on participants in charitable split-dollar insurance
transactions, including the accuracy-related penalty under section 6662, the return-preparer penalty under
section 6694, the promoter penalty under section 6700, and the penalty under section 6701 for aiding and
abetting the understatement of tax liability.

DRAFTING INFORMATION

The principal author of this notice is Susan Kassell of the Office of Assistant Chief Counsel (Income Tax
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and Accounting). For further information regarding this notice, contact Ms. Kassell at (202) 622-4930 (not
a toll-free call).
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            S. AFFILIATIONS AMONG POLITICAL, LOBBYING AND
                      EDUCATIONAL ORGANIZATIONS
                                 by
                Ward L. Thomas and Judith E. Kindell

1. Introduction

Issues of concern to people may arise in many contexts. They may wish to educate the public about the
issue, to influence legislation concerning the issue, or to influence election campaigns based on candidates'
views on the issue. To do so, they form different types of exempt organizations to carry on these different
activities. In an increasingly common arrangement, an IRC 501(c)(3) educational organization formally or
informally affiliates with an IRC 501(c) (4), (5), or (6) lobbying organization with a related IRC 527
political organization or PAC. For instance, in a House ethics investigation of then-Speaker Newt Gingrich,
Mr. Gingrich's counsel submitted an exhibit showing 26 such groups, including such well- known
organizations as the National Organization of Women and the Sierra Club, where the organizations in each
group shared a common address. See "Report of Counsel for Respondent," Jan. 16, 1997, reprinted in 97
TNT 16-78. Such an affiliated group of organizations is typically committed to a certain idea or movement,
such as civil rights, family values, or environmental preservation.

Are such affiliations of IRC 501(c)(3) organizations with non- IRC 501(c)(3) organizations permissible
under IRC 501(c)(3)? Are any arrangements impermissible under Subchapter F? Does the form of the
affiliation matter? Are there any potential problems to watch out for on audit? This article will address
these issues, with a focus on the exemption of the IRC 501(c)(3) organization affiliated with other
organizations engaged in political intervention and substantial lobbying. These issues were also discussed
in some detail in 1993 CPE 400 and 1997 CPE 261--the reader is also directed to those articles for the
discussion therein, and for a fuller treatment of political intervention and lobbying issues affecting exempt
organizations generally.

2. Formation and Control of IRC 501(c)(3) Organizations by Non-IRC
   501(c)(3) Persons

     A. Control by IRC 501(c) Organization

The longstanding Service position is that an IRC 501(c)(3) organization may under proper circumstances
be formed and controlled by an organization exempt under another subsection of IRC 501(c). For instance,
Rev. Rul. 54-243, 1954-1 C.B. 92, cited in Rev. Rul. 77- 232, 1977-2 C.B. 71, and Rev. Rul. 58-293,
1958-1 C.B. 146, held that an IRC 501(c) organization may set up a separate IRC 501(c)(3) fund. IRC
509(a)(3) specifically contemplates, in a notably obscure fashion, that a 509(a)(3) supporting organization
may be controlled by a publicly supported IRC 501(c)(4), IRC 501(c)(5), or IRC 501(c)(6) organization.
Rev. Rul. 77-272, 1977-2 C.B. 191, held exempt under IRC 501(c)(3) an organization operated by labor
union representatives and formed to operate a program created by the union. Also, Example (7) of Reg.
56.4911-7(f) sets forth as an example of an affiliated group for purposes of IRC 4911(f) an IRC 501(c)(4)
organization controlling two IRC 501(c)(3) organizations.

     B. Control by Individuals Associated With Non-IRC 501(c)
         Organization

Similarly, an IRC 501(c)(3) organization may be formed and controlled by one or more individuals
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affiliated with a particular taxable or other non-IRC 501(c) organization. Rev. Rul. 66-219, 1966- 2 C.B.
208, held that an IRC 501(c)(3) organization may be formed and controlled by a single individual or
trustee. In Rev. Rul. 66-358, 1966-2 C.B. 218, an organization held exempt under IRC 501(c)(3) had a
board consisting solely of officers of a particular taxable corporation. Many taxable corporations establish
private foundations controlled by officers of the corporations through which they conduct charitable
activities. However, the activities of the related foundation must not be for the benefit of the corporation.
For example, Rev. Proc. 76-47, 1976-2 C.B. 670, and Rev. Proc. 80-39, 1980-2 C.B. 772, require that a
private foundation's selection committee for any employer-related scholarship and loan program be
comprised of individuals unrelated to the employer. If not, the activity is not charitable.

Bob Jones Univ. Museum & Gallery, Inc. v. Commissioner, TCM 1996-247, held exempt under IRC
501(c)(3) a separately incorporated museum on the campus of Bob Jones University (a non- exempt
university), finding any benefit to the University incidental. The museum had a self-perpetuating board of
five directors that included two University officials (Bob Jones Jr. and Bob Jones III), and three of its four
officers were also high University officials. In discussing whether the presence of University officials on the
museum's board would unduly benefit the University, the court noted that overlapping boards are not
necessarily impermissible (citing Rev. Rul. 66-358), that University employees did not control the board,
and that control would be relevant only if the museum made unreasonable payments to the University.

So, the issue is not whether another entity controls the IRC 501(c)(3) organization, but whether the
controlling entity uses its control for its own benefit. For instance, courts have found a substantial non-
exempt purpose to benefit a for-profit entity where its principals control or influence an IRC 501(c)(3)
organization that is used to generate business for the for-profit entity. See, e.g., est of Hawaii v.
Commissioner, 71 T.C. 1067 (1979), affirmed by unpublished opinion, 647 F.2d 170 (9th Cir. 1981);
P.L.L. Scholarship Fund v. Commissioner, 82 T.C. 196 (1984); Church by Mail, Inc. v. Commissioner,
765 F.2d 1387 (9th Cir. 1985); International Postgraduate Medical Foundation v. Commissioner, T.C.M.
1989-36; KJ's Fund Raisers, Inc. v. Commissioner, 98-2 U.S.T.C. 50,869 (2d Cir. 1998). Similarly, there
are ways in which an IRC 501(c)(3) organization may improperly benefit an affiliated IRC 501(c)(4) or
IRC 527 organization, resulting in a political intervention by the IRC 501(c)(3) organization or a
substantial non-exempt purpose to benefit the non-IRC 501(c)(3) organization.

American Campaign Academy v. Commissioner, 92 T.C. 1053 (1989), held not exempt under IRC
501(c)(3) an organization organized primarily to conduct a school for political campaign professionals. The
court found a substantial purpose to benefit Republican organizations and candidates. One of the factors
that influenced the court's decision was that one of the three initial directors was Executive Director of the
National Republican Congressional Committee (NRCC), and another was a member of the Republican
National Committee. However, there were also other adverse factors. The organization grew out of the
NRCC's training program, and was funded exclusively by the National Republican Congressional Trust.
Course materials had a partisan bias, with discussions such as "How Some Republicans Have Won Black
Votes" and "Use of GOP Allies". Student applicants' political affiliations were apparent from their
applications. In addition, the organization helped place graduates in campaigns, all (or nearly all) of which
were for Republican candidates. So, American Campaign Academy does not hold that mere control of an
organization by operatives of a particular political party is sufficient to show a substantial non-exempt
purpose to benefit private interests.

3. Formation and Control by IRC 501(c)(3) Organization of Non-IRC
   501(c)(3) Organizations
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     A. Formation and Control of Other Organizations

Generally, the Service will respect the separate corporate existence of corporations formed by IRC
501(c)(3) organizations. Several GCMs (most recently, G.C.M. 39776 (Aug. 25, 1988)) state that an IRC
501(c)(3) organization can establish a subsidiary to conduct activities that the IRC 501(c)(3) organization
could not, unless the subsidiary is a mere arm, agent, instrumentality, or integral part of the IRC 501(c)(3)
parent. These GCMs are based fundamentally on Moline Properties, Inc. v. Commissioner, 319 U.S. 436
(1943), which held that, for income tax purposes, a taxpayer cannot ignore the form of the corporation that
he creates for a valid business purpose or that subsequently carries on business, unless the corporation is a
sham or acts as a mere agent. In Moline, the taxpayer argued that his wholly owned corporation should be
disregarded, but courts generally apply the principle that a corporation should be treated as a separate
entity whether the taxpayer or the Service seeks to pierce the corporate veil. With exempt organizations,
this principle tends to favor the taxpayer.

One exception to the Moline doctrine is for sham organizations. An organization is not considered a sham
for tax purposes unless it is organized solely to avoid taxes rather than for a substantial business purpose,
and it conducts no substantial business. See, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); Higgins v.
Smith, 308 U.S. 473 (1940). What is a valid business purpose for an exempt organization? Exempt
organizations often do not conduct "business" in the usual sense of the term. In the context of exempt
organizations, "business" is construed as activity permitted under the particular Code section. See G.C.M.
39598 (Dec. 8, 1986). So, an IRC 501(c)(4) organization created to solicit contributions and lobby to
further pro-life or pro-choice causes can promote social welfare and so have a valid business purpose.

Moline also provides that a corporation's activities are attributable to another where it is acting merely as
the other's agent. When will this be the case? Because of the potential for after-the-fact tax avoidance or
gamesmanship, the Supreme Court set out narrow circumstances in which a taxable corporation may be
regarded as an agent for tax purposes. In essence, the organization's agency must be unambiguous.
National Carbide Corp. v. Commissioner, 336 U.S. 422 (1949), set forth several considerations and
requirements:

Whether the corporation operates in the name and for the account of the principal, binds the principal by its
actions, transmits money it receives to the principal, and whether income is attributable principal's
employees or assets are relevant considerations for determining if true agency exists. If the corporation is a
true agent, its relations with its principal must not be dependent upon the fact that it is owned by the
principal, if such is the case. Its business purpose must be carrying on of the normal duties of an agent.

Commissioner v. Bollinger, 485 U.S. 340 (1988), held that a corporation acted as its shareholders' agent
for a particular asset because the agency agreement was written contemporaneously, the corporation acted
solely as an agent, and the corporation held itself out as agent in all dealings with third parties.

Center on Corporate Responsibility, Inc. v. Schultz, 368 F.Supp. 863 (D.D.C. 1973), held exempt under
IRC 501(c)(3) an organization with a taxable "sister" organization, with a similar name and goals, that
engaged in certain activities (for example, acting as a plaintiff in proxy contests, which the Service
regarded as improper for the IRC 501(c)(3) organization to conduct) that the IRC 501(c)(3) organization
could not conduct. The IRC 501(c)(3) organization sought, through education and litigation, to promote
social welfare considerations in corporate decisions. The four members of the taxable organization's board
also served on the IRC 501(c)(3) organization's 16-member board. The taxable organization was separately
incorporated and maintained separate bank accounts, but shared office space and some personnel with the
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IRC 501(c)(3) organization, evidently with the arrangement that it would reimburse the IRC 501(c)(3)
organization for an allocable share of expenses. The court noted that the Service had previously permitted
interlocking directorates and overlapping personnel between IRC 501(c)(3) and non-IRC 501(c)(3)
organizations (for example, the identity of directors and officers between the ACLU and its recognized IRC
501(c)(3) affiliate). Further, the organizations were separate, had separate bank accounts, and held
themselves out as separate entities; and found any support of the taxable organization by the IRC 501(c)(3)
organization (even if it did not further exempt purposes) to be insubstantial.

     B. Formation and Control of IRC 501(c)(4) Organization

An IRC 501(c)(3) organization can establish and control an IRC 501(c)(4) organization to conduct
lobbying. Regan v. Taxation With Representation of Washington, 461 U.S. 540 (1983), held that the IRC
501(c)(3) prohibition of substantial lobbying was constitutional, concluding that an organization's right to
speak need not be subsidized. The Supreme Court noted that the organization could have used a dual
structure (as it had in the past), with an IRC 501(c)(4) organization for lobbying and an IRC 501(c)(3)
organization for other activities; that there is apparently no prohibition against an IRC 501(c)(3)
establishing an IRC 501(c)(4) lobbying affiliate; and that the Service apparently requires only that the two
groups be separately incorporated and keep records adequate to show that tax- deductible contributions are
not used to pay for lobbying. The Supreme Court emphasized the importance of the IRC 501(c)(4)
alternative to its Taxation With Representation holding in a subsequent opinion, FCC v. League of Women
Voters of California, 468 U.S. 364, 399-401 (1984).

Consistent with the principles of Moline, the Service will recognize the IRC 501(c)(4) subsidiary and its
activities as separate from the IRC 501(c)(3) parent under the following circumstances:

     1. The IRC 501(c)(4) subsidiary must be separately organized.

     2. The IRC 501(c)(4) subsidiary must keep records and bank
     accounts separate from those of the IRC 501(c)(3) parent.

     3. If there are overlapping paid officers, directors, or
     employees, their time must be allocated between the
     organizations based on the activities they work on for the
     respective organizations.

     4. The organizations must reasonably allocate other shared
     goods, services, and facilities.

In essence, an organization affiliated with an IRC 501(c)(3) organization must observe the formalities of its
separate organizational status and deal with the IRC 501(c)(3) organization at arm's length. Otherwise, its
activities may be considered activities of the IRC 501(c)(3) organization, especially if the IRC 501(c)(3)
organization provides any subsidy.

Also, under proper circumstances, an IRC 501(c)(3) organization may distribute an educational document
to further an educational purpose without being considered to have lobbied even if the same document is
simultaneously or later distributed in a lobbying communication by the same organization or by an IRC
501(c)(4) organization. See Reg. 56.4911-2(b)(2)(v).

     C. Formation and Control of IRC 527 Organization
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An IRC 501(c)(3) organization cannot establish an IRC 527 organization to conduct political intervention
activities that it could not directly conduct. See S. Rep. No. 93-1374, 93d Cong., 2d Sess. 30 (1974),
1975-1 C.B. 517, 534 and Reg. 1.527-6(g). Under IRC 527, an IRC 501(c) organization that establishes a
separate segregated fund may incur certain expenditures without being subject to tax because regulations
concerning expenditures allowed under Federal Election Commission (FEC) rules and indirect expenditures
were reserved. Reg. 1.527-6(b)(2) and Reg. 1.527-6(b)(3). The Supplementary Information to the final
regulations, T.D. 7744, 1981-1 C.B. 360, explains that when these two subparagraphs are adopted as a
final regulation, they will apply prospectively. To date, these regulations have not been promulgated. Thus,
an IRC 501(c) organization can treat these expenditures as not taxable under IRC 527(f). As noted, under
FEC rules, a corporation that establishes a connected political action committee (PAC) may incur certain
expenditures without it being considered a contribution. See 11 C.F.R. section 114.1(a)(2)(iii) and 11
C.F.R. section 114.5. These activities would nonetheless constitute an intervention by the IRC 501(c)(3)
organization. Thus, an IRC 501(c)(3) organization may not establish a connected federal PAC that would
support or oppose candidates for public office.

In limited situations, an IRC 501(c)(3) organization could, however, establish an IRC 527 organization
solely to conduct exempt functions under IRC 527 that would qualify as lobbying under IRC 501(c)(3)
(i.e., attempting to influence the selection of a federal judge). See Notice 88-76, 1988-2 C.B. 392;
Announcement 88- 114, 1988-37 I.R.B. 26.

4. Formation and Control by IRC 501(c) Organization of IRC 527
   Organization

While IRC 501(c)(3) and other IRC 501(c) organizations may not participate in political activities, other
IRC 501(c) organizations are not similarly prohibited. So, an IRC 501(c)(4), IRC 501(c)(5), or IRC
501(c)(6) organization may conduct political intervention activities and may establish and control a
separate segregated fund to conduct exempt functions under IRC 527, so long as political intervention is
not its primary activity. Political intervention does not promote social welfare (Reg. 1.501(c)(4)-
1(a)(2)(ii)). However, an IRC 501(c)(4) organization may intervene in political campaigns if it primarily
engages in activities that promote social welfare. Rev. Rul. 81-95, 1981-1 C.B. 332. Similar rules apply to
IRC 501(c)(5) and IRC 501(c)(6) organizations. However, so the IRC 501(c) organization is treated
similar to an IRC 527 organization, its political expenditures are taxable under IRC 527(f) to the extent of
its investment income. Thus, the Code and regulations encourage an IRC 501(c) organization to establish a
separate segregated fund if it contemplates political campaign intervention, to avoid the tax imposed by
IRC 527(f) on direct expenditures by the IRC 501(c) organization.

5. IRC 501(c)(3) Officials Acting in Individual Capacity

The fact that an IRC 501(c)(3) organization cannot establish an IRC 527 organization does not mean that
the officials of the IRC 501(c)(3) organization cannot, in their capacity as individuals, establish an IRC
527 organization. Those individuals have First Amendment rights to form associations with others and to
engage in politics, even if they are also involved with an IRC 501(c)(3) organization. The individuals may
form a non-connected political action committee under FEC rules. See Advisory Opinion 1984-12 (May
31, 1984).

Where do we draw the line between an IRC 501(c)(3) organization "establishing" an IRC 527 organization,
on the one hand, and IRC 501(c)(3) officials acting in their individual capacity establishing an IRC 527
organization, on the other? What does it mean for one organization to "establish" another? Basically, there
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are three requirements.

First, an IRC 501(c)(3) organization cannot formally control an IRC 527 organization. For instance, it
cannot have the right to appoint (or approve) the board of the IRC 527 organization. The governing
documents of the IRC 501(c)(3) or IRC 527 organization cannot say that the IRC 501(c)(3) board
members constitute the IRC 527 board members. There should be no such formal affiliation.

Second, none of the IRC 501(c)(3) organization's assets can be used to set up or operate the IRC 527
organization. There are many ways in which IRC 501(c)(3) assets can be used to support an IRC 527
organization, which must be avoided. An organization's assets include its funds and investment assets,
facilities and equipment, personnel, mailing lists, and its name or goodwill. If personnel, facilities, or
equipment are shared, then there must be reasonable allocations of expenses based on arm's-length
standards, and records kept to substantiate the allocations, including the time spent by shared employees
working for each organization.

Unlike other assets of the IRC 501(c)(3) organization, its mailing list may be unique and so particularly
valuable to one or more political organizations or candidates. Thus, the IRC 501(c)(3) organization may
not sell or rent its mailing list to the IRC 527 organization without making it available to all other political
organizations and candidates on an equal basis. Any dealings also must be on arm's-length terms.

Since the IRC 527 organization is created by individuals and not by the IRC 501(c)(3) organization it
should not use the name of the IRC 501(c)(3) organization as part of its name. This is distinguishable from
the situation in which the IRC 501(c)(3) organization is affiliated with an IRC 501(c) organization with a
similar name that has a related IRC 527 organization. The IRC 527 organization is required to include the
name of the connected organization (the IRC 501(c)(4) organization) in its name. See 11 C.F.R. section
102.14(c). In that instance, it is the name of the IRC 501(c)(4) organization that is being used, and not that
of the IRC 501(c)(3) organization, despite the similarity in names.

Third, any IRC 501(c)(3) officials assisting the IRC 527 organization must truly be acting only in their
individual capacity, which is a factual issue. Agency principles determine whether the IRC 501(c)(3)
organization has authorized or ratified the acts of those individuals as official acts of the IRC 501(c)(3)
organization. For instance, the following statements and other acts would ordinarily be attributable to the
IRC 501(c)(3) organization, absent other facts:

     * Transaction of business of the IRC 527 organization on
       stationery bearing the letterhead of the IRC 501(c)(3)
       organization or signed by IRC 501(c)(3) officials in such
       capacity (e.g., "John Doe, President of IRC 501(c)(3)
       organization").

     * Acts explicitly authorized by the IRC 501(c)(3) organization's
       board of directors.

     * Statements published by the IRC 501(c)(3) organization in its
       official publications (including Internet sites) or in mass
       media advertisements or programs acknowledged as produced by
       the organization, except where the statement is clearly
       attributed to someone other than persons who normally speak
       for the organization.
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     * Statements made by officials at official events of the IRC
       501(c)(3) organization.

Even if the IRC 501(c)(3) organization did not establish the IRC 527 organization, it might indirectly
intervene in a campaign or operate for a substantial nonexempt purpose if it improperly coordinates or
colludes with the IRC 527 entity. For example:

     * Joint fundraising mailings or events.

     * Coordinating the content, timing, or distribution of
       information materials;

     * Distribution by the IRC 501(c)(3) organization of materials
       prepared by the IRC 527 organization, or vice versa. Reg.
       56.4911-2(b)(2)(v) may provide  general guidance in this
       regard.

Similar concerns underlie FEC regulations that determine whether expenditures by a PAC are independent
of a candidate's campaign or are a contribution in kind to the candidate. See 11 C.F.R. section 109.1.
While coordination may often be difficult to prove , any public statements or private memoranda
(particularly those of the IRC 501(c)(3) organization) indicating coordination between the officials or
agents of the two organizations would be damaging. The mere presence of common officials in both
organizations would not prove coordination. In some cases, however, an activity (for example, publishing a
position paper or press release several weeks before an election that is a thinly-veiled endorsement or attack
of a candidate) may be political intervention even without evidence of coordination with an IRC 527
organization or candidate.

6. Trios of Organizations

So far, we have considered several combinations of two organizations:

     * An IRC 501(c) organization establishing an IRC 501(c)(3)
       organization, which is permissible;

     * An IRC 501(c)(3) organization establishing an IRC 501(c)(4)
       organization to conduct lobbying, which is permissible;

     * An IRC 501(c)(3) organization establishing an IRC 527
       organization, which is not permissible;

     * An IRC 501(c) organization establishing an IRC 527
       organization, which is permissible; and

     * An IRC 501(c)(3) organization whose officials, as permitted,
       establish an IRC 527 organization in their capacity as
       individuals.

Now we will consider triad arrangements. As discussed above, these arrangements involve an IRC
501(c)(3) organization that usually conducts educational advocacy, another IRC 501(c) organization
(usually IRC 501(c)(4)) that conducts lobbying, and an IRC 527 organization that conducts political
intervention.
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One arrangement is to have no organization controlling another, but informal affiliations among the three
organizations with common directors. This situation is generally permissible. The considerations discussed
above regarding establishment of the IRC 527 organization by the IRC 501(c)(3) organization would apply
here as well to the relationship between the IRC 527 and IRC 501(c)(3) organizations.

Another permissible structure is for an IRC 501(c) parent to have both an IRC 501(c)(3) subsidiary and an
IRC 527 separate segregated fund. Again, while the IRC 501(c)(3) organization may share officials with
the IRC 527 organization, it may not establish the IRC 527 organization. The facts and circumstances
would need to indicate establishment by the IRC 501(c) parent.

A third combination is for an IRC 501(c)(3) parent to have an IRC 501(c)(4) subsidiary which itself has an
IRC 527 separate segregated fund. Because the IRC 501(c)(4) subsidiary is separate, it would have the
same rights as other IRC 501(c)(4) organizations to intervene in political campaigns or establish separate
segregated funds. Unless the IRC 501(c)(4) organization uses resources or assets of the IRC 501(c)(3)
parent in those activities, its activities would not be imputed to the IRC 501(c)(3) parent.. The IRC
501(c)(4) organization could not use any funds it receives from the IRC 501(c)(3) organization to support
political campaign activities. The IRC 501(c)(3) organization should exercise control sufficient to ensure
that any funds it granted to the IRC 501(c)(4) organization are used for educational or other charitable
activities, or for lobbying activities (provided the lobbying activity of the IRC 501(c)(3) organization
including these grants are not a substantial activity of the IRC 501(c)(3) organization). The considerations
that prevent an IRC 501(c)(3) organization from establishing a IRC 527 organization also apply to the
relationship between the IRC 501(c)(3) organization the political campaign intervention of the IRC
501(c)(4) organization, or the IRC 527 organization set up by the section 501(c)(4) organization.

An important asset of an IRC 501(c)(3) organization is the time of its officers and directors. Thus, minutes
of board meetings, and memoranda written by the officers and directors in their capacity as officials of the
IRC 501(c)(3) organization, should not evidence direction of the political campaign activities of the IRC
501(c)(4) or IRC 527 organization. Without tangible evidence, or (in the rare case) reliable insider
testimony, it is difficult to prove that the IRC 501(c)(3) directed and controlled the political intervention
activities of the IRC 501(c)(4) or IRC 527 organizations. The structure alone will rarely establish the
control or direction.

7. Conclusion

In summary, some important matters to consider in examining relationships between IRC 501(c)(3), IRC
501(c), and IRC 527 organizations include the following:

     1. The organizations must be separately organized, including
     having separate employer identification numbers. However, the
     organizational test for IRC 527 organizations is very informal.

     2. The organizations should maintain separate records and
     finances.

     3. The IRC 501(c)(3) organization should not subsidize any
     political intervention activity or substantial lobbying activity
     of the affiliated organizations in any manner. A subsidy can
     take several forms:
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          a. Direct transfer of funds to the other organization.

          b. Paying expenses of the other organization.

          c. Non-arm's-length dealing for shared facilities or
          employees.

          d. Use of the IRC 501(c)(3) mailing list on a preferential
          or non-arm's length basis.

     4. The IRC 501(c)(3) officials should not direct or assist in
     the political intervention activities of other organizations in
     their capacity as IRC 501(c)(3) officials.

     5. The IRC 501(c)(3) organization should not coordinate its
     activities with a non-IRC 501(c)(3) organization for partisan
     political purposes, including any coordination with a candidate
     or IRC 527 organization.

In summary, organizations, despite affiliations, must observe the formalities of their status as organizations
separate from the IRC 501(c)(3) organization, the IRC 501(c)(3) organization must deal with them on an
arm's length basis, and the organizations must confine their activities to those permitted by their respective
exempt Code sections.
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                       T. FUND-RAISING ISSUES
Part I - Car Donation Programs
        by Ray Seeley, Michael Seto, Debra Kawecki and Dave Jones

        "We know that there are people that donate cars that have no
        wheels, no glass, the hood's gone, the transmission's in the
        trunk, and there's grass growing out of the floorboards."

        Steve Spriggs, director of development for the Sierra Vista
        Children's Center; quoted from the September 28, 1998, issue
        of the Chronicle of Philanthropy

The purpose of this article is to alert Exempt Organizations Tax Law Specialists about certain practices
that occur in some car donation programs. The National Office views this as a growing area of
noncompliance.

It is now common to turn on your radio, television or the internet and be exposed to an advertisement
encouraging you to donate your car to charity. Many of these advertisements are from charities that receive
cars so that they can use them in a sheltered workshop, refurbish them to give to the needy and other direct
uses of the automobiles in the organization's charitable program. Some advertisements are from small
organizations who receive a few cars that they resell themselves. This article is does not concern those
organizations.

The focus of this article is on organizations who have permitted third party entrepreneurs to use their
names to solicit contributions of cars; to plan and to place advertising for donations; to take delivery on the
cars (or pick them up if they are not in running condition); to complete the legal paper work; and to sell
them typically at auction or to junk yards or to scrap dealers.

Some small percentage of the amount recovered or a flat fee may be provided to the charity that lent its
name to this program. Often charities perform no oversight in the process, leaving it up to the third party
entrepreneurs to operate the program as they see fit. Perhaps because the charities have no control over the
advertising practices of the third party they are dealing with, many claims we see are more outrageous than
the ones that preceded it. If there is a common characteristic of these programs, it is that many charities
have abdicated responsibility for the things that are done in their names.

This article refers to these practices as "suspect vehicle donation plans or programs" in order to distinguish
them from the programs run by organizations that use the vehicles directly in their charitable programs or
take an active role in the donation process. A typical advertisement for a suspect vehicle donation plan
contains the following statements.

                     Turn Your Junk Into Jewels

           Let ABC EO turn your old car into cash for you.

                   Take full BLUE BOOK Value!!!!!!

1. The Problems

There are potential negative tax consequences both for the donor and for the exempt organizations
participating in suspect vehicle donation programs. While this article refers to charities, it applies to any
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exempt organization that can receive deductible contributions.

The difficulty for the donor is obvious. Most donors, relying on the representations in the advertising,
assume that the donations are deductible under IRC 170. But are they? If they are, how much is deductible?
The standard books available for evaluating the worth of a car, the "Blue Books", are based on the
condition of the car. Most, if not all of the methods presume that the car is running and then evaluate it
according to its condition, mileage, etc.

Many of the car donation advertisements claim that the donor can deduct full Blue Book value. It is well
settled law that a deduction cannot exceed the fair market value of the item donated. The donor may not be
entitled to a deduction or, if he is entitled to a deduction, the deduction may be overstated if the vehicle is
not in running order.

The problems for the charity may be even greater. In a handful of situations, promoters may be using the
program to enrich themselves. This article discusses issues of private benefit, inurement, substantial
nonexempt purposes and the possible involvement of IRC 4958.

In order for this arrangement to meet requirements of IRC 170, the charity will most likely have to provide
the substantiation statements required under IRC 170(f)(8); and to acknowledge that qualified written
appraisals relating to the vehicles if donations worth more than $5000 are made. The donor must produce
both the statement and the acknowledgement (if necessary) to substantiate a claimed contribution. Whether
it does the paperwork itself, or whether the paperwork is done on its behalf; the charity must ensure that
this paperwork is done accurately because there are penalties for aiding and abetting in the preparation of a
false return.

There is a question of how to characterize the income received by the charity. If the charity receives a
payment from a third party, the donated goods exception of IRC 513(a)(3) will not be available. The
exclusion of royalty payments from unrelated business income rules exception may be available in some
cases. However, where contributions are not deductible, an exempt organization may not be able to make a
claim that the income is exclusively a royalty payment if it flows from the sale of a right which the
taxpayer cannot license - the right to receive deductible contributions.

The Service is not alone in its concern about abuses in this area. California, for example, is in the forefront
in having recently enacted legislation in an attempt to curtail the abuse of inflated appraisals. The
September 28, 1998, issue of the Chronicle of Philanthropy, describes the passage of the new law.

     Gov. Pete Wilson of California has approved a measure passed by
     the Legislature that is intended to crack down on donors who
     take excessive charitable tax deductions for gifts of used cars,
     boats, and airplanes.

     The new law requires a charity -- or a "commercial fund raiser"
     working for a charity -- to provide a receipt to the donor
     within 90 days of the date the gift was made that describes the
     condition of the gift. If the charity sells the vehicle to a
     dismantler before it issues the receipt, it has to include in
     the receipt the amount the dismantler paid for the vehicle.

2. Typical Relationships



CPE-FY2000.doc September 1, 1999
(12:31PM)

181

At the heart of the problems just discussed in suspect car donation cases, is the relationship between the
charities and the for-profit entrepreneurs. The relationships are generally determined by contract. The legal
status of the parties is often a useful key to their tax status. The relationships vary widely - program to
program. Possible relationships are: agent and principal; joint venturers; licensor and licensee; and
employer and independent contractor hired to perform a service.

These issues are made even more complex because certain terms may have different meanings under state
law. For example, titling and its exact meaning may very from state to state.

3. Deductibility

To be deductible, a contribution must be "to" or "for the use of" an organization described in IRC 170(c).
Whether a contribution is "to" an organization is based on whether the donee organization has full control
of the donation and discretion as to its use. See Rev. Rul. 62-113, 1962-2 C.B. 10.

The following fact pattern is typical in many suspect vehicle donation plans. Example I - A is an IRC
501(c)(3) organization. A has entered into a contract with professional fund- raiser Z. The fund- raising is
to take place in the State of M. M's titling laws require owners' to appear in the chain of title. Owners
cannot appoint agents to hold title for them.

The contract contains the following terms: 1. Z is given the right to advertise and solicit donations of motor
vehicles and to give "tax deductible receipts" in the name of "A" to the donors of the items.; 2. Z will
receive and keep proceeds from the sales of the donated items.; 3. Z pays all of the costs related to the
solicitation and sales of the donated items.; 4. Z will hold A harmless from any liability of any kind.; 5. A
is not responsible for any facet of the project except to provide endorsement when requested.; 6. Z is
appointed A's agent to sign all documents and handle matters relating to dealer's licensing.; 7. As full
consideration for the rights under this contract Z pays A a fixed amount of $4,000 per month.

Both A and Z hold M Class 'B' Used Vehicle Dealer licenses. In operating the program, the donor assigns
the vehicle's title to the charity. Z, in its capacity of A's agent, reassigns it to itself. A never takes
possession of the vehicle.

In this fact pattern, A has neither control over the donated vehicles, or discretion as to their use. Under the
contract, A is not involved in reviewing the advertising or exercising any discretion as to the solicitations.
Once Z takes possession, A plays no role in any decision as to their use.

The titling process, while nominally designed to incorporate A in the chain of title in order to satisfy the
legal requirements of M is insufficient to show agency. A does not take possession of a vehicle or even
oversee that aspect of the transaction. In fact, A has abdicated any oversight in titling them.

Another factor, weighing against the idea that these vehicles have been donated to A, is the way A is
compensated under the contract. A, or an employee or agent of A properly delegated, could have conducted
the program. In the agency situation, A would normally bear the risk of loss. While this one factor may not
by itself be determinative, it combined with the others indicate that donations of the vehicles hasn't been
made to A.

A exercises no discretion as to the vehicles' disposition. It makes no decisions over whether they are sold as
used cars or sold at auction. It is difficult to see that disposition isn't an important part of their use.

These facts, when read together indicate that A does not exercise the kind of control and discretion required
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by Rev. Rul. 62- 113.

"For the use of" generally refers to donations made in trust or similar arrangement. Davis v. United States,
495 U.S. 472, 481 (1990). Under the situation discussed in the example, the donations are not made in trust
or similar arrangement so they cannot be "for the use of" A.

4. Private Benefit in General

Reg 1.501(c)(3)-1(c) 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. (emphasis added).

Reg. 1.501(c)(3)-1(d)(1)(ii) provides that an organization is not organized or operated exclusively for
charitable purposes unless it serves a public rather than a private interest. Accordingly, the regulations
provide,

     it is necessary for an organization to establish that it is not
     organized or operated for the benefit of private interests such
     as designated individuals, the creator or his family,
     shareholders of the organization, or persons controlled,
     directly or indirectly, by such private interests.

If an organization serves a public interest and also serves a private interest other than incidentally, it is not
entitled to exemption under section 501(c)(3). This proposition is simply an expression of the basic
principle underlying the enforcement of charitable trusts and exemption from federal income taxation under
section 501(c)(3).

It is a settled principle of charity law that a charity's property is devoted to purposes which are considered
beneficial to the community in general, rather than particular individuals. See, IV A. Scott on Trusts, Sec.
348 (3d ed. 1967). Thus, although an organization's operations may be deemed to be beneficial to the
public, if it also serves private interests other than incidentally, it is not entitled to exemption.

The word 'incidental' in this context has both qualitative and quantitative meanings. To be incidental in a
qualitative sense the benefit to the public cannot be achieved without necessarily benefitting certain private
individuals. An example of this qualitative aspect is provided by Rev. Rul. 70-186, 1970-1 C.B. 128.

In Rev. Rul. 70-186 an organization was formed to preserve a lake as a public recreational facility and to
improve the condition of the water in the lake to enhance its recreational features. Although the
organization clearly benefitted the public, there necessarily was also significant benefit to the private
individuals who owned lake front property. It was determined that the private benefit was incidental in a
qualitative sense. Any private benefit derived by the lake front property owners did not lessen the public
benefit flowing from the organization's operations. In fact, it would have been impossible for the
organization to accomplish its purposes without providing benefits to the lake front property owners.

There is also a quantitative meaning to the term 'incidental' private benefit. If the organization's activity
provides a substantial benefit to private interests, even indirectly, it will negate charitability and exemption
under IRC 501(c)(3). The substantiality of the private benefit is measured in the context of the overall
public benefit conferred by the activity.
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In Rev. Rul. 76-152, 1976-1 C.B. 151, a group of art patrons formed an organization to promote
community understanding of modern art trends. The organization selected modern art works of local artists
for exhibit at its gallery, which was open to the public. If an art work was sold, the gallery retained a
commission of ten percent and paid the remainder to the artist. Direct economic benefit was conferred on
the individual artists by the gallery's sale and rental of the art works that defeated exemption even though
the organization's other activities furthered the arts.

5. Captive Programs

Present in vehicle donation programs, as in some other fund- raising situations is the possibility that
promoters can take advantage of the format, solicit vehicles publicly, do little or no charity with the
primary object of enriching themselves. This raises the question of whether the organization is operated for
a private benefit in both a qualitative and a quantitative sense.

Consider the following example of a captive program. Example 2: Y is an automobile dealer in the state of
M who is familiar with the automobile business. He sees the car donation programs as a way to make
additional revenue. To this end, he creates charity B. Charity B applies for and receives recognition of
exemption under IRC 501(c)(3). In its application for recognition, it represents that is going to be involved
in educating the public on health issues.

After recognition Y enters into a contract with B, which he controls, similar to the contract in Example 1.
One major difference, however, is a provision that hires Y as B's "agent" to run one aspect of its overall
charitable program. Under the arrangement Y will set up a web page that has links to the national disease
prevention programs. The bulk of the web page is devoted to soliciting vehicle donations. Potential donors
are offered significant premiums for participating in the program. These include discount books and tickets
in new car raffles.

Needless to say, this prize structure greatly increases the cost of the program and reduces the amount that
B receives. While B retains a small percentage of the gross (as opposed to a flat fee) at the end of each
month, it has yet to devote the proceeds to any charitable endeavor.

The true beneficiary of this suspect vehicle donation program seems to be Y, the automobile dealer. He
arranges the transaction, takes delivery on or picks up the vehicles, resells the vehicles or cannibalizes them
for their parts, and turns over a prearranged percentage to the charity. None of this could happen without
the charity. If the charity did not participate and lend its tax exempt status to the transactions, there would
be no trading in donated cars. If B does nothing with the proceeds during the years under examination, can
one argue that B is not operated for private benefit during those years in a qualitative sense? Is it operated
to serve a private benefit in a quantitative sense?

Inurement, a particular form of private benefit is discussed in the next session. The distinct characteristic of
inurement is that it involves an inappropriate diversion of funds.

6. Inurement

To meet the operational test, an organization must not be operated for the benefit of designated individuals
or the persons who created it. Regs. 1.501(c)(3)-1(d)(1)(ii). An organization's trustees, officers, members,
founders, or contributors may not, by reason of their position, acquire any of its funds. If funds are diverted
from exempt purposes to private purposes exemption is in jeopardy.

The Code specifically forbids the inurement of earnings to the benefit of insiders, private shareholders or



CPE-FY2000.doc September 1, 1999
(12:31PM)

184

individuals. Further, the regulations state that an organization is not operated exclusively for the statutory
purposes if its net earnings inure to the benefit of individuals. Regs. 1.501(c)(3)-1(c)(2).

The prohibition of inurement, in its simplest terms, means that a private shareholder or individual cannot
misappropriate the organization's funds to himself except as reasonable payment for goods or services.

Deferred or retained interests in the organization's assets may be a form of indirect benefit not permitted by
the statute. Where the officers of a school leased property to the school and caused it to erect expensive
improvements which would benefit them individually when the lease expired, exemption was denied. Texas
Trade School, 30 T.C. 642 (1968), aff'd. 272 F.2d 168 (5th Cir. 1959). In the suspect vehicle program, if
the broker is an insider and causes the organization to enter into a transaction that is economically
detrimental to the exempt organization and good for the insider, inurement issues arise.

In Rev. Rul. 66-259, 1966-2 C.B. 214, the creator of a charitable trust retained a reversionary interest in
trust assets, and exemption was denied. Under the terms of the trust agreement, any increase in the value of
the trust assets would become part of principal and would return to the creator at the time he took
possession of his reversionary interest. Similarly, with the suspect vehicle donation program the donor and
broker are receive the lion's share of the benefits while the charity is providing the acknowledgment that
makes the deal possible.

IRC 501(c)(3) does not prohibit all dealings between a charitable organization and its founder or with those
in controlling positions. However, where individuals controlling the organization receive funds that
rightfully belong to the organization, exemption is precluded because of inurement. Suppose, for example,
Y, in example 2, understated the income to the program, this would reduce B's income and because Y is an
insider, constitute inurement.

7. IRC 4958

Section 4958 was added to the Code by the Taxpayer Bill of Rights 2, P.L. 1044-168. It generally applies
to excess benefit transactions occurring on or after September 14, 1995.

An excess benefit transaction (EBT) is any transaction in which an economic benefit provided by an
applicable tax-exempt organization to, or for the use of, any disqualified person exceeds the value of
consideration received by the organization in exchange for the benefit. A disqualified person is any person
who was, at any time during the 5-year period ending on the date of the excess benefit transaction, in a
position to exercise substantial influence over the affairs of the organization.

There are three taxes under IRC 4958. Disqualified persons are liable for the first two taxes, under IRC
4958(a)(1), a tax of 25 percent of the excess benefit must be paid by any disqualified person who benefits
from an EBT. Under IRC 4958(b), a tax of 200 percent must be paid by any disqualified person who
benefits from an EBT if the transaction is not corrected. Under IRC 4958(a)(2) a tax of 10 percent of the
excess benefit must be paid by any organization manager who participates in an EBT knowingly, willfully,
and without reasonable cause.

Does IRC 4958 tax apply to example 2?

8. Unrelated Business Income Tax

IRC 512(b)(2) excludes from unrelated business taxable income:

     [A] all royalties (including overriding royalties) whether



CPE-FY2000.doc September 1, 1999
(12:31PM)

185

     measured by production or by gross or taxable income from the
     property, and all deductions directly connected with that
     income.

The term "royalties" is not defined in either the Internal Revenue Code or the regulations. Reg. 1.512(b)-1
provides that whether a particular item of income falls within any of the modifications provided in IRC
512(b) (which includes "royalties") shall be determined by all the facts and circumstances of each case.

The issue of whether income under certain types of arrangements constitutes a "royalty" has been the
subject of revenue rulings and numerous court decisions.

Rev. Rul. 81-178, 1981-2 C.B. 135, holds that payments an exempt labor organization receives from
various business enterprises for the use of the organization's trademark and similar properties are royalties
within the meaning of section 512(b)(2) of the Code and are not taken into account in determining unrelated
taxable income. However, payments the organization receives for personal appearances and interviews by
its members are not royalties but are compensation for personal services and must be taken into account in
computing the organization's unrelated business taxable income.

     To be a royalty, a payment must relate to the use of a valuable
     right. Payments for the use of trademarks, trade names, service
     marks, or copyrights, whether or not payment is based on the use
     made of such property, are ordinarily classified as royalties
     for federal tax purposes.

The ruling also noted that, although excluded from UBIT as a royalty, the income from the licensing
activity was income from unrelated trade or business since the licensing agreements did not directly
promote the group's exempt purposes.

There are many different forms the arrangement between the exempt organization and the promoter can
take. For purposes of this discussion, we are only considering the arrangement where by the exempt
organization permits the third party broker to use its name in marketing its donation program. In return, the
exempt organization receives a fee which is calculated as a percentage of gross receipts.

If this was the entire agreement, royalty treatment might be appropriate. But that is not all that is happening
here. Promoters are typically given the right to claim that contributors to the program can take deductions
for their donations. The fact that contributions other than to the charities or their agents are not deductible
raises questions as to whether the income is a royalty. Second, by providing the substantiation required by
IRC 170(f)(8) and acknowledging appraisals of donations worth more than $5000, the organization is
providing services that may preclude royalty treatment as well. See Rev. Rul. 81-178, 1981-2 C.B. 135.

9. Penalties

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. (See 1999 CPE, Topic M, Application of
IRC 6700 and IRC 6701 To Charitable Contribution Deductions, p. 261, for further discussion).

These two provisions could be applicable in the exempt organizations area. Charities often receive gifts of
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property from contributors either as a fund-raiser or 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. (See 1997 CPE, Topic G, Updates on Disclosure and
Substantiation Rules, p. 67, for further discussion of this provision.)

Another is contained in Reg. 1.170A-13(c). This regulation requires that contributors of property worth
more than $5000 receive "qualified written appraisals." The donee organization must sign the appraisal
summary. In this situation, the charity is not attesting the validity or accuracy of the appraisal, but is
acknowledging that it has received the donated property.

Failure to satisfy these provisions can lead to the loss of the tax deduction.

The current working supposition is that these two requirements interplay with IRC 6701 in the vehicle
donation situation, where no deductible contribution is appropriate. There a charity's attempted delegation
of its paperwork obligations under IRC 170(f)(8) and with respect to qualified written appraisals result in
documents that individuals can use to understate income tax liability. The only factual question is whether
a charity "knows (or has reason to believe (IRC 6701(a)(2)) that its actions result in an understatement.

The same reasoning applies where a charity has not delegated its obligations. In other words, where a
charity itself prepares the IRC 170 substantiation statements and signs the qualified written appraisal
summaries, it also may be involved in aiding and abetting the understatement of tax liability if no deduction
is appropriate.

Even where a contribution is appropriate, failure to properly supervise excessive claims concerning
deductibility (e.g. cars without motors can result in deductions equal to blue book value) may result in an
overstatement of a tax deduction under IRC 6701 (or so it would seem if a principal is responsible for the
actions of his agent under IRC 6781).

Topic M of the 1999 CPE article referred to earlier discusses the IRC 6700 penalty and its application to
the third party entrepreneurs who actually run the suspect programs.

10. Service Response

On May 27, 1999, the Director, Exempt Organizations Technical Division (OP:E:EO) issued a
memorandum to the Regional Chief Compliance Officers entitled Used Car Donation Programs. The
memorandum discusses the issue and contains the following alert.

     We are concerned that some of this advertising is misleading or,
     in some instances, false, and is being used inappropriately. Key
     districts should be alert to the advertising that is being
     conducted in their districts and should consider conducting
     examinations if the facts warrant. Key district should consider
     using the tax shelter penalties in appropriate cases. it is
     possible that some abusive contractual arrangements may result
     is excessive private benefit and thus jeopardize the exempt
     status of the charities involved . . . In appropriate cases,
     referrals of individual donors to the examination function
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     should be considered.

Part II - Scrip Programs
     by Michael Seto and Dave Jones

1. Introduction

Many charities conduct fund-raising activities that offer benefits to their patrons in return for contributions.
Traditional activities of this type include bake sales and golf tournaments. One such effort to increase
revenue involves participation in "scrip" programs.

2. "Scrip" Programs

A "scrip" program is a fundraiser whereby merchants issue gift certificates at a discount to charities
through a "scrip operator". The scrip have face values and can be used to purchase goods or services. The
scrip operator administers the scrip program and negotiates with each participating merchant to set the
prices that the charities will pay for the scrip. It arranges for the distribution of the scrip to participating
charities. It also provides support services for the scrip program, such as telephone operators, toll-free
phone and fax, order processing, inventory fulfillment, shipping, tracking, and computerized database
accounting systems.

The purchase price that a charity pays for the scrip is a certain percentage (usually ten percent) below the
face value of the scrip. The difference between the discounted purchase price and the face value of the scrip
represents a charity's proceeds from the fund-raising program. The charity sells the scrip at face value to its
members. The scrip operator would receive from the merchants a percentage (one percent, for example) of
the face value of the scrip that is sold by the charity.

3. Charitable Contribution or Purchase Price?

IRC 170(c) allows deductions for charitable contributions. The basic rules of whether a payment is made
as a gift or as a purchase price for the purchase of goods or services is discussed in Rev. Rul. 67-246,
1967-2 C.B. 104. To qualify as a charitable contribution, a payment to a charity must be a gift with no
expectation of receiving a benefit in return. Where a payment is made in return for an item or benefit, the
presumption is that such payment is the purchase price and not a gift. The payment represents the fair
market value of the item or benefit and, therefore, is not tax deductible. To rebut the presumption, the
taxpayer must show that:

     * the payment made for the item or benefit exceeds the fair
       market value of that item or benefit; and

     * the excess payment is made with the intent to make a gift.

The first requirement is satisfied by evidence that the payment
exceeds the fair market value of the item or benefit received. The
second requirement is satisfied if the surrounding facts and
circumstances of the payment indicate the taxpayer's knowledge that
the payment exceeded fair market value and the intent that it be a
gift.

In the scrip program, a taxpayer makes a payment to a charity in return for scrip. The presumption is that
the payment made for the scrip is the purchase price. Unless it can be shown that (a) the payment made for
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the scrip exceeds its fair market value; and (b) the excess payment is made with the intent to make a gift,
the payment cannot be considered a gift.

     A. Example 1

Charity A purchased one thousand scrip booklets through Y, the scrip organizer, at a ten percent discount
from face value. Each booklet has a face value of $100 and contains ten pieces of scrip, each with a
denomination of $10. Each scrip is redeemable for goods purchased at X, a store. John Doe purchased a
scrip booklet from Charity A for $100. Since the payment equals the market value of the booklet when
redeemed at X, the $100 is the purchase price of the scrip and not a gift. John Doe may not deduct any part
of the payment to Charity A as a charitable contribution.

     B. Example 2

The facts are the same as above except for the following. Charity A sets the sale price of each booklet at
$225. John Doe purchases a booklet from Charity A for $225, knowing that its fair market value is $100
and intending the $125 excess payment to be a gift. At the time of the sale to John Doe, Charity A provides
him with a letter that contains the following information: a good faith estimate of the $100 fair market
value of the scrip booklet provided in exchange for the $225 (in this case the estimate was simple because
the booklet was worth $100 of goods or services); and stating that the amount of the payment that is tax
deductible for federal tax purposes is the difference between the fair market value of the scrip booklet and
John Doe's payment. Since the payment exceeds the fair market value of the booklet and that excess is
intended as a gift, John Doe may claim a charitable contribution of $125.

4. Quid Pro Quo Contributions

The situation described in Example 2 is a "quid pro quo contribution". It is a payment made partly as a
contribution and partly as a payment for goods or services. In 1993, legislation was enacted that required
charities to advise individuals of the rules relating to "quid-pro-quo" gifts when they were involved in fund-
raising programs that feature them. (See IRC 6115(b)). See in the 1997 CPE, Topic G, Updates on
Disclosure and Substantiation Rules, at pp. 67-81, for a detailed discussion. For the first time charities
were required, in IRC 6115, to inform donors about the requirements of IRC 170 if the charities engage in
fund-raising programs using "quid-pro-quo" gifts.

IRC 6115 provides that if a quid-pro-quo contribution involves a payment of more than $75, charities must
provide to the contributor in connection with the solicitation a receipt of the contribution and a written
disclosure statement that contains the following information:

     * A good-faith estimate of the fair market value of the goods or
       services provided in return for the contribution;

     * A statement that the amount of the contribution the donor may
       deduct for Federal income tax purposes is reduced by the fair
       market value of the goods or services received in return for
       the contribution.

In example 2 above, Charity A conformed with the requirements of IRC
6115.

IRC 6714(a) provides that a penalty of $10 per contribution is imposed on organizations that do not meet
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the disclosure requirement of IRC 6115. This provision also provides that the maximum penalty for a fund-
raising event or mailing is $5,000.

5. Donor Substantiation Requirements

In 1993, Congress enacted a second piece of legislation that has some bearing on scrip programs. IRC
170(f)(8)(A) provides that no deduction is allowed under IRC 170 for a contribution of $250 or more in
cash or property unless the taxpayer has a contemporaneous written statement from the charity
substantiating the donation. IRC 170(f)(8) has less of an impact on scrip programs than IRC 6115 because
most scrip programs involve sales of less than $250. For a detailed discussion of substantiation rules in
general, see the 1997 CPE article, Topic G.

In example 2 above, Charity A's letter to John Doe contain sufficient information to satisfy the
substantiation requirements of IRC 170(f)(8). Although Mr. Doe is not required to have a written letter
from Charity A for IRC 170(f)(8) purposes because the contribution was less than $250, Charity A is
required to make a disclosure under IRC 6115 because Mr. Doe's payment was a quid pro quo contribution
and the amount was more than $75. Where no gift is involved, as was the case in example 1, no
substantiation statement is required.

The penalty for failure to obtain the substantiation statement required by IRC 170(f)(8) falls, in the first
instance, on the contributor. Although charities are involved in issuing the statement, Congress does not
impose on charities a penalty for failure to furnish an IRC 170(f)(8) statement. The belief was that where
donors of $250 or more could not take a deduction because they were not given properly completed
substantiation statements, the donors would punish the charity by not giving to them in the future. Charities
on the other hand would see substantiation as an element in good donor relations. A charity that knowingly
provided false written substantiation to a donor might be subject to the penalties for aiding and abetting an
understatement of tax liability under IRC 6701.

6. The For-Profit Provider

As indicated earlier, for-profit scrip providers are integrally involved in many of the scrip programs.
Although the operators are actively involved in promoting the business, they are not, unlike the car
donation promoters discussed earlier, selling scrip to donor/consumers. In scrip programs, the
selling/soliciting donation process is done at the grass-roots levels by the charities. Typically they are non-
profit schools, local arts organizations, youth organizations, and churches. IRC 6115 and to a lesser extent
IRC 170(f)(8) are the primary compliance tools available.
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     U. TREAS. REG. SECTION 1.337(d)-4 AND EXEMPT ORGANIZATIONS
                                 by
               Charles F. Kaiser III and Thomas Miller

1. Introduction

This article discusses provisions of corporate law that may apply to transactions of large exempt
organizations or related entities, especially hospitals. The purpose for discussing these provisions is to
enable EO specialists to analyze cases and identify potential issues affecting the exempt organization or
requiring referral to or coordination with Examination Division.

2. Background

An exempt organization that purchases a for-profit corporation may excessively benefit the sellers if it pays
more than fair market value. Analyzing a transaction to determine if an exempt organization overpaid can
be difficult, especially if the transaction is complex. For example, a professional medical corporation may
be made up of various corporate entities and partnerships. The medical practice may be a partnership
because of favorable tax considerations, but a corporation will own its assets. The corporation's
stockholders usually are limited to the physicians who operate the medical practice or a physician-
controlled partnership.

     A. Tax Considerations for Corporations

A for-profit medical group operating a medical practice, MRI, or ambulatory surgery center, or holding
real estate, fixtures, and medical equipment through a "C" corporation (or under certain circumstances an
"S" corporation) is subject to double taxation (once at the corporate level and once at the shareholder level)
on the earnings and appreciation while the investment or business is in "corporate solution". /1/

When an IRC 501(c)(3) hospital or controlled entity within the tax-exempt system acquires a physician
practice or related assets, it usually operates the business or assets on a tax-exempt basis. If the hospital
acquired all the assets of a physician practice from the physicians' C corporation, the C corporation would
be taxed under IRC 1001 on any gain from the sale of those assets. Only the after-tax proceeds would be
available for distribution to the physician/shareholders, who would also pay individual tax (generally under
IRC 331 or 301, depending on whether the corporation liquidates). Thus, in this example the
physician/shareholders' proceeds are reduced twice.

The results are similar if the C corporation first distributes the practice or assets to the shareholders, who
then sell them to the hospital. The C corporation still recognizes gain on the distribution of assets under
IRC 311 or 336 (depending on whether it liquidates) as if sold for fair market value and, the shareholders
are taxed on the distribution, generally under IRC 301 or 331.

If instead the hospital purchased the stock of the C corporation, the physician-shareholders still bear the
individual level of tax on their gain, but the corporate level of tax on the C corporation would remain
deferred. In this situation, the physician- shareholders' proceeds would be greater because only the
individual level of tax would reduce the profits, as corporate tax is deferred. However, the hospital would
be operating the C corporation as a for- profit subsidiary, which would not make effective use of the
hospital's tax exemption. Therefore, to operate the corporate assets as an IRC 501(c)(3) function, the
hospital would need to have the assets distributed to it. That distribution generally triggers the corporate
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level tax (which had been deferred), either under IRC 311 (if the corporation is not liquidated) or under
section 337(b)(2) (if the corporation is liquidated).

     B. Adverse Effect on Charity

Both methods described above for the hospital to obtain the C corporation's assets result in two levels of
taxation. They differ, however, in who is responsible for the tax. If the hospital purchases the C
corporation's stock, the corporate level tax is borne while the corporation is owned by the exempt hospital,
and does not reduce the proceeds available to the selling physician-shareholders. However, in an arm's-
length purchase, the buyer would pay less for the stock than it would for the net assets because the buyer
assumes the burden of the corporate level tax on the assets built-in appreciation. Thus, the hospital's failure
to make a downward adjustment to the fair market value of the stock, as determined by an independent
appraisal, to reflect the corporate level tax might be viewed as a private benefit to the selling physicians.

IRC 337(b)(2) provides an exception to the above example. The purchasing exempt organization is not
subject to corporate tax if, immediately after the distribution, it uses the property in an unrelated trade or
business. However, this exception is usually moot because a hospital will use the corporate assets in an
exempt function.

          (1) An Example of Application of the Law

In 1990, 10 physicians invested $50,000 each ($500,000 in total) in a C corporation to purchase land and
construct a freestanding ambulatory surgery center. The ambulatory surgery center was constructed and
has thrived. In 1999, the physician-owners decided sell the center to a local hospital. The hospital wanted to
purchase the corporate assets instead of the stock because of liability concerns and to operate as a tax-
exempt organization. Assume for this example that the C corporation's basis in its assets is $1 million and
it has no liabilities. If it sells its assets to the hospital for $6 million, it will be taxed on its gain (35% x $5
million = $1.75 million), leaving $4.25 million for the physician/shareholders in liquidation. They will net
about $2.57 million on the sale after paying individual tax (39.6% x $4.25 million = $1.68 million).

In contrast, if the hospital buys the C corporation stock from the physicians, the physicians will be taxed
$1.68 million on their gain on the stock, but the corporate tax, $1.75 million, will be deferred. The $1.75
million tax on the built-in gain will be borne by the C corporation over time through operations or at the
time it either liquidates and distributes all its assets to the hospital, or converts to a tax-exempt subsidiary.
As the corporate tax will reduce the hospital's return on its investment, it should, in an arm's- length
transaction, be reflected in the amount paid to buy the stock. Failure to factor the corporate tax would
provide a substantial benefit to the physician/shareholders.

     C. Examination

During an examination, the EO specialist should review any documentation of an exempt organization's
purchase of the stock of a for-profit corporation. In particular, the specialist should determine if the exempt
organization adjusted the fair market value, as determined by an independent appraisal, to reflect the
corporate tax. Exempt Organizations Division may need to request assistance from Examination Division
in reviewing appraisals of the taxable corporation, negotiation documents, board and committee reports,
and sales documents to determine if the purchase price was at fair market value, including a discount for
the corporate tax liability.

3. Background of Reg. 1.337(d)-4
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Reg. 1.337(d)-4 implements part of repeal of the General Utilities doctrine in the Tax Reform Act of 1986.
Under the General Utilities doctrine, which took its name from General Utilities & Operating Co. v.
Helvering, 296 U.S. 200 (1935), corporations were not required to recognize gain or loss when they
distributed appreciated or depreciated property to their shareholders. The General Utilities doctrine applied
to distributions of property in complete liquidation, certain sales of property in connection with a complete
liquidation, and nonliquidating distributions of property. It was codified in former sections 311, 336, and
337 of the Internal Revenue Code of 1954.

The General Utilities doctrine was an exception to the general rule that corporate income is taxed twice,
once to the corporation when it is earned and again to the corporation's shareholders when the earnings are
distributed. The General Utilities doctrine allowed corporations to avoid corporate-level tax on the
disposition of appreciated assets because the transferee received a fair market value basis in the assets but
the corporation did not recognize any gain.

Congress began restricting the General Utilities doctrine in 1969 with a series of amendments, and repealed
it, with limited exceptions, in the Tax Reform Act of 1986. The 1986 Act amended sections 336 and 337 to
generally require corporations to recognize gain or loss when appreciated or depreciated property is
distributed in complete liquidation or sold in connection with a complete liquidation.

IRC 337(a) provides one of the limited exceptions to General Utilities repeal by allowing a subsidiary to
liquidate into a corporation owning 80-percent of its stock (as defined in IRC 332(b)) without recognizing
gain or loss. The 80-percent distributee takes a carryover basis in the distributed property. However, under
IRC 337(b)(2), this nonrecognition exception generally does not apply is the 80-percent distributee is a tax-
exempt entity.

The Tax Reform Act of 1986 added IRC 337(d), which authorized regulations to insure that General
Utilities repeal shall not be circumvented through use of a tax-exempt entity. This includes rules to require
recognition of gain if a C corporation transfers appreciated property to a tax-exempt entity in a carryover
basis transaction that would otherwise eliminate corporate level tax on the built-in appreciation.

Reg. 1.337(d)-4 became effective on January 28, 1999. Under reg. 1.337(d)-4, a taxable corporation that
transfers all or substantially all its assets to one or more tax-exempt entities, or that becomes a tax-exempt
entity, must recognize gain or loss as if the assets were sold at their fair market values. Reg. 1.337(d)-4
applies to asset transfers after January 28, 1999, unless the transfers are under a written agreement that is
binding on or before that date.

     A. Effect of Pre Reg. 1.337(d)-4 Transactions on Exempt
        Organizations

Before January 28, 1999, a taxable corporation could change its status from taxable to tax-exempt without
recognizing gain or loss on its assets. If an exempt organization purchased all the stock of a taxable
corporation and later liquidated it, the sellers would have recognized gain or loss on their stock, and the
taxable corporation would have recognized gain or loss on the assets when it was liquidated. In contrast, if
the exempt organization did not liquidate its newly acquired subsidiary, but through article amendments
and other changes converted it to a tax-exempt subsidiary, no recognition of gain or loss would have been
required, and no corporate level tax would have been imposed. Thus, the C corporation's assets could have
left "corporate solution" without corporate level tax on the built-in appreciation.

If a taxable corporation purchased the C corporation's stock, it could liquidate the acquired corporation
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without immediately recognizing gain or loss, but it would take the assets at their carry-over bases. One
result of this disparate treatment was that the stock of a taxable corporation with appreciated assets could
be worth more if was purchased by an exempt organization because the appraisal would not need to
consider corporate tax on liquidation. Accordingly, a taxable corporation's shareholders may have received
more from selling their stock to an exempt organization than they would have received if they had sold all
the stock to a taxable entity. This was not considered excessive private benefit to the sellers, though,
because the exempt organization did not pay in excess of fair market value. /2/

Therefore, an EO examiner may see situations that look abusive but that were, in fact, allowed under prior
law. The following examples illustrate allowable pre-Reg. 337(d)-4 transactions.

     (1) Hospital A or medical foundation B acquires the stock of
     medical practice C, a taxable professional corporation. Medical
     practice C merges with a tax-exempt affiliate of hospital A or
     with medical foundation B, created by A to operate C. This is
     an "A" reorganization with no gain recognition to C, and no
     corporate tax.

     (2) In the 1980's, hospital A formed a taxable subsidiary D, an
     out-patient clinic, to conduct activities that would have
     generated unrelated business income if A conducted them
     directly.  D's activities evolved so that by the early 1990's
     it engaged exclusively in activities related to IRC 501(c)(3)
     purposes. In 1994 D amended its articles of incorporation to
     meet IRC 501(c)(3) requirements, exchanged its stock interest
     for a membership interest by reincorporating in another state to
     change from a stock to membership corporation, and successfully
     applied for recognition of exemption under IRC 501(c)(3). These
     changes did not require D to recognize gain on its assets and
     did not subject D to corporate tax.

4. Effect of Reg. 1.337(d)-4

Reg. 1.337(d)-4 eliminates the circumvention of corporate taxes described above. The final regulations
generally apply to a taxable corporation that transfers all or substantially all its assets to a tax exempt
organization, or converts from a taxable corporation to a tax-exempt corporation in a transaction other than
a liquidation, and generally requires recognition of gain or loss as if the transferred assets had been sold at
fair market value. The effective date for the regulation is January 28, 1999.

     A. Asset Sale Rule

Under Reg. 1.337(d)-4, a taxable corporation that transfers substantially all its assets to a tax-exempt
organization must recognize gain or loss at the time of the transaction. The corporate tax is imposed on the
taxable corporation. The act of transferring is referred to as the Asset Sale Rule under Reg. 1.337(d)-
4(a)(1). It is very important to understand that transferring assets includes liquidating the corporation's
assets, which was previously a taxable event to the taxable corporation, as well as transferring the taxable
corporation's stock, which is considered an asset under IRC 1.337(d)- 4. Thus, the corporate tax is borne
while the taxable corporation's stock is owned by the selling physician/stockholders, which ultimately
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reduces their available proceeds. Accordingly, in an arm's-length, fair market purchase, the exempt
organization would be paying fair market value if it paid at or below the values reflected in an appraisal.
There would be no private benefit to the selling physician.

     B. Change in Status Rule

Under Reg. 1.337(d)-4, if a taxable corporation converts to a tax-exempt organization the taxable
corporation must pay the corporate taxes. The act of conversion is referred to as the Change in Status Rule
under Reg. 1.337(d)-4(a)(2). Thus, the corporate level tax is borne while the taxable corporation's stock is
owned by the selling physician/stockholders, which ultimately reduces their available proceeds.
Accordingly, in an arm's-length, fair market purchase, the exempt organization would be paying fair market
value if it paid at or below the values reflected in an appraised. There would be no substantial private
benefit to the selling physician.

     C. Examples of Reg. 1.337(d)-4 which Correct Previous
        Circumvention of Recognition of Corporate Gain

The following examples illustrate how Reg. 1.337(d)-4 requires recognition of gain or loss when a taxable
corporation transfers all or substantially all its assets to an exempt organization, or converts to a tax-
exempt organization.

     (1) A taxable professional medical corporation, C, merges with a
     tax-exempt affiliate of hospital A or medical foundation B,
     created by A to operate C. After January 28, 1999, this "A"
     reorganization is subject to gain or loss recognition by C, and
     payment of corporate tax on gain by C.

     (2) In the 1980's, hospital A formed a taxable subsidiary D, an
     out-patient clinic, to conduct activities that would have
     generated unrelated business income if A conducted them
     directly.  D's activities evolved so that by the early 1990's
     it engaged exclusively in activities related to IRC 501(c)(3)
     purposes. In June 1999 D, pursuant to a plan developed in
     February 1999, amended its articles of incorporation to meet IRC
     501(c)(3) requirements, exchanged its stock interest for a
     membership interest by reincorporating in another state to
     change from a stock to membership corporation, and successfully
     applied for recognition of exemption under IRC 501(c)(3).
     Exemption was recognized retroactive to the date D was
     reincorporated. Under Reg. 1.337(d)-4, D would be required to
     recognize gain or loss as of the date it reincorporated. (Note:
     under these facts the recognition event is probably an asset
     transfer, as the reincorporation would probably be interpreted
     to create a new organization. The result under Reg. 1.337(d)-4
     would be the same, however, if the change was made under a
     state's laws that allow a corporation to convert from fro-profit
     to non-profit merely by amending its articles of incorporation.)
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     D. Exceptions to Reg. 1.337(d)-4

Reg. 1.337(d)-4 provides exceptions to the general requirement that gain or loss be recognized, which are
illustrated by the following examples.

     (1) Corporation D is created in June 1999 as a for-profit
     ambulatory surgery center. All D's stock is owned by A, a non-
     profit hospital recognized exempt under IRC 501(c)(3). In June
     2001, D amends its articles of incorporation to convert to a
     non-profit membership organization, limit its purposes to those
     allowable under IRC 501(c)(3), and limit distribution of its
     assets on dissolution to health care organizations that are
     recognized exempt under IRC 501(c)(3). D applies for
     recognition under IRC 508(a) in time to be recognized exempt as
     of the date it amended its articles. D's conversion from
     taxable to tax-exempt entity does not require it to recognize
     gain or loss on its assets because D became exempt within three
     years of its formation.

     (2) The Service revokes Corporation F's exempt status under IRC
     501(c)(3) after an examination discloses that it operates
     primarily for the private benefit of a group of individuals who
     are not members of a charitable class. F timely files a
     declaratory judgment petition under IRC 7428 in the Tax Court.
     The Tax Court upholds the revocation in a decision issued three
     years and two months after the Service's final revocation letter
     was issued. F appealed the Tax Court's decision to the Court of
     Appeals, which, two years later issues a decision upholding the
     Tax Court. Three months after the Court of Appeals' decision, F
     revamps its activities to eliminate the element of private
     benefit and reapplies for recognition under IRC 501(c)(3). F
     filed income tax returns on Form 1120 for the years before it
     amended its activities. The Service recognizes F exempt as of
     the date it amended its activities and implemented procedures to
     prevent the non-exempt activities from recurring. F is not
     required to recognize gain or loss as of the date it again
     became tax-exempt within three years of the final court decision
     upholding revocation. (Note that the three years run from the
     final decision upholding revocation, not the date of
     revocation.)

     (3) In the 1980's, hospital A formed a taxable subsidiary, D, to
     conduct outpatient clinic activities that would have generated
     unrelated business income if A conducted them directly. By June
     1999, however, only an insubstantial part of D's activities are
     those that would be unrelated for an organization exempt under
     IRC 501(c)(3). If D amends its articles of incorporation,
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     exchanging its stock interest for a membership interest, and
     successfully applies for recognition of exemption under IRC
     501(c)(3), it would generally be required to recognize gain or
     loss on its assets. However, D is not required, at the time of
     conversion, to recognize gain or loss on assets that are used
     immediately after the conversion in activities that generate
     unrelated business income. D would recognize gain or loss on
     those assets when they are no longer used in activities that
     generate unrelated business income. Reg. 1.337(d)-4(b)(1)
     provides an exception for assets an exempt organization uses in
     an unrelated trade or business.

     E. Exception to the Exception . . . An Abuse

The following illustrates an example of an abusive situation that negates an exception to Reg. 337(d)-4.

Medical practice G, an IRC 501(c)(3) tax-exempt professional corporation, loses its exemption in 1999. G
immediately acquires all or substantially all of the assets of medical practice H for $10 million dollars with
the principal purpose of avoiding the corporate gain recognition rules. In 2000 G regains section 501(c)(3)
status. In this situation, the exception for an organization that regains tax-exempt status within three years
of revocation would not apply.

5. Other Applications of Reg. 1.337(d)-4

     A. Asset Sale Rule

The regulations exclude a transaction from the Asset Sale Rule to the extent it qualifies for nonrecognition
of gain or loss as a like-kind exchange described in IRC 1031 or an involuntary conversion described in
IRC 1033. For example, the Asset Sale Rule does not apply to a taxable corporation that transfers assets to
a tax-exempt entity in a like-kind exchange. The reason for this exception is that the built-in appreciation in
the replacement property is preserved in the transferred asset and remains in the hands of the taxable
corporation. Thus, the transaction does not circumvent the corporate tax.

     B. Homeowners Associations and Political Organizations

IRC 528 homeowners associations and IRC 527 political organizations are not subject to Reg. 337(d)-4.
IRC 528 homeowners associations and political organizations are removed from the list of tax-exempt
organization subject to the regulations because they are subject to tax on all their income except for exempt
function income. Accordingly, gains from the sale of property by homeowners associations and political
organizations are taxable. Thus, there is no circumvention of corporate level tax.

     C. Change in Status Rule

In response to comments made during consideration of the proposed regulations, IRC 501(c)(12) mutual or
cooperative electric companies, IRC 501(c)(7) social clubs, and IRC 501(c)(15) insurance companies may
under certain circumstances not be subject to Reg. 1.337(d)-4.

          (1) IRC 501(c)(12) Organizations

The Change in Status Rule does not apply to an IRC 501(c)(12) organization that loses its exempt status
solely because it failed the 85 percent test and later regains its exempt status. However, the IRC 501(c)(12)
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organization must meet all the requirements for exemption under IRC 501(c)(12), except the 85 percent
test, in each intervening tax year.

          (2) IRC 501(c)(7) Organizations

The Change in Status Rule is modified for newly formed social clubs if they become tax-exempt within
seven years of their formation, rather than within the three-year period provided for other tax-exempt
entities.

          (3) IRC 501(c)(15) Organizations

The Change in Status rule does not apply if a taxable property and casualty insurance company becomes
an organization described in IRC 501(c)(15), and during the year it first qualifies under IRC 501(c)(15)
and all subsequent years in which it is tax exempt, it is the subject of a court supervised rehabilitation,
conservation, liquidation, or similar state proceeding. However, the Change in Status Rule continues to
apply to all other insurance companies described in IRC 501(c)(15).

     D. Unrelated Business Taxable Income Rule

Reg. 1.337(d)-4(a)(4)(b) provides that if an asset will be used partly or wholly in an exempt entity's IRC
511(a) activity, the taxable corporation will recognize an amount of gain or loss that bears the same ratio to
the asset's built in gain or loss as 100 percent reduced by the percentage of use in the IRC 511(a) activity
bears to 100 percent. The regulations also allow continuing deferral to the extent the exempt entity disposes
of its assets in a transaction that qualifies for nonrecognition of gain or loss under IRC 1031 or 1033, but
only to the extent that the replacement asset is used in an IRC 511(a) activity.

6. Conclusion

Examination and determination specialists should pay special attention to purchases of taxable corporation
stock by exempt organizations. Abusive situations have been noted in stock transactions involving health
care organizations, nursing homes, schools, and cemetery companies. In such a situation, a review of all
documentation, including appraisals, correspondence between or among the parties, and minutes of
committee or board meetings should be studied to determine if the exempt organization paid more than fair
market value.

                              FOOTNOTES

     /1/ An S corporation is generally treated for income tax purposes as a pass-through entity, the income
and deductions of which flow through and are taxed at the shareholder level. The corporation pays no
corporate level tax and the shareholders pay the tax on the corporate operations roughly in place of the
shareholder level tax on distributions, which leaves the shareholders larger after-tax proceeds from
corporate profits distributed to the shareholders. However, under IRC 1374, if a C corporation files after
1986 to elect S status, the net unrealized built-in gain in its assets at the time of conversion to S status is
subject to a special corporate level tax on any net built-in gains recognized during its first 10 years as an S
corporation.

     /2/ Generally a taxable corporation, if making the same purchase, would discount the purchase price
below fair market value to take into account the tax liability it could incur under certain circumstances.
Therefore, generally, an exempt purchaser could afford to pay more for the same property than a taxable
purchaser does.
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                          END OF FOOTNOTES
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                               PART II
                        CURRENT DEVELOPMENTS
                                 by
                Toussaint Tyson and Thomas J. Miller

1. Announcements

Announcement 98-108, 1998-48 I.R.B. 11 (November 30, 1998)

This announces public hearings on the proposed regulations, REG-12168-97 (concerning the unrelated
business income tax consequences of travel tours hosted by exempt organizations), which were held on
February 10, 1999. These proposed regulations are more fully discussed under section 5 of this article.

Announcement 99-62, 1999-25 I.R.B. 13 (June 21, 1999)

This reminded tax-exempt organizations of the June 8, 1999, effective date for T.D. 8818, 1999-17 I.R.B.
3 (April 26, 1999), 64 Fed. Reg. 17279 (April 9, 1999), which requires exempt organizations other than
private foundations to provide, on request, copies of the application for recognition of exemption and three
most recently filed information returns.

2. Notices, Revenue Procedures and Revenue Rulings

Notice 98-58, 1998-49 I.R.B. 13 (December 7, 1998)

This notice contains a proposed revenue procedure providing procedures for issuers to request an
administrative appeal of an adverse determination by the Employee Plans/Exempt Organizations Key
District that interest on their debt obligations is not excludable from gross income under IRC 103. The
revenue procedure would implement section 3105 of the Internal Revenue Service Restructuring and
Reform Act, P.L. 105-206, 112 STAT. 685 (the Act), which directs the Service to modify its
administrative procedures to allow issuers to appeal an adverse determination of the bond's interest
excludablity.

The notice requested comments on the proposed revenue procedure and on the application of the early
referral program to bond issues.

Notice 99-17, 1999-14 I.R.B. 6 (April 5, 1999)

This notice modifies Notice 98-20, 1998-13 I.R.B. 25, to reflect changes made to IRC 1(h) by the Tax and
Trade Relief Extension Act of 1998, P.L. 105-277, 112 STAT. 2681. The changes affect the treatment of
post-1997 distributions of certain capital gains properly taken into account in 1997 by an IRC 664
charitable remainder trust.

Notice 99-31, 1999-23 I.R.B. 1 (May 20, 1999)

This notice informed taxpayers that the deadline for special reformations of CRUT's provided for by
section 1.664- 3(a)(1)(i)(f)(3) of the Treasury Regulations has been extended to June 30, 2000. The notice
also clarifies that the term "legal proceedings," used in that section of the Treasury Regulations, includes
non-judicial reformations, if such reformations are valid under state law and if completed by June 30, 2000.

Notice 99-36, 1999-26 I.R.B. 1 (June 14, 1999)
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This notice alerts taxpayers and organizations described in IRC 170(c) about certain charitable split-dollar
insurance transactions that purport to give rise to charitable contribution deductions under IRC 170 or IRC
2522. Taxpayers and these organizations are notified that the such transactions will not produce the tax
benefits advertised by the promoters and that parties undertaking these transactions may be subject to other
adverse tax consequences, including paying penalties and excise taxes.

Rev. Proc. 98-62, 1998-52 I.R.B. 23 (December 28, 1998)

This revenue procedure updates Rev. Proc. 97-56, 1997-2 C.B. 582, and identifies circumstances under
which the disclosure of a taxpayer's return position with respect to an item is adequate for the purpose of
reducing the understatement of income tax under IRC 6662(d) (relating to the substantial understatement
penalty) and the IRC 6694(a) preparer penalty. The revenue procedure addresses many items on an income
tax return, including, at ' 4.01(1)(d), disclosure concerning contributions reported on lines 15 through 18 on
the Form 1040. The revenue procedure also clarifies when Form 8283, Noncash Charitable Contributions,
must be attached to the return and whether the IRC 170(f)(8) contemporaneous written acknowledgment
must be attached.

Rev. Proc. 98-63, 1998-52 I.R.B. 25 (December 28, 1998)

This revenue procedure, at section 7, updates Rev. Proc. 97-58, 1997-2 C.B. 587, by providing optional
standard mileage rates for employees, self-employed individuals, or other taxpayers to use in computing the
deductible costs, paid or incurred on or after January 1, 1999, of operating an automobile for business,
charitable, medical or moving expense purposes. The substantiation methods mentioned in this revenue
procedure are permissible not mandatory.

3. Proposed and Final Regulations

REG-106177-97, 1998-37 I.R.B. 33 (September 14, 1998), 63 Fed. Reg.
45019 (August 24, 1998)

This document contains proposed regulations on qualified State tuition programs (QSTP's). These
proposed regulations reflect changes to the law made by the Small Business Job Protection Act of 1996 and
the Taxpayer Relief Act of 1997. The proposed regulations affect QSTP's established and maintained by a
State or agency or instrumentality of a State, and individuals receiving distributions from QSTP's.

REG-246256-96, 1998-34 I.R.B. 9 (August 24, 1998), 63 Fed. Reg. 41486
(August 4, 1998)

This proposed regulation provides guidance on the excise taxes on excess benefit transactions under IRC
4958, which was added to the Code by Taxpayer Bill of Rights 2, P.L. 104-168, 110 Stat. 1452, and is
generally effective for transactions occurring on or after September 14, 1995. The IRC 4958 excise taxes
are imposed on certain transactions that provide excess economic benefits to disqualified persons of public
charities and social welfare organizations. The proposed regulations clarify certain definitions and rules
(including the "rebuttable presumption of reasonableness") contained in IRC 4958.

T.D. 8791, 1999-5 I.R.B. 7 (February 1, 1999), 63 Fed. Reg. 68188
(December 10, 1998)

This transmits final regulations under IRC 664, concerning charitable remainder unitrusts and charitable
remainder annuity trusts, and under IRC 2702, concerning special valuation rules for transfers of interests
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to trusts. The final regulations contain: rules on the conditions under which the governing trust instrument
may provide a change in the method of calculating the unitrust amount under IRC 664(d)(3); rules on the
date by which the annuity amount or the unitrust amount must be paid to the non-charitable recipient; rules
concerning the appraisal of and definition of unmarketable assets; clarification on the application of IRC
2702 to certain charitable remainder unitrusts; and a prohibition on the allocation of precontribution gain to
trust income and the prohibition on the treatment of the make-up amount as a trust liability.

T.D. 8791 obsoletes Notice 97-68, 1997-2 C.B. 330, as of December 10,
1998.

T.D. 8802, 1999-4 I.R.B. 10 (January 25, 1999), 63 Fed. Reg. 71591
(December 29, 1998)

This final regulation contains IRC 337 guidance to implement provisions of the Tax Reform Act of 1986
P.L. 99-514, 100 STAT. 2085, and the Technical and Miscellaneous Revenue Act of 1988, P.L. 100-647,
101 STAT. 3342, concerning the repeal of General Utilities. They generally affect a 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 in a transaction other than a liquidation, and generally require the
taxable corporation to recognize gain or loss as if it had sold the assets transferred at fair market value.

T.D. 8818, 1999-17 I.R.B. 3 (April 26, 1999), 64 Fed. Reg. 17279
(April 9, 1999)

These final regulations provide guidance for tax-exempt organizations (other than private foundations)
required to make their applications for tax exemption and annual information returns available for public
inspection. In particular, these regulations provide guidance for tax-exempt organizations required to
comply with written or in-person requests from individuals who seek copies of those documents. These
regulations describe how a tax-exempt organization can make the documents "widely available" and,
therefore, not be required to provide copies in response to individual requests. T.D. 8818 also addresses the
standards that apply in determining whether a tax-exempt organization is the subject of a harassment
campaign and provide guidance on the applicable procedures for obtaining relief from the requirement that
copies of documents be provided in response to requests.

T.D. 8818 became effective June 8, 1999.

(Private foundations continue to be subject to the public disclosure requirements under IRC 6104(d) and
(e), as in effect prior to the Tax and Trade Relief Extension Act of 1998, P.L. 105-277, 112 STAT. 2681).

4. Court Decisions

A. Exemption and Foundation Classification Cases

Anclote Pyschiatric Center, Inc. v. Commissioner, T.C. Memo 1998-273

The Tax Court found the Service had not improperly revoked Anclote's exemption, which revocation was
based on Anclote's sale of its assets for less than fair market value.

The Service had the burden of proof because of an earlier unfavorable ruling on the burden of proof,
Anclote Pyschiatric Center, Inc. v. Commissioner, 98 T.C. 374 (1992) (The Service had failed to rule on
the request for a determination with respect to its continuing qualification for exemption within 270 days
after the date the request was submitted.)  Furthermore, the Service's evidence on valuation was ruled
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inadmissible.

The organization had received a 1982 private letter ruling that if a certain proposed asset sale to an investor
group composed of board members was at fair market value, there would be no disqualifying inurement.
The sale went forward and the organization was later examined. The court found that the sale price was
based on a price for the assets which did not include approximately $1,000,000 worth of real estate; further
the court found the sale price was $6,638,120, and that Anclote had received considerably less. The excess
was considered fatal inurement sufficient to uphold the revocation.

Emmet Fields v. United States of America, 98-1 U.S.T.C. paragraph
50,361, 81 A.F.T.R.2d (RIA) 1625 (D.C.C. 1998)

The district court dismissed the plaintiff's case for lack of standing. Apparently, the plaintiff's
organization's claim to exemption as a church had been denied by the Service. He filed the following three
claims: that IRC 501(c)(3),  "which establishes the criteria for an organization to receive tax exempt
status", is unconstitutional; that the Kurtz fourteen-point test used to assist in determining whether an
organization is a church, is unconstitutional; and that that individuals cannot achieve tax-exempt status is
also unconstitutional. The court found the plaintiff lacks standing under Lujan v. Defenders of Wildlife,
504 U.S. 555 (1992) (concerning the Endangered Species Act of 1973), where the complained of harm is
not particularized nor would any granted relief singularly benefit him. As to the plaintiff's substantive
constitutional arguments, the court relied on a legion of cases supporting the constitutionality of the
plaintiff's first and second claims. The court did not directly address the third claim concerning exemption
for individuals.

Tate Family Foundation v. Commissioner, T.C. Memo 1999-165

The Tax court upheld the Service's adverse determination on the organization's application for exempt
status.

The creators and a supermajority of the board and officers were of the same family. The organization filed
the Form 1023, Application for Recognition of Exemption Under Section 501(c)(3) of the Internal Revenue
Code, but submitted vague answers in response to requests for clarifying information. The organization
appealed the proposed adverse determination letter, but provided vague information here also. The final
adverse determination stated that the organization did not meet the operational test under section
1.501(c)(3)-1 of the Income Tax Regulations.

The Tax Court citing to Bubbling Well Church of Universal Love, Inc. v. Commissioner, 74 T.C. 531, 535
(1980), aff'd 670 F.2d 104 (9th Cir. 1981), stated that the opportunity for abuse is present where the
affairs of an organization are controlled by its creators who belong to the same family. In such a case, the
Tax Court "require[s] an open and candid disclosure of all facts bearing upon the organization, its
operations, and its finances so that [the court] may be assured that [it] is not sanctioning an abuse of the
revenue laws by granting a claimed exemption."

Tamaki Foundation v. Commissioner, T.C. Memo 1999-166

The Tax Court upheld the Service's adverse determination on the organization's application for exempt
status.

The creators were husband and wife, who also made up a majority of the board and officers. The
organization filed the Form 1023, Application for Recognition of Exemption Under Section 501(c)(3) of
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the Internal Revenue Code, claiming the organization's activities would include financial assistance to the
poor, services to the aged, and aid to the handicapped; however, in response to repeated Service requests
for clarifying information, the organization submitted vague uninformative answers. The organization
appealed the proposed adverse determination letter, but provided vague information here also. The final
adverse determination stated that the organization did not meet the operational test of section 1.501(c)(3)-1
of the Income Tax Regulations.

The Tax Court, citing Bubbling Well Church of Universal Love, Inc. v. Commissioner, 74 T.C. 531, 535
(1980), aff'd 670 F.2d 104 (9th Cir. 1981), stated that the opportunity for abuse is present where the
affairs of an organization are controlled by its creators who belong to the same family. In such a case, the
Tax Court "require[s] an open and candid disclosure of all facts bearing upon the organization, its
operations, and its finances so that [the court] may be assured that [it] is not sanctioning an abuse of the
revenue laws by granting a claimed exemption."

Larry D. Bowen Family Foundation v. Commissioner, T.C. Memo 1999-149

The Tax Court sustained the Service's determination that the organization had failed to show that it met the
operational test under section 1.501(c)(3)-1 of the Income Tax Regulations.

United Cancer Council v. Commissioner, 165 F.3rd 1173 (7th Cir. 1999)
rev'g and remanding 109 T.C. 326 (1997)

The Seventh Circuit reversed the Tax Court's opinion, which had upheld the Service's revocation of United
Cancer Council's (UCC) exemption under IRC 501(c)(3) on the grounds that UCC's earnings inured to the
benefit of a fund-raiser, Watson & Hughey (W&H). The case was remanded for review of the Service's
second ground for revocation, which is that UCC had conferred private benefit to W&H.

In 1984 UCC had entered into a five year mail solicitation fund-raising contract with W&H. UCC had no
risk under the contract if the fund-raising contract went poorly, and enjoyed income if the fund-raising was
successful. UCC paid very high fees for the creation of the mailing lists, which the Tax Court had found
were controlled by W&H during the term of the contract. Most of the expenses resulting from generation of
the mailing list were paid to W&H or one of its affiliates. Funds generated by the mail solicitations were
deposited into an escrow account and disbursed only on instruction 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 term of the contract, release control of the mailing lists nor of the escrowed funds. Upon
expiration, the contract was not renewed by UCC.

The Seventh Circuit reversed the Tax Court's findings that W&H was a UCC insider and its findings that
the net earnings of UCC had inured to the benefit of W&H. However, the Seventh Circuit clarified that
upon remand, the Tax Court may consider whether UCC had operated to confer private benefit on W&H
by the board's violation, if any, of its corporate duty of care involving the dissipation of the charity's assets.
(The Court clarified that this type of "private benefit" is different from the usual private benefit case "where
charity had dual public and private goals.")

Matthew Fondel v. United States, 98-2 U.S.T.C. paragraph 50,530 (Ct.
Cl. 1998)

The Court of Federal Claims dismissed Mr. Fondel's request for declaratory judgment on the exempt status
of At Cost Services, Inc. Mr. Fondel filed suit for a declaratory judgment in his capacity as an individual
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director of the organization. The court, citing to IRC 7428(b)(1), found that it lacked jurisdiction to
entertain Mr. Fondel's suit as he had filed the suit in his capacity as an individual, and not as a
representative of the organization.

KJ's Fund Raisers, Inc. v. Commissioner, 98-2 U.S.T.C. paragraph
50,869 (2nd Cir. 1998), aff'g T.C. Memo 97-424

The Second Circuit affirmed the Tax Court's ruling that KJ's Fund Raisers, Inc., which was organized in
1992, was not described in IRC 501(c)(3). The organization raised funds, through the sale of lottery
tickets, exclusively on the site of a lounge, viz., KJ's Place. The Tax Court had 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.

On appeal, the organization argued that the Tax Court should have considered state law in its determination
of whether the organization met the requirements of IRC 501(c)(3). The organization also argued that the
Tax Court should not have considered the organization's pre-July 1, 1994, conduct, because the
organization asked the Tax Court for a declaration of its exemption prospectively from July 1, 1994. The
Second Circuit ruled that the organization's compliance with the state law is irrelevant to a consideration of
compliance with IRC 501(c)(3), a federal law, and that, the pre-July 1, 1994, events and facts are, in fact,
relevant to a determination of its actual operating purposes, and the progression, if any of those purposes
over time.

Educational Athletic Ass'n v. Commissioner, T.C. Memo 1999-75

The Tax Court upheld the Service's determination that an organization described in IRC 501(c)(3) was a
private foundation as all of its revenue was derived from unrelated business taxable income.

The organization was organized primarily to promote athletic education and its sole source of support for
1993, 1994 and 1995 was the sale of "pickle cards" to liquor establishments. On September 27, 1996, the
organization submitted Forms 990-T, Exempt Organization Business Income Tax Return, for 1993, 1994
and 1995 and reported the "pickle card" receipts as unrelated business taxable income (UBTI). On January
28, 1998, the Service advised the taxpayer that as all of its revenue was from UBTI, the organization  was
not a public charity under IRC 509(a)(2). The organization argued its income was not UBTI (the filed
Forms 990-T, notwithstanding).

The Tax Court ruled that as the "pickle card" sales were conducted continuously from 1993 through 1995,
and the sales were conducted to generate a profit, and that such "pickle card" sales comprised a trade or
business that was regularly carried on. Citing to the plain language of IRC 513(a), the court rejected the
organization's need for the profits derived from the sales as constituting a substantial relationship to the
organization's purpose of promoting athletic education. Additionally, the court rejected the organization's
argument that its pickle card sales do not unfairly compete with for-profit businesses; the court, citing to
Clarence La Belle Post No. 217, VFW v. United States, 580 F.2d 270, 271 (8th Cir. 1978), found the
argument was not significant to the analysis.

Branch Ministries, Inc., et al. . v. Commissioner, 40 F.Supp.2d 15
(D.D.C. 1999)

The District Court for the District of Columbia by summary judgment upheld the Service's revocation of
Branch Ministries' exemption under IRC 501(c)(3).



CPE-FY2000.doc September 1, 1999
(12:31PM)

205

The district court found that on October 30, 1992, the taxpayer had expressed its concern about the moral
character of a candidate in the 1992 presidential elections. The expression was placed in two newspapers
with wide national circulation.

By November 20, 1992, the Service had begun an IRC 7611 church tax inquiry, followed, in 1993, by an
IRC 7611 church tax examination and a 1995 revocation of the organization's exemption retroactive to
January 1, 1992. The taxpayer filed a timely action challenging the revocation as violative of IRC
501(c)(3), the Religious Freedom Restoration Act (RFRA), 42 U.S.C. section 2000bb, the First
Amendment and the church's equal protection rights under the Fifth Amendment. The Service
unsuccessfully challenged a taxpayer discovery motion. Branch Ministries, Inc. v. Richardson, 970 F.
Supp. 11 (D.D.C. 1997).

Concerning the taxpayer's argument that the Service's revocation violated the Code, the taxpayer posited
that IRC 7611 prevents revocation of exemption, once the Service determines a church is exempt under
IRC 501(a), and described in IRC 501(c)(3) unless the Service first determines the organization is not a
church. (The Service did not challenge taxpayer's claim that it's a church.)

The District Court tracing the skein of IRC 7611, 501(a) and 501(c)(3) explained that the Service may
revoke a church's tax exempt status upon a determination that the organization is not a church exempt
under IRC 501(a) which provides exemption for organizations described in IRC 501(c)(3); IRC 501(c)(3),
in turn, describes organizations organized for religious purposes that do not politick. The court found that,
as the Service had properly determined the organization did politick, it could properly determine the
organization was not exempt under IRC 501(a).

Concerning the constitutional claims that it was the subject of selective prosecution because of its political
and religious beliefs, the court clarified that the taxpayer had to make the Armstrong showing that the
prosecutorial decision had a discriminatory effect or was undertaken with discriminatory intent. See United
States v. Armstrong, 517 U.S. 456 (1996). The organization was unable to make a case for discriminatory
effect where is could show no organizations, i.e., churches, that had placed similar advertisements in two
national newspapers and not been revoked. The taxpayer's case for discriminatory intent was based on even
less evidence.

Concerning, the taxpayers' free exercise claim, which are protected by the RFRA  and the First
Amendment, the district court required the plaintiffs  to show that the government had substantially
interfered with their exercise of religious. Then, under Weir v. Nix, 114 F.3d 817 (8th Cir. 1997), the
government would be required to show that application of the burden to the affected persons (here, the
plaintiffs) is (1) in furtherance of a compelling governmental interest, and (2) is the least restrictive means
of furthering that compelling governmental interest. The court found that the plaintiffs had failed to
establish that the revocation substantially burdened their right to freely exercise their religion where they
could not show the plaintiffs had to violate their beliefs, see Thomas v. Review Bd. Of Indiana
Employment Soc. Services Division, 450 U.S. 707 (1981), nor abandon a precept of their religion, Sherbert
v. Verner, 374 U.S. 358 (1963). The court noted that revocation, and any consequent taxation merely
reduced the taxpayer's disposable cash, but that this is constitutionally insignificant. See Bob Jones Univ.
v. United States, 461 U.S. 574 (1983).

Finally, the court ruled that the taxpayers' content based discrimination claims -- that such discrimination
violates their Fifth Amendment right to equal protection, and their First Amendment right to free speech --
merely mirrored their Fifth Amendment selective prosecution claim. The re-cast argument still, in the
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court's view, lacked factual support.

The Fund for Study of Economic Growth and Tax Reform v. Internal
Revenue Service, 161 F.3d 755 (D.C. Cir. 1998)

The D.C. Circuit upheld the district court's sustaining the Service's determination that the Fund did not
qualify for tax exemption because it operated as a Treas. Regs. 1.501(c)(3)- 1(c)(3)(iv)(b) "action"
organization.

The Fund's primary activity was to fund the National Commission on Economic Growth and Tax Reform,
an organization which studied the merits of only one tax regime, which was advocated by one political
party. The Service and the district court considered it appropriate to attribute the activities of the
Commission to the Fund in analyzing the Fund's claim to tax-exemption as an organization described in
IRC 501(c)(3). The District Court found that the Commission advocated a tax regime which could only be
achieved through legislation. The district court also found that the Commission's effort could not be said to
be purely non-partisan research where it assumed a conclusion and did not seriously consider any other tax
regime.

Ronald M. Auen, Trustee  v. United States of America, 83 A.F.T.R.2d
paragraph 568 (9th Cir. 1999)

The Ninth Circuit upheld the Service's position that a certain pair of trusts is described in IRC 501(c)(3)
and exempt under IRC 501(a) as private foundations and, therefore, liable for the IRC 4940 excise taxes.
The Ninth Circuit agreed that both trusts were exempt despite one trust's obligation to "pay the estate taxes
of the first trustor to die," which the court characterized as an insubstantial part of the trust's activities.
(The trust had unsuccessfully argued they were IRC 4947(a)(1) non-exempt trusts.)

     B. Unrelated Trade or Business Cases

Museum of Flight Foundation v. United States, 83 A.F.T.R.2d paragraph
99,474 (W.D.W. 1999)

The district court found that the Museum generated no unrelated business taxable income by its single two
year lease of one of its display aircraft.

In 1998, Boeing retired a test aircraft, a Boeing 747 Jumbojet, and donated it to the Museum in an "as is -
where is" condition, which was several miles from the museum's main facility. Shortly thereafter, Boeing
leased the craft from the Museum to test engines for its forthcoming Boeing 777. Boeing paid the Museum
$200,000 over 1991 and 1992, and, when finished, returned the plane, freshly painted and in an enhanced
condition, to the Museum at its main facility.

The court ruled this case, unlike Cooper Tire & Rubber Co. Employee's Retirement Fund v. Commissioner,
306 F.2d 20 (6th Cir. 1962)(which involved a ten year lease of twenty tire-manufacturing machines that
were purchased specifically for the purpose of leasing) did not involve a regularly carried on trade or
business. Additionally, the court found the test craft's second incarnation as a test craft enhanced its display
value and added substantially to the organization's purpose to "acquire, restore, preserve and donate for
public display airplanes . . . of present or historic value."

Sierra Club, Inc., v. Commissioner, T.C.Memo 1999-86, rev'd and
remanded by 86 F.3d 1526 (9th Cir. 1996), rev'g 103 T.C. 307
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(1994)(Sierra Club II).

The Tax Court ruled against the Service's determination that the amounts received by the Sierra Club from
its affinity card program were consideration for services, and ruled that the amounts were royalties within
the meaning of IRC 512(b)(2). Accordingly, Sierra Club would not be liable for unrelated business income
tax. (In Sierra Club II, the Tax Court ruled, on summary judgment, that the income was royalty income.
The Ninth Circuit reversed the Tax Court because payments under an affinity card program are not royalty
income as a matter of law, and, therefore, the case could not be disposed of on summary judgment where
there were genuine issues of material fact in dispute. The Tax Court was charged to make a factual
determination, and did so in this 1999 iteration of the case.)

Common Cause v. Commissioner, 112 T.C. No. 23 (June 22, 1999)

Planned Parenthood Federation of America, Inc. v. Commissioner, T.C.
Memo 1999-206

The Tax Court held that amounts paid (a) for the use the respective organizations' mailing lists and (b)
certain "royalty- related activities" conducted by the organizations and other parties in connection with the
mailing list rentals were not unrelated business income; the amounts were found to be IRC 512(b)(2)
royalty payments. The court found the activities conducted by the mailing list brokers to be other than
"royalty-related activities;" however, payments attributable to these activities were not held to be UBI. The
court found that (a) such payments were not received by the organizations and (b) the brokers were agents
of the parties renting the mailing lists - not agents of the organizations. Additionally, the court, relying on
legislative history, rejected the Service's argument that the passage of section 1601(a) of the Tax Reform
Act of 1986, P.L. 99-514, which added IRC 513(h)(excepting certain mailing list transactions from the
definition of trade or business) suggested that other mailing list transactions, which do not fall within IRC
513(h), are the conduct of a trade or business.

     C. Chapter 42 Case

Ronald M. Auen, Trustee  v. United States of America, 83 A.F.T.R.2d
568 (9th Cir. 1999)

The Ninth Circuit upheld the Service's position that a certain pair of trusts is described in IRC 501(c)(3)
and exempt under IRC 501(a) as private foundations and, therefore, liable for the IRC 4940 excise taxes.
The Ninth Circuit agreed that both trusts were exempt despite one trust's obligation to "pay the estate taxes
of the first trustor to die," which the court characterized as an insubstantial part of the trust's activities.
(The trust had unsuccessfully argued they were IRC 4947(a)(1) non-exempt trusts.)

     D. Disclosure and Miscellaneous Cases

Markus Q. Bishop v. United States, 83 A.F.T.R.2d paragraph 99-815
(D.C.N.F. 1999)

The district court by summary judgment ruled the Service's IRC 7609 summons was proper against two
church officers who had sought to quash a summons of church records pertaining to income tax liabilities
of the officers.

The Service served an IRC 7609 summons on the church and two of its officers. The officers sought to
quash the summons. The church intervened under IRC 7609(b), and also filed a petition to quash the
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Services summons on several grounds, including that the information sought was not relevant to the tax
audit.  According to the officers and the church, under IRC 7611, the Service was only entitled to payroll
records and W-2 information. They also argued that other information under the summons was irrelevant to
an income tax audit of the officers.

The court found that IRC 7611 was inapplicable to the analysis because IRC 7611(c)(2) clearly provides
that IRC 7611 shall not apply to any inquiry or examination relating to the tax liability of any person other
than a church. The district court ruled in favor of the Service on the other defenses as well.

Tax Analysts v. Internal Revenue Service, 83 A.F.T.R.2d 1278 (D.D.C.
1999)

The federal district court ruled on summary judgment that the Service properly withheld closing agreements
from disclosure. Tax Analysts argued under the Freedom of Information Act that the closing agreements
were disclosable, despite the general confidentiality rules of IRC 6103, because the documents were issued
by the Service with respect to applications for exemption, which should be disclosable under IRC
6104(a)(1)(A). The Service failed to respond to the request. In response to the Tax Analysts' administrative
appeal from the Service's effective denial of the request, the Service argued that  the documents were not
disclosable under IRC 6103(a). Tax Analysts filed an action to injoin the Service from withholding the
documents.

The district court found that terms of closing agreements are the product of negotiation rather than factors
in granting tax exemption. Accordingly, such documents are not issued by the Service, and, therefore,
cannot be disclosable under IRC 6104(a). It followed that the IRC 6103 general disclosure proscription
controlled, accordingly, the district court ruled the closing agreements are not disclosable.

Anita Schuloff v. Queens College Fdn. Inc, 165 F.3rd 183 (2d Cir.
1999)

The Second Circuit agreed with the defendant exempt organization and found that a requester has no right
against an exempt organization to compel compliance with the public disclosure requirements of IRC 6104.

Affiliated Foods, Inc. v. Commissioner, 154 F.3rd 527  (5th Cir.
1998)

The Fifth Circuit ruled for Affiliated Foods, Inc. (AFI), a non-exempt cooperative of small grocery stores
that challenged alleged tax deficiencies for taxable years 1989 and 1990. The Tax Court, in Affiliated
Foods, Inc. v. Commissioner, T.C. Memo 1999-136, had found AFI had earned income through the
management of certain advertising funds destined for its shareholders. AFI appealed. The Fifth Circuit
ruled on the facts, not on the proper law to be applied.

The case involved two sets of monies, i.e., promotional account funds and food show funds, both of which
were provided by the cooperative's vendors and commingled with the cooperative's general accounts.
Concerning the promotional funds, in order to increase the retail sales of the cooperative's members, the
vendors encouraged the members to promote the vendor's products. The Fifth Circuit found that the
vendors discretionarily deposited funds with AFI to be released, in the amount and manner chosen by the
vendor, to the members upon proof submitted to the vendor that the vendor's promotion was undertaken.
Following precedent established by Seven-Up Co. v. Commissioner, 14 T.C. 965 (1950), the court ruled
AFI never had a claim of right to the monies and, therefore, such monies were not properly includible
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income of AFI.

Concerning the food show funds, which were used during food shows, hosted by AFI, the vendors were
required by AFI to provide special price discounts to AFI's members based on the amount of product
bought. The Fifth Circuit, relying on Buckeye Countrymark, Inc. v. Commissioner, 103 T.C. 555 (1994)
agreed with the Tax Court's finding that the members had received rebates based on the amount of product
purchased through AFI, and that AFI was able to provide a patronage dividend without complying with the
statutory requirements of Subchapter T (governing the taxation of cooperative income and related
distributions). (At the Tax Court level, this failure resulted in the disguised patronage dividends being
ineligible for deductibility under Subchapter T of the Code.)

5. Bills Introduced in the 106th Congress (1st Session)

     H.R. 1469

This bill would amend IRC 1388 to clarify that marketing, for the purposes of IRC 521 (concerning
farmers' cooperatives) and Subchapter T of the Code (concerning the tax treatment of cooperatives),
includes feeding animals and selling such animals, and animal products. Additionally, this bill would extend
the IRC 7428 declaratory judgement remedy to include the qualification or continuing qualification of
organizations claiming exemption under IRC 521.

Generally, this bill would be effective for taxable years beginning after the date of enactment. The
declaratory judgment provision would apply to pleadings filed after the date of enactment but only with
respect to determinations (or requests for determinations) made after January 1, 1998.

     HR 1525

A bill to amend IRC 7701(c) by providing simplified criteria, in lieu of the common law rules endorsed by
section 530 of the Revenue Act of 1978 for determining whether a individual is an employee or an
independent contractor. The bill's three point test would classify an individual as an independent contractor
if he has a right to control and direct the manner of, and "means used in," the service provider's
performance of services for the service recipient; he makes similar services available to others and is not
prevented from doing so while providing services to any service recipient; and he bears entrepreneurial risk.

Additionally, the bill would repeal section 530 of the Revenue Act of 1978 and includes transitional relief
for any taxpayer currently eligible for the section 530 safeharbor. Amended IRC 7701(c) would become
effective after September 31, 2000; regulations effected by the repeal of section 530 would not apply to
services performed before January 1, 2001. (Current IRC 7701(c)(concerning definition of "include" and
"including") would be inserted in a new IRC 7701(a)(33)).

     H.R. 1640

This bill would restore and make permanent the exclusion from gross income for amounts received under
qualified group legal services plan. The effective date, if passed in current form, would be date of
enactment.

     H.R. 1707

This bill would amend IRC 513, by creating IRC 513(f)(3), to provide that the conduct of certain games of
chance shall not be treated as an unrelated trade or business if they are conducted under a state license
available only to non profit or tax-exempt organizations, and the conduct of which does not violate state or
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local law.

Effective date is date of enactment.

     H.R. 1914

This bill would amend IRC 1388(a) to permit cooperatives to pay dividends on stock without reducing the
cooperatives' net earnings available for patronage dividends. The bill would be effective on the date of
enactment.

     H.R. 2101

This bill would extend the work opportunity tax credit to employment taxes of IRC 501(c)(3)
organizations.  The bill would apply to individuals who begin work for the employer after December 31,
1999.

     S. 435

This bill would amend IRC 170(f)(8) to allow the Secretary of the Treasury to waive the IRC 170
substantiation rules. The bill would be effective for contributions made on or after January 1, 1994.

     S. 490

     [73] Would amend IRC 513(f) to provide all legal games of chance the unrelated business income tax
treatment presently accorded bingo, as defined in IRC 513(f). The effective date is date of enactment.

     S. 997

A bill to assist states in providing an individual a credit against state income taxes or a comparable benefit
for contributions to charitable organizations working to prevent or reduce poverty and to protect and
encourage donations to charitable organizations, to prohibit discrimination against nongovernmental
organizations and certain individuals on the basis of religion in the distribution of government funds, to
provide government assistance and the distribution of such assistance, to allow such organizations to accept
such funds to provide such assistance without impairing the religious character of such organizations, to
provide for tax-free distributions from individual retirement accounts for charitable purposes, and for other
purposes.

Provisions concerning the credit against taxes would be effective on January 1, 2000; provisions to prohibit
religious based discrimination would be effective on the date of enactment; and provisions concerning IRA
distributions would be effective for taxable years beginning after the bill's date of enactment.

6. Discussion:

PROPOSED REGULATIONS ON TRAVEL AND TOUR ACTIVITIES OF TAX EXEMPT
ORGANIZATIONS

Proposed travel tour regulations were published on May 18, 1998. (REG-121268-97, 1998-20 I.R.B. 12.)
The proposed regulations add Reg. 1.513-7, which provides that the determination of whether travel tour
activities of tax exempt organizations are substantially related to an organization's exempt purposes is a
question of facts and circumstances. To illustrate how the facts and circumstances test would apply, the
proposed regulations include the following four examples:

     Example 1. O, a university alumni association, is exempt from
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     federal income tax under section 501(a) as an educational
     organization described in section 501(c)(3). As part of its
     activities, O operates a travel tour program. The program is
     open to all current members of O and their guests. O works with
     travel agencies to schedule approximately 10 tours annually to
     various destinations around the world. Members of O pay $X to
     the organizing travel agency to participate in a tour. The
     travel agency pays O a per person fee for each participant.
     Although the literature advertising the tours encourages O's
     members to continue their lifelong learning by joining the
     tours, and a faculty member of O's related university is invited
     to join the tour as a guest of the alumni association, none of
     the tours includes any scheduled instruction or curriculum
     related to the destinations being visited. By arranging to make
     travel tours available to its members, O is not contributing
     importantly to the accomplishment of its educational purpose.
     Rather, O's program is designed to generate revenues for O by
     regularly offering its members travel services. Accordingly,
     O's tour program is an unrelated trade or business within the
     meaning of section 513(a) of the Code.

     Example 2. N is an organization formed for the purpose of
     educating individuals about the geography and culture of the
     United States. It is exempt from federal income tax under
     section 501(a) as an educational and cultural organization
     described in section 501(c)(3). N engages in a number of
     activities to accomplish its purposes, including offering
     courses and publishing periodicals and books. As one of its
     activities, N conducts study tours to national parks and other
     locations within the United States. The study tours are
     conducted by teachers and other education professionals. The
     tours are open to all who agree to participate in the required
     study program. The study program consists of community college
     level course related to the location being visited by the tour.
     While the students are on the tour, five or six hours per day
     are devoted to organized study, preparation of reports,
     lectures, instruction and recitation by the students. Each tour
     group brings along a library of material related to the subject
     being studied on the tour. Examinations are given at the end of
     each tour and N's state board of education awards academic
     credit for tour participation. Because the tours offered by N
     include a substantial amount of required study, lectures, report
     preparation, examinations and qualify for academic credit, the
     tours clearly further N's educational purpose. Accordingly, N's
     tour program is not an unrelated trade or business within the
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     meaning of section 513 of the Code.

     Example 3. R is a section 501(c)(4) social welfare organization
     devoted to advocacy on a particular issue. On a regular basis
     throughout the year, R organizes a travel tour for its members
     to Washington, D.C. The tours are priced to produce a profit
     for R. While in Washington, the members follow a schedule
     according to which they spend substantially all of their time
     over several days attending meetings with legislators and
     government officials and receiving briefings on policy
     developments related to the issue that is R's focus. Bringing
     members to Washington to participate in advocacy on behalf of
     the organization and learn about developments relating to the
     organization's principal focus is substantially related to R's
     social welfare purpose. Therefore, R's operation of the travel
     tours does not constitute an unrelated trade or business.

     Example 4. S is a membership organization formed to foster
     cultural unity and to educate X Americans about X, their country
     of origin. It is exempt from federal income tax under section
     501(a) and is described in section 501(c)(3) as an educational
     and cultural organization. Membership in S is open to all
     Americans interested in the X heritage. As part of its
     activities, S sponsors a program of travel tours to X. All of
     S's tours are priced to produce a profit for S. The tours are
     divided into two categories. Category A tours are trips to X
     that are designed to immerse participants in the X history,
     culture and language. The itinerary is designed to have
     participants spend substantially all of their time while in X
     receiving instruction on the X language, history and cultural
     heritage. Destinations are selected because of their historical
     or cultural significance or because of instructional resources
     they offer. Category B tours are also trips to X, but rather
     than offering scheduled instruction, participants are given the
     option of taking guided tours of various X locations included in
     their itinerary. Other than the optional guided tours, Category
     B tours offer no instruction or curriculum. Even if
     participants take all of the tours offered, they have a
     substantial amount of time free to pursue their own interests
     once in X. Destinations of principally recreational interest,
     rather than historical or cultural interest, are regularly
     included on Category B tour itineraries. Based on the facts and
     circumstances, sponsoring Category A tours is an activity
     substantially related to S's exempt purposes, and does not
     constitute an unrelated trade or business with respect to S.
     However, sponsoring Category B tours does not contribute
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     importantly to S's accomplishment of its exempt purposes and is
     designed to generate a profit for S. Therefore, sponsoring the
     Category B tours constitutes an unrelated trade or business with
     respect to S.

At a public hearing held on February 10, 1999, representatives from both the for-profit and exempt
organization sectors presented their views to the IRS on the proposed regulations. Although most of the
speakers were of the opinion that the proposed regulations were fair, at least one speaker for the for-profit
sector believed that the regulations fell short of providing meaningful reform and failed to offer objective
factors for guidance. Some representatives of the commercial travel and tour businesses also contended that
tax exempt organizations continue to engage in for- profit travel activities but are not paying income tax,
which affords them a tremendous competitive advantage.

One speaker for the non-profit, tax-exempt sector was critical of the IRS's more traditional view of
education and requested that the IRS expand its definition of education by looking at more current types of
travel programs, such as programs that offer enrichment through experience rather than academic credit.
The speaker also noted that the use of a "substantially all" test to quantify how much of a travel tour is
educational is too harsh and suggested use of a "primarily all" test in the regulations.

Speakers also responded to the IRS's request for comments regarding whether it should specify the types of
records that exempt organizations must keep to establish whether their trade or business activities further
their exempt purposes. A number of speakers on both sides of the issue believed that the IRS should
include a recordkeeping requirement. The speakers for the exempt organizations, however, cautioned that
such a requirement should not be an administrative burden.

Final regulations on travel tours, as one of the items on the 1999 Treasury/IRS Business Plan, are expected
to be published by the end of 1999.


