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What Do We Mean When We Say “Nonprofit”?

Terminology obscures distinctions that are critical
to understanding the rules that apply to organizations

We often start our lectures by quizzing the participants on their understanding of “nonprofits.”
By show of hands, how many think the following organizations are nonprofits?

The Bill Gates Foundation; your church, synagogue, or mosque; the local United Way; the local com-
munity foundation; a major local university such as Harvard; a local social service organization; the
Sierra Club; the local private golf club; the National Football league; the New York Stock Exchange.

A whole lot of people do not raise their hands very often. The hands particularly start to drop after the
United Way or the community foundation. Yet all of these organizations are nonprofits except the
New York Stock Exchange. And even the New York Stock Exchange was a nonprofit until 2006.

We all think we know what we mean when we say “nonprofit.” But the key to understanding nonprof-
its is to understand that there are many different types of nonprofits. Different rules apply, depending
upon the type of organization. An understanding of the difference is critical to understanding the world
of nonprofit organizations.

Nonprofit

“Nonprofit” is a concept of state law, which means that an organization may not pay dividends or oth-
erwise pass any surplus revenue, or “profits,” from the enterprise on to shareholders, members, or other
individuals. Although a nonprofit may pay reasonable compensation for services actually rendered to
it, in general, any surplus generated by the organization must stay within the organization and be used
for its stated purposes.

(New York Attorney General Eliot Spitzer’s suit against Richard Grasso, former President of the New
York Stock Exchange, was based on the provision of the New York Not-for-Profit Corporation Law
which, like most nonprofit corporation laws, permits payment of reasonable compensation only. There
is no corresponding limitation in the business corporation law. (See Ready Reference Page: “Spitzer
Challenges Grasso Salary as ‘Objectively Unreasonable’.”)

A nonprofit corporation is not “owned” by anyone. It may be controlled by individuals or other enti-
ties, but those who control the nonprofit do not have an ownership interest in the organization. (See
Ready Reference Page: “The Key Question: Whose Organization Is 1t?”)

Tax Exempt

When we say “nonprofit” we are usually thinking of an organization that is exempt from taxation.
Most, but not all, nonprofit organizations are exempt from paying federal income tax on their earnings.
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Section 501(c) of the Tax Code now spells out 29 separate categories of exempt organizations. These
categories include:

Section 501(c)(2) title holding companies (See Ready Reference Page: “Title Holding Companies Have
Limited Uses.”); Section 501(c)(4) social welfare and advocacy organizations like the Sierra Club or
the new organizations set up to participate in political campaigns; Section 501(c)(5) agricultural or la-
bor organizations; Section 501(c)(6) business leagues, professional and trade associations, like the Na-
tional Football League; Section 501(c)(7) social clubs; Section 501(c)(8) and (10) fraternal
organiza-tions; cemetery organizations ((c)(13)); veterans organizations ((c)(19)) and so on down to (c)
(29).

Charities

The largest category, and the one most people usually think of when they think of “nonprofit” or “tax
exempt,” is Section 501(c)(3) “charitable” organizations. Virtually all charities are nonprofits; but not
all nonprofits are charities.

Under the Tax Code definition, a Section 501(c)(3) charitable organization is one which is “organized
and operated exclusively for religious, charitable, scientific, testing for public safety, literary, or educa-
tional purposes, or to foster national or international amateur sports competition (but only if no part of
its activities involve the provision of athletic facilities or equipment), or for the prevention of cruelty to
children or animals.”

In addition, no part of the net earnings may inure to the benefit of any private shareholder or individual,
no substantial part of the activities may consist of carrying on propaganda, or otherwise attempting, to
influence legislation, (“lobbying™), and the organization may not participate in any political campaign
for or against any candidate for public office (“electioneering”). (See Ready Reference Pages on Re-
quirements for Federal Tax Exemption, and on Lobbying and Electioneering.)

When the U.S. Supreme Court decided in the Citizens United case in 2010 that corporations could
spend unlimited amounts on *“uncoordinated” political campaign advertising, many existing and newly
created 501(c)(4) advocacy groups and 501(c)(6) trade associations significantly increased their elec-
tioneering activity, as they are permitted to do under the law. Unfortunately, in much of the media dis-
cussion of the expenditures, the media referred to spending by “nonprofits,” without distinguishing be-
tween those allowed to participate in elections and charities that are not so permitted. While the media
was not wrong in calling these organizations nonprofits, the use of the term was hugely confusing be-
cause many people equate “nonprofit” with “charitable” and charities cannot participate in election
campaigns.

The other critical distinguishing feature of charities, as opposed to almost all other types of federally
exempt organizations, is that individuals and corporations may make charitable contributions to chari-
table organizations and claim a charitable contribution deduction on their own federal income tax re-
turns.

Public charities and private foundations

Section 501(c)(3) charities are further subdivided under Section 509(a) of the Tax code between
“public charities” which receive broad public support and “private foundations” which receive the great
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bulk of their income from a very limited number of contributors and investment income. All charities
are deemed to be private foundations unless they show the Internal Revenue Service that they qualify
as public charities. (See Ready Reference Page: “Calculating Public Support.”)

Section 509(a)(1) describes publicly supported organizations such as churches, hospitals, and schools,
which are considered publicly supported by virtue of what they do, and also organizations that receive
a specified percentage of their revenue from a broad range of contributions such as the United Way, or
a community foundation.

Section 509(a)(2) describes those that are deemed publicly supported because they receive a broad
range of public support from contributions and fees for service, such as many social service organiza-
tions or a nursing home.

Section 509(a)(3) describes those organizations that are deemed publicly supported because they are
“operated, supervised, or controlled by or in connection with” a publicly supported charity or govern-
mental unit. (See Ready Reference Page: “Supporting Organizations Are Public Charities.”)

Charities that don’t meet the criteria of Section 509(a) are considered private foundations. Like the
Gates Foundation, essentially all of their income has come from a single or limited number of individu-
als, families, or corporations and income on their investments. Private foundations are subject to more
stringent regulation. (See Ready Reference Pages on Private Foundations.)

Nonexempt nonprofits

Although rare, there are nonprofit organizations that are not tax-exempt, like the New York Stock Ex-
change immediately before it converted to a for-profit so that it could sell stock to provide an owner-
ship interest to investors. A “nonprofit” organization partakes of some of the “halo effect” of the term,
even though most people do not understand that the term is not completely descriptive.

Some state nonprofit corporation laws make distinctions between charitable, mutual benefit, religious
and other types of nonprofit corporations, and apply different rules for each, but many nonprofit corpo-
ration laws have only a single classification that includes all nonprofits.

State tax exemption

State tax exemption in most states is an entirely separate matter. Although most nonprofits are likely to
be exempt from state corporate income taxes, if any, many states have separate criteria, often more
stringent than the federal 501(c)(3) criteria, for real estate or state sales tax exemption.

If you can’t identify the category in which a nonprofit fits, you can’t know the rules by which it is regu-
lated.
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Commentary:

Keep Charities Out of Politics

Don’t put more “dark money”” into elections —and make it tax-deductible

President Donald J. Trump has promised to “destroy” the so-called “Johnson Amendment” that prohibits
501(c)(3) charities from participating in election campaigns. Several Republicans in Congress have in-
troduced bills to do just that.

And yet, the National Council of Nonprofits, the Independent Sector, the Council on Foundations and
many operating charities have taken strong positions against a change. Is this an issue that makes much
of a difference? Is it really something to get worked up about?

We think it is. It would undermine the trust in the charitable sector and make them less effective in pur-
suing their missions. But equally important, it would put more unaccountable “dark money” into our po-
litical system —and make it tax-deductible!

The impetus to eliminate the prohibition has come primarily from religious organizations that argue that
their freedom to promote their religious views is impaired by not being able to support candidates who
will promote their views in legislation and oppose those who won’t. But the principal legislative pro-
posals presently pending in Congress do not limit the change to churches and other religious organiza-
tions. They cover all organizations exempt under Section 501(c)(3).

There are many reasons important to the charitable sector for keeping the current limitation in place. It
has been effect for more than 60 years, and, as described by the National Council of Nonprofits, “has a
proven track record of working well to protect against politicization.”

Ironically, a provision that was allegedly passed to protect politicians like Lyndon Johnson from attack
by charities is now being defended as a provision to protect charities from an onslaught by politicians.

Charities like the rule because it protects them from demands by candidates for campaign contributions
that would divert limited funds from mission-related work. Many charity leaders want to avoid appear-
ing partisan because they know that their issues are likely to outlast any incumbents in office and they
want to be able to deal with all elected officials on the basis of the public interest, not narrow political
interest. They recognize how hard it might be to get a sympathetic audience with someone they had un-
successfully opposed in the last election.

They view their nonpartisan role as a “safe haven” in a sea of partisan rancor, where parties of all beliefs
can work together to resolve community problems. Some point out that public trust in charities is usual-
ly higher than the public trust in politicians.

They recognize that the Tax Code allows them to advocate on issues, and also allows individual officers
or directors of charities to endorse or oppose candidates on their own time and in their private capacity.
But the organizations try to avoid the partisan taint that would come with putting the organization behind
or against specific candidates.
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There would be even broader implications for our society if the rule were to be repealed, however. It
would allow more unaccountable “dark money” in politics and would make it tax-deductible, unlike any
other political contributions.

One of the pending bills (H.R. 172) would eliminate the restriction entirely. Two other bills (S. 264 and
H.R. 281) would provide that an organization would not be deemed in violation of the prohibition if a
statement is made “in the ordinary course” of “regular and continuing activities” and requires ‘“not more
than de minimis incremental expense.”

If the provision were eliminated entirely, it would have a significant impact on politics in the country.
We have already seen the rush of political money into 501(c)(4) social welfare organizations since the
Supreme Court’s decision in the Citizens United case allowed corporations to spend unlimited amounts
of money in political campaigns so long as it is not coordinated with a candidate. This rush of money is
not because (c)(4) organizations don’t have to pay tax on their income. Political parties and political ac-
tion committees are likewise exempt. The rush is because (c)(4) organizations do not have to reveal the
names of their donors.

As a result, this kind of “dark money” is totally unaccountable and not subject to the disclosure require-
ments for candidates, political parties and political action committees. The IRS has not even ruled on the
question of how much political activity is permitted within the social welfare exemption (See Ready Ref-
erence Page: “IRS Proposes New Regulations for 501(c)(4) Social Welfare Organizations™) and was pro-
hibited by Congress from making such a ruling before the last election. (See Nonprofit Issues®, 1/1/16)

If charities are released from their prohibition on participation in political campaigns, they are likely to
see a flood of new unaccountable money, not only because the donors don’t have to be disclosed to the
public, but also because the “charitable” contributions to 501(c)(3)s would be tax-deductible, unlike con-
tributions to (c)(4)s and political organizations. It would be a seismic change in our tax policy of keep-
ing tax-deductible charitable money entirely separate from non-deductible political money. The oppor-
tunities for abuse, through the creation of new “charities” or the capture of existing ones, would be huge.

The potential for abuse with churches is even greater. “Churches” don’t have to obtain recognition of
exemption from the IRS. Anyone can create a church and claim exempt status without the IRS even
knowing that it exists. In addition, churches don’t have to file tax returns of any type. At least with (c)
(4)s, we have some idea of the total amount spent on political activities to the extent that they accurately
report on their Form 990 tax returns. We are unlikely to ever know anything about the extent of political
activity of a church. They have no reporting requirements at all.

The bills permitting statements in the ordinary course of regular activities are not a whole lot more pro-
tective. They would be almost impossible to administer. Every activity would become an opportunity
for supporting or opposing candidates, undermining all of the reasons charities like to be non-partisan.
“Regular” activities could be amped up during election season. The increased activity could be funded
with tax-deductible charitable contributions and would presumably be okay so long as making a political
statement didn’t cost significantly more than making a non-political statement. The IRS certainly
doesn’t have the personnel to police this effectively. With churches, it would be almost impossible to
tell whether a political statement cost any more because they don’t have to disclose their costs.

The proposals to eliminate the prohibition on charitable participation in election campaigns may sound
benign. But they would seriously undermine the long-term trust, and therefore effectiveness, of chari-
ties, and would significantly and adversely affect our political system.
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Calculating Public Support Percentage - Part |

Section 501(c)(3) charities are divided between private foundations and public charities;
Section 509(a) sets the rules for qualification as publicly supported

" , THE PUBLIC SUPPORT FRACTION
Charities, especially newly created

ones, are frequently confused about their 509(a)(1) and 170(b)(1)(A)(vi) 509(a)(2)
classification under Sections 501(c)(3) 1 Gifts,bgrar;]t_s, contributions
) g memberships:
and_ 509 of the Tax Code. It's not sur a. Direct and indirect Included to 2% of support Included in full, except
prising. The rules are some of the most from public. from disqualified persons
technical and confusing of all the tax b. From disqualified persons. Same as ahove Excluded
rules affecting charities. c. From government or Included in full Included in full
Many organizations qualify as “tax- 170(b)(L)(A)(v) groups.
exempt” under Section 501(c) of the 2. Gross receipts from activities Excluded Included, except from disqualified
which are not unrelated business. persons. Limited to greater of
Tax Codg._ Th_ere are now 27 separate $5,000 or 1% of support, annually,
subclassifications, including civic from any single payor.
Ieagut_es ((C)(4))’ trade and pro_fessmnal 3. Net unrelated business income, Excluded Excluded
associations ((c)(6)) and social clubs  whether or not taxable.
((c)(7)). Those organized and operated 4. Gross investment income. Excluded Excluded
ex?'!JS'Ve'y fO!‘ I’e|IgIOUS, charlftable, SC_" 5. Tax revenues, services and Included Included
entific, educational or other philanthropic  facilities given by government
purposes are exempt as “charities” un-___Without charge.
der Sec_t_'on 501(0)(3)- o 1. Gifts, grants, contributions, Included Included
Charities are further divided between  memberships.
private .foundatlons and nOﬂ-prlva_te 2. Gross receipts from activities Excluded Included
foundations, generally called public  which are not unrelated business
charities. This classification is based on 3. Net unrelated business income, Included Included
Section 509(a) of the Code. The Code  whether or not taxable.
basically provides that every charity will 4. Gross investment income. Included Included
be deemed a private foundation unless s, tax revenue, services and Included Included

it qualifies as a public charity under facilities given by government
Section 509(a)(1),(2) or (3) of the Code. ~ ithout charge
Section 509(a)(1) specifically - — e —
cludes three types of organizations which
are deemed publicly supported with-which also must receive a substantidt need not meet a public support per-
out regard to the source or type of inportion of their support from a combi-centage test most groups must meet
come. They are (1) churches, (2) edunation of gifts, grants, and contributionsunder either (a)(1) or (a)(2).
cational institutions, such as schools anglus fees for the services for which they Calculation of the public support per-
colleges which normally maintain ahave obtained their exemption. A nurseentage is different under 509(a)(1) and
regular faculty and curriculum and haveing home which is supported primarily(a)(2), and the fraction is represented vi-
a regularly enrolled student body in at-by resident fees is a typical example. sually by the chart above. A charity claiming
tendance at a specific place of instruc- Section 509(a)(3) gives public charpublic support under either test must in-
tion, and (3) hospitals and medical eduity status to an organization organizedlude the information for the calculation
cation or research organizations. and operated exclusively for the benen Schedule A of its Form 990 tax return.
Section 509(a)(1) also includes or-efit of, to perform the functions of, orThe test is based on a 4-year period.
ganizations, such as the United Wayto carry out the purposes of, one or more The Code defines “support” for the
which must normally receive a substangroups defined as public charities unpurposes of making the calculation.
tial portion of their support in the form der Section 509(a)(1) or (2), or a govSupport includes:
of gifts, grants and contributions fromernmental agency. Such a “supporting (1) Gifts, grants, contributions and
the general public as described in Searganization” must be “operated, supemembership fees (to the extent that the
tion 170(b)(1)(a)(vi) of the Code. vised or controlled by or in connectiormembership fees are general operating
Section 509(a)(2) includes charitieswith” the supported group or groups. continued on other side



continued from other side

ment or other publicly supported charities, such as the United
. Way or a community foundation.
The Publ |C Suppo rt Test If the organization does not meet the one-third test, it may
still qualify under a “facts and circumstances” test with as little
contributions and not payments for goods or services). as 10% public support if it is seeking to attract additional public
(2) Gross receipts from admissions, sales of merchanppon, its governing body is broadly representative of the pub-
dise, performance of services, or furnishing facilities in din, and its services are available to the general public.
activity which is not an unrelated trade or business. This isUnder Section 509(a)(2), an organization must meet a
basically a charity’s exempt function income, such as ttweo-part test. More than one-third of its support must be
nursing home charges, or admissions to the theater. Natblic support, and it may not receive more than one-third
that in the 509(a)(1) calculation, these gross receipts are ofats support from gross investment income.
included in either numerator or denominator of the fraction. Under the 501(a)(2) test, contributions are counted dif-
(3) Net income from unrelated business activities. ferently. There is no 2% limitation on gifts, but gifts from
(4) Gross investment income from interest, dividends, rédisqualified persons” are not counted as public support at
and royalties to the extent they are not taxed as unrelaa#id Disqualified persons include foundation managers, such
business income. Capital gains are not deemed gross inva&stefficers or directors, and “substantial contributors.” Sub-
ment income and are not included in the calculation. stantial contributors are persons, other than government or
(5) Tax revenues and the value of services or facilitipablic charities, who have given more than $5,000 or 2%,
furnished by a government agency without charge, to thlichever is greater, of the total gifts, grants and contribu-
extent not generally available free to the public. Free offiiens received by the organization from its inception. (Cer-
space in City Hall would be an example. tain persons related to substantial contributors are also dis-
Under Section 509(a)(1), an organization is publicly sugualified.)
ported if it normally receives one third of its support (which, Not all fees for services are counted as public support.
remember, does not include fees for related service incorRegs for services from any one payor which count as public
from the public. There is a limit on how much support frosupport are limited each year to the greater of $5,000 or 1%
any one donor qualifies as “public” support. Gifts frorof the total support during the year.
individuals, corporations or private foundations count as “public The Regulations provide a procedure under both Sections
support” only up to 2% of the total support during the p&09(a)(1) and (a)(2) to disregard an “unusual grant,” which,
riod. If an individual gives a total of $10,000 during thbecause of its size, might adversely affect the public support
period and the total support is $100,000, only $2,000 of thiatus of the organization.
gift counts as “public support.” With these definitions perfectly clear, we’ll apply the rules
This 2% limitation does not apply to grants from goverte an example next month.
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Calculating Public Support Percentage - Part I

Section 509(a)(1) limits portion of gifts counting as public support;
Section 509(a)(2) excludes gifts from disqualified persons

Last month, we set out the visual THE PUBLIC SUPPORT CALCULATION
representation of the public support _ )
fraction for charities which determine o | rol support | s Sasame
their public support under Sectiongifts, grants contributions, memberships
509(a)(1) and 509(a)(2). This month, Public contributions

we'll run through a sample calcula-  (none over $500) $5,000 $5,000
tion, showing how some of the rules President ... , $1,800 -
are applied Board of Directors............o...... , $1,000 —
Remember that public support ig M" A e T $3,000 $1,800 $3,000
based on a four-year test. If you Ms. B. (2 annual gifts of $4000) ...........ccccceevvrrinnee $8,000 $1,800 $4,000
ualify for a four-year period ' ou will State Arts COUNCIl ..o , $6,000 $6,000
q y P Y Foundation X .....cccccevevvviiviinnne , $1,800 $2,000

!Jsua”y be con5|der(_ad a pUb“C Ch":lr'Federated Arts Appeal $10,000 $10,000
ity — and not a private foundation (Including $8000 designated this $1,800
— for the following two years. Con-  year by company C.)

sider how the rules apply to the City

D Art Gallery, a new organization Gross Receipts (not unrelated business)

which has the four year income and Sale of Art BOOKS ..........ccccccovmvvvmmsiisrvessssssnnsins $1,000 — $1,000
support set out in the chart on this pagecity b contract to restore paintings ..................... $7,000 — $5,000
The first thing to do is determine Annual Volunteer Bake Sale ........cccevvvvuniicvrrnnnns $2,000 — $2,000

the full amount of income and sup-
port for the organization over the foumet Receipts (unrelated business)
year period. The Gallery claims Sale 0f L0gO T-SAIMS .o $5,000 - -
$100,000 of support, but that includes
$5,000 in the fair value of free rentafross INVeSIMENtINCOME . oovvvivivivivisisie $35,000 - -
Z?t?/ce'Igfll\llgr:/ta_?ljgewﬁlalrl]?)t[ys,lﬂoc\:/\llt{jSrgﬂ}a” rental value of space in City D property ........ $5.000 $5.000 $5.000
the financial statements or go through
the bank account of the organization.
You have to know it exists and add it
to your response to the support sche@dmong gross receipts from activitiegshat any donor’s contribution over the
ule on Schedule A of your Form 990which are not unrelated business. four years can count as public sup-
tax return. Net income from the regular saleport only up to 2% of total support,
Now let’s calculate under Sectionf souvenir T-shirts is deemed unreunless the donor is a governmental unit
509(a)(1) and 170(b)(1)(A)(vi). Here,lated business taxable income and tha another publicly supported charity.
the first key is to eliminate gross renet is included in the denominator oin this case, only $1,800 of any indi-
ceipts from activities that are not arthe fraction for calculation purposesyidual, corporate or foundation gift quali-
unrelated trade or business from thethough not the numerator. As a refies as public support (.02 x $90,000).
entire calculation. The Gallery listssult of the elimination of the three How is the limit applied?
four items of earned income. The salactivities which are not unrelated busi- The small public contributions all
of art books about the collection isness (sale of art books $1,000, restaqrualify as public support. The
related. The restoration of paintingsation contract $7,000, and bake salBresident’s gift is limited to $1,800.
is also related. $2,000), the total support for the calThe board of directors count in full
The annual bake sale is not relatec¢ulation under Section 509(a)(1) isecause they do not exceed the limi-
but it is not a trade or business in th&100,000 less $10,000 or $90,000. tation. The portion of the gifts of Mr.
IRS’s view because it is conducted Now we must count the portion ofA and Ms. B which qualify as public
entirely by volunteers. Therefore, theyifts, grants and contributions whichsupport are each limited to $1,800.
gross income from the sale is includedualify as public support. Remember continued on other side

Total $100,000 $36,000 $43,000
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continued from other side support so that only $4,000 from her is public support.

. . The State Arts Appeal counts fully, as does the small
PUbI'C Support CaICUIa'U()n gift from Foundation X. With the Federated Arts Ap-
peal, its own gift is public support. But Company C is a
The State Arts Council is a governmental agency asdbstantial contributor since its gift exceeds $5,000, and
its gift is entirely public support. The Federated Art¢s entire gift is not included in public support.
Appeal is a publicly supported charity and ordinarily its The income from the sale of the art books is public
gift would count fully as public support. This gift, how-support, as is the income from the bake sale. The income
ever, includes a gift designated for the Gallery by Corfrom the painting restoration contract is public support
pany C. That part of the gift must be counted as if givatso, but only up to the limit on receipts from one payor,
directly by Company C, and therefor only the $10,000 this case $5,000 a year.
given by the Federation itself and $1,800 of the gift from The net unrelated business income is not public sup-

Company C can qualify as public support. port, nor is the gross investment income. The value of
The only other item of public support is the $5,00the rental space is public support.
fair rental value of the space in the City D building. Adding up all these figures, we find that the Gallery

The total of this public support is $36,200, or 40.22%as $43,000 of public support out of a total of $100,000
of the $90,000 in support over the period. The Gallerysspport, or 43%. Ordinarily, this would be safely above
safely above the one-third support test. the minimum.

The calculation under Section 509(a)(2) is slightly dif- This Gallery does not qualify under Section 509(a)(2),
ferent. There is no percentage limitation on gifts, grarhewever, because its total of gross investment income
or contributions which qualify as public support, but nand net unrelated business income (after payment of tax)
gifts from disqualified persons are included. exceeds one-third of support.

The $5,000 in small contributions counts as public sup-Since the Gallery qualifies under one of the two tests,
port. The gifts from the President and Board of Directoitsis deemed to be publicly supported and not a private
are all excluded because, as foundation managers, tf@yndation.
are disqualified persons. Mr. A’s gift counts in full. What happens when .M. Loaded dies and leaves the Gallery

Ms. B presents an interesting distinction. Her first gif5 million,which throws off all the public support fractions?
of $4,000 is less than the $5,000 level which would makée Gallery can exclude it as an “unusual grant” and not
her a substantial contributor and therefore counts as pabunt it at all in the calculation. A grant which is not of the
lic support. When she makes her second gift, she g an organization normally receives and which, because
exceeded the limit and become a disqualified person. Tets size, could cause loss of public charity status, may
second (and any subsequent gift) is excluded from pubdjgalify for exclusion as an unusual grant.

Don Kramer’s
s ISSUES’
Please enter my one year subscriptiorNtmprofit Issue%
| understand that upon receipt of my payment you will send m

free handsome binder with your Portfolio of Ready Reference Pad

Nonprofit Organizations $129 Others $149 Dorglégvg\)lg Eg:ﬁé?f'}z';tsgre;hén;ublisher
O Payment Enclosed ] Bill Me Lis_a '_I'._Chatbl_Jrn, Managing Editor
] Virginia P. Sikes, Tax Editor
Charge my[] Visa[] Mastercard W. Jeffrey Garson, Senior Editor; Lois Snyder, Senior Editor

Michael Nilsen, Contributing Editor
Card # Exp. Date None of the materials included ionprofit Issue% should be
Choose Method of Delivery: Regular Mail E-mai deemed legal advice or should be acted upon without prior consulta-
- — tion with appropriate professional advisers.
Kramer and Sikes are attorneys with the Philadelphia (Pa.) law

Signature firm of Montgomery, McCracken, Walker & Rhoads, LLP. They

Name may be reached directly at (215) 772-1500. For additional informa-
tion about an article, call Donald W. Kramer or the author. Neither

Title receipt of Nonprofit Issue% nor discussion of any article with its

o author or anyone associated wNlonprofit Issue® creates an attor-

Organization ney-client relationship between the recipient and any such person or
Montgomery, McCracken, Walker & Rhoads, LLP.

Address Nonprofit Issue%is published monthly (except August) by Non-
profit Issues, Inc. It is available by subscription for $129 per year for
nonprofit organizations, and $149 per year for others. Multi-year and

City State Zip group discount subscriptions are also available.

For information on subscriptions and back issues,

Phone Fax contact: Nonprofit Issue®

P.O. Box 482, Dresher, PA 19025-0482

E-mail Phone (215) 542-7547, 1-888-NPISSUE

Fax (215) 542-7548, E-mail info@nonprofitissues.com
Photocopy and mail or fax tdonprofit Issue% www.nonprofitissues.com

12.



REPRINTED FROM NONPROFIT ISSUES®VOL. XIX NO. 15

READY REFERENCE PAGE

September 16-30, 2009

NO. 109
FOR YOUR FILE

New Schedule A Reflects

Change in Public Support Rules
Test is now based on five-year rolling average
and reporting is on same basis as other accounting

The new Schedule A required
for the Form 990 tax information
return reflects the change in
method of calculating “public
support” for a charitable organi-
zation that seeks classification as
a public charity rather than a pri-
vate foundation.

A 501(c)(3) organization that is
neither a hospital, a church, or
an educational institution (or
certain related entities) or a sup-
porting organization to a public
charity avoids being a private
foundation by satisfying a
“public support” test in generat-
ing its revenue from a wide vari-
ety of sources. It is generally
advantageous to avoid private
foundation status because a pri-
vate foundation is subject to the
more stringent self-dealing rules,
the 2% excise tax on net invest-
ment income, the 5% annual
payout requirement, severe lim-
its on lobbying activity, and less
favorable deductions for its do-
nors.

The two public support tests are
intended to ensure that the or-
ganization has broad public sup-
port. One of the tests—called
the 509(a)(1) test—is intended to
be used by organizations that
receive most of their support
from donations. The other—the
509(a)(2) test—is intended to be

www.nonprofitissues.com

used by fee for service organiza-
tions such a nursing homes.
(See Ready Reference Page:
“Calculating Public Support.”)

Prior to September 9, 2008,
when a newly formed organiza-
tion expected to qualify as a
public charity under one of the
two public support tests, it
would request in its Form 1023
Application for Recognition of
Exemption that the IRS issue
either a definitive ruling or an
advance ruling that the organiza-
tion was not a private founda-
tion.

If the IRS issued an advance rul-
ing, at the end of the four or five
year advance ruling period, the
organization had to file a Form
8734 demonstrating that it met a
public support test for the pe-
riod. Thereafter, the organiza-
tion was required to meet a pub-
lic support test on a rolling four
year test period. If the organiza-
tion met the test for a four year
test period, it qualified as a pub-
lic charity for the two years fol-
lowing the test period. The test
was applied on a cash method of
accounting, even if the organiza-
tion kept its books and filed its
Form 990 on the accrual method.

Effective for tax years beginning
on or after January 1, 2008, the
IRS changed the method of cal-

culating public support. The
2008 rules do away with the ad-
vance ruling period. If the infor-
mation submitted on the organi-
zation’s Form 1023 demon-
strates that it is likely to meet
one of the public support tests,
the determination letter will clas-
sify the organization as a 509(a)
(1) or 509(a)(2) public charity.
The organization will not be
subject to the private foundation
rules for its first five years, even
if as a matter of fact it fails to
meet either public support test
for that five year period.

Beginning with its sixth year,
however, the organization must
meet one of the two tests in or-
der to maintain status as a public
charity. It must demonstrate that
it meets one of the tests with the
information it provides on
Schedule A to its Form 990, the
annual information return it files
with the IRS. The new Schedule
A calls for the information for
the most recent five year period,
including the year of the return.

(Organizations with an advance
ruling outstanding for which the
five year period had not yet ex-
pired do not need to submit the
Form 8734 to confirm their pub-
lic support status, and will be
judged by the information on the
Schedule A.)

Nonprofit Issues/September 16-30, 2009
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Under the new rules, if the or-
ganization has sufficient public
support for the five year period
ending with the current tax year,
it will qualify as a public charity
for the current year (the year of
the report) and the following
year. For example, if a calendar
year organization passes one of
the tests for the years 2005
through 2009, it qualifies as a
public charity for 2009 and also
for 2010. It qualifies in 2010
even if it does not pass one of
the tests for the five year period
2006 through 2010. If it fails the
test for 2010, however, it will
then be classified as a private
foundation for 2011 unless it
passes one of the tests for the
five year period 2007 through
2011.

Under the prior rules, if the or-
ganization met one of the tests
for the four year period preced-
ing the current year (which was
all that was reported on the old
Schedule A) it qualified as a
public charity for the current
year and the following year.
The IRS recognizes that the
change to include the current
year in the test period may put
an organization that fails to pass
for a particular period, say 2005
through 2009, in the position at
the end of 2010 of not knowing
until after the end of the year
whether it will be a private foun-
dation or a public charity begin-
ning in 2011, because it will not
have all of its financial results
for the year 2010 until after the
end of the year.

The IRS helpfully suggests that
an organization in this position
monitor its public support
closely.

www.nonprofitissues.com

In the other major change in cal-
culating public support, an or-
ganization is now required to use
the method of accounting that it
uses in keeping its books and
that it otherwise uses in report-
ing on its Form 990. Under the
old rules, the Schedule A was a
cash basis calculation, regardless
of the general method of ac-
counting.

The change will bring a degree
of simplicity for organizations
keeping books on the accrual
basis, because they will be able
to use the accrual method for
reporting contributions and other
items on the Schedule A as well
as elsewhere on the Form 990.
On the other hand, multi-year
grants to accrual basis organiza-
tions will now be included in the
support fraction in the year
awarded without regard to the
year actually paid, and, unless
such a grant can be excluded
from the calculation as an un-
usual grant, the acceleration of
inclusion could make it more
difficult to pass a public support
test.

The charts provided on the
Schedule A and the explanation
of the requirements for filling in
the figures generally do a good
job in helping the preparer cal-
culate the public support per-
centage correctly if the preparer
follows the instructions care-
fully.

There are two areas, however, in
which errors are very common,
and can cause an organization to
appear to flunk the test when it
actually passes.

One is a failure to include the
value of services (including the
value of the use of property) pro-
vided by the government at no
charge as qualifying public sup-
port. A rent-free office in City
Hall, for example, would qualify
in this category.

This figure does not usually
show up on financial statements,
and is frequently overlooked by
the preparer of the return. But
since the value qualifies as pub-
lic support (in the numerator of
the public support fraction),
omitting it from the calculation
would reduce the reported per-
centage of public support and
could show it below the amount
necessary to qualify as a public
charity.

The other common error is the
inclusion of capital gains in
gross investment income (the
denominator of the public sup-
port fraction), which reduces the
reported percentage of public
support by improperly increas-
ing the denominator of the frac-
tion. In some cases, an organi-
zation that appears to be a pri-
vate foundation based large capi-
tal gains qualifies as a public
charity after capital gains are
excluded. Since capital gains or
losses are excluded entirely from
the definition of “support,” they
should not be included in the
calculation.

--Virginia P. Sikes

Montgomery, McCracken,
Walker & Rhoads, LLP
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Supporting Organizations

Qualify As Public Charities

Pension Protection Act of 2006 imposed
significant new limitations on activities

As "supporting organizations” played an increasingly important role as a means of avoiding private founda-
tion status over the decade preceding the Pension Protection Act of 2006 (the “Act”), Congress became
concerned about apparent abuses. The Act placed additional limits on supporting organizations, and par-
ticularly on Type 111 supporting organizations. Proposed regulations issued in 2009 provide insight into the
IRS’s intended interpretation of the new limitations.

Under the Internal Revenue Code, all Section 501(c)(3) charities are considered to be private foundations
unless they can show the IRS that they qualify as public charities. Section 509(a) sets out three primary
classifications of "publicly supported" organizations that are not considered private foundations and there-
fore avoid the excise tax on investment income and significant limitations, including limitations on self-
dealing and lobbying.

Section 509(a)(1) includes churches, schools, hospitals and other organizations, such as a United Way, which
are publicly supported through gifts, grants and contributions from many donors. Section 509(a)(2) includes
those which are publicly supported primarily through income earned from their charitable functions, such as
nursing homes. (See Ready Reference Pages: “Calculating Public Support” and “New Schedule A Reflects
Change in Public Support Rules” for rules on calculating public support under these sections.)

Section 509(a)(3) sets forth the rules for a ""supporting organization.” A supporting organization does not have
to generate public support from its sources of income, but must be organized and operated exclusively for
the benefit of, to perform the functions of, or to carry out the purposes of, one or more specified organiza-
tions recognized as public charities under Section 509(a)(1) or (2), or a governmental entity.

If the organization meets the complicated test, it will also be classified as a public charity even though
its sources of income are so narrow that it could not meet either of the percentage tests on its own.

For example, a small business incubator in a disadvantaged neighborhood may obtain rental income only
from its tenants, and not have enough tenants to meet the one-third public support test. It could be publicly
supported if it attached itself to a publicly supported charity in the neighborhood. A "parent™ organiza-
tion in a health care system, which receives income only from management fees from a few subsidiaries,
could be classified as a supporting organization because it performs parts of their operations.

Smaller grant-making organizations, which receive income only from investments or contributions from a
single family, have found it appropriate to become supporting organizations to community foundations. An
organization formed to rent historic houses owned by a city and restore them for general use became a sup-
porting organization to the city because its initial funding came primarily from a single private foundation
and its only long-term income would come from its few tenants and it would not pass the public support
test on its own.

Limitation on Control. Section 509(a)(3) not only requires that the organization support another public
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charity or government, it also requires that it be "operated, supervised, or controlled by or in connection
with™ such an organization, and that it not be controlled by a "disqualified person™ other than a foundation
manager or an organization classified as a public charity under Section 509(a)(1) or (2). If at any time, the
supported organization loses its public support status, the supporting organization will also lose its status.

Under the organizational test, the governing instruments must limit the organization's purposes to those per-
mitted by supporting organizations, may not expressly permit any other activity, must specify the supported or-
ganizations, and may not expressly empower it to support any other entity.

The governing instruments may specify the supported entities by name, or, in the case of a Type | or Type
Il supporting organization, by a designated class, such as all publicly supported community development
corporations operating in City X, or all publicly supported charities controlled by the Y Health System.

Under the operational test, the requirement to operate “exclusively" for the benefit of the supported organi-
zations is read more narrowly than the general requirement of charities to operate “exclusively” for charita-
ble purposes. In general, a charity must operate "primarily"” for charitable purposes, so long as no substan-
tial part of its activities is not charitable. A supporting organization must operate "solely" in support.

The pre-Act IRS regulations set out three separate categories, with three sets of requirements, for the rela-
tional test. The Act adopted practitioners’ terminology and named these categories Type |, Type Il and
Type I11. It also imposed significant new requirements and limitations.

"Type | -Operated, supervised or controlled by.” Type | is essentially a parent-subsidiary relationship.
A majority of the officers or governing body of the supporting organization must be elected or appointed
by the supported organizations. In limited cases even without such direct control, a supporting organiza-
tion can meet this test if it can show that it carries out the purposes of the supported organizations

"Type Il -Supervised or controlled in connection with." Type Il includes brother-sister relationships, in
which the supported and supporting are under common supervision or control which assures that the sup-
porting organization is responsive to the needs and requirements of the supported organizations. The same
persons must control the supported and supporting organizations.

The relationship is not met merely because the supporting organization makes payments to the supported
organizations, even if the obligation is legally enforceable. That arrangement alone does not provide a suf-
ficient con-nection between the groups.

"Type Il -Operated in connection with.” Type Il is the loosest of the three relationships, without the
same type of control by the supported organizations. It requires that the supporting organization be re-
sponsive to and significantly involved in the operations of the supported organizations. After the Act, a
Type 111 supporting organization must meet a “notification” test a "responsiveness” test, and an "integral
part” test. The Treasury has issued proposed regulations outlining the criteria.

To meet the notification test, the Type Il must provide to each of its supported organizations by written
notice postmarked or electronically transmitted by the last day of the 5™ month after the close of the
Type III’s tax year: (1) a report to a principal officer indicating the type and amount of support pro-
vided to the supported organization in the past year; (2) a copy of the Type IlI’s most recently filed
Form 990; and (3) a copy of the Type I1I’s governing documents (including its charter, articles of incor-
poration or trust instrument and bylaws), unless these have previously been provided and have not since
been amended.

To meet the responsiveness test, (1) one or more officers or directors of the supporting organization must
be selected by the supported organization, (2) one or more members of the boards of the supporteds
must be officers, directors or other key individuals of the supporting organization or (3) the officers or
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directors of the supporting organization must maintain a continuing close relationship with the supported
organizations AND the supported organizations must as a result have a "significant voice" in the invest-
ment policies of the supporting organization, the timing of grants, the manner of making them, the selec-
tion of recipients and in otherwise directing the use of the income or assets of the supporting organization.
(Under the prior rules, a trust was deemed to be responsive if the beneficiary charity could legally en-
force the provisions of the trust. The elimination of that safe harbor is causing many such trusts to lose
their classification as supporting organizations and to be classified as private foundations.)

Under the proposed regulations, there are two "integral part” tests, one that applies if the Type Il is
“functionally integrated” and one that applies if it is “non-functionally integrated.” A functionally inte-
grated Type 11 (“Type 11 FI”’) meets the integral part test if it: (1) engages in activities (a) substantially all
of which directly further the exempt purposes of the supported organizations to which it is responsive, by
performing the functions of, or carrying out the purposes of such supported organizations, and (b) that, but
for the involvement of the Type Ill FI, would normally be engaged in by the supported organizations, or
(2) is the parent of each of its supported organizations (meaning that the Type 111 FI exercises a substantial
degree of direction over the policies, programs, and activities of the supported organization and the gov-
erning body or officers of the Type Il FI select a majority of the officers, directors, or trustees of the sup-
ported organization). The “parent holding company” of a health care or social service system of entities
would typically be a Type 11 FI supporting organization.

Holding title to exempt-use property and managing exempt-use property are activities that directly further
the exempt purposes of a supported organization, but fundraising, investing and managing non-exempt-use
property and making grants are not. (There is a very narrow exception if there is only one supported or-
ganization and it is a governmental entity).

A non-functionally integrated Type 11l supporting organization (“Type 1 NFI”) meets the integral part test
if it satisfies the “distribution requirement” and the “attentiveness requirement”. (Certain trusts can meet
the Type 111 NFI integral part test by meeting pre-1970 trust requirements.) Under the proposed regula-
tions, the distribution requirement requires the supporting organization to distribute, with respect to each
taxable year, to or for the use of one or more supported organizations amounts equaling or exceeding 5%
of the net fair market value of its investment assets (called the “Annual Distributable Amount”). This is
very similar to the 5% payout requirement that applies to private foundations. Supporting organizations
and their advisors have asked the IRS to reduce this percentage in the final regulations, to, for example, 3 1/3%.

Under the attentiveness requirement, a Type 111 NFI must distribute one-third or more of its Annual Dis-
tributable Amount to one or more supported organizations that are “attentive” to the Type Il NFI and to
which the Type 11 NFI is responsive within the meaning of the responsiveness test. A supported organi-
zation is attentive to a Type 111 NFI if the amount of support the Type Il NFI distributes to the supported
organization annually is either: (1) 10% or more of the supported organization’s total support; (2) neces-
sary to avoid the interruption of the carrying on of a particular function or activity (support is necessary if
either the supported organization or the Type Il NFI earmarks the support for a particular program or ac-
tivity, even if it is not the supported organization’s primary program or activity, so long as the program or
activity is a substantial one); or (3) a sufficient part of the supported organization’s total support, based on
the consideration of all pertinent factors, including the number of supported organizations, the length and
nature of the relationship between the supported organization and the Type 111 NFI and the purpose to
which the funds are put. The more substantial the amount involved, in terms of a percentage of the sup-
ported organization’s total support, the greater the likelihood that the required degree of attentiveness will
be present. However, evidence of actual attentiveness (including attentiveness to the nature and yield of
the Type Il NFI’s investments) is of almost equal importance. If the Type Il NFI makes payments to, or
for the use of, a particular department or school of a university, hospital or church, the total support of the
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department or school is substituted for the total support of the supported organization. Amounts distrib-
uted to a donor advised fund held by a supported organization are not taken into account for purposes of
the attentiveness requirement.

Prior to the finalization of the proposed regulations, a Type Il NFI is not required to meet these proposed
rules, but can continue to meet the payout requirement of the existing regulations—distributing annually
an amount equal to 85% of its net income to supported organizations with a substantial amount of the
support going to supported organizations that receive sufficient support that they are attentive to the Type
1 NFI.

Finally, a supporting organization may not be controlled by disqualified persons, primarily substantial con-
tributors. Since another publicly supported charity is, by definition, not a disqualified person, most sup-
porting organizations are controlled by their supported entities.

Other restrictions. The Act limits transactions between supporting organizations and insiders to make
it more like a private foundation in its limitations. Grants, loans, compensation and expense reimburse-
ment from a supporting organization to a substantial contributor (or any individual or entity related to a
substantial contributor) must be repaid, and the recipient is subject to a 25% excise tax. If there is a bar-
gain to an insider who is not a substantial contributor or related to a substantial contributor (or an indi-
vidual or entity related to such an insider) in a transaction with a supporting organization, the bargain
element, must be repaid and the recipient is subject to a 25% excise tax on the bargain element. A per-
son who is an insider with respect to a supported organization is also treated as an insider with respect to
the supported organizations. So a transaction that would be subject to excise tax if between the insider
and the supporting organization is subject to excise tax if between the insider to the supporting organiza-
tion and the supported organization.

The so-called “excess business holdings” rule that applies to private foundations now applies to Type 111
NFIs. Under this rule, the Type Il NFI and all insiders and related persons can generally hold no more
than 20% of any business enterprise (other than one producing primarily passive investment income).
The excess business holdings rule also applies to a Type Il, if it accepts a contribution from a person
(other than a public charity which is not a supporting organization) who: (1) controls, directly or indi-
rectly, alone or with the persons described in (2) and (3), the board of the supported organization; (2) is a
family member of such a person; or (3) is an entity 35% controlled by persons in (1) and/or (2).
(Together, the persons in (1), (2) and (3) are “Control Persons.”)

If a Type I or Type I1l accepts a contribution from a Control Person (other than a public charity that is
not a supporting organization), it is treated as a private foundation until it establishes that it qualifies as a
public charity other than by being a supporting organization.

A Type Il may not support an organization that is organized outside of the U.S.

A private foundation may not count as a “qualifying distribution” toward its 5% payout requirement, any
amount paid to (1) a Type Il NFI, or (2) any other supporting organization if an insider (a “disqualified
person”) with respect to the private foundation directly or indirectly controls the supporting organization
or a supported organization of the supporting organization. Any amount so paid that does not qualify as
a qualifying distribution is treated as a taxable expenditure, and therefore subject to excise tax.

—Virginia P. Sikes

—Donald W. Kramer
Montgomery, McCracken, Walker & Rhoads, LLP
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Private Operating Foundations Are Hybrids

Organizations which are not publicly supported but use most of their assets and income
in the active conduct of their charitable activities avoid some private foundation limitations

Most charities exempt under Secfor direct educational or other charivate foundation. Since few founda-
tion 501(c)(3) of the Tax Code aretable services. _ tions make expenditure responsibility
classified either as publicly supported Most of the general private foun-grants because of the paperwork and
organizations, including churchesdation limitations apply to privaterisks to the foundation managers, this
schools, hospitals, social service opperating foundations. They are reis a significant advantage.
healthcare organizations and culturgfiuired to pay the 2% (or in some cases (If the organization could attract
groups, or as private foundations1%) excise tax on net investment inenough foundation grants from enough
which are usually endowments makcome (Section 4940 of the Tax CodeXxifferent sources, of course, it might be
ing grants to other charities. They are also subject to the limitaable to qualify as publicly supported.)

Private foundations must functiontions on self-dealing (Section 4941), In order to qualify as a private op-
under significantly more stringent limi-€xcess business holdings (Sectioerating foundation (under Section
tations, and organizations would usu4943), “jeopardy investments” (Sec-4942(j)(3) of the Code), an organiza-
ally rather qualify as publicly sup-tion 4944) and “taxable expenditures,tion must meet one test, called the “in-
ported. including the almost absolute limitscome test” and any one of three al-

Private operating foundations, howon lobbying (Section 4945). ternative tests, known as the “assets
ever, are a sort of hybrid classifica- They are not required, however, tdest,” the “endowment test,” and the
tion. Organizations that do not meeglistribute or use the full 5% of netsupport test.”
the public support tests of Sectiongvestment assets (Section 4942 of the The Income Test
509(a)(1) or 509(a)(2) may qualify asCode) in their operations although they To meet the income test, the oper-
private operating foundations if theyare required to use substantially alating foundation must make qualify-
use most of their assets and incom@ their income for charitable purposesing distributions “directly for the ac-
for the active conduct of charitable Major Benefits tive conduct of the activities consti-
activities, rather than making grants. The two major benefits of the op-tuting the purpose or function for
(See Ready Reference Pages No. Bsating foundation status come fronwhich it is organized and operated”
and 27, September and October 1992etter benefits for donors. The firsand exempt equal tthe lesser ofts
for calculating public support.) For theiS that gifts to private operating foun-adjusted net income or its minimum
most part, the private foundation limi-dations qualify for deduction to theinvestment return (5% of its net in-
tations apply to private operating founsame extent that they would if madeestment assets). The Regulations
dations. But they receive some of thé0 public charities, that is, up to 50%define substantially all to mean 85%.
benefits applicable to public charitiesOf adjusted gross income each yeafo qualify as direct, the funds must

Groups qualify as private operatand up to 30% for gifts of appreci- continued on other side
ing foundations if they do not meetated property held for a year prior tg YOU NEED TO KNOW
the public support tests but use theihe gift. In addition, gifts of such
assets and their income, under fairljgPpreciated property can be deducteslate operating foundations are rare, but
specific requirements, for the activedt full fair market value where appli-¢an e the vehicle of choice where an in-
provision of charitable services. ~ cable, rather than only at tax Cost agyiqual or family plans to provide the vast

A family controlled museum, for often limited for gifts to private foun- p,ji of the assets and endowment to run
example, which owns significant his-dations. o _ a particular program. The operating foun-
torical artifacts which it puts on pub-  The more significant benefit of theyatjon can ear income and receive grants
lic dlsplay and holds a substantial enPrivate Op_eratlng foundat_lon Statusand other contributions, but need not op-
dowment which it uses to provide théiowever, is that other private foun-ae 5o that it generates enough outside
income as its primary operating moneydations may make grants to an op€frcome to meet the public support require-
is the kind of organization that could@ting foundation as if it were a publicments of Sections 509(a)(1) or 509(a)(2)
qualify as a private operating foun-charity and will not be required 104t the Code. The family can keep control
dation. Others do not have specig@*ercise “expenditure responsibility” o the nrogram in a way it might not oth-
physical assets, but use their incom@s if it were a grant to another priyyise he able to do.
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Private Operating Foundations Are Hybrids

be used by the foundation itself, including administrativeeld for use in the exempt activities and reasonable cash
expenses, and not by a grantee. The IRS has ruled thelances to cover expenses, not in excess of 1 1/2% of
certain distributions qualify where the foundation has bethre foundation’s total assets, are excluded from the en-
“significantly involved” with “program partners” in jointly dowment computation.
conducting operations. Support Test. The support test requires that at least
Therefore, if it earns more than a 5% return, it couBb% of the support, other than gross investment income,
allow its endowment to grow or could make grants mme from the general public and five or more exempt
others with the excess. If it earns less than the 5% oeganizations, not more than 25% of such support be from
turn, it need use only 85% of its actual income. any one exempt organization, and not more than 50% of
Adjusted gross income is defined to exclude gifts anadtal support be from gross investment income. Support
contributions received and long term capital gains, amoimgludes essentially all income as if determining the per-
other items, but includes income received from relategntage under Section 509(a)(2). This includes fee for
business activity, such as admissions to a museum or s&levice income as well as gifts.
of publications. The period for calculating qualification as an operat-
Alternative Tests ing foundation is different from that used in calculating
Assets Test. The assets test requires that “substannder 509(a)(1) and 509(a)(2). Unlike the other tests,
tially more than half,” which the Regulations define ashich are based on the preceding four years, this test is
65%, of the assets of the operating foundation must lb@sed on the year in question and the three prior years.
used directly for its charitable program or functionallfhe test may be met on an aggregate basis for the four
related businesses. This is particularly applicable to nyears, or for any three separate years out of four so long
seum type entities. The Regs also say how to value #sboth the income test and one of the alternative tests is
assets, with any reasonable method consistently applmedde in each of the three years. The fact that the foun-
on a monthly basis for securities, and physical assets udatlon uses one method of qualifying in one year does
in the exempt function to be valued at cost unless a dibt preclude it from using another method in a subse-
ferent value is shown by a formal appraisal. guent year.
Endowment Test. The endowment test requires dis- A new organization may obtain an advanced ruling that
tribution of at least two-thirds of the foundation’s miniit will qualify based on a good faith estimate that it will
mum investment return, or 3 1/3% of its endowment. Assepsalify in its first year.
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Donor Advised Funds Still

Compare Well with Private Foundations

Pension Protection Act imposed new limitations

but absolute control of foundations has costs and other limits

Donor advised funds (“DAFs”) are often consid-
ered the small donor’s private foundation. They
may be more quickly established, are often less
expensively administered, and are more tax ad-
vantageous.

But for donors who want absolute control over
administration, investment policies, and grant-
making -- and who want to be paid for doing it --
a private foundation may be the only answer.
The charitable reform provisions of the Pension
Protection Act of 2006 have made it more likely
that donors seeking control, and particularly
those seeking compensation, will opt for a pri-
vate foundation. (See Ready Reference Page:
“Congress Passes Charitable Reforms.”)

For donors who do not want the responsibility or
cost of maintaining a perpetual foundation, a
DAF sponsored by a community foundation or
one of the national donor advised fund charities
may be the perfect answer. The fund can be used
to make grants to other charities, can be used to
introduce family members to philanthropy by
involving them in grantmaking decisions, and
can take advantage of the more liberal deduction
rules for gifts to public charities.

One of the principal advantages of creating a
DAF at a public charity is the ability to obtain a
full fair market value deduction for a gift of ap-
preciated property other than publicly traded se-
curities. Entrepreneurs who own stock in their
closely held corporations have found gifts to do-
nor advised funds sponsored by public charities
to be significantly more advantageous than gifts
to private foundations because they can deduct
the full fair market value of a gift to a public

www.nonprofitissues.com

charity, rather than only their cost basis. The
Pension Protection Act has imposed the excess
business holding rules of private foundations on
DAFs, however, so an entrepreneur cannot give
long-term control of a company to a DAF.

Donors may recommend grant recipients and, in
some cases, investment policies, but the ultimate
decisions lie with the public charity sponsoring
the fund.

For those contemplating larger gifts, usually as-
sets totaling at least $3 million to cover adminis-
trative costs, the private foundation, though sub-
ject to foundation taxes and limitations, provides
absolute control over the funds, the opportunity
to run programs directly, and the opportunity to
install family members in permanent positions of
charitable administration.

For those seeking to be paid for their work, a pri-
vate foundation may be the only option. The
Pension Protection Act makes it an automatic
excess benefit to pay compensation or “similar
payments,” including reimbursement of ex-
penses, to donors or donor/advisors. Private
foundation executives can be paid for certain ser-
vices and reimbursed for reasonable expenses.

The other major new limitation on DAFs is the
prohibition on gifts to individuals, including indi-
viduals in personal need. A private foundation
may make such gifts, but gifts to individuals for
“travel, study or other similar purposes” can be
made by a private foundation only pursuant to
nondiscriminatory procedures approved in ad-
vance by the IRS. Many DAFs have been util-
ized for scholarship funds, but under the new

Nonprofit Issues/February 16-28, 2007
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rules donors may be involved in selecting scholarship recipients only if they are a minority voice on a
scholarship recommendation committee selected and controlled by the sponsoring organization.

A comparison of the major features of a DAF sponsored by a public charity and a private foundation

are set out below.

Feature Donor Advised Fund Private Foundation
Set-up time Usually within a day or two Time to establish and obtain rec-
ognition of exemption
Set-up cost Usually free or limited charge Perhaps $5,000 -$15,000

Limits on deductibility

Cash up to 50% of AGI, appreci-
ated property up to 30% of AGI

Not deductible if given to veter-
ans organization, fraternal socie-
ties, cemetery companies or dis-
qualified Type III supporting or-
ganizations

No IRA rollover

Cash up to 30% of AGI, appreci-
ated property up to 20% of AGI

No IRA rollover

Deductibility of gifts of appreci-
ated property held more than a
year

Fair market value (except per-
sonal property deductible at cost
basis)

Fair market value only for pub-
licly traded stock; cost basis for
privately held stock, real estate,
etc.

Substantiation Letter Required

Regular, plus acknowledgment
that sponsor has exclusive con-
trol over assets

Regular

Excise tax on net investment in-
come

None

Generally 2%, may be reduced to
1%

Required payout

None. May accumulate income,
though some sponsors may re-
quire 5% distribution

Required to spend 5% of net in-
vestment assets for charitable
purposes

Grants to Individuals

Generally prohibited

Possible, with limitations on
travel and study grants

Scholarship Grants

Donor may advise only as minor-
ity voice on recommendation
committee and nondiscriminatory
policies

Permissible with IRS-approved
nondiscriminatory policies

www.nonprofitissues.com
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Feature Donor Advised Fund Private Foundation

Compensation and similar pay- | Automatic excess benefit Some compensation, expenses
ments to donors, advisors permitted but other self-dealing
limitations
Other private foundation restric- | Expenditure responsibility for Expenditure responsibility for
tions gifts to other than public chari- | gifts to other than public chari-
ties ties

Excess Business Holdings rules | Excess Business Holdings rules
Other taxable expenditure rules

Anonymity May be maintained Required public disclosure

Administration Sponsor responsible for invest- | Foundation responsible for ad-
ment, grantmaking, other ad- ministration, investment, grant-
ministration making

Cost of administration Usually 1% of assets or less Foundation usually hires staff or

consultants to administer at costs
unrelated to asset value. With
smaller foundations, it could be
far more than 1%. With larger,

less.
Insurance Covered by sponsor’s policies Must be purchased separately
Control of administration None Full
Control of investments With some sponsors, may recom- | Responsibility of foundation
mend policies or mutual funds
Assistance with grants May obtain assistance from Foundation solely responsible
sponsor
Control of grants May recommend May determine
Period of donor advice May be multi-generational, usu- |Perpetual
ally not perpetual
Tax Return Included in sponsor’s return Separate 990-PF required
Conduct of active charitable pro- | Usually not possible Possible
gram
Opportunity for family salaried [None Possible
positions
www.nonprofitissues.com Nonprofit Issues/February 16-28, 2007
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Charities Must Avoid Excess Benefit Transactions

Intermediate sanctions statute imposes tax on “disqualified persons”
who receive more from a transaction with a nonprofit than they give in return

Organizations that are tax exemptional insiders. The law of Excessvalue of services is “the amount that
as public charities under SectiorBenefit Transactions has been createdould ordinarily be paid for like ser-
501(c)(3) or exempt under 501(c)(4)ver the past few years, in part to giveices by like enterprises (whether tax-
must be careful to avoid entering intadhe IRS additional means of penalizable or tax-exempt) under like circum-
Excess Benefit Transactions. An Exing such transactions. These penastances.” Treas. Reg. § 53.4958-
cess Benefit Transaction is essentialliies are sometimes called “intermedi4(b)(1)(ii). This standard for valuing
a business dealing in which: ate sanctions.” Penalties for engagservices is generally referred to as the

(1) the organization gives moreing in Excess Benefit Transactions artreasonable compensation” standard.
value than it receives (the differencenostly leveled against the Disquali- An “applicable tax-exempt organi-
constituting the “Excess Benefit”), andfied Person who benefited from thezation” includes any organization de-

(2) someone or something withtransaction, but there can also be pescribed under § 501(c)(3) or §
power to influence the organization’ssonal liability for the managers of the501(c)(4), at the time of the transac-

decision (a “Disqualified Person”) ischarity. tion or at any time during the five years
or has an interest in the party on the Whether the IRS approaches a tranpreceding the transaction. Private
other side of the transaction. action as a matter of Private Inurefoundations are excluded, however,

Excess Benefit Transactions maynent or of Excess Benefit, penaltiesince they are subject to a separate
occur in any of several contexts. Onéor all involved in the transaction canpenalty regime for self-dealing. IRC
is a classic “conflict of interest” busi-be severe. Final Treasury Regulation§ 4958(e). (See Ready Reference Page
ness dealing with one of theprovide simple procedures for greatlyNo. 58, September 2002.)
organization’s own Directors, or withreducing the risks of incurring such A “Disqualified Person” includes
an entity in which one of thepenalties, however, and covered orany person who was, at any time dur-
organization’s Directors has an interganizations should follow those pro4ing the five years preceding the trans-

est. Another is a business arrangesedures as closely as possible. action, “in a position to exercise sub-
ment between an organization and Definition of Excess Benefit stantial influence” over the affairs of
another entity to which it is related, Transaction the applicable tax-exempt organization.

such as a contract with a for-profit An “Excess Benefit Transaction”It also includes family members of
service corporation within a group ofincludes “any transaction in which arsuch individuals, as well as businesses
interrelated entities including the charieconomic benefit is provided by aror other entities over which such in-
table provider. This second type ofpplicable tax-exempt organization didividuals exert at least 35% control.
transaction may be easier to overlookgectly or indirectly to or for the uselRC § 4958(f)(1).
but represents a significant danger foof any disqualified person if the value The term “person” may include in-
charitable healthcare providers operef the economic benefit provided exdividuals, but also entities of all types,
ating within complex corporate sys-ceeds the value of the consideratioimcluding corporations, companies, as-
tems. A third type of transaction in-(including the performance of servicesyociations, trusts, estates and partner-
volves dealings with employees whaeceived for providing such benefit.” continued on other side
may be Disqualified Persons even ifRC § 4958(c)(1)(A). Economic ben-
they do not sit on the organization’sfit may be conferred directly or in-
governing body. This is a commondirectly, and will be measured in the
problem for healthcare providers, and@ontext of the entire economic relaExcess Benefit Transactions can trigger
sometimes a difficult one to identify.tionship between the relevant partieserious consequences for all involved.
Under the long-standing law of Pri-Treas. Reg. § 53.4958-4(a)(1). Happily, the IRS provides very simple guide-
vate Inurement, organizations can lose Economic benefits are valued ustines for investigating and approving busi-
their tax-exempt status by engagingng either of two standards. The valueess deals. These guidelines also consti-
in transactions or other business amf property, including the right to usetute sound business practice, even in the
rangements that are unfairly advantgproperty, is the fair market value.negotiation of an arm’s-length deal that
geous to Directors or other organizaTreas. Reg. § 53.4958-4(b)(1)(i). Theannot be an Excess Benefit Transaction.
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continued from other side

Simple Guidelines Help Charities Avoid Risks

ships. IRC & 7701(a)(1). _ vice provider under shared control wittpersonally liable for an additional tax
Persons “in a position to exercisahe applicable tax-exempt organizationf they knowingly and willingly par-
substantial influence” automaticallyto be deemed a Disqualified Persoficipate in an Excess Benefit Trans-
include any of the following: voting (along with those managers exercisaction. IRC § 4958(a)(2). “Organi-
members of the governing body; anyng the joint control). However, §zation Managers” includes any officer,
person serving as president, chief e%501(c)(3) and (c)(4) entities are deemedirector, or trustee of the organiza-
ecutive officer, chief operating officer,not to hold such influence regardlession, or any individual having powers
chief financial officer or treasurer, orof titles, facts or circumstances (Treasr responsibilities similar to those of
holding the types of responsibility typi-Reg. §§ 53.4958-3(d)(1) and (2)), andfficers, directors, or trustees of the
cally associated with such positionsso cannot be Disqualified Persons. organization. IRC § 4958(f)(2). Or-
and, if the applicable tax-exempt or- Sanctions ganizational Managers are jointly and
ganization is a hospital that partici- |n theory, any covered § 501(c)(3)severally liable for any such tax. IRC
pates in a provider-sponsored organpr (c)(4) organization that enters intd§ 4958(d)(1). The tax is equal to 10%
zation (as defined in § 1855(e) of thexn excess benefit transaction couldf the Excess Benefit, up to a limit of
Social Security Act), any person withhave its exemption revoked, since eac$10,000.  IRC §§ 4958(a)(2),
a material financial interest in that proof those Sections includes an absa958(d)(2).
vider-sponsored organization. Treagute prohibition against net earnings After paying the 25% Excess Ben-
Reg § 53.4958-3(c). inuring to the benefit of any privateefit tax, a Disqualified Person may
Other persons may be also deemegdividual. In practice, the standardavoid further penalties by correcting
to be in a “position to exercise subfor revocation is somewhat more perthe Excess Benefit Transaction. IRC

stantial influen%e” if facts and circum—§ § 4958(b). “Correction” consists of
stances so indicate. Treas. Reg undoing the Excess Benefit to the ex-
53.4958-3(e)(1). Tht;:‘1 IRS will Lend tent possible, and taking any additional
to view a person as having such sta- i-
e 1 tha %dh " Safe harbor rules e Son of the appicable tax-

'ounded the organization, _ exempt organization. IRC § 4958(f)(6).
A (2) is a su_bstan_tlﬁ_l cohntrlbutor_to create presump If the Disqualified Person fails to
the organization within the meaning i i correct the Excess Benefit Transac-
of § 507(d)(2)(A), taking into account tion of fairness tion, she, he or it incurs an additional
only those contributions received by tax of 200% of the Excess Benefit.
the organization during the current and IRC § 4958(b).

the four preceding years (in most relMissive. - The IRS considers factors™, = qition 1o penalties imposed by
evant situations, this means anybod{?cluding “whether the organization,, " iernal Revenue Service, there
who has contributed more than 2% ofas been involved in repeated excess . o other detrimental effects. For
the donations received by the organibenef't transactions; the size and S_(:O%%(amrﬂe’ entry into an Excess Ben-
zation during that period); of the excess benefit transaction,g: trancaction may breach covenants
(3) is compensated primarily basedhether, after concluding that it hag, ooy documents. Section 501(c)(3)
on the organization’s revenues, or oREEN party 10 an excess benefit trangs, "o oot honds are typically issued
the revenues of a department or dividction, the organization has imple; " o0 o007 cov a2 by the bor-
sion that the person controls; mented safeguards to prevent futurpoWer to do nothing that might jeop-
(4) has or shares authority over gecurrences; and whether there wag yioo 501 (c)(3) status. Since loss of
substantial portion of the organization'$O0mpliance with other applicableg o "cmr cie potential result of any
capital expenditures, operating budlaWs.” 63 Fed. Reg. 41486, 41488, o < Benefit Transaction, an entity
get or compensation of employees; (Aug. 4, 1998). . bound by such a covenant might cre-
(5) manages a segment of the or- EVen if the IRS determines that rez, "o oyent of default by entering an
ganization that represents a substa9Cation is not warranted, howeverg, .o s panefit Transaction. This may
tial portion of the organization's ac-Parties to an Excess Benefit Transags, ,a even if the IRS takes no ac-
tivities, assets, income or expenses;!on are subject to the following con-y, regard to the transaction. A
(6) owns a controlling interest inS€gquences. . review of any particular entity’s con-
an entity that is a Disqualified Per-_ IRC 8 4958(a)(1) imposes on eachy, .. icenses and other documents
son; or Excess Benefit Transaction a tax equgl . “fevea| other restrictions or cov-
(7) is an entity controlled, directly 10 25% of the amount of the EXCeSz i< that could be similarly relevant
or indirectly, by a Disqualified Per-Benefit. The tax is imposed on thg, . contemplated transaction.
son. Treas. Reg. § 53.4958-3(e)(2).Disqualified Person. Safe Harbor
Some of these factors may cause a | € organization managers of an | any particular case, the deter-

related entity, such as a for-profit seraPplicable tax-exempt organization are .
! continued on next page
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CharitiesMust Avoid Excess Benefit Transactions

mination of whether a transaction is an Excess Bendjiidy of Directors or other appropriate decision makers
Transaction will turn on a determination of fair marketho do not have any conflict of interest in regard to the
value or reasonable compensation. There is no sindtansaction, i.e. individuals with conflicts of interest will
clear protocol for establishing that an organization wixcuse themselves from both the deliberation and the vote
receive or has received fair or reasonable value in amy the transaction;
given transaction. Treasury Regulations do, however, pro{3) The approving body will obtain and rely upon ap-
vide a “safe harbor” within which organizations may ogpropriate data as to comparable transactions involving simi-
erate with reltéive security. Treas. Reg. § 53.4958-6.  larly situated organizations; and

The safe harbor is defined by a set of procedural guide<{4) At the time of approving the transaction, the ap-
lines for considering and approving transactions. If gmoving body will document its basis for determining that
organization follows those guidelines in entering a tranthe transaction is fair and reasonable.
action, the IRS presumes that the transaction was for failNote that revenue sharing arrangements present a spe-
or reasonable value. Treas. Reg. § 53.4958-6(a). Ttial case, and are subject to unique considerations. Rev-
presumption is rebuttable, but the IRS would bear teaue sharing arrangements should always be reviewed by
burden of proof if it wished to characterize a transacti@ounsel.
as involving Excess Benefit. Treas. Reg. 8 53.4958-6(b).Directors and other managers who follow the safe har-
Affected organizations should follow those guidelines @®r guidelines should be aware that there may be sepa-
closely as possible, particularly in regard to any transaaeie, state law provisions covering the same types of trans-
tion with a party that might be a Disqualified Person umctions. For example, most state nonprofit corporation
der IRC § 4958(f)(1). laws contain a distinct set of guidelines under which trans-

The “safe harbor” guidelines at Treas. Reg. § 53.4958:tions involving interested members, directors or offic-
6 may be summarized as follows: ers may be deemed void or voidable. Directors should

(1) The transaction will be approved only if its termalso be aware of state law regarding their fiduciary du-
are reasonable, in the case of compensation arrangemé¢ies,
or at fair market value, in the case of transfer or use of
property;

(2) The transaction will be approved in advance by a

s
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Private Foundations Must Avoid Self-Dealing

Disqualified persons and foundation managers can be personally liable for excise taxes
for certain transactions even where it is clear that the foundation has suffered no loss

Private foundations are subject tsignificant excise taxes. They can be < Sale, exchange or lease of prop-
a number of limitations and restric-liable even where it is clear that theerty. Neither a disqualified person
tions on their operations, but none i$oundation has not suffered a loss. nor a foundation may sell, exchange
more sweeping — or potentially more Disqualified Persons or lease property to the other. A sale
likely to cause personal liability — There are several categories of diof a $1 million painting to the foun-
than the limitations on “self-dealing” qualified persons. They include:  dation for $100,000 would trigger the
transactions. » Substantial contributors to thetax, as would a donation of a $1 mil-

Individuals and organizations thatfoundation, which includes any perdion piece of real estate subject to a
are considered “disqualified personsson who has contributed more thamortgage or similar lien which has not
and the foundations for which they$5,000 or 2% of the total of gifts,existed for more than 10 years. The
are disqualified are essentially prohibgrants, and contributions received byule has been interpreted by the IRS
ited by Tax Code Section 4941 fronthe foundation since its inceptionto cover even a sale to a disqualified
participating in a whole series of ecowhichever is greater. person at a public auction, where any-
nomic transactions with each other. ¢ Owners of more than 20% of theone had the chance to bid.

Subject to limited exceptions, thesdotal combined voting power of a cor- Redemption of stock by a disquali-
transactions include any direct or inporation, or interest in the profits of afied corporation would generally be a
direct selling or leasing property topartnership, or beneficial interests in gelf-dealing transaction unless it falls
or from the foundation, making loanstrust which is a substantial contributorwithin a limited exception for certain
or extending credit to or by the foun- < Foundation managers such as ofale or exchange transactions between
dation, providing goods or services tdicers, directors or trustees or othea foundation and a disqualified cor-
or by the foundation, paying compenemployee having responsibility for anyporation if they involve a liquidation,
sation to a disqualified person (othespecific self-dealing transaction. merger, redemption, recapitalization,
than for certain personal services nec- « Members of the family of an in- or other corporate reorganization, if
essary for the foundation to carry outividual disqualified under the fore-all securities of the class held by the
its purposes), transferring income ogoing criteria, which include only afoundation are subject to the same
assets of the foundation for the benspouse, ancestor, child, grandchilderms and conditions, and if the terms
efit of the disqualified person, andgreat-grandchild and the spouses gfrovide for the foundation to receive
making payments to public officials. such lineal descendants. no less than fair market value.

Unlike the excess benefits tax pro- < Corporations, partnerships, trusts, ¢ Loans and other extensions of
visions applicable to insiders at puber estates in which any of the foregoeredit. Loans between the founda-
lic charities, which trigger penaltiesing, other than family members, owngion and a disqualified person are con-
only if the insider receives more frommore than 35% of the total combinedidered self-dealing transactions even
the charity than he or she provides inoting power, profits interests, or benwhere they are adequately secured and
return, the private foundation self-dealeficial interests, respectively. made at fair interest rates.
ing rules apply to any regulated trans- < Governmental officials. The rule is so stringent that the IRS
action, even if the foundation clearly A charitable organization describechas had to provide special guidance
receives the better part of the bargainn Section 501(c)(3) of the Tax Codeabout advancing funds to foundation
A disqualified person may give thingsincluding another private foundationmanagers when going on trips or oth-
to the foundation, but, with limited (but excluding an organization opererwise needing to pay expenses for
exceptions such as certain personal seated exclusively for testing for publicwhich they will be reimbursed. Ad-
vices, may not receive anything ofafety) is generally not considered aancing funds is permitted only in lim-
value in return. disqualified person. This exclusionited amounts when reasonable and nec-

If the parties engage in an impropepermits transactions within the chariessary for foundation to function.
self-dealing transaction, both the distable community among related and < Furnishing goods, services or
gualified person and the foundatioraffiliated entities. facilities. This rule covers items such
managers can be personally liable for How do the rules apply? continued on other side
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Private Foundations Must Avoid Self-Dealing

as office space, automobiles, secretarial help, librarieaising dinner purchased by the foundation, although use
publications, laboratories and parking lots. A foundatiasf the tickets by foundation officers was permitted. Pro-
manager who gave a home to the foundation but continding foundation artwork to a disqualified person’s home
ued to live there after the gift was completed was deenmisdan act of self-dealing, unless used only in the founda-
to be involved in an act of self-dealing. tion office, or otherwise generally available to the public.

Foundations can provide incidental meals and lodgifigne IRS does not object to the prestige that disqualified
to a foundation manager that is reasonable and necesgangons obtain from making foundation gifts, calling it
to carry out the purposes of the foundation. A foundanly incidental personal benefit.
tion may also provide goods or services to a disqualified After considerable controversy, the IRS issued rules in
person if they are supplied on a basis no more favorah®95 to provide that a foundation could pay for insurance
than supplied to the general public. or directly provide indemnification, including settlement

» Payment of Compensation and ExpensesA foun- costs and judgments, for foundation managers involved
dation may pay a disqualified person reasonable compéanlitigation without committing an act of self-dealing so
sation for personal services which are necessary to cdayg as the payments are reasonable, the manager did not
out the exempt purposes of the foundation. It may pawet willfully and without reasonable cause, and the foun-
bank trustee for ordinary and necessary banking servicgation does pay a manager’s liability for excise taxes due
but the IRS ruled in 1973 that it could not pay the banminder the foundation rules of the Tax Code.
an overdraft charge of more than it cost the bank to pro- Payments to governmental officials.A foundation
cess the transaction. It may pay brokerage fees, but magy not make payments to government officials, with lim-
not buy securities from or sell them to a disqualified peited exceptions such as public awards and scholarships.
son which acts as a dealer for its own account. It mayA disqualified person is subject to a tax of 5% of the
pay investment management fees and legal fees, but an®unt involved, whether or not the violation was know-
case has ruled that a foundation cannot pay a disqualified. A foundation manager is liable for 2 1/2% of the
person for property maintenance services since the samount involved, but only if the violation was knowing
vices were not professional or managerial. and not due to reasonable cause. If the transaction is not

» Use of assets. A private foundation created by acorrected, the disqualified can be subject to an additional
corporation has been held to commit self-dealing by a&x of 200% of the amount involved and the manager can
lowing officers of the corporation to use tickets to a furlte subject to a tax of 50%, to a maximum of $10,000.
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Foundations Avoid Excess Business Holdings

Private foundations may be subject to tax if they and their disqualified persons
hold too much stock in a business functionally unrelated to the purpose of the foundation

The recent passage of To remedy the perceived problemsyate foundation, for example, to own
Pennsylvania’s law requiring charitableCongress said that a private foundaa shopping center and rent out the
trusts to consider community interestsion (along with its disqualified per- space to commercial tenants, to hold
and get Attorney General approvabons) generally may not hold more thaan interest in an investment partner-
before selling a controlling interest ina 20% interest in a business enterprisship, or invest in a brokerage busi-
a business enterprise, passed in redé¢-it ever holds more, it must divestness which operates under fixed con-
tion to the Hershey Trust situation (Seéself of the excess, not all its hold-tracts.

Nonprofit Issue3October 2002), calls ings. The Code also includes an excep-
attention to the directly opposite sen- The limitation applies to the per-tion for program related investments
timent expressed by Congress in prazentage of interest in the business emvhich have a primary purpose of car-
hibiting private foundations from con-terprise, not the percentage of theying out the foundation’s charitable
trolling business activities. foundation’s holdings which are in-purposes and do not have a signifi-

Congress added Section 4943 to theested in the business. A foundatioeant purpose of producing income. (See
Tax Code in the 1969 revisions to reeould have half of its own portfolio Ready Reference Page No. 8, Janu-
quire private foundations (though noinvested in a single company so longry 1998)
public charities) to divest themselvess the foundation’s percentage of in- In determining whether the foun-
of “excess business holdings.” terest in the business is not above thdation has excess holdings, the Code

In a Congressional Committee redimit. aggregates all interests held by the
port on the change, Congress said that A “business enterprise” generallyfoundation and any person categorized
some foundation managers had “bencludes any trade or business whichs a “disqualified person” under the
come so interested in making a suds not functionally related to the chari-Code.
cess of the business, or in meetintable purposes of the foundation. If Generally this includes all founda-
competition, that most of their atten-the activity of the business would notion managers, any substantial con-
tion and interest was devoted to thibe an unrelated trade or business ifibutors to the foundation, certain fam-
with the result that what was supposedarried on directly by the foundation,ly members and various entities in
to be their function, that of carryingthe foundation may hold an interestvhich such persons have significant

on charitable, educational, etc., activiin the entity without limitation. continued on page 12
ties was neglected. The Code includes another impors
“ Even when such a foundation attant exception and permits holdings YOU NEED TO KNOW

_tains a degree of inde_pendence fr_orim a busin_ess_which receives more_themnvate foundations don’t normally have
its major donor, there is a temptatio®5% of its income from “passive worry too much about excess business
for its managers to divert their inter-sources.” . ~ holdings because they diversify their in-
est to the malntgnance and improve- Suc_h sources ofllr)come could iNyestments in publicly traded companies
ment of th_e busmes_s and away fromslude interest an_d d|V|dends_, 'royalt|eah,here the chance of their owning more
their charitable duties. Where theents and other items specifically €Xthan 20% of the stock is remote at best.
charitable ownership predominates, theluded from the Tax Code definition ) . .
business may be run in a way whiclof unrelated business taxable incoméVhen they invest in a small bUSlne_SS, hOV\{-
unfairly competes with other busi-This includes the sale of goods if th&Ver, they should be sure to question their
nesses whose owners must pay taxssller does not manufacture, producdlisqualified persons on their personal hold-
on the income that they derive fronphysically receive or deliver, negoti-ings, because the limit is based on the
the business.” ate the sale of or maintain invento2dgregate holdings of the group. Don't
Business entrepreneurs often gavees of such goods. forget to send the questionnaire to a dis-
significant interests in their businesses The Code specifically provides thagualified substantial contributor who is no
to their private foundations, knowingpassive income in the business dod@nger on the Board. You could easily to
they could keep control of the busi-not lose such characterization merel§e blind-sided by the aggregate holdings

ness while passing income-tax-fredecause it is debt-financed. If you are not vigilant in making your in-
dividends back to the foundation. This exception might allow a pri- quIres.
Thursday with the Editor, February 27 www.nonprofitissues.com Nonprofit Issues/December 20021

29.



Foundations Avoid Excess Business Holdings

interests as defined in Section 4946. the limit, the Code nevertheless allows the foundation
The foundation is deemed not to have excess holdirfy®e years to divest itself if its excess holdings.
if its own holdings in the business enterprise are not moreUnder the statute, all of the holdings in the business
than 2% of the voting stock and all other outstandirenterprise are deemed to be held by the disqualified per-
shares of all classes of stock of the entity. son, who is not bound by the limit, rather than the foun-
In other words, even if the foundation managers ownddtion which is.
a majority interest in the business, the foundation would The IRS may extend the time for an additional five
not have excess business holdings if it did not own morears if the gift is “unusually large” and the foundation
than 2% of the interests in the business. has been unable to divest itself of the interest without the
If the foundation and its disqualified persons do nddss of a substantial portion of its value.
own more than 35% of the interests in the business andf a foundation purchases an interest in a business en-
they can show to the satisfaction of the IRS that the busiy and did not know that its disqualified persons held
ness is effectively controlled by one or more other pexnough of the interest to create an excess holdings situa-
sons, the combined holdings of the foundation and tien, the foundation has a 90 day period within which to
disqualified persons can exceed 20%. divest itself of its excess interest without being subject to
When the law was passed in 1969, there were extéme tax.
sive transition periods during which a foundation could If a foundation does hold an excess business interest it
divest its excess holdings held at the time. All of thosg subject to an initial tax of 5% of the value of the ex-
transition periods have expired. cess amount. The tax is assessed on the last day of the
Under the current rules, a foundation cannot purchdsscal year, but is based on the highest value of excess
an excess business holding, but has five years to diviesidings during the year.
such holdings that may be acquired “other than by pur-The IRS has the authority to abate the tax if the foun-
chase.” If a major donor leaves a foundation a majorithation can show that the violation was due to reasonable
interest in a will, the foundation will not be subject to tagause and not willful neglect and the foundation divests
unless it fails to divest its excess interest within five yeaitself of the excess interest.
If a disqualified person acquires interests in the com- If the foundation fails to divest itself of its excess in-
pany, whether by purchase or by gift, which would, whearest promptly after the tax becomes due, it can be as-
aggregated with the holdings of the foundation, excesedssed an additional tax of 200% of the excess value.
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Foundations May Be Source of Venture Capital

Their little-used power to make program related investments
offers opportunity for creative financing of projects

Nonprofits being squeezed by lack of funds are trying to develop new sources of revenue to expand their
programs or just to keep them alive.

Some set up “profitable” nonprofit subsidiaries. Others start for-profit enterprises, with or without part-
ners. But the necessary start-up costs may be both substantial and hard to find.

In searching for funds, nonprofit entrepreneurs usually look to private foundation grants as the most
readily available and cheapest source of venture capital. But outright grants are not the only way a foun-
dation can help.

Private foundations have surprising powers to make “program related investments” which may provide
the leverage you need to get your new project underway. The foundation may find the investment pro-
posal an attractive opportunity to achieve its own purposes while still retaining or recycling its funds.

Foundation managers are normally held to a standard of prudent business judgment in the investment of
foundation funds. But they are permitted to make certain investment that would not be prudent business
risks if the investment furthers their charitable purposes. They are permitted to make low- or no-interest
loans to both nonprofit and for-profit organizations and are even permitted to buy stock in for-profit cor-
porations.

A few foundations, perhaps most notably the Ford Foundation, have ventured far into the field of sup-
porting projects by loans or purchases of stock. Program related investments allow a foundation to sup-
port its own program with the very real likelihood that it will recover some or all of the money, thereby
replenishing its endowment. While it’s hard to imagine a more productive “win-win” situation, most
foundations remain reluctant to go beyond traditional grants to public charities.

In a circuitous fashion not unusual in the Internal Revenue Code, program related investments are not
affirmatively spelled out as appropriate activities for foundations. They are referred to as an exception to
the general prohibition on “jeopardy investments.”

Section 4944 of the Tax Code imposes a tax on foundations and their managers if they invest “any
amount in such a manner as to jeopardize the carrying out of its tax exempt purposes.”

The regulations define a jeopardy investment as one in which the managers “have failed to exercise ordi-
nary business care and prudence” at the time of the investment to provide for the long-and short-range
financial needs for the foundation. In selecting stocks, bonds and other investments, they are supposed to
consider the expected return, both income and appreciation, the risks, and the need for diversification. If
the investments fail the “prudence” test, both the foundation and the managers are subject to tax.

www.nonprofitissues.com
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The Code, however, provides an exception for “program related investments.” The regulations describe
them as having three characteristics.

First, “the primary purpose” of the investment must be to accomplish one or more charitable purposes. It
must significantly further the purpose of the foundation and be an investment which would not have
been made but for the attempt to fulfill the foundation’s purpose.

Second, “no significant purpose” of the investment can be the production of income or appreciation of
property. In determining the investment potential, it is relevant whether investors solely interested in
profit would have made the investment on the same terms and conditions. The less business-like the
transaction, the more likely the classification as program related. The fact that the investment is ultimate-
ly profitable is not conclusive evidence that its original purpose was to make a profit.

Third, the regulations impose a condition not specifically included in the statute, that “no purpose” of the
investment may be to conduct lobbying or political activities.

Noticeably absent from the criteria is a prohibition on private inurement. In many, if not most, cases, pri-
vate investors are also involved in the project and stand to gain as the result of the investment. However,
so long as the overall purpose of the foundation is within its charitable purpose, such investments are
permitted.

The form or terms of the investment may change over time, such as extending the repayment date of a
loan, so long as the changes are primarily to further the charitable purpose of the foundation and not to
produce additional income.

The regulations give several examples of program related investments.

e A private foundation makes a loan at below market interest rates to a minority owned business in a
deteriorated urban area when conventional sources will not provide such funds on economically fea-
sible terms. The purpose is to encourage economic development of the minority group, a purpose of
the foundation. The loan is program related even though the interest rate is comparable to or greater
than the return which would be received from more prudent conventional portfolio investments of
lower risk.

e A small minority owned business in a blighted area is unable to borrow funds from conventional
sources unless it increases its equity capital. The private foundation purchases shares of the company
stock to encourage economic development activity. Because the investment significantly furthers the
foundation’s exempt purposes and would not have been made otherwise, the investment is consid-
ered program related, even though the foundation could realize a substantial profit if the business be-
comes successful.

e A business owned by a nonprofit community development corporation will market agricultural prod-
ucts, thereby providing a market for low-income farmers in a depressed rural area. A private founda-
tion makes a below market interest rate loan to the business pursuant to it program to encourage eco-
nomic development of depressed areas. No significant purpose is to produce income, the loan further
the foundation’s purpose and would not have been made but for the program. The loan qualifies as a
program related investment.

Although examples in the regulations tend to concentrate on economic development activities, in private
letter rulings, the IRS has specifically approved investment in an energy demonstration project, purchase
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of preferred stock in a minority bank, investment in a business which operates live theater, a low interest
construction loan to another foundation, and a loan to a limited partnership building a hotel in a blighted
area.

Proposed regulations issued in 2013 clarify that a wide range of investments qualify as program related
investments.

In particular, the proposed regulations illustrate that charitable purposes served by a program related in-
vestment are not limited to situations involving economically disadvantaged individuals and deteriorated
urban areas. They also demonstrate that program related investments can be made through a variety of
investment vehicles, including loans to individuals, tax-exempt organizations and for-profit entities, eq-
uity investments in for-profits and credit enhancement arrangements. They show that an activity con-
ducted in a foreign country furthers a charitable purpose if the same activity would further a charitable
purpose if conducted in the U.S. Foundations are permitted to rely on the proposed regulations before
they are adopted as final regulations.

In one of the new examples, a new business enterprise in a developing country collects recyclable solid
waste materials and delivers them to recycling centers that are inaccessible to a majority of the popula-
tion. If successful, the collection business will prevent pollution caused by the usual disposition of solid
waste materials. The business has obtained funding from only a few commercial investors because the
expected rate of return is significantly less than potential investors find acceptable. A private foundation
enters into an investment agreement to purchase shares of the business’s common stock on the same
terms as the initial investors. Although there is a high risk associated with the investment, there is also
the potential for a high rate of return if the business is successful. The foundation’s primary purpose in
making the investment is to combat environmental deterioration. No significant purpose of the invest-
ment involves the production of income or the appreciation of property. The foundation would not have
made the investment if it did not further the accomplishment of the foundation’s exempt purposes. The
foundation’s purchase of the stock is a program related investment.

Another example involves the same facts, except that the business offers the foundation shares of its
stock in order to induce the foundation to make a below-market rate loan. The business made the same
offer to a number of commercial investors who were unwilling to provide loans because the expected
return on the combined stock and debt was below market return for such an investment. The commercial
investors were also unwilling to provide loans on terms the business considered feasible. The foundation
accepts the stock and makes the loan on the terms that the business offered the commercial investors.
The foundation plans to liquidate the stock as soon as the business is profitable or it is established that
the business will never become profitable. The loan and acceptance of the stock is a program related
investment.

In an example involving loans to individuals, there is a natural disaster in a developing country, causing
significant damage to infrastructure. A private foundation makes loans with below market rate interest
to two poor individuals to enable them to start small businesses. Conventional sources of funds were
unwilling to provide loans on terms the individuals considered economically feasible. The foundation’s
primary purpose in making the loans is to provide relief to the poor and distressed, and the loans would
not have been made if they did not significantly further the foundation’s exempt purposes. No signifi-
cant purpose of the loans involves the production of income or the appreciation of property. The loans
are program related investments.

www.nonprofitissues.com
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Another example involves a loan to a 501(c)(4) social welfare organization formed to develop and en-
courage interest in painting, sculpture and other art forms, including by conducting weekly community
art exhibits. The 501(c)(4) needs to purchase an exhibition space to accommodate the demand for exhi-
bition space within the community. Conventional sources of funds are unwilling or unable to provide
funds on terms the 501(c)(4) considers economically feasible. A private foundation makes a loan to the
501(c)(4) at a below market interest rate for commercial loans of comparable risk. The foundation’s pri-
mary purpose in making the loan is to promote the arts, and the loan would not have been made if it did
not significantly further the accomplishment of the foundation’s exempt purposes. No significant pur-
pose of the loan involves the production of income or the appreciation of property. The loan is a pro-
gram related investment.

A program related investment constitutes a qualifying distribution for the foundation so that it helps
meet the foundation’s annual distribution requirement of 5% of its gross investment assets.

Foundations which make such investments must be careful not to violate the rules on self-dealing, excess
business holdings, and taxable expenditures. If the investment is made in an organization which is not a
public charity, the foundation will be required to exercise “expenditure responsibility” in approving the
investment and following up on reporting.

Although it is slightly more complicated for a foundation to make a program related investment than to
make an outright grant, there is nothing in the requirements which cannot be complied with under nor-
mal circumstances.

YOU NEED TO KNOW

Because program related investments are somewhat more complicated and slightly riskier than a straight
grant to a public charity, most private foundations have been reluctant to get into the program related
investment business. But they have the power to do so, and that provides the creative nonprofit entrepre-
neur with another opportunity to suggest ways a venturesome foundation can support a charitable pro-
gram.
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Expenditure Responsibility

Expenditure responsibility requires a foundation to:

1. Conduct a pre-grant inquiry to determine whether the proposed grantee is
reasonably likely to use the grant for the specified purposes.

2. Will sign a written grant agreement with the grantee with specific terms
prohibiting use of the funds for lobbying or campaigning, or for either grants to
individuals for scholarship or travel or for grants to organizations without complying with
the rules that apply to such grants when made by foundations, or for any non-charitable

purpose.

3. Have the grantee commit to maintain the grant funds in a separate

account on the grantee’s books.

4. Have the grantee submit reports, in writing, during the term of the grant (at
least annually, but perhaps every six months), explaining how it used the funds and
describing its compliance with the grant terms and its progress toward the grant

purposes.

5. Report on Form 990 the grant, including a description, amount, charitable

purpose, and current status.

©Virginia P. Sikes, Esquire - 2009

Montgomery, McCracken, Walker & Rhoads, LLP
123 S. Broad Street

Philadelphia, PA 19109

216-772-7275

vsikes@mmwr.com
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IRS updates private foundation rules on MRIs and equiva-
lency determinations

The Internal Revenue Service has given new approval to mission re-
lated investments by private foundations and spelled out specific re-
quirements for making “good faith determinations” that grants to for-
eign organizations are qualifying distributions that don’t require ex-
penditure responsibility.

The Tax Code, in Section 4944, imposes an excise tax on private
foundation investments that “jeopardize the carrying out of any of its
exempt purposes,” but specifically excepts from the limitation
“program related investments” where the primary purpose is to ac-
complish its charitable purpose and “no significant purpose” is the
production of income or the appreciation of property. (See Ready
Reference Page: "Foundations May Be Source of Venture Capi-
tal”) PRIs are not only permitted, but are counted toward the mini-
mum distribution requirement of the foundation.

The exception applies, however, only where there is “no significant
purpose” to generate income. Some foundation managers have been
concerned that they might be liable if they invested portions of their
endowments in “mission related investments” or “socially responsi-
ble investments” which are aligned with their charitable goals but
still provide — and are expected to provide — a return on invest-
ment, although not necessarily the highest return. Investing in alter-
nate energy sources rather than fossil fuels might be an example.

In IRS Notice 2015-62, the Service says an investment will not be
considered a jeopardizing investment “if, in making the investment,
the foundation managers exercise ordinary business care and pru-
dence (under the circumstances prevailing at the time the investment
is made) in providing for the long-term and short-term financial
needs of the foundation to carry out its charitable purposes....
foundation managers may consider all relevant facts and circum-
stances, including the relationship between a particular investment
and the foundation’s charitable purposes. Foundation managers are
not required to select only investments that offer the highest rates of
return, the lowest risks, or the greatest liquidity so long as the foun-
dation managers exercise the requisite ordinary business care and
prudence ... and do not jeopardize the private foundation’s charitable
purposes.”

The IRS says the standard “is consistent with investment standards

under state laws,” citing the Uniform Prudent Management of Insti-
tutional Funds Act. The relatively new UPMIFA allows managers to
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consider the asset’s special relationship or special value, if any, to the charitable purposes of the organi-
zation. (See Ready Reference Page: “New UPMIFA Sets Rules for Management of Charitable Funds”)
The IRS has also issued final regulations on standards for a private foundation to make a “good faith
determination” that a foreign grantee is a charitable organization that is not equivalent to a private foun-
dation. Grants to such organization may be qualifying distributions and not taxable expenditures. A pri-
vate foundation is permitted to make a grant to a foreign organization that meets the definition of a U.S.
public charity (including a supporting organization other than a non-functionally integrated Type III sup-
porting organization) or a private operating foundation. To make grants for charitable purposes to other
organizations, the foundation must exercise expenditure responsibility. The final regulation slightly
modifies proposed regulations issued in 2012 and is effective as of September 25, 2015.

The final regs under Section 53.4942(a) attempt to balance two important considerations, the IRS said,
—removing barriers to international grantmaking and ensuring that foundations’ good faith determina-
tions are informed by a sufficient understanding of applicable law, are based on all relevant facts, and
are likely to be correct.

The final regs expand the class of advisors who may provide written advice on which a foundation may
rely to include “qualified tax practitioners,” including CPAs and enrolled agents. Attorneys may be in-
house counsel or outside counsel. All must be licensed in their disciplines and authorized to practice in
a state or as an enrolled agent at the IRS. Foundations will not be able to rely on an opinion of grantee’s
counsel unless that counsel meets the qualifications for a qualified tax practitioner. Opinions by foreign
lawyers or CPAs not licensed in the U.S., therefore, will not be sufficient.

Foundations will also be unable to rely solely on an affidavit from the foreign grantee. Although the
IRS recognized that some affidavits could be reliable because the person understood the requirements of
U.S. law, it said that some of them would be unreliable because the grantee did not understand U.S.
law. Therefore, reliance solely on the grantee’s affidavit would not be considered a good faith determi-
nation. The IRS said, however, that a qualified tax practitioner could rely on foreign counsel for ques-
tions of foreign law or other matters within such counsel’s experience.

Some private foundations who make grants to the same foreign organizations have wondered whether
U.S. grantmakers may share their determinations and still meet the good faith determination stand-
ard. The IRS again said that some determinations could be good, while others would be invalid because
they are not made by people familiar with U.S. law. The final regulations do not prohibit the sharing of
information and determinations, but each foundation must rely on advice given to it by a qualified tax
practitioner, not by another foundation.

The IRS said that these new guidelines can be used by sponsors of donor advised funds in making grants
abroad “until further guidance is issued.”
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Lobbying Rules Create Opportunity for Charities

There are many ways to advocate for public policy goals
without going beyond the limitations of the Tax Code

Public charities can usually advocate on public policy issues a lot more than they think they can.

For years, they were conditioned to fear losing their exemption if they got involved in advocacy of any
type. They knew that one of the conditions of Section 501(c)(3) status is that “no substantial part” of an
organization’s activities can include attempting to influence legislation or “lobbying.”

Since there was no clear line to determine what is “substantial,” and since they did not always under-
stand what was meant by “attempting to influence legislation,” many tended to shy away from any in-
volvement in public policy debate.

In 1976, Congress attempted to relieve the fears by enacting Code Section 501(h), allowing most public
charities to elect to measure their lobbying activity solely by the amount of money spent. The final
regulations, which were promulgated 14 years later in 1990, eliminate many of the definitional prob-
lems. Public charities, and the private foundations which want to fund their advocacy efforts, should

be a lot more confident about their ability to jump into the public policy fray.

Although technically the definitions apply only to those groups which have made the 501(h) election,
they seem to embody the IRS thinking that would be applied even for non-electing organizations.

The first important point is that not all advocacy is limited. The limitation applies only to attempting to
influence “legislation.”

“Legislation” includes action by a legislative body at any level of government, such as Congress, a
state legislature or city council. It also includes action by the public on a referendum, ballot initiative,
constitutional amendment or similar procedure.

Legislation does not include promulgating administrative regulations or taking executive actions which
do not require changes in the law. It does not include action by administrative bodies, such as school
boards, zoning boards, housing authorities or other agencies which do not pass laws. And it does not
include litigation.

An arts organization seeking an additional appropriation in this year’s budget for the National Endow-
ment for the Arts is lobbying. The same organization working with the NEA on its definition of de-
cency for purposes of making grants is not lobbying, since an administrative regulation is not legisla-
tion.

Understanding this distinction opens a whole lot of territory for advocacy, without having to worry

whether it is a substantial portion of your activity. When dealing with legislation, the regulations define
two types of lobbying: direct lobbying and grass roots lobbying.

www.nonprofitissues.com Nonprofit Issues/Revised December 2011

38.



Direct lobbying is any attempt to influence legislation through communication with 1) a member or
employee of a legislative body or 2) any government official or employee who may help formulate leg-
islation, when the communication a) refers to specific legislation and b) reflects a view on that legisla-
tion.

Grass roots lobbying is a communication with the general public that a) refers to specific legislation, b)
reflects a view on the legislation and ¢) encourages the recipient to take action.

It will be considered a call to action if it a) encourages the recipient to contact a legislator or employee
of a legislative body; b) states the address or phone number of a legislator or employee of a legislative
body; c) provides a tear-off postcard to mail to the legislator or employee; or d) specifically identifies
that a legislator scheduled to vote on the legislation is opposed or undecided on the views expressed in
the communication or is the recipient’s representative, or identifies the legislator as a member of the
committee that will consider the legislation.

A group may purchase a full page newspaper ad stating that a proposed bill is the most enlightened
proposal possible on the subject. It is not grass roots lobbying unless it contains the call to action.

Certain activities are specifically excluded from the definition of lobbying. One of the more important
exceptions is “nonpartisan analysis, study or research.” Such analysis may even advocate a particular
viewpoint “so long as there is a sufficiently full and fair exposition of the pertinent facts to enable the
public or an individual to form an independent opinion or conclusion” on the issue.

Even where the research is later used for the purposes of lobbying, the costs of the research will not be
considered lobbying expenses where “the primary purpose” of the research was not for use in lobbying.
The regulations provide a “safe harbor” which says that the primary purpose will not be for use in lob-
bying if, prior to or contemporaneously with the use of the materials in lobbying, the organization
makes a substantial non-lobbying distribution, i.e. without a call to action.

The regulations exempt provision of technical advice in response to a written request by a governmen-
tal body. A charity may testify before a legislative committee without limitation if the testimony is pur-
suant to a written request. Assistance to an individual legislator or to a single political party does not
qualify for this exemption.

The regulations also exempt “self defense” communications where a legislative body is considering
action that may affect the continued existence of the charity, its powers or duties, its exempt status or
the deductibility of contributions to it. Charitable activity opposing the Istook Amendment several
years ago was widely believed to be self defense lobbying because the Amendment would have signifi-
cantly reduced a charity’s right to participate in public policy questions.

The rules for distributions to bona fide members of an organization are slightly more lenient and allow
a broader range of activity without having it go against the limits.

Private foundations are also helped significantly by the final regulations. Private foundations, with very
few limited exemptions, such as the “self defense” exemption, must pay an excise tax on any lobbying
expenditures and traditionally were even more reluctant to engage in or support advocacy efforts.

The new rules, however, establish clear safe harbor provisions by which foundations may support ad-
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vocacy projects without serious worry about their own status.

A grant for general support, unless earmarked for lobbying activities, will be deemed not to be a lobby-
ing expense. A grant for a specific project will not be deemed to be a lobbying expense if the total of
the foundation’s grant to the project for the year does not exceed the amount budgeted for non-
lobbying activities.

If a $100,000 project budget contains $20,000 for lobbying, the foundation may fund up to $80,000
without concern. The foundation is able to rely on the grantee’s budget unless it has reason to know
that the budget is wrong. The grantee charity may also get the other $20,000 from a private foundation
without either foundation having a problem. Each of the two grants, although together they will provide
funds for lobbying, is deemed to go to the non-lobbying activity.

Armed with a clear understanding of the rules, a charity interested in public policy advocacy should be
able to mount significant efforts, and should be able to obtain foundation funding to support its work.

YOU NEED TO KNOW

A charity that does not spend at least a portion of its time in advocacy work is probably not doing its
job as well as it should.

Therefore, charities must understand the tax law definitions of “lobbying” and “legislation.” There is a
vast amount of advocacy that can be carried on without approaching tax limitations. Private founda-
tions can support most of it, and preparing an application with foundation rules in mind can make it
easier to get funded.

Tax law is not the only issue, however. Beware of federal and state lobbying registration requirements,
with different definitions and different reporting.
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February 13, 2017
How do we deal with basis of gift of appreciated stock?

When a donor gives appreciated publicly-traded stock owned
more than 12 months to a 501(c)(3) foundation, the donor re-
ports the donated value as the fair market value at the time of
transfer. What is not clear to me is how the receiving organiza-
tion records the cost basis of the stock. Does the (c)(3) record the
FMY on the date of transfer as its cost basis, or does it record
and maintain the donor's original cost basis?

The answer depends, in part, on the tax status of the 501(c)(3)
“foundation” that receives the gift. As you know, the term
“foundation” is not, by itself, legally significant. The organization
could be a public charity, like a community foundation or one of the
many “foundations” soliciting gifts to cure a specific disease, or it
could be a private foundation, like the Gates Foundation or the Ford
Foundation. The rules are slightly different. As we have often said,
if you don’t know what box you fit in, you don’t know what rules
apply. (See Ready Reference Page: “What Do We Mean When We
Say ‘Nonprofit’?”)

For financial accounting purposes, it probably does not make a dif-
ference. Ordinarily accountants will account on the financial state-
ments and 990-series tax return for the fair market value of the gift
when received on the income statement, the same value that the do-
nor will use when claiming a charitable contribution deduction, and
the fair market value at the end of the year on the balance sheet. If,
as you say, the value has appreciated since the donor acquired the
stock, the fair market value upon receipt will be more than the do-
nor’s tax basis or cost.

In general, the recipient of a gift takes the cost basis of the donor of
the gift, and does not, for tax purposes, get a step-up in basis to the
value at the time of the gift. But a public charity doesn’t have to pay
any income tax when it sells the stock, so it doesn’t have to worry
about the basis in the hands of the donor. It pays no tax if it sells at a
profit and gets no offset if it sells at a loss. It doesn’t need to record
the basis anywhere.

The rule is different for a private foundation, however. A private
foundation is required to pay a 2% excise tax (occasionally 1%) on
its net investment income each year. Its net investment income in-
cludes net capital gain. Like an individual who receives a gift, the
private foundation must measure its gain or loss when it sells on the
carry-over basis it received from the donor. Therefore, in order to
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pay the proper tax, a private foundation needs to keep a record of the original cost basis of the donor
somewhere in order to determine its gain or loss correctly.

To avoid having to pay the excise tax on the gain, the private foundation may want to give the stock to
one or more grantees in kind. Just like the tax treatment of the donor who gave the stock to the founda-
tion originally, a gift in kind is not treated as a sale, so the private foundation would not have to pay the
2% tax on the gain but would still get a full fair market value credit towards its 5% minimum distribu-
tion requirement.
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