I.  FORMATION of a nonprofit organization

choice of form

Unincorporated associations-two or more persons organized for a common purpose (ex. 

labor unions, political orgs)

+++
informal, flexible, don’t need gov. approval, can get 501c3 status, don’t need 
constitution or bylaws

-----
org. has no separate legal status from members, and thus they can be sued in their 
indiv. capacity, can’t receive or hold property, banks may be reluctant to lend it money, 
can’t make contracts

Charitable trusts- fiduciary relationship for property (diff. from private trusts, b/c assets 

of charit. trust must be irrevocably dedicated to public benefit.) Charit. trust instrument 
names trustees, states purpose, establishes policies for administration, distribution of 
assets, dissolution, names successor trustees or methods of selection.

---
enforced by AG

+++
fast easy formation, more informal than corporate form, indefinite existence, 
continuing control by grantor, less expensive than corp,

Nonprofit corporation-

+++
can make a profit, just can’t distribute it to its members, statutes are similar to 
those used in for-profit corps, internal governance more flexible and more able to respond

to change, artificial entity that can sue and be sued, contract, hold property, indefinite 
existence, directors held to lower standard than trustees, also directors have limited 
liability.

----
more formalities in creation/dissolution


**forming a nonprofit corporation**


-need to decide where to incorporate, normally where org. intends to act


-need to formally organize



-prepare certificate of incorporation / articles of incorporation / charter




-includes name of org




-statement & description of purposes




-name of agent for process




-names and addresses of original incorporators or directors




-IF public benefit corp. must have dissolution provision directing assets to 



be distributed to other PBO




-provision stating directors have limited liability



-create bylaws (procedures and internal rules)




-notice requirements for meetings




-definition of members if membership corp



-file this with the appropriate state official, usually sec. of state



-apply to IRS for tax exemption status

categories of nonprofit

Public Benefit – group serving public / charitable purpose (do good works, benefit society, improve human condition). Includes 501c3, private foundations, and 501c4.

-members have no ownership interest in corp (and can’t sell membership rights, either)

-assets are for public / charitable purpose and not to benefit members, directors

-higher standard of scrutiny when org. engages in economic transactions (lesser std. for mutual benefit orgs)

-AG has power to monitor orgs

Mutual Benefit- designed to benefit members and not public at large

-can sell membership rights

-can receive distribution when the corp. dissolves

-broad voting rights

permitted purposes for nonprofit orgs

State ex rel. Grant v. Brown (1974)

-sec. of state refused to accept articles of incorporation of Gay Society b/c felt that homosexuality was contrary to public policy

-ct upheld decision of sec. of state b/c had discretion

**wouldn’t be followed in most jurisdictions today**

-most state statutes do not give sec. broad discretion to grant/deny corp. charters

-most require only that org.’s purpose is not illegal (ie not violation of statute, doesn’t induce commission of crime, and commission of purpose doesn’t violate public policy)

charitable purposes for nonprofit orgs (restatement second trusts §368)

-lists 6 categories of charitable—(1) relief of poverty, (2) education, (3) religion, (4) health, (5) gov’t religious purposes, (6) other purposes beneficial to community

**how to determine if charitable purpose?**

-if falls into a traditional category, presumed to be valid

-if not, look to whether founder believed purpose was for public advantage (ex. in book of vegetarianism) and whether this belief is rational

De Costa v. De Paz (1754) england

-testator directed that $ be invested and revenue used for Judaism

-question whether could be executed b/c judaism was against christian law of land

-some justices believed that it was void and went to residuum of estate

-others believed that not void, but went to crown

-HELD that it was charitable but was impermissible thus cy pres dictated that crown/kin could specify new recipient 

Re Shaw (1957)

-left in his will that his money should go to finance a study in creating a new alphabet

-residual beneficiaries of estate claim that alphabet trust is void b/c it’s for an object and not a person, and uncertain, too.

-ct lays out 4 charitable purposes 1 religion, 2 poverty, 3 education, 4 other purposes

-education is defined as including teaching and learning (here that’s not part of intent)

-other purposes defined as beneficial, and mere propaganda re: new alphabet doesn’t suffice

II.  DISSOLUTION of nonprofit

-nonprofits less likely than for-profits to dissolve b/c not bound by economic interests

who gets the property?


public benefit—must transfer assets to charitable or similar uses (RMNCA §14.06(a)(6))


mutual benefit—can distribute among members


501(c)(3)—must have part in articles that require distribution for exempt purpose (treas. 
reg. §1.501(c)(3)-1(b)(4)

in re los angeles county pioneer society (1953)

-nonprofit corporation, then members decided to dissolve and to distribute assets among selves and to continue as uninc. association

-some members objected, and AG intervened

-first, charitable purpose? YES. preservation of history and artifacts is educational/recreational purpose

-pioneer args that it’s a mutual benefit corp. ct says NO

-pioneer next args that even if ct finds that pioneer nor members should receive assets, should NOT go to Historical, but should go to heirs of woman

-ct says NO

-where property is conveyed with EXPRESS declaration of charitable intention of donor, then court can appoint a successor to carry out intentions (here intent is inferred by purpose of org. of pioneer)

-also, if woman wanted money to revert to estate if pioneer dissolves, should have put a reverter clause in trust

DISSENT—pioneer was a mutual benefit org and thus could distribute assets to members.  Further, Historical was around when will was made and thus if she wanted them to have money  could have left it to them.

CY PRES –courts favor trusts, and will modify them in order to save them from failure

-cy pres—court may alter substantive provision, when charitable purpose can’t be accomplished, trustee can substitute a similar purpose (but not much leeway, must closely follow donor’s original intent)

deviation—court may alter administrative or procedural provisions of trust 

THREE PART TEST

(1) valid charitable trust exists

(2) specific charitable intent is frustrated

(3) general charitable intent is not limited to precise purpose

WAYS TO BE FRUSTRATED

(1)  accomplishment of purpose (benefit for fugitive slaves after slavery was abolished)

(2)  insufficient funds (home for cats w/only $2,000)

(3)  avoidance of unconstitutional or illegal conditions (scholarship for white females, cy pres eliminated white, but not female)

(4) legatee refuses gift b/c of restriction (gift to amherst for protestant, american born. school refused b/c against charter)

converting to a for-profit

(5) strict impossibility NOT required (coast guard huge scholarship, would interrupt running of school and teamwork ethic)

Buck trust (marin county, CA)

-left lots of $$ for needy in marin county

-SF fdn petitioned for cy pres modification to enlarge geographic area

-ct DENIED b/c cy pres can’t be invoked merely b/c it would make it more fair or efficient

DISTRIBUTION OF ASSETS TO PUBLIC BENEFIT ORG

Multiple sclerosis service org. of NY

-MSSO formed to help MS sufferers function in society (whereas nat’l chaper focused on research)

-bd resolved to sell assets, pay debts, and distribute remaining assets to 4 orgs, none focusing on MS

-Nat’l chapter sought to intervene claiming that it was more similar and should receive assets

-state law requires approval of ct of plan and distribution of assets to org. involved in substantially similar activities

-ct held legislature did NOT intend strict standard of cy pres of “as near as possible” to apply in dissolution

-cy pres was used in INITIAL distribution of money

**when corp. dissolves or changes purposes, if gift was given for a specific purpose, then doesn’t automatically pass to future org.

Church property—when a baptist church dissolved, it voted to distribute its assets to various orgs, but ct intervened, applied cy pres and distributed assets to two baptist churches

Local chapters of nat’l orgs—often local chapters are forbidden from distributing assets outside

Converting to a For-Profit Corp.

HOSPITAL CONVERSIONS—can convert lawfully to for-profit if hospital uses cash it receives for its assets for a charitable purpose [fraud if same doctors are in HMO as are in for-profit and sell hospital for cheap price and stock, and then sell stock for lots of $$]  

--to reduce fraud, require sales of hospitals to be on open market

III.  DUTIES of officers and board of directors under STATE law

unincorporated association—governance determined by bylaws

charitable trust—governed by trustees

incorporated nonprofit—bd of directors (lesser std than trustees)

duty of care

RMNC 8.30, 8.33, 8.41-42

-can be violated by (1) failure to supervise corp, or (2) failure to make an informed decision

-ct focuses on procedure and due care and NOT on substantive outcome of decision

business judgment rule-directors not liable to harm to corporation as long as they exercised care in their judgment

DIFFERENT STANDARDS BY DIFF CTS

Pepperdine fdn
-no real standard
-plaintiff was org. suing former directors for damages

-GP, founder, can’t be sued by his fdn for mismanagement of funds (wouldn’t be able to be sued in indiv. capacity for mismanaging own funds intended for use by charity)

-ct found GP wasn’t aiming for personal gain

-also, AG must bring case

-ct pretty much held that b/c directors were volunteers, had much lower std of care

Lynch v. Redfield Fdn

-trust standard
-AG brought one issue on appeal, IRS erred in not surcharging directors for not putting $$ into interest bearing account

-directors are liable for own fraud, bad faith, neglect, or breach of duty

-ordinary duty of trustee to invest funds to be productive w/in reas. time

-std of care is prudent man investment rule

-ct held that the directors failed in duty

Stern v. Lucy Webb Hayes

-corporate standard

-plaintiffs of sibley memorial hosp. sued hospital bd of trustees, banks, and hospital

-alleged:  trustees conspired to enrich selves and breached fiduciary duty

-two bd members, Orem and Ernst dominated bd and made all decisions w/out convening bd

-no bd member scrutinized the decisions

-directors can be held liable for losses b/c of mismanagement (but std. is gross negligence, whereas trustee is simple negligence)

-ct held that bd members are more like directors, and thus lesser std of care

-ct held that director breached duty of care if:


-when on particular committee, fail to use due diligence in supervising


-self dealing w/o informing bd members of his interest


-actively participating in choosing his business to transact w/org


-lack of good faith

Duty of attention—requires active participation, attendance at bd meetings, reviewing docs, consulting w/outside sources

Duty of informed decision making—being prepared to make decision, not based on actual choice of decision

Zehner v. Alexander
-plaintiffs, group opposed to closing of college

-ct found that one bd member must be removed b/c exercised gross negligence b/c of failure to use expertise and b/c of conflict of interest w/bryn mawr college

-ct also required approval before any college decides to close

Duty of loyalty—directors must place interest of corp above their own interests

examples of breaches:


-use of org’s property or assets on more favorable basis than available to public


-usurpation of corp. opportunity 


-use of material nonpublic org. information  


-insider advantage and corp waste


-competing w/the org.

Nixon v. Lichtenstein

-AG brought suit against Ms. Lichtenstein and her sister aleging self dealing and breach of fiduciary duty

-ct held that higher std of care of trustees is applicable

-also, Allene L. failed in fiduciary duty as bd. member to get boatman’s legal fees back

-ct has duty to order removal of director if (1) director engaged in gross negligence AND (2) removal is in best interest of corp.

-ct was correct in appointed bd  members, b/c ct has power to dissolve corp when it isn’t able to carry out purposes, but law favors continuing trusts, and thus appoint new members, not dissolve

Stern v. Lucy Webb Hayes part II

-self dealing, ct explained that members should disclose potential conflict of interest and then should refrain from voting on that issue 

-banks are only liable if they had actual or constructive knowledge that trustee was breaching fiduciary duty

-ct exercises powers of equity and orders bd to set up procedures to check on funds and to require disclosure of affiliations, and each new trustee must sign compliance agreement w/court’s order

Committee to Save Adelphi v. Diamandopoulos

-indiv bd members breached duty and then bd as a whole also breached duty by failing to act after learning of potential conflict of interest

Interested transaction statutes

-usually require disclosure by trustee of conflict and then approval by a disinterested board

-usually if follow procedure of statute, burden of proof is on party challenging the transaction

-certain transactions are uniformly forbidden (such as loans to directors)

corporate opportunities

-chance to engage in an activity of which director becomes aware 


-in connection w/performance of functions that would lead person offering service to believe she was offering it to the nonprofit


-through use of organization’s information or property and indiv. should know activity would be of interest to nonprofit


-engaging in activity closely related to activity of nonprofit

**must first offer it to the nonprofit, and disclose any conflicts of interest

Northeast Harbor Golf Club v. Nancy Harris

-ct held that defendant breached her fiduciary duty by purchasing and developing property abutting club

-owners of land contacted Harris, as president, and though club would buy property

-Harris bought property w/her own money and in own name and didn’t disclose to bd at first

-ct held didn’t matter if didn’t look like club could afford property (could have fundraised)

-trial court used “line of business” test to determine if Harris took a corporate opportunity


-if business has enough $$ to take opportunity


-advantageous to corp


-would serve self-interest of trustee

-other test is “fairness test,” but doesn’t offer much guidance

-other test under ALI, can take advantage if offer to corp and disclose conflict of interest

-ct defined burdens as:


-club shows it’s a corp opp


-club shows that (1) harris didn’t offer property OR (2) club didn’t reject property


-if (2) harris can counter that taking opp was fair to corp, but if (1) can’t offer this 
defense

Executive Compensation

RMNC 8.12, 8.13, treas regs 1.162-7(b)(3)

-generally std is reasonableness  (look to other executives in the field)

-

IV.  SOLICITATION and constitutional protection

-states can use power based in police power and fraud to pass regulations

-charities argue that it unduly burdens their ability to speak

United Cancer Council

-where W&H solicitation company made most of the profits

STATE REQS:

-mandatory disclosure to potential donees, various filing requirements (often give exemptions for religious orgs and for membership orgs soliciting funds from members, and smaller orgs)

Schaumburg v. Citizens for a better environment  Sup. Ct. (1980)

-chicago ordinance forbade door to door solicitation w/ <75% of $$ going to charity

-CT held, ordinance was unconstitutionally overbroad, violates 1st and 14th A

-soliciting funds involves free speech interests

-BUT, commercial advertising aspect doesn’t have as much const. protection

-when it’s a COMBINATION of distributing info and solicitation, doesn’t lose all const. protection

Riley v. Nat’l Federation of the Blind  Sup. Ct (1988)

-NC solicitation act parts:


-(1) defines what is a reasonable fee for solicitation corps


-(2) requires them to disclose gross % of revenue retained in prior solicitations


-(3) requires license

-ct held violates 1st A

-(1) fee provision—use of a percentage based test of fees was not narrowly tailored, ct held that charities should be allowed to choose their solicitation org however they want, market forces will ensure good service

-ct held state should rely on its anti-fraud act

-(2) mandating speech (disclosure) is content based regulation of speech. ct held that unconstitutional.  state can require solicitors to disclose upon request, though.

-(3) license provision, unconstitutional b/c has provision that allows for interminable delay

Young v. NYC transit (1990) 2d circ.

-does prohibition of begging on subway violate first A?

-ct held NO. provision is content neutral and violates conduct more than speech

-record showed that passengers were uncomfortable and felt intimidated

-ct expressed a preference for ordered charities

internet solicitation

-for ct to find PJ, must show purposeful establishment of minimum contacts w/state

federal regulations

-IRS requires orgs to list amt of professional fundraising fees paid on 990 form

-a 501(c)(3) org that uses too high % of funds on fundraising may lost exempt status

-§4958, excess benefit excise tax on disqualified persons who receive excess benefits (could include fundraiser, if fundraiser is in position to exert substantial influence) UNITED CANCER COUNCIL CASE

V.  TAX EXEMPTION public benefit organizations

procedure for determining exempt status

-501(c)(3) must:


-organized as nonprofit corp, community chest, fund, or foundation


-organized and operated exclusively for religious, charitable, scientific, safety, literary, educational, nat’l sports, prevent cruelty to animals/kids


-no earnings can inure to private shareholders


-no substantial part of earnings for lobbying


-no participation in political campaigns.

treas regs 1.501(c)(3)-1


organizational test—looks at the governing doc (ie articles of inc, trust instrument). does it define purposes as w/in 501(c)(3)? and does it have a provision for distribution of assets to another 501(c)(3) upon dissolution?


operational test—looks at whether activities are in furtherance of exempt purpose

application for 501(c)(3) status [see 508(a)-(c)]

--notice requirement—must notify IRS that its applying for exempt status (exception for churches and local branches of approved group)

--file form 1023 w/in 15 months from when org. was organized

-if IRS determines that org is exempt, will have exempt status from when it was created (or if filed late, granted 501(c)(4) status until determination and then 501(c)(3) after that )

judicial determination of exempt status

--pre 1976, hard for org. to dispute not receiving exempt status

--now, §7428 of IRC allows orgs to bring declaratory judgment cases to get exempt status

-but, requires actual controversy (thus must have received adverse notice from IRS. must exhaust administrative process, file form 1023, wait 270 for determination from IRS)

--DONATIONS, if org loses exempt status, donation are still deductible while dispute is pending

annual disclosure requirements

IRC §6033(a), (b); 6140(a)(a)(A) & (C), (b), (d); 6652(c)

treas regs §301.6104(d)

--must file annual form 990, reports receipts and disbursements

--public disclosure, org must make available its application, annual information returns for  most recent 3 yrs

third party standing to challenge exempt status

-mostly, cts have denied standing to 3d parties challenging the exempt status of orgs BUT one case did allow standing [Fulani v. League of Women Voters Educ. Fund, 882 F.2d 621 (3d cir.1989)] here Fulani was found to have standing to challenge exempt status of org for failing to include her in presidential debate, but dismissed on merits.

In re: US catholic conference  2d circ. (1989)

-three remaining groups of plaintiffs—abortions rights mobilization, national women’s health network, long island NOW—first two are 501(c)(3), second is 501(c)(4)

-also 20 indivs including ministers and rabbis

--plaintiffs claim that IRS is not enforcing no substantial funds on lobbying restriction on USCC

-standing requires:  (1) injury, (2) caused by defendant’s conduct, (3) redressable by removal of defendant’s conduct

-CLERGY STANDING—claim that gov is subsidizing catholic faith, but NO INJURY, mere stigma isn’t enough, need individualized injury. can’t merely point out illegal benefit to others.

-fact that arg. that gov violated establishment clause isn’t enough, and fact that they are clergy doesn’t help, level of religious conviction doesn’t matter

-TAXPAYER STANDING—claim that they are forced to contribute to religion, b/c gov is subsidizing religion 

-ct held that taxpayers do not have standing to challenge how the gov uses tax money (exception for challenging establishment clause)

-here, ct frames claim as wanting to force IRS to enforce its regs, and there’s no standing to do this

VOTER STANDING

-ct said no standing, b/c no alleging that their actual votes are being diluted

COMPETITIVE ADVOCATE STANDING

-plaintiffs claim that IRS is creating an unequal playing field, but plaintiffs aren’t players in this field b/c don’t engage in the lobbying (b/c it’s illegal)

requirement of CHARITY

public policy

treas regs §1.501(c)(3)-1(d)(2) defines charitable purpose

-defines charity in broad sense BUT has public policy limitation (can’t be operated for an illegal purpose or contrary to established public policy)

Bob Jones University (1983)

-in 1967, IRS announced that it wouldn’t grant exempt status to racially segregated schools that received state aid

-in 1969 took away requirement that school receive state aid

-ct held that racial discrimination in education was contrary to public policy

-ct also held that IRS has broad scope of interpretation of tax laws

-further, all three branches have acted in accordance w/belief that it’s contrary to public policy

-also, congress knew of IRS rulings and could have acted if didn’t believe in them

-ct also rejected university’s claim that discrimination is part of it’s exercise of religion and infringes on its free exercise, b/c ct held that certain gov. interests can override these burdens on religions

Calhoun Academy (1990)

-burden on school was to show that it had a non-discrimination policy toward students and that it operates it in good faith

-fact that school had not accepted any black students created a presumption of discrimination

**Maybe Bob Jones ruling was not limited to education.  IRS rulings have determined that trusts created for worthy white people violate requirements of 501(c)(3)

Community Benefit standard

-first articulated as relief of the poor, then shifted to community benefit

Revenue Ruling 69-545

-issue:  should two nonprofit hospitals have 501(c)(3) status?

-general definition of charity is held to include promotion of health

-hosp. A has public emergency room, where noone is turned away (but for other medical care, require that patient can pay), Bd members are members of the community, excess funds go into expansion of hospital 

-ct held A was OK

-hosp B was formed by 5 doctors, and they still retain power by controlling bd of trustees, and also restrict patient access, don’t have public emergency room.

-ct held that must benefit public, but does NOT have to be accessible to all (ie indigent)

Eastern Kentucky Welfare Rights Org. 
-plaintiffs challenged validity of revenue ruling above

-dist ct ruled for plaintiffs, app ct upheld revenue ruling on merits, US supreme ct found that there was no standing

-ct examined meaning of charitable, and whether IRS should use broad definition or should be limited to “relief of the poor” (ct held should use broad definition)

-MEDICARE—hospitals must accept medicare/aid if want 501(c)(3) status

IRS GUIDELINES

-issued to help interpret if hosp. should qualify for tax exempt status

(1) does hosp. have bd composed of prominent civic leaders, not Drs

(2) if part of multi-orgs, is it separate?

(3) admission to med staff open to all qualified Drs?

(4) full time emergency room open to all, regardless of ability to pay?

(5) non-emergency care for all who can pay, including medicare/aid?

HMOs

-sometimes IRS rules that HMO is not entitled to be 501(c)(3) and must be (4) because as a membership organization, it doesn’t serve a broad community

education as charitable purpose

Treas regs 1.501(c)(3)-1(d)(3)

Education is defined as:


(1) instructing indivs for developing capabilities

(2) instructing public on subjects useful to indivs and beneficial to community

-IRS has adopted broad view, including public discussion groups, cultural institutions, museums, zoos, day care centers, alumni associations

ADVOCACY GROUPS, can be educational, as long as they present a sufficiently full and fair exposition of the facts to permit an independent conclusion

Revenue Ruling 75-384

-issue:  does nonprofit formed to promote peace and disarmament by nonviolent direct action including civil disobedience qualify for exemption  under (c)(3) or (c)(4)?

-purpose of org. is to educate and inform public, primary activity is sponsoring protests

-incidental activity is distribution of leaflets

-held does NOT qualify, b/c formed for illegal activity b/c encourages criminal activity

Revenue Ruling 78-305

-org. formed to educate the public about homosexuality

-presents forums and seminars, presents full and fair presentation of facts

-YES, qualifies for exemption

Big Mama Rag (1980) DC app ct

-BMR brought case questioning denial of 501(c)(3) status

-args that regulatory scheme is unconstitutional b/c violates 1st A, EP of 5A, and unconditionally conditions tax exempt status on waiver of const. rights.

-ct found definition of educational to be unconst. vague (b/c can’t tell what full and fair presentation of the facts entails)

-IRS had denied status b/c (1) commercial nature of paper, (2) political advocacy, and (3) advocated lesbianism

-BMR args three things re: full and fair


(1) doesn’t need to pass over this hurdle b/c doesn’t advocate a particular position


(2) even so, does satisfy full and fair


(3) but, full and fair is unconst. vague

-vague b/c doesn’t give notice of what violates the law

-is BMR advocacy group? IRS guidelines define advocacy group as “controversial,” too subjective of a standard

-also, too vague in defining what full and fair exposition of facts is

-IRS tries to arg. that difference is between emotional and intellectual, and if appeals to emotions, then isn’t OK, but ct finds that all things appeal to emotions and to mind

Revenue Procedure 86-43

-publish criteria to be used to determine if educational

-attempt to eliminate possibility of non-neutrality when determining if educational

-should use methodology test
-method must include a factual foundation for the viewpoint and must materially aid listener in learning process

-can’t present distorted viewpoints

-can’t make inflammatory or disparaging terms as part of presentation

PROHIBITION OF INUREMENT OF PRIVATE GAIN

treas regs 501(c)(3)-1(c)(2)

-inurement—money to insiders (total ban on this)

-private benefit—money to indivs who don’t exercise control (can’t be substantial)

sanctions—before 1996, only sanction was taking away exempt status, after 1996 §4958 allows for intermediate sactions

Church of Scientology of CA 1987

-issue:  did commissioner properly revoke tax exempt status?

-revoked b/c (1) church was operated for substantial commercial purpose, (2) earnings inured to L. Ron Hubbard, (3) violated public policy by conspiring to prevent IRS from collecting taxes

-payment of reasonable salaries does not mean inurement

-BURDEN OF PROOF—taxpayer has burden of showing that he is entitled to exempt status

-salary and living on yacht are not unreasonable, BUT royalties are inurement

-also, L. Ron Hubbard had control and thus was an insider susceptible to inurement

United Cancer Council

-IRS found that there was inurement to private indiv and that org. was not operating exclusively for exempt purposes

-ct held W&H was NOT an insider and thus couldn’t be subject to inurement

-ct held that W&H was held to a duty of best efforts in its fundraising

-fact that UCC didn’t hire W&H after contract expired showed that they didn’t fully control the workings of UCC

intermediate sanctions, IRC §4958

-applies to 501(c)(3) and (4) orgs, other than private fdns (this applies to orgs that were tax exempt at the time of the infraction and w/in the past 5 yrs of infraction)

-excise tax on any excess benefit transaction betw. exempt org. and disqualified person

-penalty:  
25% of EB on DQP (200% of EB if not corrected w/in certain time)



10% of EB on knowing managers

**may revoke status, but only if (1) org has been involved in repeat EBT, (2) large size of EB, (3) org hasn’t implemented safeguards to prevent future EBTs, (4) org hasn’t complied w/other laws

Corrected-means restoring org to where it would have been if DQP had exercised high fiduciary standards

Disqualified person-person in a position to exercise substantial influence over affairs of org (also certain family members of DQP, and a 35% controlled entity of DQPs (questions remain about who exactly falls into this category—“one free bite,” new hires are exempt? also contractors, like in UCC may be exempt?)

NOT disqualified persons—defined in proposed regs 53.4958-3(f) as either other 501(c)(3) orgs OR employees who are not statutorily defined DQPs (directors, trustees, etc) who are not highly compensated as more than an indexed income cap of 80K

excess benefit transaction—when economic benefit is provided by exempt org. for use of DQP if value exceeds value for consideration received (thus employs mkt standard, and not a fixed cap). EXAMPLES unreasonable compensation, bargain sales, below-market loans

DISREGARDS:  (1) reimbursement for reas expenses of attending mtgs of gov. body; (2) economic benefits provided to DQP that are same as provided to all members of org; (3) economic benefits to DQP solely as member of charitable class org intends to benefit; (4) payment for insurance covering 4958 excise taxes if declared as part of DQPs compensation

**in order for a payment to be considered as part of compensation and not an excess benefit, must be declared as such on recipients W-2 or on 1099.  TREAS REG 53.4958-4(c)(2)

rebuttable presumption of reasonableness—if follow certain procedure: treas reg 53.4958-6(a)(1)


-approved by board of directors w/no conflict of interest



-used comparisons (eg. to other salaries) prior to decision


-documented basis for decision

-after org satisfies this procedure, shifts burden to IRS to show unreasonable

penalties on managers—subject to 10% tax (capped at 10K) if participation was knowing, willful, and not due to reasonable cause.  Managers include officers, directors BUT NOT independent contractors such as attys, accountants.  May be able to avoid tax if manager fully discloses all facts to counsel and then relies on that advice.

POLITICAL ADVOCACY, PROHIBITIONS ON LOBBYING AND POLITICAL CAMPAIGNING

Regs §1.501(h)-1; §56.4911

-Orgs can elect to fall under an explicit expenditure test instead of the vague “no substantial part” test

-this applies only to 501(c)(3) orgs, private fdns cannot engage in ANY lobbying

Slee v. Commissioner (1930—held that org couldn’t lobby for public policy purposes, but could lobby for purposes which were ancillary to the org’s end in chief

-“no substantial part” was put into statute after Slee

-FORBIDDEN ACTIVITIES—501(c)(3) requires that “no substantial part” of activities are for “attempting to influence legislation”

attempting to influence legislation

-- action organization doesn’t qualify under 501(c)(3) defined in §1.501(c)(3)-1(c)(3) of regs as (1) contacting legislators to propose, support, oppose legislation OR (2) having primary objectives that can be achieved only by legislative change


--legislation—action by congress, state legislatures, local governing bodies


--direct lobbying—attempts to influence legislation by contacting legislators


--grassroots lobbying—urging the general public to contact legislators or staffs


--membership orgs—NOT lobbying when merely contact members about common interests, but turns into lobbying urges members to contact legislators 


--non-partisan analyses—OK if org conducts studies or analyses and communicates these to legislators, as long as doesn’t advocate a particular position


--appearance before congress—can appear to give expert testimony per a request from congress, but is lobbying if it’s an unsolicited appearance

substantial

-ct usually employs a multi-factor test looking at percentage of org’s budget devoted to lobbying, continuous or intermittent nature of lobbying, nature of org’s goals, controversial nature of org’s position and its visibility.

Christian Echoes (1972) app ct

-dist. ct held that org was entitled to tax exempt status b/c no substantial part of activities were for lobbying, and b/c it was religious org

-app ct reversed, HELD that doesn’t need to be specific legislation at issue to be lobbying

-also, religious org. can’t engage in lobbying, either

-ct held that denial of exempt status doesn’t infringe on 1st A right b/c it’s a privilege and w/out it, org can still engage in its 1st A speech rights

excise tax on excess lobbying expenditures 

IRC §4912 imposes excise tax of 5% of lobbying expenditures in year in which org loses its exempt status b/c of excess lobbying  [doesn’t apply to private fdns, churches and orgs that elect for §501(h) expenditures test]

--add’l 5% tax on knowing managers

--can’t convert to 501(c)(4) status after lose exempt status for excessive lobbying, but can reapply for 501(c)(3)

Regan v. Taxation w/representation (1983) sup ct

-plaintiff claims lobbying limitation violates 1st A and EP of 5A

-ct held NO, congress is not required to subsidize free speech

-ct held NO violation of EP b/c congress had a rat’l basis for allowing vet organizations an exception

-gov can’t place obstacles in the exercise of const. rights, but isn’t required to remove obstacles

-ct held that org could still split into two orgs a (c)(3) and a (c)(4) org

§501(h) election

§501(h) and §4911 of regs

--orgs that are public charities, not churches or private fdns, can apply for this election by filing a form

exempt purpose expenditures §4911(e)(1)—organization’s operating budget, includes lobbying expenses, but not fundraising expenses

lobbying nontaxable amount LNTA—overall amount that org can spend on direct & grassroots lobbying w/out penalty


20% of first $500,000 of EPE


15% of next $500,000


10% of next


5% of excess of $1,500,000


-but, LNTA can never exceed $1,000,000 (when EPE is 17million)

grassroots nontaxable amount GNTA—25% of LNTA 

**when determining the amount of expenses that are subject to the excise tax, take larger of the two excesses (ie whether amt above LNTA or GNTA is greater)

**org won’t lose exemption status unless “normally” (over 4 yr period) exceeds LNTA

**also, affiliated groups, under same control, are aggregated for purposes of LNTA

lobbying expenditures—expenses for purposes of influencing legislation, incl. direct and grassroots. but NOT including attempts to influence executive, judicial, or administrative bodies unless principal purpose was to influence legislation

direct lobbying—communication w/legislative body to influence legislation if refer to specific view on specific legislation

grassroots lobbying—if (1)refers to specific legislation, (2) reflects a view on legislation, AND (3) encourages public to take action

call to action—(1) tells recipient to contact legislator, (2) gives names and addresses of legislators, (3) gives petition, tear off postcard, OR (4) specifically identifies legislators who will vote on legislation and his/her position


-first three categories are “directly encourage,” 4th category only “encourage” (thus this category may be in exception for nonpartisan analysis)

mass media communication rule—if w/in two weeks of voting on legislation organization reflects a view in mass media on subject, rebuttable presumption of call to action.  §56.4911-2(b)(5)(ii)

exceptions—things not considered influencing legislation 

(1) making available results of nonpartisan analysis


-can have view, but must present full and fair facts, can’t have call to action, can’t 
subsequently use in grassroots

(2) discussion of broad social topics


-as long as discussions don’t relate to specific legislation

(3) technical advice to gov body upon written request

(4) self defense against leg. that would threaten org

(5) communications betw. org and bona fide members unless purpose is to directly encourage members to lobby


-can’t just be nominal member, payment of dues or volunteer time helps establish 
membership


-if literature goes out to members and nonmembers, look to §56.4911-5(e)(1)

(6) communications w/exec. branch.

allocation of mixed-purpose expenditures—if something is sent primarily (>50%) to members, org can make any reasonable allocation among nonlobby, direct lobby, and grassroots lobby.  (ie look at # of pages in publication that referred to subject of legislation

POLITICAL CAMPAIGN LIMITATIONS
§4955

-complete ban on influencing political campaigns

-OK if make available voting records of all congress members w/out editorial re: positions

-OK if publishes agenda detailing views of candidates for governor

-NOT OK if evidence of bias in questions poses to candidates

-NOT OK if only focus on certain issues

candidate—indivs offering themselves for nat’l, state, or local elective public office

nonpartisan—voter registration efforts are nonpartisan

§4955 excise tax—two tiers (1) 10% tax on forbidden political expenditure and 2.5% expenditure on knowing manager (2d tier) 100% of expenditure, 50% on knowing  manager if not corrected by recovering illegal amts and establishing safeguard procedures 

--forbidden activities—amts paid to participate or intervene in political campaign OR expenditures of orgs formed primarily to promote a person’s candidacy

501(c)(4) alternative

--allows for civic orgs not organized for profit but operated exclusively for promotion of social welfare (interpreted broadly to include any charitable/educational cause that is not illegal

--can qualify even if “action organization”

--can engage in political campaigning as long as not primary activity of org.

--IF primary activity, org may be §527 org which is not taxed on dues or contributions, but IS taxed on investment income

relationship betw (c)(3) and (c)(4) orgs

-two parts of org. can operate side by side as long as keep separate books, avoid commingling funds and provide that upon dissolution the 501(c)(3) assets will NOT go to (c)(4) org

lobbying disclosure act—regime of registration and reporting of activities if (1) org has at least one employee who is a lobbyist AND (2) org incurs lobbying expenses of $20,000 or more in 6 month period

campaign finance law—OK to restrict hard money (ie candidate specific money), but not OK to restrict soft money

VI.  PRIVATE FOUNDATIONS §509

--usually established by a wealthy individual 

--509(a) all 501(c)(3) orgs are private foundations unless fall into 4 categories


--(a)(1) traditional public charities described in 170(b)(1)(A)—including churches, 
schools, hospitals, gov, 



-mechanical test—public support / total support > 1/3 (over 4 yr period)



(public support incl. contributions, gov support, membership dues)



(total support incl. what’s up top, and contributions from indivs, fdns that exceed 


2% limit, income from unrelated business activities)



(neither category—fees from exercising exempt function)



-facts and circumstances test—see book p623


(a)(2) gross receipts/ membership orgs, that receive >1/3 of support from gifts, grants, 
fees, admissions, where activities are related to org’s exempt purposes (ie symphony)



-public support test—must receive > 1/3 of support from any combo of


 
qualifying gifts, grants, gross receipts from admissions, sales in activities related 


to exempt purpose



-AND investment income test—total investment and unrelated business income 


must be < 1/3 of total support



**DQP contributions, cannot be put in top of equation but  must go in bottom



**substantial contributors (one who contributes more than $5,000, if amt exceeds 


2% of total support received by org that year)



**$5,000 or 1% limit, can’t count as public support gifts from indivs orgs that are 


over $5,000 or 1%


(a)(3) supporting orgs, closely defined control or relationship w/public charity




-purpose and control tests


(a)(4) testing for public safety orgs

Private Operating Foundations—funded from large gift, but instead of merely making grants, operates a active charitable enterprise such as museum, library, public park

--can take advantage of more favorable tax deductions for public charities (such as the 50% income limitation, and not being subject to reduction for unrealized built-in gain on certain gifts of appreciated capital gain property)

--also exempt from fdn income distribution requirements

-income test—where must show that substantially all (> 85%) of income is used directly for active conduct of charitable activities rather than grantmaking

-one of other tests:


--assets test—at least 65% 


--endowment test—expend 3.33% of fair mkt value of net investment assets


--support test—receive >85% of support from general public

excise taxes on private fdns

--investment income, §4940—2% tax on net investment income

--self dealing, §4941—penalize most all transactions betw. fdns and DQPs (which includes substantial contributors, trustees. officers) even if benefits fdn. Initial penalty is 5% on amt. and 2.5% on knowing managers.

--minimum distribution requirements, §4942—must make qualifying distributions of 5% of net investment assets

--excess business holdings, §4943—any holdings that exceed 20% ownership interest in enterprise

avoiding private fdn status—traditional public charity, gross receipts

-DQP—
Substantial contributor—anyone who gives more than $5,000 if that’s more than 2% of total contributions from inception of org to end of year of gift (creator is always a substantial contributor)**can cease to be a substantial contributor if after 10 yrs person neither makes a contribution nor serves as bd  member

Foundation manager—directors, officers, or indivs w/similar powers

owners of subst. contributors—if someone owns more than 20% of stock in corp that is a subst. contributor

family  members—of subst. contributors

Traditional public charity, §509(a)(1); 170(b)(a)(A)(i)-(vi)

--50% deduction charities, b/c donors can deduct contributions to them up to 50% of AGI


--organizations engaging in inherently public activities



--(i)  churches



--(ii)  educational orgs (that maintain a regular faculty and curriculum)



--(iii)  hospitals and med research



--(iv)  support orgs for state colleges and universities



--(v)  governmental bodies


--(vi)  publicly supported orgs—receive substantial part of support from gov/public



--mathematical test—public and gov contributions >1/3 of total support over past 


4 yrs



--facts and circumstances test—at least 10% public support, w/facts that it will 


attract more support




-percentage of public support (higher above 10% the better)




-sources of support (lots of members of the public rather than one family)




-representative gov. body (bd that represents broad community)




-availability of public facilities (directly for public on continuing basis 



such as museums, libraries, researchers that publish)




-add’l factors 

--total support—most all contributions and income from unrelated business activities, gross investment income, tax revenues, EXCLUDED is money from exempt functions such as gross receipts and unusual grants

--public support—gifts, grants, membership fees, donations (if don’t exceed 2% of total support over measuring period, which is interpreted to be 4 yrs)

--unusual grant—can be excluded from numerator and denominator if would make org fail public support test.  Are (1) attracted by org’s publicly supported nature, (2) unusual or unexpected b/c of size, (3) b/c of size, adversely affects charitable status of org.


--testing period—normally means over the past 4 yrs (unless substantial change in current year, in which case it’s lengthened to 5 yrs to include current year)

Gross Receipts and Membership Orgs 509(a)(2)

--must receive > 1/3 of support from combo of gifts/grants and gross receipts

--must receive < 1/3 of support from gross investment income

--total support—gifts, grants, membership fees, gross receipts from activities that are related, gross investment income, 

--good support—contributions from gov, charities, and indivs who aren’t DQPs, gross receipts from conduct of exempt functions (as long as they don’t exceed $5,000 or 1% of income)

--gross investment income—net of income from unrelated business, and gross investments of interest, dividends, rents, royalties

VII.  CHARITABLE CONTRIBUTIONS

qualified donees—IRC 170(c)

--gov entities

--domestic corp, community chest, trust, fdn


-created in US


-organized exclusively for charitable, religious etc. purposes


-no part of earnings inures to private indiv.


-not disqualified under 501(c)(3) for lobbying


-**if gift is by corp to trust, chest, fdn (but NOT other nonprofit corp), then must be used 
w/in US

--vet orgs

--fraternal lodges

--cemetery companies

domestic requirement—org must be created in the US and then it can send funds to other countries

--if amt is earmarked then can look beyond to other org.

--if org. is required to give its funds to another org (b/c of charter) then look to 2d org

(examples on p 871)

fiscal sponsors—if org has short term project, such as producing a film, can be sponsored by 501(c)(3) to receive the donations and then give them to org as long as (c)(3) org retains control and ensures that org follows charitable purposes

GIFTS

--tax deductible if gift is made “to” or “for the use of” a qualified donee, regs §1.170A-1(a)

--must have “donative intent”

--defined as transfer of $$ w/o adequate consideration and no expectation of return benefit

Davis v. US

-plaintiffs claimed that their donations to their sons on their mormon missions were tax deductible as donations for the use of the Church of latter day saints

-ct held NO

-IRS defines “for the use of” as “in trust for” or some other legal relationship betw. recipient and organization

-plaintiffs also claim that expenditures were unreimbursed expenses in connection w/mission trip

-ct held NO, must be taxpayer who incurred expense (here it was children of taxpayer)

Revenue Ruling 67-246

-in a transaction where the payment is for an item of value such as item or admission to event, presumption is that NO GIFT was made

-in order to prove a gift, must show that gift was amt paid in excess of value of consideration received

-must show donative intent

-fact that didn’t use ticket to go to event doesn’t matter

-fact that org states that it’s tax deductible doesn’t make it so

-raffles aren’t deductible

-don’t look at cost of event for org, but at fair mkt value of what was received 

Hernandez v. Commissioner

-can people deduct payments  made to scientology for auditing and training?

-ct looks at external nature of exchange and not intent of parties

-here looked at quid pro quo of exchange --$$ for services

-ct held no special treatment for churches

DISSENT—shouldn’t take religious/spiritual benefit as part of quid pro quo—further, differing treatment for diff. religions b/c allowed certain benefits w/contributions in churches 

Revenue Procedure 90-12

-normally orgs have burden of telling donors what portion of their payment is tax deductible as a gift

-exceptions arise where: payment is part of fundraising campaign and fair market value of benefit is not more than 2% of payment or $50, whichever is less OR pyament is $25 or more and only benefits are tokens such as tee shirts w/logo of org. on it.l

percentage limitations

IRC §170(b), (d)(1)

-percentage varies depending on whether:


-given “to” or merely “for the use of” org


-type of org.


-long term capital gain property

-50% GROUP—schools, hospitals, med research, publicly supported charities 

-30% GROUP—primarily private fdns

-use AGI to determine base, and then can contribute up to 50 or 30% of this (and can carry over excess into next year)

--when giving capital gain property such as art, can give it to 50% charity as long as doesn’t exceed 30% of AGI BUT if give to private fdn, must realize the gain (fair mkt value) and can only be 20% of AGI

-stepdown election—can elect to only deduct donor’s basis of capital gain IF want to be able to deduct 50% of base when donating to favored group

--substantiation—when give gift of >$250, must substantiate w/contemporaneous written acknowledgment from org. responsibility for obtaining this is w/donor.

-acknowledgment must include (a) amt of cash and description of property, (b) whether donee provided anything in return, (c) good faith estimate of value of goods given to donor, or if religious benefits a statement saying this.

--quid pro quo disclosure—regs 1.6115-1(a)(1)—org must disclose to donors the good faith estimate of value of goods and services received and that only difference betw. gift and this value is tax deductible
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