
Bond Case Briefs
Municipal Finance Law Since 1971

Tax

Guidance Clarifies 'Begins Construction' Standard for Renewable Energy Tax
Credit, Treasury Says.

Treasury Assistant Secretary for Legislative Affairs Alastair Fitzpayne has advised Rep. Michael
Coffman, R-Colo., that recent guidance (Notice 2013-29) clarifies the new “begins construction”
standard for wind investment tax credits and provides “the desired degree of certainty” in the
marketplace and allows renewable energy projects to move forward.

June 17, 2013

The Honorable Mike Coffman

U.S. House of Representatives

Washington, DC 20515

Dear Representative Coffman:

Thank you for your letter concerning changes made by the American Taxpayer Relief Act of 2012
(ATRA) to the renewable energy production tax credit (PTC) under section 45 of the Internal
Revenue Code and the energy investment tax credit (ITC) under section 48.

As you note, ATRA modified the PTC and ITC to apply to projects that “begin construction” by the
end of 2013 instead of projects that are “placed in service” by the end of 2013. On April 15, 2013,
Treasury and the Internal Revenue Service issued Notice 2013-29 to clarify this new “begins
construction” standard. This notice sets forth two ways that a taxpayer can satisfy the standard in
2013:

(1) beginning physical work of a significant nature,

or (2) paying or incurring 5 percent of the total cost of the project.

These tests are similar to those used for payments under section 1603 of the American Recovery and
Reinvestment Act of 2009. A copy of the notice is enclosed. We believe this guidance provides the
desired degree of certainty in the marketplace and allows renewable energy projects to move
forward.

If you have further questions, please contact Sandra Salstrom, Office of Legislative Affairs, at (202)
622-1900.

Sincerely,

Alastair M. Fitzpayne
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Assistant Secretary for

Legislative Affairs

Treasury Informs Oklahoma Governor About Relief From Some Bond and
Low-Income Housing Credit Requirements.

Treasury Secretary Jacob Lew has informed Oklahoma Gov. Mary Fallin (R) of Treasury’s decision to
provide relief (Notice 2013-40) from some low-income housing credit requirements and relief
(Notice 2013-39) from some bond requirements due to severe storms and tornadoes in the state.

June 18, 2013

The Honorable Mary Fallin

Governor of Oklahoma

State Capitol Building

2300 N. Lincoln Blvd.

Suite 212

Oklahoma City, OK 73105

Dear Governor Fallin:

Thank you for your letter to me of May 23, 2013, requesting relief from some of the requirements of
the low-income housing tax credit program due to the recent tornadoes in Oklahoma.

In response to your letter, the Treasury Department and the Internal Revenue Service (IRS) issued
Notice 2013-40, which makes it possible for Low Income Housing Credit projects anywhere in the
country to suspend the income limits and provide temporary housing to victims of the Oklahoma
tornadoes. At the same time, Treasury and the IRS also issued Notice 2013-39, which makes it
possible for qualified residential rental projects financed with exempt facility bonds to provide
temporary housing for these victims. These notices, which went into effect on May 20, 2013, are
enclosed. Certain filing and payment deadlines have also been extended for affected taxpayers.

We hope that this relief will play a meaningful role in Oklahoma’s response to the devastation
caused by these terrible disasters. Please contact us again if there are other ways in which we can
help.

Sincerely,

Jacob J. Lew

Conditional Donation of Conservation Easement and Cash Precludes
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Charitable Contribution Deduction.

The Tax Court held that a couple wasn’t entitled to charitable contribution deductions for their gift
of cash and a conservation easement to an architectural trust, finding that the donation was
improperly conditioned on whether the IRS would allow their claimed deductions.

Lawrence Graev agreed to contribute a façade conservation easement on his property to the
National Architectural Trust (NAT), a qualified charitable organization. Before the donation, Graev’s
accountants advised him of Notice 2004-41 and the IRS’s increased scrutiny of deductions for
conservation easement donations. Graev sought assurances from NAT regarding his donation and
his ability to claim deductions. NAT issued Graev a letter in which it agreed to refund any disallowed
cash contributions and remove the easement from the property title if the deduction was disallowed.

Graev contributed the easement and made a cash contribution to NAT in 2004. On his 2004 and
2005 joint returns with his wife, Graev claimed charitable contribution deductions for his easement
contribution and accompanying cash contribution to NAT. The IRS disallowed the deductions as
conditional gifts and imposed accuracy-related penalties against the couple.

The Tax Court, in an opinion by Judge David Gustafson, considered whether the promises made in
NAT’s letter to Graev made the gift conditional and whether the chance that the condition would
occur was so remote as to be negligible under reg. section 1.170A-1(e). Gustafson wrote that “what
is determinative under the section 170 ‘remote’ regulations is the possibility, after considering all
the facts and circumstances, that NAT’s reception and retention of the easement and cash would be
defeated.”

The court concluded that the IRS’s disallowance of the deductions and NAT’s return of the cash and
removal of the easement was not so remote as to be negligible at the time of the contribution. The
court found that there was a substantial risk of disallowance based on the IRS’s announcement of
increased scrutiny and that the risk was evident based on Graev’s request for assurances from NAT.
That NAT had issued “comfort letters” to other donors was further evidence of a non-negligible risk
that the IRS would disallow the deduction.

Gustafson rejected the Graevs’ argument that the letter from NAT was not enforceable under state
law, finding that NAT could abandon the easement under the deed. The court also held that NAT
intended to honor its promise if the deduction was disallowed. The court rejected the couple’s
argument that the doctrine of merger extinguished the terms of the letter once the deed for the
easement was recorded. Gustafson wrote, “We find that NAT’s promises in the side letter to return
to the easement and cash were enforceable because we find a clear intent evidenced by the parties
that the side letter would survive the deed.”

The Tax Court concluded that there was substantial risk that the IRS would challenge the
deductions, that enforcement of the letter wasn’t precluded by state or federal law, and that NAT
would act as promised in the letter. As a result, the gifts were conditional and the charitable
contribution deductions should be disallowed, the court said.

LAWRENCE G. GRAEV AND LORNA GRAEV,

Petitioners

v.

COMMISSIONER OF INTERNAL REVENUE,
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Respondent

Citations: Lawrence G. Graev et ux. v. Commissioner; 140 T.C. No. 17; No. 30638-08

UNITED STATES TAX COURT

Filed June 24, 2013

Petitioner husband (“P-H”) contributed cash and a conservation easement to N, a charitable
organization. Before the contribution, N at P-H’s request issued to P-H a side letter which promised
that, in the event R disallows Ps’ charitable contribution deductions, N “will promptly refund your
entire cash endowment contribution and join with you to immediately remove the facade
conservation easement from the property’s title”. Ps claimed charitable contribution deductions for
the cash and easement donations. R contends the side letter made those contributions conditional
gifts that are not deductible under I.R.C. sec. 170, since the likelihood that N would be divested of
the cash and easement was not negligible.

Held: Ps’ charitable contribution deductions are not allowed because at the time of P-H’s
contributions, the possibility that the deductions would be disallowed and, as a result, that N would
return the contributions was not “so remote as to be negligible”, under 26 C.F.R. secs. 1.170A-1(e),
1.170A-7(a)(3), and 1.170A-14(g)(3), Income Tax Regs.

Frank Agostino, Eduardo S. Chung, Jeremy M. Klausner, and Reuben G. Miller, for petitioners.

Shawna A. Early, for respondent.
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GUSTAFSON, Judge: Pursuant to section 6212(a),1 the Internal Revenue Service (“IRS”) determined
deficiencies in tax for petitioners, Lawrence and Lorna Graev, in the amounts of $237,481 for 2004
and $412,620 for 2005, resulting from the disallowance of charitable contribution deductions the
Graevs claimed for those years. The IRS also determined that Mr. and Mrs. Graev are liable for
accuracy-related penalties under section 6662(h) and alternatively under section 6662(a) for 2004
and 2005. Mr. and Mrs. Graev petitioned this Court, pursuant to section 6213(a), for
redetermination of these deficiencies and penalties. The issue for decision at present is whether the
deductions that the Graevs claimed for charitable contributions of cash and a conservation easement
they donated to the National Architectural Trust (“NAT”) should be disallowed because they were
conditional gifts.2 We hold that the Graevs’ contributions were conditional, non-deductible gifts.

FINDINGS OF FACT

The parties submitted this issue fully stipulated pursuant to Rule 122, reflecting their agreement
that the relevant facts could be presented without a trial.3 The stipulated facts are incorporated
herein by this reference. Mr. and Mrs. Graev resided in the State of New York when they filed the
petition.



NAT

The parties have stipulated that, “[f]or purposes of the Court’s decision regarding” the conditional
gift issue, NAT is a “qualified organization” under section 170(h)(3), to which a charitable
contribution can be made that is deductible for tax purposes. NAT’s stated mission is to preserve
historic architecture in metropolitan areas across the United States. NAT solicits the contribution of
facade conservation easements by owners of property with historic significance as determined by
the National Park Service. When NAT solicits potential donors, it features the potential charitable
deductions that owners may receive by contributing a facade conservation easement and a
corresponding cash endowment to NAT. In addition, NAT considered it “standard Trust policy”,
regarding donors of easements and cash, to return a cash contribution to the extent the IRS
disallowed a deduction therefor. In numerous instances NAT issued “comfort letters” assuring
donors of this policy.

The property

In 1999 Mr. Graev purchased property in a historic preservation district in New York, New York, for
$4.3 million. The property is listed on the National Register of Historic Places. During the years at
issue Mr. Graev was the sole fee simple owner of the property, and he held the property subject to a
mortgage.

Increased IRS scrutiny of easement contributions

On June 30, 2004, the IRS released IRS Notice 2004-41, 2004-2 C.B. 31, which addressed charitable
contributions and conservation easements and stated in part:

The Internal Revenue Service is aware that taxpayers who (1) transfer an easement on real property
to a charitable organization, or (2) make payments to a charitable organization in connection with a
purchase of real property from the charitable organization, may be improperly claiming charitable
contribution deductions under § 170 of the Internal Revenue Code. The purpose of this notice is to
advise participants in these transactions that, in appropriate cases, the Service intends to disallow
such deductions and may impose penalties and excise taxes. * * *

* * * * * * *

Some taxpayers are claiming inappropriate charitable contribution deductions under § 170 for cash
payments or easement transfers to charitable organizations in connection with the taxpayers’
purchases of real property.

In some of these questionable cases, the charitable organization purchases the property and places a
conservation easement on the property. Then, the charitable organization sells the property subject
to the easement to a buyer for a price that is substantially less than the price paid by the charitable
organization for the property. As part of the sale, the buyer makes a second payment, designated as
a “charitable contribution,” to the charitable organization. The total of the payments from the buyer
to the charitable organization fully reimburses the charitable organization for the cost of the
property.

In appropriate cases, the Service will treat these transactions in accordance with their substance,
rather than their form. Thus, the Service may treat the total of the buyer’s payments to the
charitable organization as the purchase price paid by the buyer for the property.

Thus, the IRS publicly announced its awareness of abuses related to easement contribution
deductions, putting potential donors and donees on notice that easement contribution deductions



might be examined and challenged. We find that there was at least a non-negligible possibility that
the IRS would challenge an easement contribution deduction thereafter claimed by Mr. Graev.

NAT’s solicitation

In the summer of 2004, a representative from NAT contacted Mr. Graev regarding a potential
easement donation to NAT. Mr. Graev became aware that he had a “neighbor across the street” who
had contributed a facade easement to NAT and who had received from NAT a side letter that
promised return of contributions if deductions were disallowed. Mr. Graev evidently expressed to
NAT an interest in making an easement contribution like his neighbor’s, but on September 15, 2004,
he sent an email to NAT explaining a concern that had arisen:

My accountants have referred me to Notice 2004-41 * * * issued by the IRS on June 30, 2004, in
which the IRS has indicated that it will, in “appropriate cases”, disallow charitable deductions to
organizations that promote conservation easements and may impose penalties and excise taxes on
the taxpayer. They have not advised me to abandon this idea, but they have advised me to be very
cautious. What are your thoughts especially as it relates to the side letter, etc.

(The “side letter” to which Mr. Graev referred was NAT’s comfort letter assuring that it would
refund a contribution in the event that the favorable tax results anticipated from a contribution were
not achieved.) Mr. Graev indicated that he had consulted his accountants, and in 2004 those
accountants would surely have been aware of published court decisions issued over the past decade
that disallowed deductions claimed for the contribution of facade easements.4 On his tax returns Mr.
Graev listed his occupation as “attorney”, and we infer that he is an individual of above-average
sophistication who, with the help of his accountants, was capable of identifying tax risks. We find
that Mr. Graev did in fact identify non-negligible risks regarding the deductibility of facade
easements, as evidenced by his September 15 email and subsequent dealings with NAT.

In a response to Mr. Graev’s concerns, NAT sent him an email dated September 16, 2004, that
stated:

The IRS notices to which you refer were prompted by recently exposed improprieties at the Nature
Conservancy, the nation’s largest land conservation easement holding organization. The practice the
IRS is concerned with here is when a non-profit acquires property, puts an easement on it and sells
it for a reduced price plus a tax-deductible contribution. * * *

It is important to distinguish between these activities, which certainly warrant scrutiny, and those
engaged in by the National Architectural Trust. * * * We have been in contact with the IRS since the
notices were issued and, based upon our discussion with them, have no reasons to expect that we or
any of the donations we have received (easement or cash) will be reviewed.

Thus far not a single donation made to the Trust has been disallowed by the IRS (400+ in New York
City alone). * * *

With regard to side letters in particular, NAT wrote:

[W]e don’t believe they compromise the tax-deductibility of cash donations in the present tax year,
as they are simply a confirmation of standard Trust policy. However, we do not believe this would be
the case with a legal agreement that explicitly made the cash donation contingent on the survival of
the deduction. In such a case, we would recommend that the cash donation be treated as tax-
deductible once the contingency period has expired. * * *

That is, it was “standard Trust policy” to refund a cash contribution to the extent the IRS disallowed



the donor’s deduction for the related easement.

Evidently reassured, Mr. Graev executed a facade conservation easement application to NAT on
September 20, 2004. In a cover letter to NAT transmitting the application, Mr. Graev stated: “I will
also be looking for the NAT to issue the ‘side’ letter we discussed (similar to the one being issued to
my neighbor across the street).”

The side letter

On September 24, 2004 NAT sent the side letter to Mr. Graev. The side letter read in pertinent part:

1. In the event the IRS challenges the appraisal of your facade conservation easement and the tax
deductions derived therefrom are reduced as a result, we will make a proportionate reduction to
your cash endowment contribution and promptly refund the difference to you.

2. In the event the IRS disallows the tax deductions in their entirety, we will promptly refund your
entire cash endowment contribution and join with you to immediately remove the facade
conservation easement from the property’s title.

Neither the side letter nor any other evidence in our record suggests that, in the event the IRS
disallowed his contribution, Mr. Graev would have to sue NAT in order to induce it to “remove” the
easement. Rather, NAT promised upon disallowance to “join with [him] * * * to immediately remove
the facade conservation easement from the property’s title”. Mr. Graev took NAT at its word, and so
do we. That is, we find that there was at least a non-negligible possibility, if the IRS successfully
disallowed Mr. Graev’s easement contribution deduction, that NAT would do what it said it would
do.

Appraisal

Mr. Graev retained the firm of Miller Samuel, Inc. (“MSI”), to prepare an appraisal of the facade
easement. In October 2004, MSI issued its appraisal report to Mr. Graev appraising the property at
$9 million and concluding that the easement would reduce the value by 11% (or $990,000). Thus,
the report appraised the easement at $990,000.

Noncash contribution to NAT

In late 20045 Mr. Graev executed a conservation deed granting a facade easement on the property
to NAT. The deed in pertinent part provides:

The Property constitutes an important element in the architectural ensemble of the Treadwell Farms
Historic District, and the grant of the Easement as set forth in this instrument will, inter alia, assist
in preserving this certified historic structure and in preserving open space for the scenic enjoyment
of the general public.

* * * * * * *

The Grantor does hereby grant and convey to the Grantee, TO HAVE AND TO HOLD, an Easement in
gross, in perpetuity, in, on and to the Property, the Building and the Facade, being an Open Space
and Architectural Facade Conversation Easement on the Property * * *

* * * * * * *

A. * * * This Easement shall survive any termination of Grantor’s or the Grantee’s existence. The



rights of the Grantee under this instrument shall run for the benefit of an may be exercised by its
successor and assigns, or by its designees duly authorized in a deed of Easement.

B. Grantee covenants and agrees that it will not transfer, assign or otherwise convey its rights under
this Easement except to another “qualified organization” described in Section 170(h)(3) of the
Internal Revenue Code of 1986 and controlling Treasury regulations, and Grantee further agrees
that it will not transfer this Easement unless the transferee first agrees to continue to carry out the
conservation purposes for which this Easement was created, provided, however, that nothing herein
contained shall be constructed to limit the Grantee’s right to give its consent (e.g., to changes in a
Protected Facade(s)) or to abandon some or all of its rights hereunder. [Emphasis added.]

C. In the event this Easement is ever extinguished through a judicial decree, Grantor agrees on
behalf of itself, its heirs, successors and assigns, that Grantee, or its successors and assigns, will be
entitled to receive upon the subsequent sale, exchange or involuntary conversion of the Property, a
portion of the proceeds from such sale, exchange or conversion equal to the same proportion that
the value of the initial Easement donation bore to the entire value of the property at the time of
donation * * *. Grantee agrees to use any proceeds so realized in a manner consistent with the
conservation purposes of the original contribution.

* * * * * * *

Citimortgage Inc. (“Mortgagee/Lender”) hereby joins in the execution of this CONSERVATION
DEED OF EASEMENT for the sole and limited purpose of subordinating its rights in the Property to
the right of the Grantee, its successors or assigns, to enforce the conservation purposes of this
Easement in perpetuity under the following conditions and stipulations:

(a) The Mortgagee/Lender and its assignees shall have a prior claim to all insurance proceeds * * *
and all proceeds from condemnation, and shall be entitled to same in preference to Grantee until the
Mortgage/the Deed of Trust is paid off and discharged, notwithstanding that the Mortgage/the Deed
of Trust is subordinate in priority to the Easement.

The deed did not expressly refer to the side letter or incorporate its terms. The City of New York
recorded the deed on February 17, 2005.

Cash contribution to NAT

In conjunction with an easement donation, NAT asks a donor to make a cash contribution to NAT
equal to 10% of the appraised easement value, in order to pay for NAT’s current operating costs and
to fund its long-term monitoring and administration needs. In compliance with NAT’s request, Mr.
Graev made an initial deposit of $1,000 to NAT on September 15, 2004. On December 17, 2004, the
same day he delivered the signed deed to NAT, Mr. Graev made a $98,000 cash contribution to NAT,
bringing his cash contributions to NAT to a total of $99,000. On January 25, 2005, NAT gave Mr.
Graev written acknowledgment of his 2004 cash and non-cash contributions. That correspondence
also included a copy of Form 8283, executed by the appraiser, MSI, and NAT.

Subsequent communications from NAT

Also on January 25, 2005, NAT sent a letter to Mr. Graev informing him that the U.S. Senate
Committee on Finance had announced in a press release their “intent to implement reforms to the
tax laws governing facade easements that will increase and create additional fines and penalties on
promoters, taxpayers and appraisers who participate, aid or assist in the donation of facade
easements that are found to be significantly overvalued.” Several months later, in August 2005, NAT



sent Mr. Graev another letter which read:

The purpose of this letter is to bring to your attention a development that may be relevant to the tax
deductibility of the cash contributions that you made to the National Architectural Trust * * *

In connection with your donation of a facade conservation easement and cash contribution and per
your request, we sent you a letter dated September 24, 2004, stating, among other things, that the
cash contribution would be refunded in whole or in part if your tax deduction for the easement were
reduced or disallowed by the Internal Revenue Service. It has recently been brought to our attention
by our attorney that this offer of a refund may adversely affect the deductibility of the cash
contribution as a charitable gift. * * *

We urge you to contact your professional tax advisor to determine the actual impact of the refund
offer. Of course, if you determine that you would prefer that we withdraw the refund offer, which
according to our attorney should restore the deductibility of your cash contribution, the Trust will
promptly do so. * * *

Mr. Graev did not ask NAT to withdraw the refund offer. We find that NAT’s formal offer to
withdraw the refund offer — made after NAT consulted with its attorney — further indicates that
NAT intended to honor its promises in the side letter (even if the promises may not have been legally
enforceable), unless Mr. Graev directed otherwise.

2004 and 2005 Federal income tax returns

Mr. and Mrs. Graev filed joint Forms 1040, U.S. Individual Income Tax Return, for taxable years
2004 and 2005. On their 2004 return, which they filed on or around October 10, 2005 (i.e., after the
January and August 2005 letters from NAT, discussed above), Mr. and Mrs. Graev reported a
charitable contribution of $990,000 for the facade easement contribution and $99,000 for the cash
contribution to NAT. Mr. and Mrs. Graev claimed a deduction for the entire cash contribution in
2004, but because of the limitations on charitable contribution deductions in section 170(b)(1)(C),
they claimed a charitable contribution deduction with respect to the facade easement of only
$544,449 on their 2004 return.

On their 2005 return, filed on or around October 6, 2006, Mr. and Mrs. Graev claimed a carryover
charitable contribution deduction of $445,551 relating to the facade easement contribution in 2004.

Notice of deficiency

By a statutory notice of deficiency dated September 22, 2008, the IRS disallowed Mr. and Mrs.
Graev’s cash and non-cash charitable contribution deductions relating to their contributions to NAT
and determined deficiencies in tax for both 2004 and 2005. In the notice of deficiency the IRS
stated: “[T]he noncash charitable contribution of a qualified conservation contribution is disallowed
because it was made subject to subsequent event(s)”. The notice disallowed the Graevs’ cash
charitable contribution deduction for the same reason. The IRS also determined that Mr. and Mrs.
Graev are liable for accuracy-related penalties under section 6662 for 2004 and 2005.

OPINION

The question now before the Court is whether deductions for Mr. Graev’s contributions of cash and
the easement to NAT should be disallowed because they were conditional gifts. The answer depends
on whether NAT’s promises in the side letter made the gifts conditional and whether the chance that
the condition would occur was “so remote as to be negligible”. See 26 C.F.R. secs. 1.170A-1(e),
1.170A-7(a)(3), 1.170A-14(g)(3), Income Tax Regs.



The Graevs argue that under New York law the agreement in the side letter is unenforceable
because conditions in the side letter were not included in the recorded deed and that under Federal
tax law the side letter was a nullity. We conclude that NAT’s promises in the side letter were not a
nullity and were not extinguished and that NAT could and would honor its promises both as to the
easement and as to the cash contribution.

I. Charitable contributions

A. Generally

Section 170(a)(1) generally allows a deduction for any “charitable contribution” made during the
taxable year. Section 170(c)(2) defines a “charitable contribution” for this purpose to include “a
contribution or gift to or for the use of” a trust organized and operated exclusively for charitable or
educational purposes. The parties agree for purposes of the conditional gift issue that NAT is such
an organization.

Application of the general rule in section 170(a)(1) may be complicated — especially with regard to
the amount and timing of a charitable contribution deduction — if a donor contributes a property
interest to a charity but, at the time of the contribution, there is uncertainty about the amount of
property that will actually reach the charity — e.g., when a donor contributes a remainder interest in
property to a charity, or (as in this case) the donor contributes property subject to a condition.
Section 170 and the corresponding regulations provide instruction and limitations that, at least in
part, ensure that the donor will be able to deduct only what the donee organization actually receives.
See, e.g., sec. 170(f)(2), (3), (11). Three such limitations are pertinent in this case: (1) 26 C.F.R.
section 1.170A-1(e), which limits deductions for conditional gifts; (2) section 170(f)(3)(A) and the
corresponding regulations, which limit deductions for contributions of partial interests in property;
and (3) section 170(f)(3)(B)(iii) and corresponding regulations, which provide special rules for
conservation easements.

B. Conditional gifts

The general rule of section 170(a)(1) allows a deduction for a charitable contribution only when
“payment * * * is made within the taxable year.” (Emphasis added.) Regulations corresponding to
section 170(a) clarify this rule with a limitation particularly relevant in this case:

If an interest in property passes to, or is vested in, charity on the date of the gift and the interest
would be defeated by the subsequent performance of some act or the happening of some event, the
possibility of occurrence of which appears on the date of the gift to be so remote as to be negligible,
the deduction is allowable. [26 C.F.R. sec. 170A-1(e).]

That is, the deduction may be considered “made” notwithstanding a possibility that the contribution
will be defeated by a subsequent event, but only if that possibility is “so remote as to be negligible”.
Although the parties agree that the side letter recited conditions on Mr. Graev’s contributions, the
parties disagree about whether this regulation disallows deductions for those contributions.

A brief discussion of the history of 26 C.F.R. section 1.170A-1(e) is helpful in understanding the
regulation’s application in this case. The Secretary promulgated the first version of this regulation
in1959 to correspond to section 170(a) of the 1954 Code.6 The operative language in that 1959
regulation was identical to an older regulation that had limited deductions for estate tax purposes
for certain conditional charitable bequests. See 26 C.F.R. sec. 81.46(a), Estate Tax Regs. (1949).7
Given this similarity, we consider interpretations of 26 C.F.R. section 20.2055-2(b), Estate Tax Regs.,
and its history instructive in construing 26 C.F.R. section 170A-1(e). See Briggs v. Commissioner, 72



T.C. 646, 657 (1979), aff’d without published opinion, 665 F.2d 1051 (9th Cir. 1981).

The Supreme Court in Commissioner v. Estate of Sternberger, 348 U.S. 187, 194 (1955), discussed
the estate tax regulations at length, stating:

The predecessor of [26 C.F.R.] s[ec.] 81.46 confined charitable deductions to outright, unconditional
bequests to charity. It expressly excluded deductions for charitable bequests that were subject to
conditions, either precedent or subsequent. While it encouraged assured bequests to charity, it
offered no deductions for bequests that might never reach charity. Subsequent amendments have
clarified and not changed that principle. Section 81.46(a) today yields to no condition unless the
possibility that charity will not take is “negligible” or “highly improbable.” * * *

Similarly, a fundamental principle underlying the charitable contribution deduction is that the
charity actually receive and keep the contribution. 26 C.F.R. section 1.170A-1(e) clarifies that
principle: no deduction for a charitable contribution that is subject to a condition (regardless of what
the condition might be) is allowable, unless on the date of the contribution the possibility that a
charity’s interest in the contribution “would be defeated” is “negligible”.

Accordingly, under section 1.170A-1(e) of the regulations (construing the statutory requirement of
section 170(a)(1) that a gift actually “is made”), the Graevs’ deductions are not allowable unless the
possibility that NAT’s interests in the easement and cash would be defeated was “so remote as to be
negligible”.

C. Partial interests in general

Logically related to but distinct from the disallowance of deductions for conditional gifts is the
limitation in section 170(f)(3) on deductions for contributions of partial interests in property. One is
generally allowed a deduction only for the contribution of one’s entire interest in property. Congress
enacted what is now section 170(f)(3)(A) as part of the Tax Reform Act of 1969, Pub. L. No. 91-172,
sec. 201, 83 Stat. at 549. Section 170(f)(3)(A) allows a deduction for a charitable contribution “of an
interest in property [not made in trust] which consists of less than the taxpayer’s entire interest in
such property” only to the extent it would be allowable under section 170 “if such interest had been
transferred in trust”. This is a narrow allowance, since the rules that allow charitable contribution
deductions for partial interests transferred in trust allow deductions only for interests that can be
valued using prescribed methods (e.g., actuarial tables promulgated in the regulations) and that
have assurances that the charity will receive payments from the trust. See, e.g., sec. 170(e)(2); 26
C.F.R. sec. 1.170A-6, Income Tax Regs.

In this case, since Mr. Graev reserved the right to have NAT return the easement and the cash if
certain events occurred, the contributions of both the easement and the cash were less than Mr.
Graev’s entire interest in the contributed property. Accordingly, Mr. Graev’s contributions appear
subject to the limitation in section 170(f)(3). However, 26 C.F.R. section 1.170A-7(a)(3) provides the
following mitigation of this limitation:

A deduction shall not be disallowed under section 170(f)(3)(A) * * * merely because the interest
which passes to, or is vested in, the charity may be defeated by the performance of some act or the
happening of some event, if on the date of the gift it appears that the possibility that such act or
event will occur is so remote as to be negligible. * * *

Thus, under this regulation, even though the contributions did not consist of Mr. Graev’s entire
interest in the cash and the easement, the Graevs’ deductions for contributions would not be
disallowed under section 170(f)(3)(A) if the likelihood that NAT’s interests in the cash and the



easement would be defeated was “so remote as to be negligible”.

D. Conservation easements

An easement is “[a]n interest in land owned by another person, consisting in the right to use or
control the land, or an area above or below it, for a specific limited purpose”. Black’s Law Dictionary
585-586 (9th ed. 2009). Consequently, an easement — whether or not it is subject to any condition —
is by definition a partial interest in property, and it would therefore be non-deductible under section
170(f)(3)(A), apart from any further statutory provision. However, further provision is made in
subsections (f)(3)(B)(iii) and (h) of section 170, the history of which we briefly survey:

The disallowance of a deduction for partial interests was added to the Code as section 170(f)(3) by
the Tax Reform Act of 1969. In that provision’s original form, the only exceptions to disallowance of
a deduction for contributions of partial interests were for contributions of “a remainder interest in a
personal residence or farm” and “an undivided portion of the taxpayer’s entire interest in property”.
That is, no exception was made for a qualified conservation contribution. However, the Staff of Joint
Committee on Taxation opined in its General Explanation of the Tax Reform Act of 1969, at 80 (J.
Comm. Print 1970), that “a gift of an open space easement in gross is to be considered a gift of an
undivided interest in property where the easement is in perpetuity.”

Congress made explicit an exception for (i.e., permitted a deduction for) certain easements in the
Tax Reform Act of 1976, Pub. L. No. 94-455, sec. 2124(e), 90 Stat. at 1919, which amended section
170(f)(3)(B) to provide in clause (iii) that a donor may claim a deduction for the contribution of an
“easement with respect to real property of not less than 30 years’ duration granted to * * * [a
charitable organization] exclusively for conservation purposes”. The following year Congress revised
that exception, eliminating the “30 years’ duration” provision and limiting deductibility to an
“easement with respect to real property granted in perpetuity”. (Emphasis added.) Tax Reduction
and Simplification Act of 1977, Pub. L. No. 95-30, sec. 309(a), 91 Stat. at 154. In the Tax Treatment
Extension Act of 1980, Pub. L. No. 96-541, sec. 6(a), 94 Stat. at 3206, Congress amended section
170(f)(3) and added subsection (h), which have remained in effect since then and work in tandem to
keep the perpetuity requirement for conservation easement donations.

Section 170(f)(3)(B)(iii) exempts, from the general disallowance of deductions for contributions of
partial interests, contributions of “a qualified conservation contribution” — a term defined in section
170(h)(1) as a contribution of a “qualified real property interest,” to a “qualified organization”,
“exclusively for conservation purposes.” A “qualified real property interest” must have “a restriction
(granted in perpetuity) on the use which may be made of the real property.” Sec. 170(h)(2)(C)
(emphasis added).8 Regulations describing the perpetuity requirement provide:

A deduction shall not be disallowed under section 170(f)(3)(B)(iii) * * * merely because the interest
which passes to, or is vested in, the donee organization may be defeated by the performance of some
act or the happening of some event, if on the date of the gift it appears that the possibility that such
act or event will occur is so remote as to be negligible. * * * [26 C.F.R. sec. 1.170A-14(g)(3).]

(The “so remote as to be negligible” phrase is the familiar term first used in the 1949 estate tax
regulations cited above.) Accordingly, a conservation easement fails to be “in perpetuity” — and is
therefore not excepted from the general rule of section 170(f)(3)(A) disallowing deductions for
contributions of partial interests — if, on the date of the donation, the possibility that the charity
may be divested of its interest in the easement is not so remote as to be negligible.

E. Construing “so remote as to be negligible”



Each of the issues discussed above — i.e., whether a charitable contribution was effectively “made”,
whether it consisted of an “entire interest”, and whether it was a “qualified conservation
contribution” — essentially turns on the same question: At the time of Mr. Graev’s contributions, was
the possibility that NAT’s interest in the cash and the easement would be defeated “so remote as to
be negligible”? In prior cases, we have defined “so remote as to be negligible” as “‘a chance which
persons generally would disregard as so highly improbable that it might be ignored with reasonable
safety in undertaking a serious business transaction.'” 885 Inv. Co. v. Commissioner, 95 T.C. 156,
161 (1990) (quoting United States v. Dean, 224 F.2d 26, 29 (1st Cir. 1955)). Stated differently, it is
“a chance which every dictate of reason would justify an intelligent person in disregarding as so
highly improbable and remote as to be lacking in reason and substance.” Briggs v. Commissioner, 72
T.C. at 657. What is determinative under the section 170 “remote” regulations is the possibility,
after considering all the facts and circumstances, that NAT’s reception and retention of the
easement and cash would be defeated.

II. Analysis

The side letter provides that the occurrence that would defeat NAT’s interest in the easement and
cash is the IRS’s successful disallowance of the Graevs’ charitable contribution deductions and
NAT’s consequent promised “removal” of the easement and return of the cash. We hold that at the
date of the contribution the possibility that the IRS would disallow the deductions and that NAT
would return the cash to Mr. Graev and “remove” the easement was not “so remote as to be
negligible”.

A. The possibility of disallowance by the IRS

1. The possibility of disallowance as a matter of fact

The Graevs argue that as of December 2004, the caselaw supported an easement valuation of 10% to
15% of Mr. Graev’s property and that it was therefore reasonable to conclude that Mr. Graev’s
easement donation had a value of $990,000 (i.e., 11% of the appraised value of the property). They
assert that the possibility the IRS would disallow their deductions was so remote as to be negligible.
However, on the undisputed facts of this case, it is self-evident that the risk of IRS disallowance was
not negligible.9 A substantial risk obviously arose from the IRS’s then-announced intention to
scrutinize charitable contribution deductions for facade easement contributions, and that risk is
evident from Mr. Graevs’ insistence on NAT’s issuing the side letter. We need not wonder how a
donor or donee would have responded to this risk if he had foreseen it; we know how Mr. Graev did
respond when he did foresee it: He did not “disregard” or “ignore[ ]” it, see 885 Inv. Co. v.
Commissioner, 95 T.C. at 161; Briggs v. Commissioner, 72 T.C. at 657, but rather went out of his
way to address it and hedge against it.

a. Increased IRS scrutiny

The Graevs note that at the time of their contribution in December 2004, no charitable contribution
deduction arising from a contribution to NAT had been disallowed (to their knowledge). However,
the enforcement landscape regarding deductions for facade easement donations was visibly
changing at the time of his contribution. As is discussed above, the IRS released Notice 2004-41,
supra, on June 30, 2004. In that notice the IRS stated:

The Internal Revenue Service is aware that taxpayers who (1) transfer an easement on real property
to a charitable organization, or (2) make payments to a charitable organization in connection with a
purchase of real property from the charitable organization, may be improperly claiming charitable
contribution deductions under § 170 of the Internal Revenue Code. The purpose of this notice is to



advise participants in these transactions that, in appropriate cases, the Service intends to disallow
such deductions and may impose penalties and excise taxes. * * *

Notice 2004-41 goes on to give a specific example of the second instance, i.e., a taxpayer makes a
cash contribution to a charitable organization in addition to purchasing (at a discount) from the
same organization real property that was subject to a conservation easement, where the total
amount of contribution and purchase price equals the charity’s initial cost of the real property. The
Graevs argue that since Notice 2004-41 specifically described a transaction that did not apply in
their case, the notice was not applicable to them.

We disagree. While Notice 2004-41 did list one specific transaction that the Commissioner had
determined was inappropriate, the Commissioner’s general warning against “improperly claiming
charitable contribution deductions” connected with transfers of conservation easements to charities
was still very much applicable to the Graevs. Notice 2004-41 made clear before Mr. Graev’s transfer
that his transaction with NAT would be subject to heightened scrutiny and that if any of the Graevs’
positions were susceptible to challenge, the Commissioner would likely enforce a contrary position.
Mr. Graev’s September 15, 2004, email to NAT reflects his understanding of this possibility, stating
that in light of Notice 2004-41 his accountants “have advised [him] to be very cautious.”

The Graevs argue that their valuation of the contributed easement was reasonable. Since the
valuation issue will be resolved by the parties’ stipulation to be bound by the outcome of another
case that is still pending, see note 2 above, we do not decide valuation now but assume that the
Graevs’ valuation was reasonable. However, the fact that a valuation is reasonable does not mean
that it is correct; a reasonable but incorrect valuation may be challenged and disallowed;
consequently, someone who assigns a reasonable value to his donation may nonetheless face a non-
negligible risk of disallowance.

Moreover, valuation is not the only potential issue faced by a taxpayer claiming a deduction for a
contributed easement, and it was not the only issue as to which NAT promised to return Mr. Graev’s
contributions. The first numbered paragraph of the side letter did address valuation (“In the event
the IRS challenges the appraisal”), but the second numbered paragraph made the distinct promise
to return the contributions “[i]n the event the IRS disallows the tax deductions in their entirety”.
There are multiple requirements in section 170 and the corresponding regulations that, if not
followed, may lead to disallowance — and valuation is only one of them. For example, an easement
contribution may be disallowed where —

The donee fails to be a “qualified organization” described in section 170(h)(3).

The property subject to the easement fails to be of a “historically important land area” or a “certified
historic structure.” Sec. 170(h)(4)(iv); see Turner v. Commissioner, 126 T.C. 299, 316 (2006).

The taxpayer fails to contribute a “qualified real property interest”. Sec. 170(a)(2); see Belk v.
Commissioner, 140 T.C. __ (Jan. 28, 2013).

The easement fails to preserve conservation purposes “in perpetuity”. Sec. 170(h)(5); see Carpenter
v. Commissioner, T.C. Memo. 2012-1; Herman v. Commissioner, T.C. Memo. 2009-205.

The parties fail to subordinate the rights of a mortgagee in the property “to the right of the qualified
organization to enforce the conservation purposes of the gift in perpetuity.” 26 C.F.R. sec. 1.170A-
14(g)(2); see Mitchell v. Commissioner, 138 T.C. 324, 331-332 (2012).

The taxpayer fails to “[a]ttach a fully complete appraisal summary * * * to the tax return”. 26 C.F.R



sec. 1.170A-13(c)(2)(B). But see Kaufman v. Shulman, 687 F.3d 21, 28-30 (1st Cir. 2012), aff’g in
part, vacating in part, and remanding in part Kaufman v. Commissioner, 136 T.C. 294 (2011), and
134 T.C. 182 (2010).

The appraisal fails to be a “qualified appraisal”. 26 C.F.R. sec. 1.170A-13(c)(3); see Friedberg v.
Commissioner, T.C. Memo. 2011-238.

The appraiser fails to be a “qualified appraiser”. 26 C.F.R. sec. 1.170A-13(c)(5); see Rothman v.
Commissioner, T.C. Memo. 2012-218 (reserving the question on whether an appraiser was
“qualified”).

The parties fail to record the easement or otherwise fail to effect “legally enforceable restrictions”.
26 C.F.R. sec. 1.170A-14(g)(1); see Satullo v. Commissioner, T.C. Memo. 1993-614, aff’d without
published opinion, 67 F.3d 314 (11th Cir 1995).

The taxpayer fails to “[m]aintain records” necessary to substantiate the charitable contribution. 26
C.F.R. sec. 1.170A-13(c)(2)(C), Income Tax Regs.

Mr. Graev’s September 15, 2004, correspondence with NAT reflects his clear understanding that
charitable contribution deductions for contributions “to organizations that promote conservation
easements” were going to be the subject of IRS scrutiny and could be disallowed for failing to satisfy
any one of the requirements in section 170. Mr. Graev’s accountants advised him “to be very
cautious” with such transactions. Clearly, the risk that the IRS might disallow a deduction for the
contribution of an easement was well above “negligible”.

b. The side letter

Informed by his accountants’ warning, Mr. Graev initially asked NAT about the possibility of a side
letter from NAT that promised the return of contributions if deductions were disallowed. NAT
eventually gave Mr. Graev such a letter on September 24, 2004. The mere fact that he required the
side letter is strong evidence that, at the time of Mr. Graev’s contribution, the risk that his
corresponding deductions might be disallowed could not be (and was not) “ignored with reasonable
safety in undertaking a serious business transaction.” 885 Inv. Co. v. Commissioner, 95 T.C. at 161.

Mr. Graev was not alone in his assessment of the risk of disallowance. NAT considered it “standard
Trust policy” to return a cash contribution to the extent a deduction therefor was disallowed by the
IRS. In numerous instances NAT issued “comfort letters” assuring donors of this policy. The very
essence of a comfort letter implies a non-negligible risk; and the author uses the letter to induce the
recipient to enter into a transaction. In this case the risk was either partial or complete disallowance
of Mr. Graev’s claimed charitable contribution deductions. NAT’s course of dealing confirms that the
possibility that the IRS might disallow Mr. Graev’s deductions was not “so remote as to be
negligible”. See 26 C.F.R. secs. 1.170A-1(e), 1.170A-7(a)(3), 1.170A-14(g)(3).

3. Disallowance as a subsequent event

The Graevs argue:

Forty-four years ago, this Court ruled that the [subsequent] events referred to by Treas. Reg. §
1.170A-1(e) do not include contingencies created by Respondent’s examination or contingencies
within Respondent’s control. O’Brien v. Commissioner, 46 T.C. 583, 592 (1966), acq., 1968-1 C.B. 2.[
10 ]

O’Brien v. Commissioner, 46 T.C. 583 (1966), did involve a charitable contribution that was



contingent on subsequent favorable tax treatment; but the Graevs’ characterization of our ruling in
O’Brien is flatly incorrect, and their reliance on it is therefore mistaken.

O’Brien addressed two issues — a charitable remainder trust issue (which we describe here first)
and a related but distinct tax-treatment contingency issue. The taxpayers created a charitable
remainder trust in June 1964 — of which they made themselves trustees with broad powers to
manage the trust — and then made contributions to the trust in December 1964. Id. at 584. The
Commissioner argued that the taxpayers were not entitled to charitable contribution deductions
derived from the taxpayers’ contributions to the trust because the complete management power
given to the donor-trustees enabled them to defeat the remainder interests and therefore prevented
the deduction. Id. at 591. We rejected that argument and concluded —

that it is highly improbable that the petitioners in their fiduciary capacity will ever perform an act
which will defeat the charitable remainders they have created in the trust. All of the conditions and
circumstances surrounding the transfers of property interests to the trust persuade us that the
named charities, or other qualified ones, will eventually receive the beneficial enjoyment thereof. * *
* [ Id. at 596; emphasis added.]

We thus decided this remainder trust issue under “[t]he guidelines * * * set forth in section 1.170-
1(e), Income Tax Regs.”11 Id. at 594.

The Commissioner’s tax contingency argument (discussed first in O’Brien) was based on paragraph
16 of the trust instrument, under which contributions to the trust were “subject to the condition that
such contribution shall be repaid to the contributor by the Trustees * * * only in the event and to the
extent that the Commissioner of Internal Revenue does not allow [it] as a deduction”. Id. at 588. In
the notice of deficiency issued in September 1965, the Commissioner had disallowed the charitable
contribution deductions (for the sole reason that the donor-trustees had power over the trust). We
“disposed of [the contingency issue] summarily”, id. at 591, so it is not entirely clear what the
Commissioner had argued; but it appears that the Commissioner’s contention was simply that “the
literal meaning of paragraph 16”, id., called for return of the contributions upon the mere act of
disallowance by the Commissioner, whether or not the Commissioner’s position was valid or was
upheld. This position would have put the contingency “‘within the control * * * of the
Commissioner'”, O’Brien v. Commissioner, 46 T.C. at 591(quoting Surface Combustion Corp. v.
Commissioner, 9 T.C. 631, 655 (1947), aff’d, 181 F.2d 444 (6th Cir. 1950)),12 without regard to the
merits of the Commissioner’s decision. We held, to the contrary, that despite “the narrow wording of
the trust instrument”, “[t]he petitioners have a right to litigate respondent’s determination”, so that
the contributions would not be subject to return “unless the petitioners are unsuccessful in this
litigation.” Id. at 592.

That is, in O’Brien the Commissioner evidently argued that the charitable contribution deductions
were improper simply because, under the trust instrument, the charitable contributions were
defeated by the IRS’s mere disallowance (whether or not that disallowance was upheld in litigation).
We held, however, that if the taxpayers successfully challenged that disallowance, then the
contributions were not defeated (and the contribution deductions could therefore be allowed). We
thus held that a contingency expressed in terms of “disallowance” of a deduction actually looked to
the merits of the deduction. Contrary to the Graevs’ argument, our O’Brien Opinion did not analyze
the tax contingency issue under the section 170 regulations,13 and we did not hold that a tax-
treatment contingency can never be a subsequent event that will defeat a contribution and a
deduction. We simply did not address that issue.

This case, unlike O’Brien, clearly presents the issue of whether the promised return of a charitable
contribution upon the disallowance of the charitable contribution deduction can constitute a



subsequent event the possibility of which, if not negligible, renders the deduction not allowable.
O’Brien sheds no light on that question.

B. The possibility of return of the contributions

If the risk of IRS disallowance was non-negligible, then so was the prospect that NAT would be
called on to honor its side letter and “promptly refund * * * [Mr. Graev’s] entire cash endowment
contribution and join with * * * [Mr. Graev] to immediately remove the facade conservation easement
from the property’s title”. Given that non-negligible risk, Mr. Graev’s contributions fell afoul of the
section 170 regulations implementing the statutory requirements that a gift be effectively “made”,
that it consist of an “entire interest”, and that it be a “qualified conservation contribution”. The
Graevs argue, however, that as a matter of law NAT could not be held to the promises it made in its
side letter, so that there was in fact no possibility that the property would be returned.

The Graevs contend that NAT could not be divested of its interest in the easement because the side
letter is not enforceable under New York law and that, as a result, the contributions were not really
conditional.14 In particular, the Graevs argue that New York’s environmental conservation statutes,
N.Y. Envtl. Conserv. Law secs. 49-0301 to 49-0311 (McKinney 2008 & Supp. 2013), would prevent
the side letter from being enforced, and alternatively, that the common law doctrine of merger
extinguished the side letter upon NAT’s recording the easement deed. They also contend that under
principles of tax law the promises in the side were a nullity. We disagree.

1. Conservation easements under New York law

In general, property interests are determined by State law. United States v. Nat’l Bank of
Commerce, 472 U.S. 713, 722 (1985). In 1983 New York enacted the New York Conservation
Easement Statute. See N.Y. Envtl. Conserv. Law secs. 49-0301 to 49-0311. For purposes of these
statutes a “conservation easement” is defined as:

an easement, covenant, restriction or other interest in real property, created under and subject to
the provisions of this title which limits or restricts development, management or use of such real
property for the purpose of preserving or maintaining the scenic, open, historic, archaeological,
architectural, or natural condition, character, significance or amenities of the real property * * * [ Id.
sec. 49-0303(1).]

Under these New York statutes, a conservation easement is enforceable even though “[i]t is not
appurtenant to an interest in real property” and even though “[i]t can be or has been assigned to
another holder”.15 N.Y. Envtl. Conserv. Law sec. 49-0305(5). Since an easement with these
characteristics would not have been enforceable under New York common law, see Gross v.
Cizauskas, 385 N.Y.S.2d 832 (App. Div. 1976), a conservation easement in New York is authorized
only by statute and thus is subject to several statutory restrictions. We assume the easement in this
case is enforceable only under New York’s Environmental Conservation Law and (as the Graevs
contend) is subject to the restrictions therein, especially restrictions on how an easement can be
extinguished.

The manner and circumstances in which parties can modify or extinguish a conservation easement
under New York’s Environmental Conservation statutes are clear:

A conservation easement shall be modified or extinguished only pursuant to the provisions of section
49-0307 of this title. Any such modification or extinguishment shall be set forth in an instrument
which complies with the requirements of section 5-703 of the general obligations law or in an
instrument filed in a manner prescribed for recording a conveyance of real property pursuant to



section two hundred ninety-one of the real property law. [N.Y. Envtl. Conserv. Law sec. 49-0305(2).]

The Graevs argue that NAT’s promise in the side letter to “remove the facade conservation easement
from the property’s title” purports to retain for Mr. Graev a right to extinguish the easement that
does not comply with the provisions of N.Y. Envtl. Conserv. Law section 49-0307, and as a result,
any attempt to remove the easement pursuant to the promise in the side letter would be unlawful.

Pursuant to N.Y. Envtl. Conserv. Law section 49-0307, cross-referenced in the statute quoted above,
a conservation easement held by a “not-for-profit conservation organization”16 may be modified or
extinguished only: (1) “as provided in the instrument creating the easement”; (2) “in a proceeding
pursuant to section nineteen hundred fifty-one of the real property actions and proceedings law”; or
(3) “upon the exercise of the power of eminent domain.” NAT’s promise in the side letter to remove
the easement, standing alone, does not appear to comply with any of the three permissible
modification or extinguishment methods provided in N.Y. Envtl. Conserv. Law section 49-0307.

The Commissioner argues that the side letter should be considered part of “the instrument creating
the easement”. That argument fails because the side letter was not “subscribed by the person * * *
granting [the deed]”, N.Y. Gen. Oblig. Law sec. 5-703 (McKinney 2012), nor was it recorded, which
are both required under N.Y. Envtl. Conserv. Law section 49-0305 (cross-referencing N.Y. Gen.
Oblig. Law sec. 5-703) in order for a document to be considered an “instrument creating the
easement”.

However, we hold that NAT had the ability to honor its promises in the side letter because the
subscribed and recorded deed — which clearly is “the instrument creating the easement” —
reserved for NAT the power to do so. Paragraph IV.B. of the duly recorded deed granting the
easement explicitly gives NAT the right to “abandon” the easement, and that deed does comply with
one of the three permissible methods — i.e., the first (allowing modification or extinguishment “as
provided in the instrument creating the easement”). The recorded deed provides:

Grantee further agrees that it will not transfer this Easement unless the transferee first agrees to
continue to carry out the conservation purposes for which this Easement was created, provided,
however, that nothing herein contained shall be constructed to limit the Grantee’s right to give its
consent (e.g., to changes in a Protected Facade(s)) or to abandon some or all of its rights hereunder.
[Emphasis added.]

We have found that at the time Mr. Graev made the contribution, NAT intended to honor its promise
to “join with * * * [Mr. Graev] to immediately remove the facade conservation easement from the
property’s title”, and we hold that NAT had the ability to honor this promise by exercising its right to
abandon the easement as set forth in paragraph IV.B. of the recorded deed.17

Accordingly, we find that the Commissioner has shown that the possibility that NAT would actually
abandon its rights was more than negligible.

2. Merger doctrine

Alternatively, the Graevs argue that the entire side letter was extinguished under the common law
doctrine of merger. This argument is also without merit. While the doctrine of merger generally
extinguishes terms of preliminary contracts or negotiations upon the recording of a deed, so that
only the terms in the recorded deed remain, there are exceptions to this general rule. 91 N.Y. Jur. 2d
Real Property Sales and Exchanges, sec. 140 (2011). Assuming the doctrine of merger applies to the
side letter, the provisions in the side letter would fall within one of these exceptions and survive the
deed.



The merger rule does not apply where there is a clear intent evidenced by the parties that a
particular provision of the contract shall survive the deed. See Novelty Crystal Corp. v. PSA
Institutional Partners, L.P., 850 N.Y.S.2d 497, 500 (App. Div. 2008). “Intention of the parties may be
derived from the instruments alone or from the instruments and the surrounding circumstances”.
Goldsmith v. Knapp, 637 N.Y.S.2d 434, 436 (App. Div. 1996). In Seibros Fin. Corp. v. Kirman, 249
N.Y.S. 497, 499 (App. Div. 1931), a New York court held that because an agreement giving the
purchaser a right to reconvey property that was claimed to be the “inducing cause which persuaded
the plaintiff to purchase the property * * * [, t]he contract clearly shows that there was no intention
on the part of the parties to merge the contract in the deed. A contract for the sale of real estate is
merged in the deed only when the latter is intended to be accepted in full performance of the
former.”

Likewise, we find that the side letter was an inducing cause that persuaded Mr. Grave to contribute
the conservation easement and cash to NAT. Before he even filled out his application to NAT, Mr.
Graev emailed NAT asking for its thoughts on the side letter; and after receiving NAT’s assurances
that the side letter would not affect the deductibility of his contribution, he specifically requested
the side letter. Moreover, after the donation, when NAT recognized that the side letter might be
detrimental to Mr. Graev’s tax deductions, NAT offered to rescind the side letter and Mr. Graev did
not accept NAT’s offer, indicating that the parties understood the side letter had survived the deed.
Accordingly, we find that NAT’s promises in the side letter to return to the easement and cash were
enforceable because we find a clear intent evidenced by the parties that the side letter would
survive the deed.

3. Nullity

The Graevs appear to argue that NAT’s side letter is a nullity and should be disregarded for tax
purposes because it provides for the donor’s potential recovery of the contributions in the event of
unwanted tax consequences. In support of this argument the Graevs rely primarily on Commissioner
v. Procter, 142 F.2d 824, 827-828 (4th Cir. 1944), rev’g a Memorandum Opinion of this Court. The
holding of the Court of Appeals in Procter, however, is inapposite to this case.

In Procter the donors assigned to their children gifts of remainder interests in two trusts, subject to
the following clause:

[I]n the event it should be determined by final judgment or order of a competent federal court of last
resort that any part of the transfer in trust hereunder is subject to gift tax, it is agreed by all the
parties hereto that in that event the excess property hereby transferred which is decreed by such
court to be subject to gift tax, shall automatically be deemed not to be included in the conveyance in
trust hereunder and shall remain the sole property of * * * [the taxpayer] * * *. [ Id. at 827.]

Under that clause, if the gifts were held by the courts to be taxable, then the gifts would be undone,
and the donors would then be not liable for the tax for which the courts had held them liable. The
clause purported not only to undo the gifts but also to undo the judicial decision.

The Court of Appeals for the Fourth Circuit held that the clause in Procter was “clearly a condition
subsequent and void because contrary to public policy”, id., for three reasons:

(1) Such a clause “has a tendency to discourage the collection of the tax by the public officials
charged with its collection”, thereby discouraging efforts to collect the tax. Id.

(2) “[T]he effect of the condition would be to obstruct the administration of justice by requiring the
courts to pass upon a moot case”. Id.



(3) “[T]he condition is to the effect that the final judgment of a court is to be held for naught because
of the provision of an indenture necessarily before the court when the judgment is rendered.” Id.
That is, a final judgment would cause the condition to be operative, but the condition should not be
allowed to operate to undo the judgment, since the instrument containing the condition was before
the court, and all matters pertaining thereto merged in the judgment. Id. at 827-828.

None of these three reasons would apply to nullify NAT’s side letter:

First, the conditions in NAT’s side letter would not discourage the collection of tax. This Opinion
decides that the Graevs are not entitled to charitable contribution deductions (and that there are
therefore deficiencies in their income tax), and the return of the contributions to the Graevs would
not at all undo or contradict that holding but would instead be consistent with that holding. In order
for the condition in the side letter to be triggered, the deductions must be disallowed, and income
tax will thereafter be owing whether or not the contribution is returned.

Second, the possibility of the subsequent return of the contributions does not render this case moot.
The Graevs claimed deductions; the IRS disallowed them and determined deficiencies of tax; the
Graevs challenged that determination, and we must decide the matter. If we had upheld the
deductions, the condition in the side letter would never have been met, the gift would be complete,
the contribution would be deductible (assuming other qualifications are met), and we would enter
decision in favor of the Graevs to overturn the IRS’s deficiency determination. Because instead we
disallow the deductions and enter decision in the IRS’s favor, upholding the deficiency
determination, the condition in the side letter is triggered and the gift presumably reverts to the
donor. However, in this case, unlike Procter, the reversion to the donor would not be inconsistent
with the court’s holding — i.e., the tax collector in our case, unlike Proctor, would collect the tax
consistent with the judgment even if the condition become operative and the gift were returned to
the donor.

Third, although the final judgment in the IRS’s favor would cause the side letter to be operative, the
return of the contribution pursuant to the side letter would not operate to undo the judgment, as was
the case in Procter. The return would have no effect on the Graevs’ tax liabilities.

Other cases have similarly distinguished Procter and have held that certain tax contingency
provisions are not void as against public policy. See Estate of Christiansen v. Commissioner, 130
T.C. 1, 8 n.7, 17-18 (2008) (a clause that “increases the amount donated to charity should the value
of the estate be increased”, “would not make us opine on a moot issue [i.e., the value of the estate],
and wouldn’t in any way upset the finality of our decision in this case”), aff’d, 586 F.3d 1061 (8th
Cir. 2009); Estate of Dickinson v. Commissioner, 63 T.C. 771, 777 (1975) (stating that the
“agreement makes no attempt to nullify * * * [the Court’s] determination” (citing Surface
Combustion Corp. v. Commissioner, 9 T.C. 631, and O’Brien v. Commissioner, 46 T.C. 583)); Estate
of Petter v. Commissioner, T.C. Memo. 2009-280 (“a judgment adjusting the value of each unit will
actually trigger a reallocation of the number of units between the trusts and the foundation under
the formula clause. So we are not issuing a merely declaratory judgment”), aff’d, 653 F.3d 1012 (9th
Cir. 2011).

4. Voluntary removal of the easement

The event that might defeat the contribution to NAT is the “removal” of the easement and the return
of the cash pursuant to NAT’s side letter. Even if, as a matter of law, the side letter was not
enforceable for any of the reasons the Graevs advance, the question would remain whether, as a
matter of fact, in December 2004 there was a non-negligible possibility that the IRS would disallow
the Graevs’ contribution deduction and NAT would voluntarily remove the easement. We have found



that there was. Mr. Graev evidently concluded that NAT’s promise should be believed; he took
deliberate steps to obtain its promise; and his conclusion is evidence of what was likely. NAT made
such promises to Mr. Graev and others precisely because it was soliciting contributions from within
a community of potential donors, and the ability of such an organization to obtain solicitations might
well be undermined if it got a reputation for failing to keep its promises. To decide that there was no
non-negligible possibility that NAT would voluntarily extinguish the easement and return the cash
would require us to find that, in order to induce Mr. Graev to make his contribution, NAT made
cynical promises that it fully intended to break. Our record will not support such a finding; the
stipulated evidence simply shows a non-profit organization going about accomplishing its purpose. If
we speculate (without evidence) that NAT might have reneged on its promise, or even if we assume
that NAT probably would have reneged on its promise, that still leaves us with at least a non-
negligible possibility that NAT would have done what it said it would do. That possibility is fatal to
the Graevs’ contribution deductions.

III. Conclusion

Thus, on the evidence before us, we find that there was a substantial possibility that the IRS would
challenge the Graevs’ easement contribution deductions. We hold that neither State nor Federal law
would prevent enforcement of the side letter. And we find that apart from any legal enforceability of
the side letter, it reflected what NAT was likely to do in the event of IRS disallowance.

For these reasons, we conclude that at the time of Mr. Graev’s contributions to NAT, the possibility
that the IRS would disallow the Graevs’ deductions for the contributions and, as a result, that NAT
would “promptly refund * * * [Mr. Grave’s] entire cash endowment contribution and join with * * *
[Mr. Graev] to immediately remove the facade conservation easement from the property’s title” (as it
promised) was not “so remote as to be negligible”. Accordingly, under 26 C.F.R. sections 1.170A-1(e)
and 1.170A-7(a)(3) the deduction relating to the cash contributions is disallowed. Likewise, under 26
C.F.R. sections 1.170A-1(e), 1.170A-7(a)(3), and 1.170A-14(g)(3), the easement contribution
deductions are disallowed.

To reflect the foregoing,

An appropriate order will be issued.

FOOTNOTES

1 Unless otherwise indicated, all section references are to the Internal Revenue Code (26 U.S.C.;
“the Code”), as amended, and all Rule references are to the Tax Court Rules of Practice and
Procedure.

2 In January 2010 the parties entered into a stipulation to be bound, by which they agreed that if in
this case the Court decides the conditional gift issue in the Graevs’ favor, the outcome of some the
other issues in this case (chiefly, the valuation of the contributed easement) will follow the outcome
of a then-pending case. That case was decided in favor of respondent in July 2010, appealed to the
U.S. Court of Appeals for the Second Circuit, vacated and remanded, and decided again in favor of
respondent in January 2013. See Scheidelman v. Commissioner, T.C. Memo. 2010-151, vacated and
remanded, 682 F.3d 189 (2d Cir. 2012), remanded to T.C. Memo. 2013-18. Decision in that case was
entered April 12, 2013, and the time to appeal has not yet expired; but we are able to resolve the
issue addressed herein without awaiting the resolution of the Scheidelman issues. We do not resolve
here the issue of the Graevs’ liability for the penalties, which will be a subject of future proceedings.

3 The burden of proof is generally on the taxpayer, see Rule 142(a)(1), and the submission of a case



under Rule 122 does not alter that burden, see Borchers v. Commissioner, 95 T.C. 82, 91 (1990),
aff’d, 943 F.2d 22 (8th Cir. 1991). However, the burden of proof can be shifted when the
Commissioner’s position implicates “new matter” not in the notice of deficiency, see note 8 below,
addressing the Graevs’ contention about supposed “new matter” in this case.

4 For pre-2004 cases involving facade easements, see Richmond v. United States, 699 F. Supp. 578
(E.D. La. 1988) (upholding partial disallowance of contribution deduction where the taxpayer’s
valuation of facade easement was found excessive); Satullo v. Commissioner, T.C. Memo. 1993-614
(upholding disallowance of contribution deduction where the facade easement was unenforceable in
the year at issue because it had not been recorded, and where a mortgage had not been
subordinated to the donee’s interest), aff’d without published opinion, 67 F.3d 314 (11th Cir. 1995);
Dorsey v. Commissioner, T.C. Memo. 1990-242 (upholding partial disallowance of contribution
deduction where the taxpayer’s valuation of facade easement was found excessive); Griffin v.
Commissioner, T.C. Memo. 1989-130 (same), aff’d, 911 F.2d 1124 (5th Cir. 1990); Losch v.
Commissioner, T.C. Memo. 1988-230 (same); and Hilborn v. Commissioner, 85 T.C. 677 (1985)
(same). For pre-2004 cases involving conservation easements generally, see Strasburg v.
Commissioner, T.C. Memo. 2000-94 (upholding partial disallowance of contribution deductions
where the deductions claimed exceeded the taxpayer’s pro rata basis in the property and valuation
of the easement was found excessive); Fannon v. Commissioner, T.C. Memo. 1986-572 (upholding
partial disallowance of contribution deductions where the taxpayer’s valuation of scenic easement
was found excessive); Akers v. Commissioner, T.C. Memo. 1984-490, aff’d, 799 F.2d 243 (6th Cir.
1986) (same); and Great N. Nekoosa Corp. v. United States, 38 Fed. Cl. 645, 654 (1997) (holding
that conservation easements were not exclusively for conservation purposes when the plaintiffs
retained the right to extract sand and gravel).

5 The deed recites that it was executed October 11, 2004, but Mr. Graev’s signature on the deed was
notarized on December 16, 2004, and he delivered it to NAT one day later. NAT’s then president,
James Kearns, signed the deed on NAT’s behalf on December 28, 2004.

6 26 C.F.R. section 1.170-1(e), Income Tax Regs. (1959), provided:

If as of the date of a gift a transfer for charitable purposes is dependent upon the performance of
some act or the happening of a precedent event in order that it might become effective, no
deduction is allowable unless the possibility that the charitable transfer will not become effective is
so remote as to be negligible. If an interest passes to or is vested in charity on the date of the gift
and the interest would be defeated by the performance of some act or the happening of some event,
the occurrence of which appeared to have been highly improbable on the date of the gift, the
deduction is allowable. The deduction is not allowed in the case of a transfer in trust conveying a
present interest in income if by reason of all the conditions and circumstances surrounding the
transfer it appears that the charity may not receive the beneficial enjoyment of the interest. * * *

7 26 C.F.R. sec. 81.46(a), Estate Tax Regs. (1949), provided:

If as of the date of decedent’s death the transfer to charity is dependent upon the performance of
some act or the happening of a precedent event in order that it might become effective, no
deduction is allowable unless the possibility that charity will not take is so remote as to be
negligible. If an estate or interest has passed to or is vested in charity at the time of decedent’s
death and such right or interest would be defeated by the performance of some act or the happening
of some event which appeared to have been highly improbable at the time of decedent’s death, the
deduction is allowable.

The current version of this regulation is in 26 C.F.R. sec. 20.2055-2(b)(1), Estate Tax Regs.



8 In his reply brief, Mr. Graev complains that an IRS argument invoking the perpetuity requirement
is “new matter” as to which the IRS should bear the burden of proof under Rule 142(a)(1). We do not
believe that the burden of proof affects the resolution of this issue, since the material facts are not
actually in dispute, and the outcome is the same no matter which party has the burden. See Dagres
v. Commissioner, 136 T.C. 263, 279 (2011). More important, however, the argument that the gifts
were subject to a subsequent event — an issue plainly stated in the notice of deficiency — is by its
nature an argument that the gifts failed to be perpetual. One reason a conservation easement may
fail to be a perpetual gift to the donee, and may thus fail to be deductible, is that it is subject to a
condition that creates a non-remote possibility that the easement may revert to the donor. See 26
C.F.R. sec. 1.170A-14(g)(3), Income Tax Regs. The issue of perpetuity is not new matter in this case.

9 We do not address the circumstance in which a hyper-cautious donor conditions his gift on non-
disallowance where there is no non-negligible possibility of disallowance.

10 The Graevs also cite an IRS private letter ruling. We decline to consider it, in light of section
6110(k)(3), which provides: “(3) Precedential status. — Unless the Secretary otherwise establishes
by regulations, a written determination may not be used or cited as precedent.” See Abdel-Fattah v.
Commissioner, 134 T.C. 190, 202 (2010); Vons Cos., Inc. v. United States, 51 Fed. Cl. 1, 12 (2001).

11 For the remainder trust issue we cited 26 C.F.R. section 1.170-1(e) (1961) (see note 6 above for
the 1959 version which was identical to the 1961 regulation); but the limitations now set forth in 26
C.F.R. sections 1.170A-1(e), 1.170A-7(a)(3), and 1.170A-14(g)(3), Income Tax Regs., are equivalent.

12 In Surface Combustion Corp. v. Commissioner, 9 T.C. 631 (1947), aff’d, 181 F.2d 444 (6th Cir.
1950), we held that a provision in an employee trust allowing an employer to reclaim his
contributions to the trust if the contributions were determined to be nondeductible did not prevent
the employer from deducting his contributions to the trust since the contingency was in the control
of the Commissioner. Surface Combustion did not involve charitable contributions, section 170, nor
any regulations with a “so remote as to be negligible” standard.

13 Our Opinion in O’Brien v. Commissioner, 46 T.C. 583, 592 (1966), indicates that the
Commissioner also cited — but we distinguished — Jones v. United States, 252 F. Supp. 256 (N.D.
Ohio 1966), aff’d in part, rev’d in part, 395 F.2d 938 (6th Cir. 1968), a case not involving a tax-
treatment-contingent contribution, in which (as we noted) the District Court held that the possibility
that a contribution at issue there would be defeated “was not ‘so remote as to be negligible’ under
section 1.170-1(e), Income Tax Regs.” This description of Jones includes our only mention of that
regulation in our discussion of this issue in the O’Brien Opinion, and our discussion does not address
any relation between the regulation and the tax-treatment-contingent deduction at issue in O’Brien.

14 In this argument the Graevs do not distinguish between the contribution of the easement (which
was subject to the statutes that the Graevs cite) and the contribution of the cash (which was not).
Reliance on New York real estate principles to argue that the side letter is not enforceable as to the
cash contribution is misplaced. Even if the side letter were not enforceable as to the easement, for
the reasons the Graevs advance, so that they could not require NAT to “remove” it, the Graevs show
no reason that the side letter would not be enforceable so as to require the return of the cash.

15 The legislative history of these provisions suggests that they were included in the statutes so that
the conservation easements would satisfy the perpetuity requirement of 26 C.F.R. sec. 170A-14(g).
See John C. Partigan, “New York’s Conservation Easement Statute: The Property Interest and Its
Real Property and Federal Income Tax Consequences”, 49 Albany L. Rev. 430, 452 n.87 (1985).

16 The Commissioner does not dispute that NAT is a “not-for-profit conservation organization” for



purposes of New York’s Environmental Conservation Law.

17 Our holding here is distinguishable from Commissioner v. Simmons, 646 F.3d 6, 10 (D.C. Cir.
2011), aff’g T.C. Memo. 2009-208, which looked at similar abandonment language in an easement
deed and concluded “deductions cannot be disallowed based upon the remote possibility * * * [the
charity] will abandon the easements.” See also Kaufman v. Shulman, 687 F.3d 21, 28 (1st Cir. 2012),
aff’g in part, vacating in part, and remanding in part Kaufman v. Commissioner, 136 T.C. 294 (2011),
and 134 T.C. 182 (2010). In Commissioner v. Simmons, 646 F.3d at 10, the Court of Appeals for the
D.C. Circuit stated that “the Commissioner has not shown the possibility * * * [the charity] will
actually abandon its rights is more than negligible. [The charity] * * * has been holding and
monitoring easements in the District of Columbia since 1978, yet the Commissioner points to not a
single instance of its having abandoned its right to enforce.” In the instant case, however, NAT gave
Mr. Graev an explicit, written promise that it would abandon its rights in the easement if certain
events occurred. We find nothing to indicate that NAT did not intend to comply with its written
promises.

Report Outlines Changes for IRS To Ensure Accountability, Chart a Path
Forward; Immediate Actions, Next Steps Outlined.

WASHINGTON ― Internal Revenue Service Principal Deputy Commissioner Danny Werfel today
issued a report outlining new actions and next steps to fix problems uncovered with the IRS’ review
of tax-exempt applications and improve the wider processes and operations in place at the IRS.

The three-part report covers a wide range of areas Werfel and his leadership team examined during
the past month. The report cites actions to hold management accountable and identifies immediate
steps to help put the process for approving tax-exempt applications back on track. Werfel also
outlines actions needed to protect and improve wider IRS operations, ranging from compliance areas
to taxpayer service.

“It is critical that the IRS takes steps to ensure accountability, address the problems uncovered in
recent weeks and improve the operations of the IRS to continue to carry out our critical mission on
behalf of the public,” Werfel said. “We have made a number of changes already, more are in the
works and even more will develop as we move forward.”

Importantly, the initial IRS review shows no signs of intentional wrongdoing by IRS personnel or
involvement by parties outside the IRS in the activities described in the recent TIGTA  report. 
However, the report notes that investigations are ongoing, and that the IRS is committed to a full
fact-finding effort to provide the public answers to these and other important questions.

“The IRS is committed to correcting its mistakes, holding people accountable, and establishing
control elements that will help us mitigate the risks we face,” Werfel said. “This report is a critical
first step in the process of restoring trust in this critical institution. We have more work in front of
us, but we believe we are on the right track to move forward.”

Werfel’s report, titled “Charting a Path Forward at the IRS: Initial Assessment and Plan of Action,”
covers three primary areas:

Accountability. This covers the steps being taken to ensure accountability for the mismanagement
described in last month’s Treasury Inspector General for Tax Administration (TIGTA) report:
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• The report finds that significant management and judgment failures occurred, as outlined in the
TIGTA report. These contributed to the inappropriate treatment of taxpayers applying for tax-
exempt status.

• To address this, new leadership has been installed across all five executive management levels
involved in the chain of command connected to these matters. In addition, the IRS has empaneled an
Accountability Review Board to provide recommendations within 60 days (and later as needed) on
any additional personnel actions that should be taken.

Fixing the Problems with the Review of Applications for Tax-Exempt Status. This part covers several
process improvements underway to ensure that taxpayers are treated appropriately and effectively
in the review of applications for tax-exempt status:

The report outlines a new voluntary process to help certain applicants gain fast-track approval to
operate as a 501(c)(4) tax-exempt entity if they are being reviewed for advocacy questions and  have
been in our application backlog for more than 120 days. This self-certification process allows them a
streamlined path to tax-exempt status if they certify they will operate within specified limits and
thresholds of political and social welfare activities. In addition, the IRS has added new technical and
program staff to assist with reviewing 501(c)(4) applications.

The IRS also suspended the use of any “be-on-the-lookout,” or BOLO lists in the application process
for tax-exempt status.

Review of IRS Operations and Risks. The report identifies a series of actions to ensure taxpayers that
selection criteria across the IRS are appropriate and that taxpayers are aware of how they can seek
assistance if they have concerns about the IRS. The report further outlines steps underway to ensure
that critical program or operational risks within the IRS are identified early, raised to the right
decision-makers and shared timely with key stakeholders.

The report calls for establishing an Enterprise Risk Management Program to provide a common
framework for capturing, reporting and addressing risk areas across the IRS.  This will improve
timeliness in bringing information to the attention of the IRS Commissioner and other IRS leaders as
well as key stakeholders to help prevent future instances of inappropriate treatment or
mismanagement.

Although there is no current evidence that selection criteria in other IRS organizations is
inappropriate, the nature of the problems identified in the tax-exempt application process warrants a
review of certain process controls within the IRS.  The IRS will initiate a comprehensive, agency-
wide review of compliance selection criteria.  Results will be shared with the Department of the
Treasury, the IRS Oversight Board, and the Chairpersons of the House Ways and Means Committee
and the Senate Finance Committee.

The IRS will initiate additional internal and external education and outreach about the role of the
National Taxpayer Advocate in assisting taxpayers in resolving problems they encounter with the
IRS.

In addition to posting the report on IRS.gov, the IRS will regularly update the progress made on the
TIGTA report’s recommendations and provide other developments related to this effort.



Adequate Written Procedures Needed for Post-Issuance Compliance With
Bond Requirements.

Issuers of tax-exempt bonds should maintain adequate written procedures to ensure continued
compliance with the tax rules after the bonds are issued, panelists at a program on post-issuance
compliance said June 21.

Christopher Woodin, a senior tax law specialist in the IRS tax-exempt bonds unit, said issuers have a
fiduciary responsibility to look after bondholders’ best interests. “As an issuer . . . you have to make
sure that those bonds remain in compliance with the tax-exempt bond rules,” he said at the
American Institute of Certified Public Accountants Not-for-Profit Industry Conference in Washington.
One way to do that is to adopt and implement written procedures for meeting the requirements
“long after the bonds have been issued,” he said.

Edward J. Jennings, tax director at the University of Michigan, agreed. “The IRS is looking for a
written tax policy as part of due diligence,” he said. “They’re looking for more information from
you.” He added that a tax certificate, despite its discussion of arbitrage, private business use, and
other areas of concern to the IRS, is not sufficient.

Woodin said the IRS is working on language in the Internal Revenue Manual that will tell revenue
agents what to look for when determining whether an issuer’s written procedures are adequate.
“That’s not a safe harbor and won’t necessarily ensure that we would consider the procedures that
were prepared adequate,” he explained. “But at least it gives you some level of guidance to know at
least what our examiners are looking at and what they need to see to say that a written procedure is
adequate.”

It is much easier to resolve a post-issuance compliance problem through the IRS’s voluntary closing
agreement program (VCAP) than by having a problem uncovered during an examination, which
could result in higher penalties and taxability of the bonds, Woodin said. “With the VCAP program
we try to work with issuers to come to some resolution that will work for you but does recognize that
there is a violation,” he said.

Woodin also discussed the IRS’s market segment examinations of exempt bonds, explaining that the
agency wants to look at the segments every three years through examinations tailored to each
segment. Some segments are advance refundings, section 501(c)(3) bonds, exempt facility bonds,
student loan bonds, student construction bonds, and Build America Bonds.

Woodin also announced that Clifford Gannett, the longtime director of the tax-exempt bonds unit, is
retiring. No replacement has been named.

by Fred Stokeld

Nonlegal Roles of IRS Attorneys May Waive Attorney-Client Privilege.

A federal district court recently held that a senior counsel within the IRS Large Business and
International Division was not acting as a legal adviser and that some documentation therefore
wasn’t protected from discovery by the attorney-client privilege.

A federal district court recently held that a senior counsel within the IRS Large Business and
International Division was not acting as a legal adviser and that some documentation therefore
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wasn’t protected from discovery by the attorney-client privilege.

A December 13, 2012, order  in Kearney Partners Funds LLC v. United States, No. 153-10, by the
U.S. District Court for the Middle District of Florida reviewed documents sent between an LB&I
senior counsel and field agents. The taxpayer had asked the court to compel the IRS to produce the
documents on the ground that the materials were not subject to the attorney-client privilege because
the government attorney was “simply another IRS employee working on the case and not counsel.”

Although noting that the IRS attorney was a counsel representative to the LB&I issue management
team overseeing the alleged abusive transaction, the court rejected the government’s argument that
the privilege applied because the attorney was counsel of record in Tax Court cases involving the
shelter issue and had worked on other cases involving the same taxpayers. After an in camera
review of the documents, the district court held that the government “does not assert that the
documents reveal protected mental impressions, trial strategy, or legal advice,” and that
consequently, it did not “find good cause to support a claim for the attorney client privilege.”

A February 4 court order clarifying the previous order reiterated that documents written by the IRS
attorney addressed “factual issues” in a case and were “not addressing specific legal advice.” The
court found that the documents at issue in a discovery challenge were “merely communications” and
“not specified confidential legal advice” subject to the attorney-client privilege.

“Merely because [the senior counsel] is an attorney is not sufficient grounds to impose the attorney-
client privilege on her communications,” the court said in the additional order.

Robin L. Greenhouse of McDermott Will & Emery said the district court decision points out that the
increasing integration of LB&I counsel into the exam process is expected to affect the application of
the attorney-client privilege to claims of protection from discovery by the government. “Frequently,
IRS attorneys have dual roles, providing both legal advice but also acting as an examiner in drafting
information document requests, interviewing witnesses, and preparing the notice of proposed
adjustments,” she said. “As the court in Kearney Partners found, in those circumstances it is difficult
to ascertain whether an attorney was acting as a lawyer or part of an exam team.”

The district court’s decision is important because LB&I counsel have been increasingly acting in this
dual capacity, particularly in transfer pricing cases, said Greenhouse. Consequently, “the court’s
opinion confirms that LB&I’s counsel staffing structure could adversely impact its ability to claim
privilege for work they are doing,” she said.

The normal presumption is that outside counsel are providing legal advice to a client, but there is no
presumption for in-house counsel because in-house frequently has both legal and nonlegal
responsibilities, Greenhouse said. “Here the role of IRS LB&I counsel makes it difficult to draw lines,
and thus their communications should be closely scrutinized to determine if the attorney-client
privilege protection applies,” she said.

The litigation in Kearney Partners has covered several court venues and yielded interesting tidbits
on how judges continue to evaluate privilege issues arising out of tax shelter transactions. Like in
many other cases arising from transactions the IRS viewed as abusive, the government pursued a
taxpayer who used partnership forms to artificially generate capital losses to offset significant gains.
After the audit, the IRS made proposed adjustments disallowing the taxpayer’s claimed loss, which
the taxpayer challenged in federal district court. During the litigation, the IRS issued a subpoena to
the taxpayer’s law firm seeking the production of documents related to the investment structure
used in the shelter.



The law firm objected to the production of some of the documents, claiming attorney-client, work
product, and section 7525 tax practitioner privileges. In an action brought by the government to
compel production, Kearney Partners Funds LLC v. United States, No. 11-4075, a magistrate judge
for the U.S. District Court of the District of New Jersey held  that the documents were protected by
the attorney-client and work product privileges. The magistrate’s rationale under the work product
doctrine, if it is upheld on appeal, could expand the privilege’s scope.

In construing the application of the attorney-client privilege, the magistrate found that the
taxpayer’s adviser was providing “legal and tax advice pertaining to the transactions undertaken” by
the taxpayer, including “the possibility of litigation arising out of the transactions,” and therefore
that the privilege applied to the communications. The magistrate also held that the adviser hadn’t
waived the taxpayer’s privilege.

Of substantial interest to tax practitioners are the magistrate judge’s thoughts on work product.
After an in camera review of the contested documents, the magistrate held that the legal evaluation
of the taxpayer’s proposed investment scheme qualified for work product protection because the
documents were prepared in anticipation of possible litigation with the IRS.

“The motivating purpose behind the creation of the Communications was to aid in future litigation,”
the magistrate wrote, adding that “it is clear that the Communications were intended to inform [the
taxpayer] about the complexity of the proposed investment that could lead to legal exposure because
of its aggressive nature.”

The government appealed the magistrate’s opinion and order regarding the motion to compel, but
only concerning the attorney-client privilege, leaving the work product portion unchallenged. The
district court upheld  the magistrate’s decision.

Other courts have steadfastly resisted the notion of pre-litigation advice receiving work product
protection. In Textron Inc. et al. v. United States,  No. 09-750, the full First Circuit held that the
work product privilege extends only to documents prepared for use in litigation, rather than
documents created to comply with financial reporting rules. The en banc opinion reversed an
original First Circuit panel that had upheld a federal district court’s decision that the workpapers at
issue were protected from disclosure because the documents had been prepared in anticipation of
litigation.

However, in Regions Financial Corp. et al. v. United States,  No. 2:06-CV-00895, the district court
held that analyzing a listed transaction is much more closely connected to litigation than preparing a
tax return, and thus the work product doctrine applies. The court stated that the “contested
documents contain precisely the kind of legal analysis that the work product doctrine exists to
protect.” While the documents may have had some utility outside litigation, “they would not have
been created were Regions not primarily concerned with litigating with the IRS” regarding the listed
transaction, the court wrote.

The problem for taxpayers seems to be that while district courts have sometimes accepted the
rationale that tax planning documents can be subject to the work product privilege, circuit courts
have yet to uphold those conclusions. The Eleventh Circuit dismissed the government’s appeal in
Regions Financial after the IRS settled with the taxpayer, making the workpaper issue moot.

Most recently, in a May 22 order , the Florida district court addressed the added issue of judicial
review of penalty assertions by the government in light of an IRS announcement offering penalty
waiver for taxpayer disclosure of participation in the specified tax shelter. The taxpayer sought
summary judgment on its claim that accuracy-related penalties should be waived for compliance



with Announcement 2002-2, while the IRS argued that the court lacked subject matter jurisdiction
on the issue. While the announcement established internal agency rules that lacked the force and
effect of law, the court held that the IRS pronouncement was “an agency-wide directive designed to
confer important benefits to taxpayers.”

Because the announcement set forth a uniform rule of conduct by IRS personnel and was meant to
induce taxpayers to disclose their involvement in tax shelters in exchange for the waiver of
penalties, the court stated that the IRS “failed to observe self-imposed limits upon the exercise of its
discretion which invited reliance upon such limitations.” The use of “will” in the announcement’s
language regarding the waiver of penalties for properly disclosed taxpayer participation “indicates
an intent to be bound,” the court wrote. Consequently, it was proper under the Administrative
Procedure Act for the court to review the taxpayer’s disclosure for compliance with the
announcement’s terms.

However, the court rejected the taxpayer’s argument that an LB&I directive on penalty imposition
required IRS compliance in order to sustain a penalty. The IRS memo directed agents to obtain
approval from the director of field operations in order to impose accuracy-related penalties, but in
this case the decision to deny penalty relief to the taxpayer was made by chief counsel. The court
held that the strictly internal procedure outlined in the memo was not subject to judicial review, but
rather was a nonbinding rule that did not confer rights on taxpayers. That the IRS deviated from a
“benign procedure for administering the disclosure process” did not deprive the taxpayers of a due
process, the court wrote.

Thomas D. Sykes of Gould & Ratner LLP said the court’s discussion of Announcement 2002-2 was
“careful, balanced, and not obviously flawed,” noting that public IRS pronouncements like
announcements are often relied on by taxpayers.

Sykes said it was understandable that the government would, as a threshold matter, argue that a
court lacks the jurisdiction or authority to review an IRS decision not to honor the terms of an IRS
announcement. Jurisdictional analysis is highly formalistic, and the executive branch tends to try to
protect its prerogatives from the other branches, although the role of the Administrative Procedure
Act in the review of IRS actions is still being developed by the courts, he said.

An unanswered question is why the IRS sought to impose penalties despite the timely disclosure it
had invited under Announcement 2002-2, Sykes said. It is one thing if there were extraordinary
circumstances behind the IRS’s refusal to waive penalties, but “if the IRS is backing away from its
long-standing policy of honoring resolution arrangements that do not amount to a closing
agreement, then that is a worrisome development,” he said.

The IRS frequently relies on an agreement procedure to close cases that isn’t technically binding
upon the government, and yet it has an established policy of honoring those agreements, Sykes said.
“For decades, Forms 870-AD have been used far more often than closing agreements to memorialize
settlements reached between the IRS and a taxpayer, and yet that form is not technically binding
upon the IRS because they are generally executed by IRS officials who lack the settlement authority
that is required for a closing agreement — the exclusive means prescribed by the code for settling
tax disputes,” he said. “Nonetheless, the IRS will seek to enforce the terms of a Form 870-AD
against a taxpayer, using an equitable estoppel theory.”

Sykes said that when he worked for the Justice Department Tax Division, there was a policy that the
government would honor the terms of Forms 870-AD “in the absence of fraud or mutual mistake,
even though those forms were not technically binding upon the IRS and even though equitable
estoppel is a legal doctrine that only rarely, if at all, can be applied against the government.” Now



that the government has lost the threshold jurisdictional argument over whether IRS decisions made
under an announcement are reviewable, “one hopes that government attorneys will give the policy
issues — similar to those involved in the deliberations back in the 1980s over the respect to be given
to Forms 870-AD — careful consideration,” he said.

Miri Forster, the national leader for tax controversy at Rothstein Kass, said practitioners look to IRS
internal guidelines for clarity and that taxpayers expect the IRS to adhere to those guidelines.
“While the court makes a distinction between an announcement and an internal directive, the
taxpayer’s expectation is that IRS communications are in sync and will be followed in the same
manner,” she said. Although internal guidance is not authority, “why shouldn’t the IRS be held
responsible when it does not follow its own internal rules? If the IRS isn’t going to follow its own
guidelines, this may create confusion for those analyzing IRS guidance in connection with future
initiatives,” she said.

by Jeremiah Coder

S. 952 Would Clarify Treatment of Church Pension Plans.

S. 952, the Church Plan Clarification Act of 2013, introduced by Senate Finance Committee member
Benjamin L. Cardin, D-Md., would provide various clarifications regarding the treatment of church
plans, including application of controlled group rules, contribution limits, automatic enrollment,
transfers and mergers, and investments.

113TH CONGRESS

1ST SESSION

S. 952

To amend the Internal Revenue Code of 1986 to clarify the

treatment of church pension plans, and for other purposes.

IN THE SENATE OF THE UNITED STATES

MAY 14, 2013

Mr. CARDIN (for himself and Mr. PORTMAN) introduced the following

bill; which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1986 to clarify the treatment of church pension plans, and
for other purposes.

Be it enacted by the Senate and House of Representatives of the United States of America in
Congress assembled,

SECTION 1. SHORT TITLE.
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This Act may be cited as the “Church Plan Clarification Act of 2013”.

SEC. 2. CHURCH PLAN CLARIFICATION.

(a) APPLICATION OF CONTROLLED GROUP RULES TO CHURCH PLANS. —

(1) IN GENERAL. — Section 414(c) of the Internal Revenue Code of 1986 is amended —

(A) by striking “For purposes” and inserting the following:

“(1) IN GENERAL. — For purposes”, and

(B) by adding at the end the following new paragraph:

“(2) CHURCH PLANS. —

“(A) GENERAL RULE. — Except as provided in subparagraphs (B) and (C), for purposes of this
subsection and subsection (m), an organization that is otherwise eligible to participate in a church
plan as defined in subsection (e) shall not be aggregated with another such organization and treated
as a single employer with such other organization unless —

“(i) one such organization provides directly or indirectly at least 80 percent of the operating funds
for the other organization during the preceding tax year of the recipient organization, and

“(ii) there is a degree of common management or supervision between the organizations.

For purposes of this subparagraph, a degree of common management or supervision exists only if
the organization providing the operating funds is directly involved in the day-to-day operations of the
other organization.

“(B) NONQUALIFIED CHURCH-CONTROLLED ORGANIZATIONS. — Notwithstanding the provisions
of subparagraph (A), for purposes of this subsection and subsection (m), an organization that is a
nonqualified church-controlled organization shall be aggregated with one or more other nonqualified
church-controlled organizations, or with an organization that is not exempt from tax under section
501, and treated as a single employer with such other organizations, if at least 80 percent of the
directors or trustees of such organizations are either representatives of, or directly or indirectly
controlled by, the first organization. For purposes of this subparagraph, a ‘nonqualified church
controlled organization’ shall mean a church-controlled organization described in section 501(c)(3)
that is not a qualified church-controlled organization described in section 3121(w)(3)(B).

“(C) PERMISSIVE AGGREGATION AMONG CHURCH-RELATED ORGANIZATIONS. — Organizations
described in subparagraph (A) may elect to be treated as under common control for purposes of this
subsection. Such election shall be made by the church or convention or association of churches with
which such organizations are associated within the meaning of subsection (e)(3)(D), or by an
organization determined by such church or convention or association of churches to be the
appropriate organization for making such election.

“(D) PERMISSIVE DISAGGREGATION OF CHURCH-RELATED ORGANIZATIONS. — For purposes of
subparagraph (A), in the case of a church plan (as defined in subsection (e)), any employer may
permissively disaggregate those entities that are not churches (as defined in section 403(b)(12)(B))
separately from those entities that are churches, even if such entities maintain separate church
plans.



“(E) ANTI-ABUSE RULE. — For purposes of subparagraphs (A) and (B), the anti-abuse rule in
Treasury Regulation section 1.414(c)-5(f) shall apply.”.

(2) EFFECTIVE DATE. — The amendments made by this subsection shall apply to taxable years
beginning before, on, or after the date of the enactment of this Act.

(b) APPLICATION OF CONTRIBUTION AND FUNDING LIMITATIONS TO 403(b) GRANDFATHERED
DEFINED BENEFIT PLANS. —

(1) IN GENERAL. — Section 251(e)(5) of the Tax Equity and Fiscal Responsibility Act of 1982 (Public
Law 97-248), is amended —

(A) by striking “403(b)(2)” and inserting “403(b)”, and

(B) by inserting before the period at the end the following: “, and shall be subject to the applicable
limitations of section 415(b) of such Code as if it were a defined benefit plan under section 401(a) of
such Code and not the limitations of section 415(c) of such Code (relating to limitation for defined
contribution plans).”.

(2) EFFECTIVE DATE. — The amendments made by this subsection shall apply as if included in the
enactment of the Tax Equity and Fiscal Responsibility Act of 1982.

(c) AUTOMATIC ENROLLMENT BY CHURCH PLANS. —

(1) IN GENERAL. — This subsection shall supersede any law of a State that relates to wage, salary,
or payroll payment, collection, deduction, garnishment, assignment, or withholding which would
directly or indirectly prohibit or restrict the inclusion in any church plan (as defined in this
subsection) of an automatic contribution arrangement.

(2) DEFINITION OF AUTOMATIC CONTRIBUTION ARRANGEMENT. — For purposes of this
subsection, the term “automatic contribution arrangement” means an arrangement —

(A) under which a participant may elect to have the plan sponsor make payments as contributions
under the plan on behalf of the participant, or to the participant directly in cash, and

(B) under which a participant is treated as having elected to have the plan sponsor make such
contributions in an amount equal to a uniform percentage of compensation provided under the plan
until the participant specifically elects not to have such contributions made (or specifically elects to
have such contributions made at a different percentage).

(3) NOTICE REQUIREMENTS. —

(A) IN GENERAL. — The plan administrator of an automatic contribution arrangement shall, within a
reasonable period before such plan year, provide to each participant to whom the arrangement
applies for such plan year notice of the participant’s rights and obligations under the arrangement
which —

(i) is sufficiently accurate and comprehensive to apprise the participant of such rights and
obligations, and

(ii) is written in a manner calculated to be understood by the average participant to whom the
arrangement applies.



(B) ELECTION REQUIREMENTS. — A notice shall not be treated as meeting the requirements of
subparagraph (A) with respect to a participant unless —

(i) the notice includes an explanation of the participant’s right under the arrangement not to have
elective contributions made on the participant’s behalf (or to elect to have such contributions made
at a different percentage),

(ii) the participant has a reasonable period of time, after receipt of the notice described in clause (i)
and before the first elective contribution is made, to make such election, and

(iii) the notice explains how contributions made under the arrangement will be invested in the
absence of any investment election by the participant.

(4) EFFECTIVE DATE. — This subsection shall take effect on the date of the enactment of this Act.

(d) ALLOW CERTAIN PLAN TRANSFERS AND MERGERS. —

(1) IN GENERAL. — Section 414 of the Internal Revenue Code of 1986 is amended by adding at the
end the following new subsection:

“(y) CERTAIN PLAN TRANSFERS AND MERGERS. —

“(1) IN GENERAL. — Under rules prescribed by the Secretary, except as provided in paragraph (2),
no amount shall be includible in gross income by reason of —

“(A) a transfer of all or a portion of the account balance of a participant or beneficiary, whether or
not vested, from a plan described in section 401(a) or an annuity contract described in section
403(b), which is a church plan described in subsection (e) to an annuity contract described in section
403(b), if such plan and annuity contract are both maintained by the same church or convention or
association of churches,

“(B) a transfer of all or a portion of the account balance of a participant or beneficiary, whether or
not vested, from an annuity contract described in section 403(b) to a plan described in section
401(a) or an annuity contract described in section 403(b), which is a church plan described in
subsection (e), if such plan and annuity contract are both maintained by the same church or
convention or association of churches, or

“(C) a merger of a plan described in section 401(a), or an annuity contract described in section
403(b), which is a church plan described in subsection (e) with an annuity contract described in
section 403(b), if such plan and annuity contract are both maintained by the same church or
convention or association of churches.

“(2) LIMITATION. — Paragraph (1) shall not apply to a transfer or merger unless the participant’s or
beneficiary’s benefit immediately after the transfer or merger is equal to or greater than the
participant’s or beneficiary’s benefit immediately before the transfer or merger.

“(3) QUALIFICATION. — A plan or annuity contract shall not fail to be considered to be described in
sections 401(a) or 403(b) merely because such plan or account engages in a transfer or merger
described in this subsection.

“(4) DEFINITIONS. — For purposes of this subsection:

“(A) CHURCH. — The term ‘church’ includes an organization described in subparagraph (A) or (B)(ii)



of subsection (e)(3).

“(B) ANNUITY CONTRACT. — The term ‘annuity contract’ includes a custodial account described in
section 403(b)(7) and a retirement income account described in section 403(b)(9).”.

(2) EFFECTIVE DATE. — The amendment made by this subsection shall apply to transfers or
mergers occurring after the date of the enactment of this Act.

(e) INVESTMENTS BY CHURCH PLANS IN COLLECTIVE TRUSTS. —

(1) IN GENERAL. — In the case of —

(A) a church plan (as defined in section 414(e) of the Internal Revenue Code of 1986), including a
plan described in section 401(a) of such Code and a retirement income account described in section
403(b)(9) of such Code, and

(B) an organization described in section 414(e)(3)(A) of such Code the principal purpose or function
of which is the administration of such a plan or account,

the assets of such plan, account, or organization (including any assets otherwise permitted to be
commingled for investment purposes with the assets of such a plan, account, or organization) may
be invested in a group trust otherwise described in Internal Revenue Service Revenue Ruling 81-100
(as modified by Internal Revenue Service Revenue Rulings 2004-67 and 2011-1), or any subsequent
revenue ruling that supersedes or modifies such revenue ruling, without adversely affecting the tax
status of the group trust, such plan, account, or organization, or any other plan or trust that invests
in the group trust.

(2) EFFECTIVE DATE. — This subsection shall apply to investments made after the date of the
enactment of this Act.

LTR: IRS Denies Exempt Status to Jewish Orthodox Synagogue.

The IRS denied tax-exempt status under section 501(c)(3) to a Jewish Orthodox synagogue because
it failed to establish that it was organized and operated exclusively for exempt purposes and not for
the private benefit of its creators, and because it lacked control and discretion of its funds.

Citations: LTR 201325017

Contact Person: * * *

Identification Number: * * *

Contact Number: * * *

UIL Code: 501.00-00, 501.03-00, 501.03-20, 503.00-00

Release Date: 6/21/2013

Date: March 28, 2013

Employer Identification Number: * * *
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Form Required To Be Filed: * * *

Tax Years: * * *

Dear * * *:

This is our final determination that you do not qualify for exemption from federal income tax as an
organization described in Internal Revenue Code section 501(c)(3). Recently, we sent you a letter in
response to your application that proposed an adverse determination. The letter explained the facts,
law and rationale, and gave you 30 days to file a protest. Since we did not receive a protest within
the requisite 30 days, the proposed adverse determination is now final.

Since you do not qualify for exemption as an organization described in Code section 501(c)(3),
donors may not deduct contributions to you under Code section 170. You must file federal income
tax returns on the form and for the years listed above within 30 days of this letter, unless you
request an extension of time to file.

We will make this letter and our proposed adverse determination letter available for public
inspection under Code section 6110, after deleting certain identifying information. Please read the
enclosed Notice 437, Notice of Intention to Disclose, and review the two attached letters that show
our proposed deletions. If you disagree with our proposed deletions, you should follow the
instructions in Notice 437. If you agree with our deletions, you do not need to take any further
action.

In accordance with Code section 6104(c), we will notify the appropriate State officials of our
determination by sending them a copy of this final letter and the proposed adverse letter. You should
contact your State officials if you have any questions about how this determination may affect your
State responsibilities and requirements.

If you have any questions about this letter, please contact the person whose name and telephone
number are shown in the heading of this letter. If you have any questions about your federal income
tax status and responsibilities, please contact IRS Customer Service at 1-800-829-1040 or the IRS
Customer Service number for businesses, 1-800-829-4933. The IRS Customer Service number for
people with hearing impairments is 1-800-829-4059.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements

Enclosure

Notice 437

Redacted Proposed Adverse Determination Letter

Redacted Final Adverse Determination Letter

* * * * *

Contact Person: * * *



Identification Number: * * *

Contact Number: * * *

FAX Number: * * *

UIL Numbers: 501.00-00, 501.03-00, 501.03-20, 503.00-00

Date: January 25, 2013

Employer Identification Number: * * *

LEGEND:

B = individual

C = individual

D = individual

E = couple

F = individual

G = organization

H = business

J = individual

k = dollar amount

L = individual

W = state

X = date

Dear * * *:

We have considered your application for recognition of exemption from federal income tax under
Internal Revenue Code section 501(a). Based on the information provided, we have concluded that
you do not qualify for exemption under Code section 501(c)(3). The basis for our conclusion is set
forth below. This letter supersedes our letter dated July 9, 2012.

ISSUES

1. Do the available facts show you have failed to pass the operational test, therefore disqualifying
you from exemption under Section 501(c)(3) of the IRC? Yes, for the reasons described below.

2. Does the fact that you allow a non-board member to have signatory authority on your checking
account demonstrate a lack of control and discretion of your funds, causing you to fail the
operational test, therefore disqualifying you from exemption under Section 501(c)(3) of the Code?
Yes, for the reasons described below.



3. Have your transactions resulted in private benefit, therefore precluding you from exemption
under Section 501(c)(3) of the Code? Yes, for the reasons described below.

4. Do the capital improvements you made constitute a substantial non-exempt purpose, therefore
disqualifying you from exemption under Section 501(c)(3) of the Code? Yes, for the reasons
described below.

FACTS

You were formed by Articles of Incorporation on X by Trustees B, C and D. Article seven of your
Articles states you were formed, in part:

To establish, maintain and conduct services for divine worship and religious observances in
accordance with the customs and traditions of the Orthodox Jewish Religion; to establish, maintain
and conduct synagogue for religious worship and prayer in accordance with the customs and
traditions of the Orthodox Jewish Religion; to establish, maintain and conduct classes in Talmud and
religious education; to purchase and lease such property as may be necessary for or incidental to the
conduct and welfare of the corporation and the fulfillment of its religious objectives and purposes;
and to solicit contributions form the general public in order to sustain said religious corporation.

Your Bylaws state you were formed to maintain a synagogue to conduct religious worship and
services in accordance with the tenants of Jewish Orthodox faith. Article eight of your Bylaws states
the following:

The Treasurer shall have the care and custodies of the monies belonging to the Organization and
shall be responsible for such monies and securities of the Organization. He shall cause to be
deposited in a regular business bank or trust company all sums of the Organization. He or one of the
other offices [sic] must be one of the persons who shall sign checks or drafts of the organization. No
special fund may be set aside that shall make it unnecessary for the Treasurer to sign the checks
issued upon it.

You state in your attachments to Form 1023 that “our organization (you) is controlled by the board
of directors. They make all decisions about the organizations (your) activities, and decide how funds
are to be spent.”

You submitted a Conflict of Interest Policy, which has a purpose of protecting your interest when
contemplating entering into a transaction, or arrangement that might benefit the private interest of
an officer or director of the organization or might result in a possible excess benefit transaction.
However, no one had signed the Conflict of Interest Policy.

You describe your activities as that of a congregation, with services held each weekday morning in
accordance with Jewish tradition, as “described in prayer books available at any bookstore.” Per
your application, you have * * * members. However, you submitted a list of your members of which
there were only * * *. Only one of your Trustees was included in your membership listing. You attract
new members through “word of mouth, we have no website.”

When we asked how you came into existence you said “adherents and former students of B decided
to form a congregation to foster community feeling [sic] among former students and appreciative
community members.”

Your rabbi is B. You said, “We have no written contract with the rabbi. The rabbi does not receive a
salary from the congregation. He is otherwise employed.” G, a school located within your facility,
employs B. B works at least 25 hours per week for them. He works at least 10 hours per week for



you, and does not conduct services for any other organization. D and C are the father and father-i-
-law of B, respectively. You said volunteers conduct all activities. You later revised your board,
adding L with B resigning.

You said your schedule is as follows:

Sunday thru Thursday,

9:00AM – 1:00PM — tractate Brachot (blessings)

3:00PM – 6:00PM — tractate Shabbos, and

8:00PM – 9:15PM — code of Jewish law

Friday, 9:30AM – 11:30PM — Brachot (Blessings)

The following is the schedule for G’s shared use of your facility:

Sunday thru Thursday, 8:00AM – 9:30PM

Friday, 8:00AM – 1:00PM

Despite your statement that services are held “every day,” it is noted, per your schedule, you do not
offer services on the Sabbath (Saturday).

Regarding your membership, you stated you were a membership organization, “a Sabbath-observing
Jew who pays dues may become a member of congregation.” Members have the right to vote at
annual membership meetings and to elect directors. You further asserted “a member may belong to
another Orthodox Jewish congregation.”

We asked for a list of the governing body members of G and you responded by saying “unavailable
we do not maintain the records of the” school. However, B is an employee of G. We asked again for
this information and you said “most business entities limit the information allowed to employees to
the extent necessary to carry out their functions. Accordingly teaching employees are not usually
privy to broader organization information since it does not impact on their pedagogical function.”

You are distinguishable from G as “they are a religious school for the religious instruction of young
teens. We are a congregation for young and old alike.” The students of the school are not your
congregants. You share physical space with the school. Specifically, you share the synagogue space.
Although B is a teacher at the school, when we asked approximately how many students attend G,
which operates in your physical space, you said “we are not the party to properly address the . . .”
school’s enrollment. You conduct religious classes. The instructors for these classes are four men,
one of which is B. The other three instructors are Rabbis for other congregations.

You provided a list of your donors. When asked for the Employer Identification Number (EIN) for
those donors that were not individuals, you responded, “It is very difficult in our identity theft
conscious society to collect specific personal identifying information. This is information not readily
shared and just inquiries arouse suspicion and may jeopardize collection efforts especially for a not-
for-profit.”

You submitted budgets which showed revenue in the form of gifts, grants and contributions of
approximately $* * * annually, with membership fees accounting for approximately $* * * annually,
for a three year period. Your expenses consisted of occupancy, professional fees, and other — with



other being the majority.

We asked if you had a bank account. You responded you did not yet have a bank account. However,
several days after we received correspondence indicating you did not yet have a bank account, you
mailed us copies of your bank statements. Regarding this discrepancy you said:

It was erroneously understood to refer to an operating account which we do not have. The
Congregation had at one point an active account solely set aside for the purpose of making
renovations to the site for use as a congregation. Once the congregation realized their error of their
own volition they set the records straight by submitting the statements.

The bank account showed that you had already had tens of thousands of dollars flow through your
account before you even submitted your application for exemption, in contradiction to the proposed
budgets you provided. B, C, D and F all have signatory authority on your checking account. As
evidenced by canceled checks you submitted, F had, in fact, signed checks on your behalf. We asked
why F, who is not one of your board members, has signatory authority on your account. You said “in
the event board members are not available, and to offer an element of oversight.” However, we
asked if F was related to any of the board members and you responded that she is the daughter of C,
daughter-in-law of D and wife of B. You later stated, when asked about payment of expenses from
your accounts, that various members pay for out of pocket expenses keeping you afloat.

You occupy a two story, 40 by 100 sq. ft. building. You indicated, “The first floor is a synagogue,
furnished with tables, chairs, bookcases, a stand for reading the Torah scroll, an ark for storage of
the Torah scroll and prayer books.” On the second floor, “there are classrooms, a dining room and
offices for the congregation.” You “occupy the space free of rent” and you “have no lease.” Per our
request, as you did not have a lease agreement, you submitted a statement signed by the individuals
who own the facility where you conduct your activities. The statement is as follows:

I acknowledge the use of the building at address H by the congregation. I allow it to be used
indefinitely (although not contractual) provided the congregation maintains the cleanliness of the
building and agrees not to exceed fire department allowable maximum occupancy.

We asked if you had made any improvements to the facility and you responded simply “yes.” We
further inquired and you said the “improvements were basically to retrofit the building from a
business commercial use to a congregation house of worship use. This involved plastering and
installing sheetrock for the walls and installing a drop ceiling, as well as tiles covering a cement
floor. It also involved setting up walls to define rooms.” We asked for you to provide the total cost of
the project, which you omitted. We again asked and you said the total cost was k dollars. We asked
how you are ensured continued use of the facility you have improved, as you have no lease
agreement. You responded as follows:

We are assured in a number of ways. Firstly, we have a very good relationship with the owner who is
excited about our future growth. Secondly, if our stay is terminated abruptly we would be made
whole by the landlord being that at that point he would be the beneficial recipient of the
improvements. The cost would be collectable both in a legal proceeding as we’ll [sic] as in a
rabbinical tribunal.

G did not pay for any of the renovations. The name of the contractor for the renovation projects is H.
We asked for a copy of the contract with the contractor, how the terms were negotiated, the name of
the owner of the company, and a description of the renovations planned. To these inquires you
responded:



The work was done on a step-by-step project-by-project basis. Each project was priced with various
contractors and craftsmen. Work was awarded by project to the one we felt best suited to fill our
needs. As we gained confidence in H we felt we are best off using him exclusively. We cannot vouch
for ownership, but our contact at H is J. No more renovations planned.”

Regarding our request for copies of the written contracts, you said there is “no overall contract, as
construction [sic] done per project basis as opposed to master construction project.” We asked for
copies of all of the bids you received for your projects. Rather than provide same, you simply
provided a sheet that contained the total of all of the bids received.

You later provided a list of the actual construction costs totaling k dollars and including skeleton and
sheet rocking, security, plumbing, air conditioning, electric, carding, furniture and fixtures, floors,
ceiling, professional and misc.

You submitted internal and external photographs of your facility. The internal photographs showed
two large rooms with numerous desks. One of the rooms had windows at the top of the walls near
the ceiling. The other interior photographs include rooms with very large windows. The windows in
both rooms were different in location and size than the windows shown in the exterior photographs
of the facility. You said “the room (you use) is not in the basement but on the first floor and the
windows are at the top of the walls. It seems that in the older commercial buildings that’s how the
architecture was that windows were placed on top of the room. The other pictures are from the
interior of the second floor. The exterior pictures are the entrances of the front side of the building
and these rooms face the back of the building.” You provided no other photographs to confirm your
assertions.

We sent you an internet article which stated F is the director of a religious camp, which has a very
similar name to you and to the school with whom you share a facility. We asked if the camp was one
of your proposed activities and you said “no.”

We sent you a print from the internet which shows an organization with your exact same name
operating a high school out of a different street address, but the same city, as you. You said they are
an “unrelated entity which just coincidently has the same name.”

You submitted minutes from your board meetings for each of the three annual meetings you held,
and two additional meetings after those. Each indicates a meeting of the trustees was held. The
minutes each state that one of your Trustees acted as chairman of the meeting and each year he “. . .
nominated three Trustees . . .” and each year he nominated himself and the other two governing
body members as Trustees, who are all related (B, C and D). Each year the meeting minutes also
document the appointment of B, C and D as Officers. In comparison, the most recent two meetings
for which you provided documentation indicate a meeting of the membership was held, not of the
trustees, although the same people were present.

LAW

Section 501(c)(3) of the Code describes corporations organized and operated exclusively for
charitable purposes no part of the net earnings of which inures to the benefit of any private
shareholder or individual.

Section 1.501(c)(3)-1(a)(1) of the regulations states that, in order to be exempt as an organization
described in section 501(c)(3) of the Code, an organization must be both organized and operated
exclusively for one or more of the purposes specified in such section. If an organization fails to meet
either the organizational test or the operational test, it is not exempt.



Section 1.501(c)(3)-1(d)(1)(ii) of the regulations states that an organization is not organized or
operated exclusively for exempt purposes unless it serves a public rather than a private interest.

Rev. Proc. 2012-9, superseding Rev. Proc. 90-27, 1990-1 C.B. 514, Section 4.01, provides the
Internal Revenue Service will recognize the tax-exempt status of an organization only if its
application and supporting documents establish that it meets the particular requirements of the
section under which exemption from federal income tax is claimed. Section 4.02 states that a
determination letter or ruling on exempt status is issued based solely upon the facts and
representations contained in the administrative record. It further states:

(1) The applicant is responsible for the accuracy of any factual representations contained in the
application.

(2) Any oral representation of additional facts or modification of facts as represented or alleged in
the application must be reduced to writing over the signature of an officer or director of the
taxpayer under a penalties of perjury statement.

(3) The failure to disclose a material fact or misrepresentation of a material fact on the application
may adversely affect the reliance that would otherwise be obtained through issuance by the Service
of a favorable determination letter or ruling.

Section 4.03 states that the organization must fully describe all of the activities in which it expects
to engage, including the standards, criteria, procedures or other means adopted or planned for
carrying out the activities, the anticipated sources of receipts, and the nature of contemplated
expenditures.

In United States v. Wells Fargo Bank, 485 U.S. 351, 108 S. Ct. 1179, 99 L. Ed. 2d 368 (1900), the
Supreme Court held that an organization must prove unambiguously that it qualifies for a tax
exemption.

In American Guidance Foundation v. U.S., 490 F. Supp. 304 (D.D.C. 1980), the court said that, at a
minimum, a church must include a body of believers that assemble regularly in order to worship. It
must also be reasonably available to the public in the conduct of worship, in its educational
instruction, and in its promulgation of doctrine. In addition, it was held that when the assets of an
organization are used to pay for the living expenses of an individual(s) denial of exemption is
appropriate. Generally, there are fourteen criteria used in determining whether or not an
organization qualifies as a church. These criteria are as follows:

a. A distinct legal existence

b. A recognized creed and form of worship

c. A definite and distinct ecclesiastical government

d. A formal code of doctrine and discipline

e. A distinct religious history

f. A membership not associated with any other church or denomination

g. Ordained ministers ministering to its congregation

h. Ordained ministers selected after completing prescribed studies



i. Literature of its own

j. Established place of worship

k. Regular congregation

I. Regular religious services

m. Sunday schools for religious instruction of the young

n. Schools for the preparation of ministers

The court stated that courts in cases where church status has been litigated have more heavily
weighted certain criteria. It considered the following factors to be especially important:

A membership not associated with any other church or Denomination

Established places of worship

Regular religious services.

In Bubbling Well Church of Universal Love, Inc. v. Commissioner, 74 T.C. 531 (1980), in an action
for declaratory judgment pursuant to section 7428(a), the Tax Court considered an adverse ruling by
the IRS on an application for exempt status as a church. The applicant had declined to furnish some
information, and made answers to other inquiries that were vague and uninformative. On the basis
of the record, the Court held that the applicant had not shown that no part of its net earnings inure
to the benefit of the family or that petitioner was not operated for the private benefit.

In Western Catholic Church v. Commissioner, 73 T.C. 196 (1980), the petitioner’s only activities
were some individual counseling and distribution of a few grants to needy individuals. The
petitioner’s failure to keep adequate records and its manner of operation made it impossible to trace
the money completely, but the court found it clear that money passed back and forth between
petitioner and its director and his for-profit businesses. The Court Held that petitioner had not
shown it was operated exclusively for exempt purposes or the no part of its earnings inured to the
benefit of its officer.

In Basic Unit Ministry of Alma Karl Schurig v. Commissioner, 511 F. Supp. 166 (D.D.C. 1981), aff’d,
670 F.2d 1210 (D.C. Cir. 1982), the court upheld IRS’s denial of exempt status as a religious
organization in a declaratory judgment action. The court held that in factual situations where there
is evident potential for abuse of the exemption provision, a petitioner must openly disclose all facts
bearing on the operation and finances of its organization. Here Plaintiff did not proffer sufficiently
detailed evidence of its charitable disbursements, or the extent of its support of its members. Rather,
plaintiff continually responded that it had already provided the data, or could not furnish anything
further. Therefore, the court found that the applicant did not meet its burden to positively
demonstrate that it qualifies for the exemption. The Court of Appeals for the District of Columbia
Circuit, in affirming that the organization had not met its burden of establishing that no part of its
net earnings inured to any private individual, observed:

“taxpayer confuses a criminal prosecution, in which the government carries the burden of
establishing the defendant’s guilt, with a suit seeking a declaratory judgment that plaintiff is entitled
to tax-exempt status, in which the taxpayer, whether a church or an enterprise of another character,
bears the burden of establishing that it qualifies for exemption.”



In National Association of American Churches v. Commissioner, 82 T.C. 18 (1984), the court denied
a petition for declaratory judgment that the organization qualified for exempt status as a church. In
addition to evidence of a pattern of tax-avoidance in its operations, the court noted that the
organization had failed to respond completely and candidly to IRS during administrative processing
of its application for exemption. An organization may not declare what information or questions are
relevant in a determination process. It cited a number of declaratory relief actions that upheld
adverse rulings by the Service because of the failure of the applicants to provide full and complete
information on which the Service could make an informed decision.

In Peoples Prize v. Commissioner, T.C. Memo 2004-12 (2004), the court upheld the Service’s
determination that an organization failed to establish exemption when the organization failed to
provide requested information. The court stated “[Applicant] has, for the most part, provided only
generalizations in response to repeated requests by [the Service] for more detail on prospective
activities. . . . Such generalizations do not satisfy us that [applicant] qualifies for the exemption.”

In New Dynamics Foundation v. United States, 70 Fed. Cl. 782 (2006), the petitioner brought to
challenge the denial of its application for exempt status. The court found that the administrative
record supported the Service’s denial on the basis that the organization operated for the private
benefit of its founder, who had a history of promoting dubious schemes. The organization’s petition
claimed that the founder had resigned and it had changed. However, there was little evidence of
change other than replacement of the founder with an acquaintance who had no apparent
qualifications. The court resolved these questions against the petitioner, who had the burden of
establishing it was qualified for exemption. If the petitioner had evidence that contradicted these
findings, it should have submitted it as part of the administrative process. “It is well-accepted that,
in initial qualification cases such as this, gaps in the administrative record are resolved against the
applicant”.

APPLICATION OF LAW

Section 501(a) of the Internal Revenue Code provides for exemption for organizations operated
exclusively for religious, charitable, and educational purposes. Section 1.501(c)(3)-1(a)(1) of the
regulations states that if an organization fails to meet either the organizational test or the
operational test, it is not exempt. We cannot determine and you are unable to substantiate that your
programs are furthering exclusively 501(c)(3) purposes; therefore you are not described in section
501(c)(3) of the Code. Because you are not described in section 501(c)(3) you fail the operational
test and are not exempt.

To be exempt an organization must serve public rather than private interests, as described in
1.501(c)(3)-1(d)(1)(ii) of the regulations. Despite having one board member resign, two of the three
are still related. Further, the trustee that resigned is still employed in a position of power as your
rabbi. You also allow a non-board member, who is related to the other board members, to write
checks. You have executed capital improvements on a facility that is privately owned. You have been
unable to fully substantiate these improvements, as there was no contract for the work, no
documentation on a bid process nor any documentation on your selection process for the contractor.
You have only provided that no one on your governing body is related to the contractor. You have
been unable to substantiate that the owner of the facility will not benefit from your improvements, as
there is no documentation on what would occur in the event you had to vacate the facility, nor is
there any documented agreement on the terms of your use of the facility. You have expended most of
your revenue for capital improvements for a facility you do not own, and for which do not have a
lease agreement. Further, you have provided little details regarding the school, G, that is also
sharing this facility. It is unclear if this is a privately owned school, who might own it, or who from
that school is benefitting from the improvements you have made to the facility. As you have been



unable to document the public benefit of the improvements done to this facility, you have not proven
your assets will not inure to insiders or be used to privately benefit certain individuals.

As required by Rev. Proc. 2011-9 you have not established that you are organized and operated
exclusively for exempt purposes and not for the private benefit of your creators. Section 4.02(3) of
this Rev. Proc. states that the failure to disclose a material fact or misrepresentation of a material
fact on the application may adversely affect the reliance that would otherwise be obtained through
issuance by the Service of a favorable determination letter or ruling. You indicate control by your
board of directors, and that they make all decisions about your activities and how funds are spent.
Yet you have stated in correspondence that members are paying expenses out of pocket to keep you
afloat, while also stating that members are appraised of issues regarding your finances. It is unclear
who has financial control of your operations. We initially asked about bank accounts, to which you
replied you had none, only to submit months worth of bank statements indicating much larger actual
income than you had submitted as projected budgets. You have a non board member with signatory
authority on you account, which was not disclosed, and was discovered only on submission of
cancelled checks. Given the information provided regarding your financial data, it is unclear what
your sources of income and expenses will be, or how you intend on maintaining control over your
accounts. As a result, we cannot consider the administrative record complete and subsequently your
failure to disclose material facts does not demonstrate that your operations further exempt
purposes.

As in the above-cited cases of Basic Unit Ministry of Alma Karl Schurig and Peoples Prize, you have
the burden of showing you come squarely within the terms of the law conferring the benefit sought,
and whether you have satisfied the operational test is a question of fact. You did not respond openly
or candidly to our questions as evidenced by the repeat requests for documentation of your facility.
In fact, we asked the same questions multiple times and continually received little or no details
regarding your operations, or responses contradicted information previously given. You did not
provide details regarding your donors or the school with which you share a facility. You were also
unable to produce copies of bids for the renovations you performed. An applicant seeking exempt
status must provide sufficient information for the Service to make an informed decision, as indicated
in National Association of American Churches. You must respond completely and candidly. You have
given answers to our inquires that were vague and occasionally contradictory. You have not proven
unambiguously that you qualify for a tax exemption, as in United States v. Wells Fargo Bank.

As in the case of Western Catholic Church v. Commissioner, your lack of sufficient records and lack
of control over an funds fails to establish an exempt purpose consistent with Section 1.501(c)(3) of
the regulations. You permit a non board member, F, to write checks on your behalf, which is in
direct contrast with Article Eight of your Bylaws. You delegated your authority, responsibility, and
operations to individuals outside of your internal operating control. You allow an unauthorized
individual access to your bank account. This, together with your statement that members are paying
expenses out of pocket, demonstrates a lack of financial control. Given the contradictory responses
provided regarding your financial data it is unclear who may or may not benefit from transactions,
what your sources of income and expenses will be, or how you intend on maintaining control over
your accounts. Because we cannot determine how you will use or control income or what you may
expense we cannot conclude who benefits from these transactions. As it is unclear who will benefit
you have not proven your assets will not inure to insiders or be used to privately benefit certain
individuals.

As in Bubbling Well Church of Universal Love, you are in a position to perpetuate control of the
organization’s operations indefinitely, prepare its budget, have complete control of the
organization’s finances and make all decisions on how the funds were spent. The close control held



by a few individuals, without a system for public oversight, creates an environment for potential
abuse and insider benefit as there are no defined roles or responsibilities for your board or policies
setting forth their duties and the handling of your finances. Despite your statements that you are a
membership entity, your board meeting minutes confirm the tightly held control of the organization.
Therefore, the undue control of the organization by a related board causes the organization to serve
private interests and thus fail the operational test.

American Guidance Foundation provides, at a minimum, a church must include a body of believers
that assemble regularly in order to worship in an established location, must be reasonably available
to the public in the conduct of worship, in its educational instruction, and in its promulgation of
doctrine:

It is unclear from your responses if you are conducting regular religious services. While you
provided a daily schedule of activities, despite your statement that you act in accordance with
traditions, you hold no Sabbath services. G operates from the same facility and you do not conduct
service on the Sabbath, although you require your members to observe the Sabbath.

We are unable to conclude you have an established facility for religious services. You are sharing
both space and at least one employee with G. You were unable or unwilling to provide any
information regarding G. As a result, there is a lack of clarity regarding where you are operating
inside of the facility. While you have stated you use the first floor of the building, the pictures you
have submitted lend one to think otherwise. The descriptions given in combination with the pictures
provided call into question your presence and use of the facility, your establishment in the facility,
and your regular use of the facility. It is also unclear how many students G has, making it impossible
for us to determine how much space they would occupy in your facility, or to what extent they are
using your facility. We are unable to determine who has access to your facility, or when. You have no
materials or literature advertising your services to the public, relying instead on word of mouth. It is
unclear from your responses that you have an established, regular location for religious services
reasonably available to the general public.

We are unable to conclude you have an established congregation that regularly assembles for
worship services. You initially stated you have 50 members, but later said you only have 25
members. Only one of your trustees is a congregant. You have provided varied numbers of attendees
and have had no increase in attendance in over three years, which calls into question whether you
have an established body of believers. Further, it would seem that if you require your congregants to
be Sabbath-observing, they must attend services at a different location on the Sabbath as you do not
offer services that day. Based on these facts it is unclear that you have an established and regular
body of worshipers.

While you meet some of the 14 points as listed in American Guidance, your lack of, or inconsistency
of, information has not conclusively demonstrated the existence of the basic tenets required for
obtaining status as a church — regular worship services conducted at a regular location with a
regular congregation.

An organization that is unable to demonstrate they have now or will have in the future sufficient
records to show operations exclusively further exempt purposes will not be found to meet the
operational test under Section 501(c)(3) of the Code. You were unable to provide a copy of the
contract, or bids, for the construction work on your facility. You have been unable to provide
financial data, citing members handling your expenses, despite a grant that was proposed by B. As in
the above-cited case of New Dynamics Foundation v. United States, you have not demonstrated that
your operations exclusively further exempt purposes and it is your burden to revolve gaps in the
administrative record.



APPLICANT’S POSITION

You said it is standard business practice in your state to engage in leasehold improvements, and
most properties have to be retro fitted to the specifics of the entity using the property. Leasehold
improvements are treated as an asset and depreciate over the life of the asset. It is not considered a
benefit to the landlord since the asset is owned and depreciated by the lease holder. You further
asserted that the “sum of the total renovations was less than $* * * which is considered a modest
sum” by State W standards for construction cost. “Although the written bids were not located the
entity maintained the bid tally sheet” which in State W the government agencies consider it
sufficient documentation of bids.

Regarding your allowance of a non-board member to write checks, you stated the IRS doesn’t
mandate any specific management policy. You further stated:

The fact that a small organization which affords the board with tight oversight of fiscal transactions
suffices to exercise control of funds. A board is generally not intended to be involved in detail micro
managing of daily operations. Accordingly check signing which is typical of daily management is
delegated to persons more readily available outside of the board. This is standard practice in State
W to the extent that banks in State W have sample board resolutions designating persons outside the
board as signatories.”

You also cited some laws from State W as well as a trade manual for non-profits discussing internal
controls. These indicate delegating is an effective means of management and supervision is a control
activity.

You indicated you are willing to adopt policies we suggest in order to satisfy the operational test. In
fact, you submitted board meeting minutes from a recent meeting whereby you nominated an
additional, unrelated member of the board. You said the new board member’s credential of business
acumen and being an unrelated party establishes a well-rounded, totally unrelated board. You said
this should aid the approval process. You further asserted the unrelated board mitigates and
minimizes the possibility of conflict of interest at the governance level. You said this has public
benefit as well as a compliance enhancement and logically should expedite the tax-exempt
application process.

Most recently you have requested expedite status of your application for exemption. Your expedite
request indicates that an individual with the same surname of B and D (you did not provide the first
name) has “. . . committed to our congregation a grant . . .” of a specific amount for the purpose of
purchasing a Torah scroll to memorialize his ancestry.” This is conditional on our being approved as
a 501(c)(3) organization by . . .” a certain date, in time for a specific Jewish holiday. You further
stated, “Loss of the grant would severely impact our operations as a Torah Scroll is a necessity.”

SERVICE’S RESPONSE TO APPLICANT’S POSITION

You indicated you spent over $* * * for renovations. Based on your documented income, this was * *
*% of your revenue to provide renovations to a building not owed by you and for which you do not
have a lease. In fact, you said you had a bank account “solely set aside for the purpose of making
renovations to the site for use as a congregation.” You said the building is an asset owned and
depreciated by the leaseholder; however, you do not have a lease. You are operated for the
substantial non-exempt purpose of providing renovations to a building, thus providing substantial
private benefit to the owner.

Although you state you qualify for exemption under Section 501(c)(3) of the Code as a church under



Sections 509(a)(1) and 170(b)(1)(A)(i), you are operating in a manner which contradicts your Bylaws.
We are unable to conclude which operational procedures you adhere to and which ones you
disregard. You suggest you are willing to adopt policies and procedures in order to satisfy the
operational test; however, your written policies and procedures (Bylaws) already in place do not
appear to have been followed. Therefore, the adoption of policies to which you may not adhere is
insufficient to establish exemption

Your addition of a fourth, unrelated board member does not eliminate the control of the board by the
majority-related board. Likewise, the commitment of a grant from a related party does not
sufficiently establish qualification of exempt status.

PROTEST

You submitted additional photographs of your facility. You also submitted a lease agreement
prepared by the landlord’s attorney. Rent was calculated by evenly dividing the amount of capital
improvements done to the facility, k dollars, by the lease term, 60 months. You said this satisfies the
private benefit issue. The lease you submitted is back-dated four years and permits your occupancy
rent free for one more year. After that time you will have to pay rent.

 

SERVICE’S RESPONSE TO APPLICANT’S PROTEST

Although you now have a retroactive lease agreement, you did not substantiate how the rent amount
was determined and whether it is reasonable. You simply divided the amount of money spent on the
renovations over a five year period with you receiving a credit against the amount due. You have not
indicated what happens after the five year period expires. The lease also does not alleviate the
benefit derived to the other tenants of the building. Although your new lease agreement may reduce
some concern over the private benefit to the owners of the facility regarding the renovations you
performed, you still have not substantiated the actual improvements made, the process by which
they were done and their public benefit.

CONCLUSION

Based on the above facts and law, we conclude that you do not qualify for exemption under section
501(c)(3) of the IRC. More specifically you fail the operational test and lack control and discretion of
your funds. Each of these non-exempt purposes causes you to be disqualified from exemption under
Section 501(c)(3) of the Code.

You have the right to file a protest if you believe this determination is incorrect. To protest, you must
submit a statement of your views and fully explain your reasoning. You must submit the statement,
signed by one of your officers, within 30 days from the date of this letter. We will consider your
statement and decide if the information affects our determination. If your statement does not
provide a basis to reconsider our determination, we will forward your case to our Appeals Office.
You can find more information about the role of the Appeals Office in Publication 892, Exempt
Organization Appeal Procedures for Unagreed Issues.

An attorney, certified public accountant, or an individual enrolled to practice before the Internal
Revenue Service may represent you during the appeal process. If you want representation during
the appeal process, you must file a proper power of attorney, Form 2848, Power of Attorney and
Declaration of Representative, if you have not already done so. You can find more information about
representation in Publication 947, Practice Before the IRS and Power of Attorney. All forms and



publications mentioned in this letter can be found at www.irs.gov, Forms and Publications.

If you do not file a protest within 30 days, you will not be able to file a suit for declaratory judgment
in court because the Internal Revenue Service (IRS) will consider the failure to appeal as a failure to
exhaust available administrative remedies. Code section 7428(b)(2) provides, in part, that a
declaratory judgment or decree shall not be issued in any proceeding unless the Tax Court, the
United States Court of Federal Claims, or the District Court of the United States for the District of
Columbia determines that the organization involved has exhausted all of the administrative remedies
available to it within the IRS.

If you do not intend to protest this determination, you do not need to take any further action. If we
do not hear from you within 30 days, we will issue a final adverse determination letter. That letter
will provide information about filing tax returns and other matters.

Please send your protest statement, Form 2848, and any supporting documents to the applicable
address:

Mail to:

Internal Revenue Service

EO Determinations Quality Assurance

Room 7-008

P.O. Box 2508

Cincinnati, OH 45201

Deliver to:

Internal Revenue Service

EO Determinations Quality Assurance

550 Main Street, Room 7-008

Cincinnati, OH 45202

You may fax your statement using the fax number shown in the heading of this letter. If you fax your
statement, please call the person identified in the heading of this letter to confirm that he or she
received your fax.

If you have any questions, please contact the person whose name and telephone number are shown
in the heading of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements



Enclosure:

Publication 892

IRS Phone Forum: "Charities and their Volunteers" – July 17

Many charities use all-volunteer labor to accomplish their work. Even those fortunate enough to
have paid staff often rely heavily on volunteers to enhance their efforts.

This phone forum will help charity leaders and tax practitioners understand the tax rules that can
come into play with volunteers. We’ll discuss what charities and their volunteers need to do to avoid
any unintended tax consequences for the organization or the volunteer.

Topics include:

Out-of-pocket expenses●

Which expenses are deductible●

Travel expenses●

Vehicle expenses●

Recordkeeping●

Reimbursing the volunteer●

Click here to register for this event:

http://ems.intellor.com/index.cgi?p=204706&t=71&do=register&s=&rID=417&edID=305

IRS Phone Forum: "Veterans Organizations – Complying with IRS Rules" —
July 30.

Veterans organizations occupy a special place in the world of exempt organizations. Not only are
most veterans organizations exempt from tax, but contributions to them may be deductible, and
some are permitted to set aside amounts that are used to provide insurance benefits to members.

This combination — tax-exempt status, deductibility of contributions and the ability to pay benefits
to members — is relatively rare and is evidence of Congress’s intent to provide special tax treatment
for veterans organizations. This phone forum provides information to help them stay tax exempt.

Topics include:

Requirements for exemption●

Recordkeeping●

Filing and reporting●

Unrelated business income tax●

Exempt activities●

Bona fide guests●

Click here to register for this event:

https://bondcasebriefs.com/2013/06/24/tax/irs-phone-forum-charities-and-their-volunteers-july-17/
https://bondcasebriefs.com/2013/06/24/tax/irs-phone-forum-veterans-organizations-complying-with-irs-rules-july-30/
https://bondcasebriefs.com/2013/06/24/tax/irs-phone-forum-veterans-organizations-complying-with-irs-rules-july-30/


http://ems.intellor.com/index.cgi?p=204705&t=71&do=register&s=&rID=417&edID=305

FSLG Phone Forum on June 27, 2013 at 2 p.m.(EST) to Discuss Key FICA
Replacement Plans Policy Issues.

Phone Forum for FICA Replacement Plans

Date:  June 27, 2013

Time: 2 p.m. Eastern Time

What: During this 60 minute presentation we will cover:

Social Security Coverage laws●

Qualified Employer’s Retirement systems●

Defined Benefit and Defined Contribution Plan●

Revenue Procedure 91-40●

FICA replacement plans●

Please register as soon as possible because space is limited.

If you have any travel reimbursement or allowance payments questions, please e-mail them to:
te.ge.fslg.outreach@irs.gov, and we will try to answer them during the phone forum. Please use the
subject line: FICA Replacement Plans.

Register at:

http://apps.irs.gov/app/scripts/exit.jsp?dest=http://ems.intellor.com/index.cgi?p=204717&t=71&do=
register&s=&rID=418&edID=305

IRS: Extra Time Granted for Tax-IRS: Exempt Bond Issuers Affected by Severe
Storms and Tornados in Oklahoma.

Government entity issuers of tax-exempt bonds affected by the severe storms and tornados
occurring in parts of Oklahoma may qualify for additional time to file certain returns related to tax-
exempt bonds, qualified tax credit bonds, and specified tax credit bonds.

Following recent disaster declarations for individual assistance issued by the Federal Emergency
Management Agency, affected government entities in covered disaster areas in Oklahoma will
receive filing and payment relief.

Affected issuers who are required to file a Form 8038 series information return or a Form 8038-T in
connection with an arbitrage payment, with a due date between May 18, 2013 and Sept. 29, 2013,
may file such returns and make such payments on or before Sept. 30, 2013.

Affected issuers may also file such returns and make such payments on or before Sept. 30, 2013, if
the records necessary to make such filing or payment, the conduit borrower, the bond counsel, or
other professional upon whom the issuer relies to make such filing or payment are located in a

https://bondcasebriefs.com/2013/06/18/tax/fslg-phone-forum-on-june-27-2013-at-2-p-m-est-to-discuss-key-fica-replacement-plans-policy-issues/
https://bondcasebriefs.com/2013/06/18/tax/fslg-phone-forum-on-june-27-2013-at-2-p-m-est-to-discuss-key-fica-replacement-plans-policy-issues/
http://apps.irs.gov/app/scripts/exit.jsp?dest=http://ems.intellor.com/index.cgi?p=204717&t=71&do=register&s=&rID=418&edID=305
http://apps.irs.gov/app/scripts/exit.jsp?dest=http://ems.intellor.com/index.cgi?p=204717&t=71&do=register&s=&rID=418&edID=305
https://bondcasebriefs.com/2013/06/18/tax/irs-extra-time-granted-for-tax-irs-exempt-bond-issuers-affected-by-severe-storms-and-tornados-in-oklahoma/
https://bondcasebriefs.com/2013/06/18/tax/irs-extra-time-granted-for-tax-irs-exempt-bond-issuers-affected-by-severe-storms-and-tornados-in-oklahoma/


covered disaster area.

The IRS will abate any late-filing penalty that would otherwise apply. The IRS automatically provides
this relief to affected issuers located in covered disaster areas. Issuers need not contact the IRS to
get this relief.  However, affected issuers should clearly indicate on the top of the return that such
late filing or payment is the result of devastation caused by the severe storms and tornados in
Oklahoma.

In addition, an affected issuer required to file a Form 8038 series information return or a Form
8038-T in connection with an arbitrage payment, due between May 18, 2013 and Sept. 29, 2013,
may request authority to file a Form 8038 or Form 8038-T after Sept. 30, 2013, by requesting an
extension under Revenue Procedures 2002-48 and 2005-40, which provide guidance on how issuers
may request extensions of time to file Form 8038 series information returns and waivers of penalty
associated with a late arbitrage payment.  Affected issuers should request relief in accordance with
these revenue procedures and clearly indicate that such late filing or payment was the result of
devastation caused by the severe storms and tornados in Oklahoma.

In addition, a Form 8038-CP authorized to be filed by an affected issuer between May 18, 2013 and
Sept. 29, 2013, but filed thereafter, will be immediately processed upon receipt.

At this time, IRS relief for affected issuers applies to the following covered disaster areas in
Oklahoma: Cleveland, Lincoln, McClain, Oklahoma and Pottawatomie counties.

Lawmaker Seeks Discounted Health Plan Fee for Tax-Exempt, Nonprofit
Hospitals.

Rep. Tim Walberg, R-Mich., has urged Treasury to classify health plans owned by nonprofit, tax-
exempt hospitals or hospital systems in the same category as other nonprofit, tax-exempt health
plans, which would give the hospital plans a 50 percent discount on the insurance plan fee required
under the Affordable Care Act.

May 22, 2013

The Honorable Jacob Lew

Secretary of the Treasury

United States Department of the Treasury

1500 Pennsylvania Avenue, NW, Room 3330

Washington, DC 20220

RE: REG-118315-12: Health Insurance Providers Fee

Dear Secretary Lew:

I write on a matter of concern to a number of federally taxable regional health insurance plans
owned by tax-exempt hospitals and health care systems. These hospital-owned health plans (HHPs)
are unique because they are entirely owned and controlled by parents that are tax-exempt under
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section 501(a) of the Internal Revenue Code (IRC) and are further described in section 501(c).
Despite paying taxes under the IRC, HHPs function more similarly to nonprofit entities because they
must reinvest whatever marginal profits they produce each year into the hospital parent’s charitable
mission. HHPs were originally created as taxable entities due to the prevailing physician ownership
model at the time of their founding. However, as the ownership model moved away from physician
ownership, HHPs found it nearly impossible to convert to nonprofit status due to the evolving
interpretation of section 501(m) of the IRC. As a result, HHPs will be assessed at unsustainable
levels under REG-118315-12: Health Insurance Providers Fee (“the insurer fee”) and will likely be
forced to significantly limit services or exit the market altogether. Either outcome will negatively
affect the communities that HHPs serve by impacting the charitable activities of their parent
hospitals.

The recently released rules implementing Section 9010 of the Patient Protection and Affordable
Care Act (ACA) failed to curtail the implementation of the insurer fee on this specific group of health
plans. In § 57.4(a)(4)(iii) of the insurer fee, the ACA is interpreted as granting partial reductions for
certain exempt activities to health insurers that are exempt from Federal income tax and meet
section 501(c) requirements. I believe HHPs should be included in this category of health plans that
receive partial reductions because, like other nonprofit health plans, HHP premiums are attributable
to the exempt activities of their parent nonprofit, tax-exempt hospitals and health systems. I urge
you to provide relief to these plans from the insurer fee, consistent with the treatment of other tax
exempt providers.

I am concerned that these taxable health plans owned entirely by nonprofit, tax-exempt hospitals or
health systems appear to be included in a group of health plans that receive no exemptions from the
insurer fee, while other nonprofit insurance providers receive either a partial or full exemption. I
believe HHPs should receive a 50 percent exemption from the insurer fee because they are an
essential part of the communities they serve.

HHPs operate differently than traditional for-profit health plans and should be treated accordingly.
The parent hospitals and health systems, exempt under Internal Revenue Code Section 501(c)(3) and
Section 501(c)(4), are required to hold and use all of their assets and earnings for tax-exempt,
charitable purposes. This requirement extends to the equity and earnings of wholly owned/controlled
taxable subsidiaries, such as HHPs. Therefore, the cost of the insurer fee that a HHP will be
required to pay under the proposed regulation will ultimately reduce the resources of the parent
hospital or health system to fulfill their charitable missions. The imposition of the fee on these
hospitals and health systems will detract from the organization’s mission and the vital community
services they provide. To impose the insurer fee on these community-based providers is not
sustainable and will have a damaging effect on the communities that these plans serve.

I believe that if no relief is granted to these hospital-owned health plans in the final regulations,
these types of health plans will be assessed approximately $200 million in fees in 2014 under the
insurer fee. This will make it impossible for these plans to continue to offer quality, locally-based
compassionate health care. The imposition of the full insurer fee on these providers may drive HHPs
from the marketplace, thus limiting the choices available in these areas.

Classifying these 28 health plans with other non-profit tax-exempt health insurers appears to be in
alignment with the federal government’s tax exempt policies. These plans share the same charitable
mission-driven agendas of their parent nonprofit health systems and should be treated in the same
manner as other tax-exempt entities. Adding these plans to the 50 percent tax exempt category
would increase the fees of the health plans remaining in the non-exempt category by only about 1.8
percent, resulting in a de minimis impact on the health insurance marketplace.



I greatly appreciate your willingness to continue refining your approach and hope you will grant
these hospital-owned health plans a 50 percent exemption from the Health Insurance Providers Fee.

Sincerely,

Tim Walberg

Member of Congress

IRS Rules Against Fla. CDD.

In a precedent-setting decision that could have major ramifications for issuers, the Internal Revenue
Service has ruled a Florida Community Development District is not a political subdivision that can
issue tax-exempt bonds.

The decision, made in a 12-page technical advice memorandum the IRS’ chief counsel’s office sent to
the Villages CDD on May 30, means that approximately $364 million of its bonds could be declared
taxable. It also threatens the tax-exempt status of bonds issued by thousands of organizations with
similar structures around the country.

Capping a five-and-a-half year long examination, the IRS said that the Villages CDD board was
controlled by the private developer for many years while the bonds were issued and was therefore
not a political subdivision under Section 103 of the Internal Revenue Code.

“The mere delegation of sovereign power is not sufficient to create a political subdivision,” the IRS
said in the TAM. “If it were sufficient, then a clearly private entity with powers of eminent domain,
including some railroads and utilities, could issue bonds without any political oversight.”

“We believe that an entity that is organized and operated in a manner intended to perpetuate private
control, and to avoid indefinitely responsibility to a public electorate, cannot be a political
subdivision of a state,” the IRS said.

Perry Israel, a lawyer based in Sacramento who is representing the CDD, said the district was
disappointed in the TAM’s conclusion and is concerned the IRS may be making new rules through
the examination process.

Sources said the CDD has several options going forward including, settling with the IRS to preserve
the tax-exempt status of the bonds, appealing to the agency’s Office of Appeals, allowing the IRS to
go after the bondholders who could in turn challenge the ruling in court, or seeking a legislative fix.
The issuer does not have the ability to fight the IRS in a court, only taxpayers can do that, they
added.

At least two lawmakers form Florida — Sen. Bill Nelson, a Democrat and Rep. Richard Nugent, a
Republican — sent separate letters to the IRS ahead of its ruling urging the agency to consider the
implications of any federal tax policy that might jeopardize the ability of CDDs to continue to issue
tax-exempt municipal bonds in Florida. They worried about the potential harmful impacts on Florida
homeowners already saddled by a weak economy.

The district is still considering its options, Israel said.
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The IRS noted that the TAM, like other agency rulings for a particular issuer, may not be used or
cited as precedent for other issuers. But for months, market participants have been warning that if
the agency takes the view that the CDD is not a subdivision, this could potentially hurt scores of
other CDDs and special districts.

There are nearly 580 CDDs operating in Florida alone that have been relying on the assumption that
they are political subdivisions that can issue tax-exempt bonds.

“The IRS seems to be adding a new requirement for an issuer to be a political subdivision,” said
Scott Lilienthal, president of the National Association of Bond Lawyers and a partner with Hogan
Lovells US LLP. “That new requirement doesn’t seem to be based on any existing authority. If the
IRS wants to revisit the definition of a political subdivision then it should so through the formal
rulemaking process and issue guidance on a prospective basis only.”

The Village Center CDD issued $426.2 million of tax-exempt bonds from late November 1993
through June 1, 2004 to finance the acquisition of recreational and other facilities as well as a utility
system for the Villages, a retirement community in Florida. The CDD is a commercial district
encompasses more than 21,000 acres primarily located in Sumter County, Fla.

CDDs are authorized under Florida law to levy and collect special assessments to pay debt service
on bonds and maintenance assessments to fund district operations.

Most recently the Villages CDD urged the IRS to end its audit after a review showed it didn’t
overpay when purchasing four pieces of property with bond proceeds. The district said the
valuations showed it had not been controlled by the developer.

by: JENNIFER DEPAUL

IRS Releases Publication on Managing Taxpayer Clinics.

Citations: Publication 3319

The IRS has released Publication 3319 (rev. May 2013), Low Income Taxpayer Clinic: 2014 Grant
Application Package and Guidelines, explaining the requirements for the development, expansion, or
continuation of a qualifying IRS low-income taxpayer clinic program and providing instructions on
how to apply for a grant.

The publication is available at:

http://www.irs.gov/pub/irs-pdf/p5066.pdf

IRS Accepting Applications for Low Income Taxpayer Clinic Grants.

IR-2013-57, May 30, 2013

The Internal Revenue Service today announced the opening of the 2014 Low Income Taxpayer Clinic
(LITC) grant application process.

https://bondcasebriefs.com/2013/06/11/tax/irs-releases-publication-on-managing-taxpayer-clinics/
https://bondcasebriefs.com/2013/06/11/tax/irs-accepting-applications-for-low-income-taxpayer-clinic-grants/


The LITC grant program is a federal program administered by the Office of the Taxpayer Advocate
at the IRS, led by National Taxpayer Advocate Nina E. Olson. The LITC program awards matching
grants of up to $100,000 per year to qualifying organizations to develop, expand, or maintain a low
income taxpayer clinic. The LITC program funds organizations that serve low income individuals
who have a tax dispute with the IRS (i.e., a “controversy clinic”) and organizations that provide
education and outreach to taxpayers who speak English as a second language (an “ESL clinic”).
Applicants may apply as either type of organization, or both. Although LITCs receive partial funding
from the IRS, LITCs, their employees, and their volunteers operate independently from the IRS.
Examples of qualifying organizations include:

Clinical programs at accredited law, business or accounting schools whose students represent low●

income taxpayers in tax disputes with the IRS; and
Organizations exempt from tax under Internal Revenue Code Section 501(a) that represent low●

income taxpayers in tax disputes with the IRS or refer those taxpayers to qualified representatives,
or that provide outreach and education for ESL taxpayers.

The IRS welcomes all applications and will ensure that each application receives full consideration.
The IRS is particularly interested in receiving applications from organizations that will operate in
areas that are currently underserved.

Currently underserved areas are as follows:

Identified States for New or Existing Clinics
CONTROVERSY ESL
Alaska, Alabama, Kansas, North Dakota,
South Dakota

Alabama, Colorado, Connecticut,
Georgia, Louisiana, Montana, New
Mexico, North Dakota, South Dakota

Identified Metropolitan Areas for New Clinic Applications
Los Angeles, California, including the
following counties:

Los Angeles, Kern, Riverside, Ventura

Sacramento, California, including the
following counties:

El Dorado, Placer, Sacramento, San
Joaquin, Stanislaus

Philadelphia, Pennsylvania, including the
following counties:

Berks, Delaware, Philadelphia

St. Louis, Missouri, including the following
counties:

Cape Girardeau, Jefferson, St. Francois,
St. Louis

Copies of the 2014 Grant Application Package and Guidelines, IRS Publication 3319, can be
downloaded from IRS.gov or ordered by calling 800-TAX-FORM (800-829-3676).

The IRS is authorized to award a multi-year grant not to exceed three years. For a new clinic or a
clinic applying for the first year of a three-year grant, the clinic must submit the application
electronically at www.grants.gov. For an existing clinic requesting funding for the second or third
year of a multi-year grant, the clinic must submit the application electronically at
www.grantsolutions.gov. All applicants must use the funding number of TREAS-GRANTS-0520-
4-001 and applications must be submitted electronically by July 12, 2013.

Questions about the LITC Program or grant application process can be addressed to the LITC
Program Office at 202-622-4711 (not a toll-free call) or by email at LITCProgramOffice@irs.gov.

http://apps.irs.gov/app/scripts/exit.jsp?dest=http://www.taxpayeradvocate.irs.gov/userfiles/file/Pub 3319 rev 2013.pdf
http://apps.irs.gov/app/scripts/exit.jsp?dest=http://www.grants.gov/
http://apps.irs.gov/app/scripts/exit.jsp?dest=http://www.grantsolutions.gov/
mailto:LITCProgramOffice@irs.gov


For more information about the organizations receiving funding in 2013, see Publication 4134, Low
Income Taxpayer Clinic List. This publication is also available by calling 800-TAX-FORM (800-82-
-3676), or can be found at your local IRS office.

IRS: Individual Isn't Entitled to Carryover Deductions From Conservation
Easement Contribution.

Citations: Michael S. Mountanos v. Commissioner; T.C. Memo. 2013-138; No. 8158-10

The Tax Court, sustaining a gross valuation misstatement penalty, held that an individual isn’t
entitled to carryover deductions from a charitable contribution of a conservation easement on
undeveloped and rugged land because the individual didn’t show that the conservation easement
had any value.

MICHAEL S. MOUNTANOS,

Petitioner

v.

COMMISSIONER OF INTERNAL REVENUE,

Respondent

UNITED STATES TAX COURT

Filed June 3, 2013

Wendy Abkin and Donald L. Feurzeig, for petitioner.

Christain A. Speck and Matthew D. Carlson, for respondent.

MEMORANDUM FINDINGS OF FACT AND OPINION

KROUPA, Judge: Respondent determined deficiencies exceeding $1.1 million and section 66621
accuracy-related penalties regarding petitioner’s Federal [*2] income tax for 2006, 2007 and 2008
(years at issue). We must decide two issues. The first issue is whether petitioner is entitled to
carryover deductions from a charitable contribution of a conservation easement for the years at
issue. We hold that he is not. The second issue is whether petitioner is liable for an accuracy-related
penalty for each year at issue. We hold that he is.

FINDINGS OF FACT

Some of the facts have been stipulated and are so found. We incorporate the stipulation of facts, the
first supplemental stipulation of facts, the second supplemental stipulation of facts and the
accompanying exhibits by this reference. Petitioner resided in California when he filed the petition.

I. Blue Lakes Ranch

Petitioner owned 882 acres of largely undeveloped land in Lake County, California, known as Blue
Lakes Ranch (the ranch) through the Michael S. Mountanos Living Trust. Petitioner bought the
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property for recreational use for his family, such as deer hunting. Except for one small area, Federal
land surrounded the ranch. The access roads to the ranch ran through neighboring properties,
including Federal land that the Bureau of Land Management (Land Management Bureau) managed.
The neighboring property owners granted petitioner easements to pass over their land for purposes
of accessing the ranch. [*3] The Land Management Bureau’s easement granted limited access to the
ranch for single-family use.

The Black Oak Springs Creek traverses the ranch. A permit is required to divert water from the
Black Oak Springs Creek for private use. Petitioner did not have the required permit. The ranch also
included other springs and two ponds.

The ranch was under a contract (Williamson Act contract) with Lake County that limited the ranch’s
use and development according to the California Land Conservation Act of 1965 (Williamson Act).
Cal. Gov’t Code secs. 51200-51297.4 (West 2012). In December 2005, petitioner conveyed a
conservation easement on the ranch to Golden State Land Conservancy (Golden State), a California
non-profit corporation. The ranch was still subject to the Williamson Act contract when petitioner
established the conservation easement on the ranch. Neither the Williamson Act contract nor its
terms are part of the record.

II. Tax Returns and Deficiency Notice

Petitioner timely filed an individual Federal income tax return for 2005 claiming a $4,691,500
charitable contribution deduction for the conservation easement he placed on the ranch. Petitioner
could use only $1,343,704 of the deduction in 2005 because of the limitations of section
170(b)(1)(B). Petitioner [*4] filed returns and claimed a carryover deduction regarding the unused
portion for each year at issue.

Respondent issued petitioner a deficiency notice disallowing the claimed carryover deductions.
Petitioner timely filed a petition challenging respondent’s determination.

OPINION

We must decide whether petitioner is entitled to any portion of the claimed charitable contribution
deduction for placing a conservation easement on the undeveloped and rugged land the ranch
encompassed. A taxpayer may generally deduct any charitable contribution only if the contribution is
verified under regulations the Secretary prescribed. Sec. 170(a)(1). A deduction for a charitable gift
of property consisting of less than the donor’s entire interest in that property is not generally
allowed. Sec. 170(f)(3). An exception to the general rule is provided in the case of a “qualified
conservation contribution.” Sec. 170(f)(3)(B)(iii).

Respondent does not challenge that the conservation easement was a “qualified conservation
contribution.” Instead, respondent contends that the value [*5] of the conservation easement was
overstated and therefore challenges the amount of the claimed charitable contribution deduction.2

I. Burden of Proof

We begin with the burden of proof. Deductions are a matter of legislative grace, and a taxpayer
bears the burden of proving he or she is entitled to any claimed deductions. INDOPCO, Inc. v.
Commissioner, 503 U.S. 79, 84 (1992). Moreover, the Commissioner’s determination of value is
normally presumed correct, and the taxpayer bears the burden of proving that the determination is
incorrect. See Rule 142(a); Welch v. Helvering, 290 U.S. 111, 115 (1933).

The burden of proof, however, on factual issues that affect the taxpayer’s tax liability may shift to



the Commissioner where the taxpayer complies with all requirements. Sec. 7491(a). Petitioner does
not argue section 7491(a) shifts the burden of proof to respondent. Nor do we find that petitioner
met the requirements of section 7491(a). Accordingly, petitioner bears the burden of proof.

[*6] II. Value of the Conservation Easement Placed on the

Ranch

We now consider the value of the conservation easement placed on the ranch. The amount of a
charitable contribution of a conservation easement is the fair market value of the conservation
easement when contributed. Sec. 1.170A-14(h)(3)(i), Income Tax Regs. The fair market value of a
conservation easement is ideally based on the sales prices of comparable easements. Sec. 1.170A-
14(h)(3), Income Tax Regs. Comparable sales are rarely available, however, because conservation
easements are typically granted by deed or gift rather than sold. Symington v. Commissioner, 87
T.C. 892, 895 (1986). As an alternative, the “before-and-after” approach is often used instead.
Stanley Works & Subs. v. Commissioner, 87 T.C. 389, 399 (1986). The fair market value of a
conservation easement under this approach equals the difference between the fair market value of
the easement-encumbered property before it is encumbered by the easement and after the easement
is established. Sec. 1.170A-14(h)(3)(i) and (ii), Income Tax Regs. The parties agree that there are no
sales of comparable easements and that the before-and-after method is the appropriate method to
use in valuing the conservation easement.

Fair market value is defined as the “price at which the property would change hands between a
willing buyer and a willing seller, neither being under any [*7] compulsion to buy or sell and both
having reasonable knowledge of relevant facts.” See sec. 1.170A-1(c)(2), Income Tax Regs. The fair
market value of property must be evaluated in view of the property’s highest and best use. Stanley
Works & Subs. v. Commissioner, 87 T.C. at 400; sec. 1.170A-14(h)(3)(ii), Income Tax Regs.

A. Highest and Best Use

Accordingly, we now consider the highest and best use of the ranch before and after petitioner
established the conservation easement. The highest and best use of the ranch is the highest and
most profitable use for which it is adaptable and needed or likely to be needed in the reasonably
near future. See Olson v. United States, 292 U.S. 246, 255 (1934); see also Hilborn v. Commissioner,
85 T.C. 677, 689 (1985). The highest and best use of property can be any realistic, objective
potential use of the property. Symington v. Commissioner, 87 T.C. at 896. A property’s highest and
best use is presumed to be the use to which the land is currently being put absent proof to the
contrary. See United States v. L.E. Cooke Co., Inc., 991 F.2d 336, 341 (6th Cir. 1993); Symington v.
Commissioner, 87 T.C. at 896. A proposed highest and best use different from the property’s current
use requires the taxpayer to demonstrate “closeness in time” and “reasonable probability” of the
proposed use. Hilborn v. Commissioner, 85 T.C. at 689. [*8] Subsequent events are generally not
considered in determining fair market value unless they were reasonably foreseeable on the
valuation date. Estate of Gilford v. Commissioner, 88 T.C. 38, 52 (1987). We consider existing
zoning, historic preservation and other laws and restrictions at the time contributed as well as
economic feasibility in evaluating whether a proposed use was reasonably probable and likely in the
near future. See, e.g., Losch v. Commissioner, T.C. Memo. 1988-230.

Petitioner presented reports and testimony of three expert witnesses to prove the highest and best
use of the ranch before and after he established the conservation easement.3 Petitioner’s expert
Mark Welch concluded that 287 acres of the ranch were suitable for vineyard use. Petitioner’s
expert Chris Bell concluded that the highest and best use of the ranch was vineyard use for 287 [*9]
acres of it and residential development use for the remaining acreage. Petitioner’s expert John



Lazaro concluded that the ranch’s highest and best use was for vineyard use and “subdivision.”4
Both Mr. Bell and Mr. Lazaro determined that recreational use was the highest and best use of the
ranch after petitioner established the conservation easement. Respondent did not call any expert
witnesses. Respondent relied on cross-examination instead. We agree with petitioner’s experts that
the ranch’s highest and best use was recreation after petitioner established the conservation
easement. We find, however, that petitioner failed to show that either residential development and
vineyard use, as Mr. Bell contends, or subdivision and vineyard use, as Mr. Lazaro contends, was the
highest and best use of the ranch before petitioner established the conservation easement. We
explain each reason we so find.

1. Vineyard Use

Petitioner failed to show that vineyard use was a legally permissible, physically possible and
economically feasible use of the ranch. See the Appraisal [*10] Foundation, Standards of
Professional Practice of the Appraisal Institute 154 (1997). More specifically, petitioner failed to
demonstrate that the ranch had the necessary legal access for vineyard use. Access to the ranch
required a right-of-way easement over Federal land. The Land Management Bureau granted
petitioner a right-of-way easement to access the ranch but restricted the easement to “single-family
use.” Petitioner failed to present evidence showing that it was likely in the near future that the Land
Management Bureau would modify the easement to allow access for vineyard use.

Second, petitioner failed to establish that the ranch possessed an adequate water supply for
vineyard use. Mr. Welch’s determination that there was sufficient water for vineyard use depended
on using water from Black Oak Springs Creek. A permit was required, however, to use or divert the
Black Oak Springs Creek water for private use. Petitioner lacked a permit. Respondent contends,
and petitioner fails to dispute, that petitioner could not have obtained the required permit. In
addition, petitioner failed to establish that he had the legal right to use water from other springs
that his expert identified as a potential water source. In any event, petitioner failed to show that
water from sources on the ranch other than Black Oak Springs was sufficient to support vineyard
use.

[*11] Third, petitioner failed to show there was demand for 287 acres of vineyard-suitable property
in Lake County. See, e.g., Hughes v. Commissioner, T.C. Memo. 2009-94. Mr. Welch and Mr. Bell
noted in their reports that other vineyards had been developed in the Lake County area. This does
not reveal, however, the demand or market conditions in Lake County for vineyard-suitable property
when the conservation easement was placed on the ranch. Moreover, petitioner failed to otherwise
introduce persuasive evidence, i.e., objective data and analysis, showing demand for 287 acres of
vineyard-suitable property.

Finally, petitioner failed to show that vineyard use was economically feasible. See, e.g., Losch v.
Commissioner, T.C. Memo. 1988-230. In this regard, the record is devoid of any study supported by
data and analysis showing that vineyard use of the ranch would be economically feasible. To be sure,
Mr. Welch estimated vineyard development on the ranch would cost $23,500 per acre. He failed,
however, to provide any data or analysis showing how he arrived at this number.

In conclusion, we find that petitioner failed to establish that vineyard use was reasonably probable in
the near future so as to affect the value of the ranch when the conservation easement was placed on
it.

[*12] 2. Residential Development

We now consider Mr. Bell’s contention that the ranch’s highest and best use was in part residential



development. Mr. Bell opined that the ranch could be subdivided into up to 22 parcels for residential
development. Mr. Bell failed to take into account, however, various legal restrictions prohibiting the
subdivision of the ranch for residential development.

The Williamson Act contract made the ranch subject to the Williamson Act at the time the
conservation easement was placed on the ranch. The Williamson Act’s purpose is to preserve
agricultural and open space land and to discourage premature urban development. Cal. Gov’t Code
sec. 51220. The Williamson Act accomplishes this by authorizing local governments to establish
agricultural preserves and then to enter into long-term land conservation contracts with landowners
within the preserves. Id. secs. 51230-51257.5.

These land conservation contracts limit the land to agricultural and compatible uses for 10 or more
years and may also include terms and conditions more restrictive than those the Williamson Act
requires. Id. secs. 51240, 51243, subd. (a). Each land conservation contract automatically renews for
an additional year absent notice of non-renewal by the landowner or local government. Id. secs.
51244-51246. A contract may be cancelled before it lapses on its own terms only [*13] if certain
stringent conditions are met. Id. secs. 51281-51285. The landowner receives preferential property
tax rates in return for accepting the restrictions on the development and use of the land. Id. secs.
51240-51244.

The record does not reflect that petitioner or Lake County had given notice of non-renewal with
respect to the Williamson Act contract before petitioner established the conservation easement.
Additionally, petitioner did not argue or otherwise show that the Williamson Act contract could be
cancelled. Accordingly, we consider whether residential development of the ranch would violate the
Williamson Act and the Williamson Act contract.

The Williamson Act expressly prohibits the subdivision of land it governs except for transfers to
immediate family members and for purposes of agricultural laborer housing. Id. secs. 51230.1,
51230.2. The Williamson Act also prohibits the land it governs from being used as a residential
subdivision. Id. sec. 51238.1(a), (c)(4). More generally, the subdivision or use of land the Williamson
Act governs for residential development purposes is antithetical to the act’s purpose, which is to
preserve agricultural and open space land and to prevent its conversion to urban uses. See id. sec.
51220; see also Sierra Club v. City of Hayward, 623 P.2d 180, 186 (Cal. 1981). Thus, residential
development of the ranch would have violated the Williamson Act.

[*14] Petitioner also failed to show that residential development would not violate the Williamson Act
contract. As previously mentioned, a land conservation contract entered into in accordance with the
Williamson Act may restrict the use of a property to a greater extent than that provided in the
Williamson Act. Cal. Gov’t Code secs. 51240, 51243, subd. (a). The Williamson Act contract was not
introduced into evidence. Accordingly, petitioner failed to show that the Williamson Act contract
permitted the residential development of the ranch (or vineyard use).5

Subdividing land subject to the Williamson Act for residential development purposes is also
prohibited by section 66474.4(a) of the Subdivision Map Act.

[*15] Cal. Gov’t Code. sec. 66410 (West 2009).6 That section was amended to require local
governments to deny the approval of a tentative map or parcel map for land governed by the
Williamson Act in two situations. 1999 Cal. Legis. Serv. ch. 1018 (S.B. 985) (West). The first
situation is where parcels following a subdivision of such land would be too small to sustain their
agricultural use. Id. The second situation is where the subdivision of land would “result in residential
development not incidental to the commercial agricultural use of the land.”7 Id. Additionally,
legislative history to the amendment states that it was intended to clarify “that a landowner’s right



to subdivide is subject to the Williamson Act * * * and that, therefore, the subdivision of enrolled
lands for residential purposes is prohibited by both the Williamson Act and Section 66474.4 of the
[California] Government Code”. Id.

[*16] We find that petitioner failed to establish that subdividing the ranch for residential
development was a probable use of the ranch in the near future at the time petitioner established
the conservation easement.

3. Subdivision

Mr. Lazaro concluded that subdivision was in part the ranch’s highest and best use but did not
specify a purpose or use for which the ranch would be subdivided. Like Mr. Bell, Mr. Lazaro failed to
take into account that the Williamson Act prohibits subdivision of land except for two narrow
exceptions requiring stringent conditions be met. Cal. Gov’t Code secs. 51230.1, 51230.2.
Additionally, it is unclear whether the Williamson Act contract would allow the ranch to be
subdivided. As discussed, the Williamson Act contract is not in the record and it could have
contained more restrictive terms on subdivision than the Williamson Act.8 Accordingly, petitioner
failed to show that “subdivision” was a reasonably probable use of the ranch in the near future and
therefore was not, in part, its highest and best use before he established the conservation easement.

We ultimately find that petitioner failed to show that the before and after highest and best use of the
ranch differed.

[*17] B. Before-and-After Analysis

We now consider the fair market value of the ranch. Petitioner contends that the ranch’s fair market
value after he established the conservation easement was less than its fair market value before he
established the conservation easement. Petitioner’s contention is predicated on the ranch’s losing its
potential highest and best uses; i.e., residential development and vineyard use as Mr. Bell contends
or subdivision and vineyard use as Mr. Lazaro contends. Because we found that petitioner failed to
prove that the ranch’s before and after highest and best use differed, it follows that petitioner also
failed to show that the conservation easement diminished the ranch’s after fair market value. Thus,
petitioner failed to show that the conservation easement had any value. We hold therefore that
petitioner is not entitled to the claimed charitable contribution carryover deductions for the years at
issue.

III. Accuracy-Related Penalty

Respondent determined a 40% gross valuation misstatement penalty for each year at issue. A
taxpayer may be liable for a 40% penalty on that portion of an underpayment of tax that is
attributable to one or more gross valuation misstatements. Sec. 6662(h). A gross valuation
misstatement exists if the value or adjusted basis of any property claimed on a tax return is 400% or
more of the [*18] amount determined to be the correct amount of such value or adjusted basis.9 Sec.
6662(h)(2)(A)(i). The value or adjusted basis of any property claimed on a tax return that is
determined to have a correct value or adjusted basis of zero is considered to be 400% or more of the
correct amount. Sec. 1.6662-5(g), Income Tax Regs.

Respondent bears the burden of production on the applicability of the accuracy-related penalty in
that he must come forward with sufficient evidence indicating that it is proper to impose the penalty.
See sec. 7491(c); see also Higbee v. Commissioner, 116 T.C. 438, 446 (2001). Petitioner claimed a
$4,691,500 charitable contribution deduction on his 2005 tax return for the fair market value of the
conservation easement conveyed to Golden State. The actual fair market of value of the conservation



easement, as we previously determined, was zero. Petitioner therefore claimed a value that was
400% or more of the correct amount. We conclude that respondent has met his burden of
production.

[*19] A taxpayer generally is not liable for an accuracy-related penalty if the taxpayer acted with
reasonable cause and in good faith with respect to any portion of the underpayment. Sec. 6664(c)(1);
sec. 1.6664-4(a), Income Tax Regs. The reasonable cause exception does not apply, however, in the
case of a gross valuation overstatement with respect to property for which a charitable contribution
deduction was claimed under section 170. Sec. 6664(c)(3). Accordingly, we find that petitioner is
liable for the gross valuation misstatement penalty for the underpayments for the years at issue.

We have considered all the arguments of the parties, and, to the extent we have not addressed them,
we find them to be irrelevant, moot or meritless.

To reflect the foregoing,

Decision will be entered for respondent.

FOOTNOTES

1 All section references are to the Internal Revenue Code in effect for the years at issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure, unless otherwise indicated.

2 Respondent also asserts that petitioner did not meet certain substantiation requirements. In
particular, he asserts that petitioner did not acquire a “contemporaneous written acknowledgment”
from the donee organization or a “qualified appraisal” as required. See sec. 170(f)(8)(A); sec.
1.170A-13(c), Income Tax Regs. We need not address these grounds for disallowing the claimed
charitable contribution deduction, nor do we, because of our holding below that petitioner failed to
establish that the conservation easement had any value.

3 As the trier of fact, the Court must weigh the evidence the experts presented in light of their
demonstrated qualifications in addition to all other credible evidence. Estate of Christ v.
Commissioner, 480 F.2d 171, 174 (9th Cir. 1973), aff’g 54 T.C. 493 (1970). We are not bound by the
opinion of any expert witness, especially when that opinion is contrary to our judgment. Estate of
Kreis v. Commissioner, 227 F.2d 753, 755 (6th Cir. 1955), aff’g T.C. Memo. 1954-139; Chiu v.
Commissioner, 84 T.C. 722, 734 (1985). Rather, we may accept or reject expert testimony as we find
appropriate in our best judgment. Helvering v. Nat’l Grocery Co., 304 U.S. 282, 294-295 (1938);
Seagate Tech., Inc. & Consol. Subs. v. Commissioner, 102 T.C. 149, 186 (1994). Moreover, even if
we accept the general methodology of an expert witness, we may reject that expert’s ultimate
conclusion if not supported in the record. Owensby & Kritikos, Inc. v. Commissioner, 819 F.2d 1315,
1331 (5th Cir. 1987), aff’g T.C. Memo. 1985-267.

4 We note that we give little to no weight to Mr. Lazaro’s report and testimony because petitioner
failed to establish that he was qualified to appraise real estate. Although Mr. Lazaro has been a real
estate broker for a number of years, he does not hold an appraisal designation from a recognized
professional appraiser organization. Additionally, the record does not reflect that Mr. Lazaro has any
formal training or education in appraising real estate or that he regularly performs real estate
appraisals.

5 We note that where a party who has the burden of proof fails to introduce evidence within his
control and which, if true, would be favorable to him, it gives rise to a presumption that, if produced,
the evidence would be unfavorable. Wichita Terminal Elevator Co. v. Commissioner, 6 T.C. 1158,



1165 (1946), aff’d, 162 F.2d 513 (10th Cir. 1947). Wichita Terminal does not apply, however, where
the evidence is equally available to both parties. Kean v. Commissioner, 469 F.2d 1183, 1187 (9th
Cir. 1972), aff’g on this issue, rev’g on another issue 51 T.C. 337 (1968); Dang v. Commissioner, T.C.
Memo. 2002-117. The record reflects that the Williamson Act contract is a public record and thus
was equally available to respondent. Accordingly, we do not draw an adverse inference from
petitioner’s failure to introduce it into evidence. On the other hand, the Court cannot determine that
petitioner’s proposed residential development use of the ranch complies with the Williamson Act
contract.

6 The Subdivision Map Act, Cal. Gov’t Code sec. 66410 (West 2009), governs the procedure for
subdividing land. A tentative and a final map are required for all subdivisions dividing land into five
or more parcels. Id. sec. 66426.

7 Petitioner does not claim nor has he shown that any proposed residential development would be
incidental to the commercial or agriculture use of the ranch.

8 See supra note 7.

9 We note that for returns filed after Aug. 17, 2006, the applicable percentage in sec.
6662(h)(2)(A)(i) was changed from 400% to 200%. See Pension Protection Act of 2006, Pub. L. No.
109-280, sec. 1219(a)(2)(A), 120 Stat. at 1083. The change in percentage does not, however, affect
our analysis because the penalty for a gross valuation misstatement applies to any portion of an
underpayment for the year to which a deduction is carried that is attributable to a gross valuation
misstatement for the year in which the carryover of the deduction arises. Sec. 1.6662-5(c), Income
Tax Regs.
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Corporation = * * *

Counties = * * *

State = * * *

Foundation = * * *

Date = * * *

Date1 = * * *

Dear * * *:

This letter supersedes our letter dated November 19, 2012, which was in reply to your letter of Date,
requesting a ruling that you and Corporation may be treated as a single entity and that funds
created within either Foundation or Corporation that otherwise meet the requirements of Treas.
Reg. § 1.170A-9(f)(11) (2011) will be treated as component parts of a single entity community trust.

FACTS

You are a community trust created in Date1 to serve the charitable needs of the Counties. You have
historically operated as a community trust. You have been recognized as an organization exempt
under I.R.C. § 501(c)(3). You are organized pursuant to a Resolution and Declaration of Trust (“trust
document”).

According to the trust document, you are organized for the purpose of accepting gifts, grants,
bequests or devises to be held in trust, the principal or income available for distribution for any
charitable, religious, educational, literary, scientific or public welfare to any charitable organization.
Your current trustees are certain banks located in Counties.

You have a distribution committee that is composed of representatives of the Counties. Your
distribution committee is the board of directors of the Corporation. The distribution committee and
the trustee have determined that reorganizing your organization into a joint corporate/trust
structure will allow you to attract more contributions and advance your charitable mission.

Accordingly, your distribution committee and trustees formed Corporation, a State nonprofit
corporation. The Corporation is operated exclusively for religious, charitable, scientific, literary and
educational purposes and to support your charitable activities.

Corporation’s original Articles of Incorporation and Bylaws stated that its purpose is to receive
money and other property by gift, administer funds, and make distributions for charitable purposes
for the benefit of the residents of the Counties. It has been described to the local community as your
affiliate since its inception.

According to your trust document and the bylaws of the Corporation all gifts, devises and bequests
of property are made subject to the terms and conditions of these documents.

Your trust document and organizing documents of the Corporation require that both organizations
be subject to a common governing body. Specifically, the board of directors of the Corporation
serves as the distribution committee of the trust, thus giving the distribution committee control over
the Corporation.



Your trust document and Corporation’s organizing documents state that all gifts, devises and
bequests of property are made subject to the terms and conditions of the resolution. Your
distribution committee and board of directors of the Corporation each have the responsibility to
ensure that the application and distribution of funds are made exclusively for one or more of your
charitable purposes.

Further, your trust document and Corporation’s organizing documents each give their boards of
directors the power to modify conditions or restrictions concerning the distributions of income and
principal for charitable purposes and to remove any trustee that has breached its fiduciary duty or
failed to produce a reasonable return of net income.

RULING REQUESTED

You and Corporation may be treated as a single entity; funds of either organization which otherwise
meet the requirements of Treas. Reg. § 1.170A-9(f)(11)(ii) should be treated as component parts of a
single community trust; that by virtue of the combination of you and Corporation as component parts
of a single community trust, the Corporation is included under and takes on all the entitlements of
your status as a tax exempt organization under I.R.C. § 501(c)(3); and that you and Corporation as a
single community trust, may operate and file a single Form 990 Return of Organization Exempt
From Income Tax Return under your E.I.N.

LAW

I.R.C. § 6033 describes the general filing requirements for exempt organizations and in particular
specifies certain information required by § 501(c)(3) organizations, in § 6033(b).

Treas. Reg. § 1.170A-9(f)(11)(i) states that any organization that meets the requirements in Treas.
Reg. § 1.170A-9(f)(11)(iii) through (vi) will be treated as a single entity, rather than as an
aggregation of separate funds. In addition, all funds associated with such organization (whether a
trust, not-for-profit corporation, unincorporated association, or a combination thereof), which meet
the requirements of Treas. Reg. § 1.170A-9(f)(11)(ii), will be treated as component parts of such
organization.

Treas. Reg. 1 170A-9(f)(11)(ii) provides that, to be treated as a component part of a community trust
referred to in paragraph (f)(11)(i) of this section, a trust or fund: (A) must be created by gift,
bequest, legacy, devise, or other transfer to a community trust which is treated as a single entity
under Treas. Reg. § 1.170A-9(f)(11); and (B) may not be directly or indirectly subjected by the
transferor to any material restriction or condition with respect to the transferred assets.

Treas. Reg.§ 1.170A-9(f)(11)(iii) provides that the organization must be commonly known as a
community trust, fund, foundation or other similar name conveying the concept of a capital or
endowment fund to support charitable activities in the community or area it serves.

Treas. Reg. § 1.170A-9(f)(11)(iv) provides that all funds of the organization must be subject to a
common governing instrument or a master trust or agency agreement, which may be embodied in a
single document or several documents containing common language. In addition, if a community
trust adopts a new governing instrument (or creates a corporation) to put into effect new provisions
(applying to future transfers to the community trust), the adoption of such new governing
instrument (or creation of a corporation with a governing instrument) which contains common
language with the existing governing instrument shall not preclude the community trust from
meeting the requirements of this paragraph.



Treas. Reg. § 1.170A-9(f)(11)(v) provides: (A) that the organization must have a common governing
body or distribution committee, which either directs or monitors the distribution of all the funds
exclusively for charitable purposes. In addition, the governing body must have the power in the
governing instrument, or other applicable document: (B)(1) to modify any restriction or condition on
the distributions of funds for any specified charitable purposes or to specified organizations if in the
sole judgment of the governing body, such restriction or condition becomes, in effect, unnecessary,
incapable of fulfillment, or inconsistent with the charitable needs of the community or area served;
(B)(2) to replace any participating trustee, custodian, or agent for breach of fiduciary duty under
state law; and (B)(3) to replace any participating trustee, custodian, or agent for failure to produce a
reasonable return of net income over a reasonable period of time.

Treas. Reg. § 1.170A-9(f)(11)(v)(E) provides that the governing body must commit itself to exercise
these powers in the best interests of the community trust.

Treas. Reg. § 1.170A-9(f)(11)(v)(F) provides that the governing body must commit itself to obtain
information and take other appropriate steps with the view to seeing that each participating trustee,
custodian or agent, with respect to each restricted trust or fund that is, and with respect to the
aggregate of the unrestricted trusts or funds that are, a component part of the community trust,
administers such trust or fund in accordance with the terms of its governing instrument and
accepted standards of fiduciary conduct to produce a reasonable return of net income, with due
regard to safety of principal, in furtherance of the exempt purposes of the community trust.

Treas. Reg. § 1.170A-9(f)(11)(vi) provides that the organization must prepare periodic financial
reports treating all of the funds held by the community trust, either directly or in component parts,
as funds of the organization.

Treas. Reg. § 1.170A-9(f)(12)(i) indicates, that those entities which fail to qualify as component parts
of a community trust will be treated as a separate entity for purposes of Subchapter A of Chapter 61
of Subtitle F . . . I.R.C. § 6033 if the Form 990 filed annually by the community trust included
financial information with respect to such fund and treated such fund in the same manner as other
component parts. They will be treated as the entity’s separate returns and the first such return filed
by the community trust will be treated as the notification required of the separate entity for
purposes of § 508(a).

ANALYSIS

Treas. Reg. § 1.170A-9(f)(11)(i) states, in part, that any organization that meets the four
requirements in Treas. Reg. § 1.170A-9(f)(11)(iii) through (vi) will be treated as a single entity,
rather than as an aggregation of separate funds.

You have been established under the name Foundation for nearly a century. You and Corporation are
both named for the community they serve and are commonly known in the community as endowment
funds that support charitable activity in that community. Therefore, you meet the requirement of
Treas. Reg. § 1.170A-9(f)(11)(iii).

Your trust document and the Corporation’s organizing documents state that all gifts, devises and
bequests of property are made subject to the terms and conditions of these documents. Therefore,
all the donor funds will be subject to a common governing instrument or a master trust or agency
agreement, which may be embodied in several documents containing common language, within the
meaning of Treas. Reg. § 1.170A-9(f)(11)(iv). Accordingly, you meet this requirement.

Your trust document and the organizing documents of the Corporation each state that your



distribution committee and Board of Directors of the Corporation, which are required to be the same
people, have the responsibility to ensure that the application and distribution of funds are made
exclusively for one or more of your charitable purposes. Thus, you satisfy the requirement of Treas.
Reg. § 1.170A-9(f)(11)(v) that a common governing body monitor the distribution of all funds for
charitable purposes.

Your trust document and the organizing documents of the Corporation each give their boards of
directors the power to modify conditions or restrictions concerning the distributions of income and
principal for charitable purposes and to remove any trustee that has breached its fiduciary duty or
for failure to produce a reasonable return of net income. Therefore, you meet the requirement of
Treas. Reg.§ 1.170A-9(f)(11)(v).

Your trust document and the organizing documents of the Corporation require that each
organization prepare annual reports. You have continuously prepared such reports in which you
treated your component funds as your funds. Similarly, you expect to report the funds and assets of
Corporation as part of a single entity. Therefore, both you and Corporation meet this requirement of
Treas. Reg. § 1.170A-9(f)(11)(vi).

Although you and Corporation will continue to be legally separate entities, you will be treated as a
single entity rather than as an aggregation of separate funds for federal tax law purposes because
you meet the requirements described in Treas. Reg. §§ 1.170A-9(f)(11)(iii) through (vi), as required
by Treas. Reg. § 1.170A-9(f)(11)(i),

Once a single entity is identified, the component part provisions of the regulations determine
whether a particular fund or trust may be considered part of the single entity. All funds associated
with an organization (whether a trust, non-for-profit corporation, unincorporated association or a
combination) that are treated as a single entity, and which meet the requirements of Treas. Reg. §
1.170A-9(f)(11)(ii), will be treated as component parts of such organization. Treas. Reg. § 1.170A-
9(f)(11)(i).

RULING

Based on your facts and representations:

You and Corporation will be treated as a single entity under Treas. Reg. § 1.170A-9(f)(11)(i). In
addition, funds of either such organization which otherwise meet the requirements under Treas.
Reg. § 1.170A-9(f)(11)(ii), should be treated as a component parts of a single entity community trust;
that by virtue of the combination of you and Corporation as component parts of a single entity
community trust, Corporation is included under and takes on all the entitlements of your status as a
tax exempt organization under I.R.C. § 501(c)(3); and that you and Corporation as a single entity
community trust, operate and file returns under your E.I.N. listed in the heading of this letter.

This ruling will be made available for public inspection under I.R.C. § 6110 after certain deletions of
identifying information are made. For details, see enclosed Notice 437, Notice of Intention to
Disclose. A copy of this ruling with deletions that we intend to make available for public inspection is
attached to Notice 437. If you disagree with our proposed deletions, you should follow the
instructions in Notice 437.

This ruling is directed only to the organization that requested it. I.R.C. § 6110(k)(3) provides that it
may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be



no material changes in these facts. This ruling does not address the applicability of any section of
the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning your federal income tax status, this ruling should
be kept in your permanent records.

If you have any questions about this ruling, please contact the person whose name and telephone
number are shown in the heading of this letter.

In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.

Sincerely,

Ronald Shoemaker

Manager, Exempt Organizations

Technical Group 2

IRS LTR: Multi-Employer Plan With One Non-Church Member Can't Qualify as
Church Plan.

Citations: LTR 201323042

The IRS ruled that a multi-employer plan that included at least one employer that was not a tax-
exempt church cannot qualify as a church plan under section 414(e) nor can a subsequent plan, as a
continuation of the original plan, qualify as a church plan.

U.I.L 414.08-00

Date: March 12, 2013

Refer Reply To: T:EP:RA:T3

LEGEND:
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Plan Y = * * *

State S = * * *

Dear * * *:

This is in response to correspondence dated March 11, 2005, as supplemented by correspondence
dated October 24, 2005, November 23, 2011, February 3, 2012, February 15, 2012, April 24, 2012,
May 11, 2012, and May 24, 2012, submitted by you on behalf of Organization A, concerning whether
Plan X qualifies as a church plan under section 414(e) of the Internal Revenue Code (“Code”).

The following facts and representations have been submitted under penalty of perjury in support of
the rulings requested:

Organization A is a tax-exempt entity under section 501(c)(3) of the Code. Its principal offices are
located in State S. Church B is a church for purposes of determining church plan status. Constitution
C mandates that Organization A meet Church B’s requirements for its affiliate organizations.

Board D consists solely of individuals ratified by State S synods of Church B. Board D has the power
to adopt resolutions, appoint and remove Organization A’s president, approve Organization A’s
budget, and designate committees to act on behalf of the board.

Constitution C declares Organization A’s affiliation with Church B. Church B plays a significant role
in governance of Organization A. In addition to Church B’s role in the selection of Board D,
Organization A’s executive committee includes the bishop of the three State S synods of Church B.
These synods of Church B provide financial support to Organization A. Organization A is included in
a directory of Church B’s ministries. Services provided by Organization A are provided as part of the
social ministry of Church B.

Organization A has been recognized as an affiliated organization of Church B by annual filings with
the Internal Revenue Service (“Service”) and is covered under a group ruling issued to Church B.

Organization A adopted Plan X for the benefit of its eligible employees on January 1, 1966. Plan X is
a tax-qualified plan under section 401(a) of the Code. It is represented that Plan X does not benefit
any Organization A employees engaged in unrelated trade or businesses. Plan X allows various tax-
exempt organizations to sponsor Plan X for the benefit of their employees.

The Preamble of Plan X states that Plan X is for the exclusive benefit of the employees (and their
beneficiaries) of the plan sponsor and participating agencies, originally effective as of July 1, 1970.

Section 1.1 of Plan X is the definitions section of Plan X. Section 1.1(r) of Plan X states that an
“Employer” means the Lead Sponsor and any health or welfare agency that is exempt from taxation
under Section 501(c)(3) or 501(c)(4) of the Code which has adopted the Plan as may be provided
under Article XV. Section 1.1(kk) defines the “Lead Sponsor” as Organization E and any successor
thereto.

Section 15.1 of Plan X states that any health or welfare agency that is exempt from taxation under
section 501(c)(3) or 501(c)(4) of the Code that is not an Employer may, with the consent of the Lead
Sponsor, adopt and sponsor the Plan for the benefit of its Employees and become an Employer
hereunder by causing an appropriate written instrument evidencing such adoption to be executed in
accordance with the requirements of its organizational authority.

Section 16.1 of Plan X states that the Lead Sponsor reserves the right at any time and from time to



time, by means of a written instrument executed in the name of the Lead Sponsor by its duly
authorized representatives, to amend or modify the Plan and, to the extent provided therein, to
amend or modify the funding agreement.

Section 16.2 of Plan X states that if an Employer should disagree with any general amendment made
to the Plan by the Lead Sponsor, the Employer shall have 60 days following such amendment in
which to notify the Lead Sponsor of its disagreement and its intention either to terminate the Plan
with respect to its Employees, as provided in section 16.4, or to withdraw from the Plan and set up
its own plan with its own funding arrangement, as provided in section 16.13.

Section 16.3 of Plan X states that the Lead Sponsor reserves the right, by means of a written
instrument executed in the name of the Lead Sponsor by its duly authorized representatives, at any
time to terminate the Plan. In the event that Lead Sponsor terminates the Plan, each Employer
under the Plan must elect either to terminate the Plan with respect to its Employees and proceed as
provided in Section 16.4 or to set up its own plan with its own funding arrangement.

Section 16.4 of Plan X states that each employer may, by action of its board of directors or other
governing body, elect to terminate the Plan solely with respect to its own Employees and
Participants. Except as otherwise provided in section 16.2 or 16.3, such termination may be
effectuated only on January 1, or July 1 of any year, and only after the Employer has given the Lead
Sponsor at least three months advance notice of its intent to terminate.

On May 11, 2012, your representative sent a letter that included the most recent determination
letter for Plan X, the Eighteenth Amendment to the prior plan document, and the current plan
document. The Eighteenth Amendment is effective January 1, 1997, and states in relevant part that
Plan X is a collection of single employer plans maintained for the exclusive benefit of eligible
employers of health or welfare agencies exempt from taxation under section 501(c)(3) or 501(c)(4) of
the Code that, with the consent of the Lead Sponsor, adopt and sponsor Plan X for the benefit of
their respective employees and their beneficiaries. These employers are set forth on the Schedule of
Adopting Employers that immediately precedes Appendix A of Plan X.

The Eighteenth Amendment goes on to state that each adopting employer: (1) maintains a separate
single employer plan only with respect to its own respective employees; (2) makes contributions to
fund the benefits only of its own employees, which assets are separately accounted for in Pension
Fund sub-accounts segregated from any and all other adopting employers’ contributions; and (3) has
received a separate favorable determination from the Service on the tax-qualified status of its plan.

Prior to March 15, 2005, Board D appointed Committee F to handle functions of Plan X. Committee F
consists of members appointed by Board D. Committee F was charged with various tasks related to
the funding and administration of Plan X. However, the administration or funding of Plan X was not
the principal purpose or function of Committee F.

Effective March 15, 2005, pursuant to a resolution adopted on March 15, 2005 by Board D, Board D
appointed Committee G. Committee G consists of three Board D members and two vice-presidents of
Organization A. Board D members constitute the majority of Committee G. The principal purpose
and function of Committee G is the administration and funding of Plan X. Committee G is responsible
for determining which benefits are offered to employees of Organization A, determining how to best
provide such benefits, determining the level of benefits provided to the employees of Organization A
and establishing funding policies for Plan X.

Effective January 1, 2010, Plan X, as adopted by Organization A, was restated and renamed Plan Y.



On January 12, 2012, Plan Y filed a statement as part of its amended 2007 Form 5500 filing, electing
ERISA coverage pursuant to section 410(d) of the Code, effective January 1, 2007.

In accordance with Revenue Procedure 2011-44, Notice to Employees with reference to Plan X was
provided on November 22, 2011. This notice adequately explained to participants of Plan X the
consequences of church plan status.

Based on the above facts and representations, you request a ruling that Plan X is a church plan
within the meaning of section 414(e) of the Code effective March 15, 2005, and for all prior years of
the Plan’s operation.

Section 414(e) was added to the Code by section 1015 of ERISA. Section 1017(e) of ERISA provided
that section 414(e) applied as of the date of ERISA’s enactment. However, section 414(e) was
subsequently amended by section 407(b) of the Multiemployer Pension Plan Amendments Act of
1980, Pub. Law 96-364, to provide that section 414(e) was effective as of January 1, 1974.

Section 414(e)(1) of the Code generally defines a church plan as a plan established and maintained
for its employees (or their beneficiaries) by a church or a convention or association of churches
which is exempt from taxation under section 501 of the Code.

Section 414(e)(2) of the Code provides, in part, that the term “church plan” does not include a plan
that is established and maintained primarily for the benefit of employees (or their beneficiaries) of
such church or convention or association of churches who are employed in connection with one or
more unrelated trades or businesses (within the meaning of section 513 of the Code); or if less than
substantially all of the individuals included in the plan are individuals described in section 414(e)(1)
of the Code or section 414(e)(3)(B) of the Code (or their beneficiaries).

Section 414(e)(3)(A) of the Code provides that a plan established and maintained for its employees
(or their beneficiaries) by a church or a convention or association of churches includes a plan
maintained by an organization, whether a civil law corporation or otherwise, the principal purpose
or function of which is the administration or funding of a plan or program for the provision of
retirement benefits or welfare benefits, or both, for the employees of a church or a convention or
association churches, if such organization is controlled by or associated with a church or a
convention or association of churches.

Section 414(e)(3)(B) of the Code generally defines “employee” of a church or a convention or
association of churches to include a duly ordained, commissioned, or licensed minister of a church in
the exercise of his or her ministry, regardless of the source of his or her compensation, and an
employee of an organization, whether a civil law corporation or otherwise, which is exempt from tax
under section 501 of the Code, and which is controlled by or associated with a church or a
convention or association of churches.

Section 414(e)(3)(C) of the Code provides that a church or a convention or association of churches
which is exempt from tax under section 501 of the Code shall be deemed the employer of any
individual included as an employee under subparagraph (B).

Section 414(e)(3)(D) of the Code provides that an organization, whether a civil law corporation or
otherwise, is associated with a church or a convention or association of churches if it shares
common religious bonds and convictions with that church or convention or association of churches.

Section 1.414(e)-1(c) of the Federal Income Tax Regulations (“Regulations”) states that the term
church plan does not include a plan which, during the plan year, is maintained by two or more



employers unless each of the employers is a church that is exempt from tax under section 501(a) of
the Code. The Regulations also state that the employees of each employer must not be employed by
an unrelated trade or business.

Based on the language of Plan X described above, Plan X was a multiple employer plan when it was
established and was a multiple employer plan until January 1, 1997, when the Eighteenth
Amendment to Plan X provided that Plan X is a collection of single employer plans. Thus, effective
January 1, 1997, Plan X is no longer a multiple employer plan, but it cannot become a church plan,
because it was not established as a church plan. In addition the Plan, in its current form, Plan Y,
cannot be a church plan, because it is merely a continuation of Plan X.

Since Plan X was a multiple employer plan, not all of whose participating employers were church
plans when established, it failed to satisfy section 1.414(e)-1(c) of the Regulations which states that
the term church plan does not include a plan which, during the plan year, is maintained by two or
more employers unless each of the employers is a church that is exempt from tax under section
501(a).

There is at least one employer that had employees that participated in Plan X that was not a church
that is exempt from tax under section 501(a). Therefore, we find that neither Plan X nor Plan Y, as a
continuation of Plan X, is or can become a church plan.

This letter expresses no opinion as to whether Plan X satisfies the requirements of section 401(a) of
the Code.

No opinion is expressed as to the tax treatment of the transaction described herein under the
provisions of any other section of either the Code or regulations which may be applicable thereto.

This letter is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides
that it may not be used or cited as precedent.

A copy of this letter has been sent to your authorized representative in accordance with a power of
attorney on file in this office.

If you have any questions regarding this letter, please contact * * *. Please address all
correspondence to SE:T:EP:RA:T3.

Sincerely yours,

Laura B. Warshawsky, Manager

Employee Plans Technical Group 3

Enclosures:

Deleted copy of ruling letter

Notice of Intention to Disclose

IRS LTR: IRS Rules on Status of Church Plan, Grantor Trust.

Citations: LTR 201323043

https://bondcasebriefs.com/2013/06/11/tax/irs-ltr-irs-rules-on-status-of-church-plan-grantor-trust/


The IRS determined that a plan providing employees and former employees health and life insurance
benefits is a church plan, that the trust funding the insurance premium payments is a grantor trust
and is not a welfare benefit fund, and that contributions to or premiums paid by the trust are not
includable in participants’ gross income.

U.I.L: 414.08-00

Date: March 15, 2013

Refer Reply To: T:EP:RA:T2

LEGEND:

Convention B = * * *

Association C = * * *

State A = * * *

Board R = * * *

Denomination D = * * *

Local Denomination D Associations = * * *

Denomination D Associations = * * *

Union W = * * *

Brotherhood P = * * *

Policy J = * * *

Convention G = * * *

Committee O = * * *

Committee N = * * *

Board D = * * *

Plan X = * * *

Resolution H = * * *

Committee U = * * *

Trust T = * * *

Foundation F = * * *

Dear * * *:

This letter is in response to your letter dated December 11, 2003, as supplemented by
correspondence dated December 13, 2004, July 8, 2005, August 2, 2005, September 27, 2005,



December 1, 2005, November 29, 2006, December 18, 2006, March 1, 2007, and February 23, 2012,
submitted on your behalf by your authorized representative regarding the church plan status of Plan
X within the meaning of section 414(e) of the Internal Revenue Code (Code). In addition, you have
requested rulings under sections 79, 83, 106, 402(b), 419, and 671 of the Code and section
301.7701-4(a) of the Procedure and Administration Regulations (P&A Regulations).

The following facts and representations have been submitted on your behalf:

Convention B was originally incorporated pursuant to State A statutes under the name of Association
C in 1852. Association C’s name was changed to Convention B on December 20, 19* * * Article I of
Convention B’s Amended and Restated Articles of Incorporation provides that Convention B
constitutes a body corporate and shall have the full power to institute, pursue, adopt, and carry into
effect such measures as to them may be thought best for the promotion of morality, benevolence,
and religion, not inconsistent with the laws of State A. Convention B is comprised of and offers
services to Denomination D churches across State A. The Local Denomination D Associations are
comprised of and offer services to most of the same Denomination D churches but in a regional area
of State A. Denomination D member churches of Convention B are also typically members of their
Local Denomination D Associations.

Both Convention B and the Local Denomination D Associations have the general purpose of assisting
Denomination D member churches in carrying out their mission of evangelism, missions, and
ministries and work closely together to promote those ends. The Local Denomination D Associations
receive grants and missionary assistance funding from Convention B. Convention B and the Local
Denomination D Associations maintain collaborative efforts in training and participation in
evangelism/missions and ministries/church development and leadership development and the
promotion of the unity and fellowship among and between Denomination D member churches.

Convention B staff often serves as consultants with the local Denomination D associations in helping
them with their needs and to develop strategies to meet their perceived needs. As a result of such
planning, specific training events are planned and implemented locally, regionally and statewide in
which the staff of Convention B and Local Denomination D Associations participate. The consulting
work is done on-site, per e-mail, letters or phone calls as needed. The Local Denomination D
Association leadership in collaboration with the staff of Convention B negotiate dates, resources,
personalities, locations, funding, promotion and other logistics, needed to make such training
effective and efficient for mutually desired outcomes in evangelism, missions, ministries and church
and leadership development.

Article II of Convention B’s Amended and Restated Articles of Incorporation provide that it shall be a
medium through which the Denomination D churches, in their sovereign capacity, can work together
in promoting all denominational enterprises which they deem necessary in carrying out the Great
Commission. Article II further provides that Convention B shall not carry on any activities not
permitted to be carried on by a corporation exempt from federal income tax under section 501(c)(3)
of the Code.

Convention B receives its funding from the various Denomination D churches throughout State A
which are affiliated with and/or working in cooperation with Convention B. It is represented that
Denomination D churches that comprise the membership of Convention B are churches as defined in
section 414(e)(1) of the Code and are treated as organizations described in section 501(c)(3) of the
Code. It is also represented that the Local Denomination D Associations are organizations described
in section 501(c)(3) of the Code.

Article III of Convention B’s Amended and Restated Articles of Incorporation provides, in general,



that Convention B shall have full power to admit, elect, or appoint its members and officers, to select
such times and places for its meetings, and the transaction of its business, and to make such bylaws,
rules, and ordinances for its own government. Article III further provides that Convention B shall
elect a board of directors to be known as the Executive Board (now called Board R), which shall have
charge of the work of Convention B between the meetings, and which shall appoint all officers and
agencies that may be required in its work.

Article IV of Convention B’s Amended and Restated Articles of Incorporation provides that upon
dissolution of Convention B, Board R shall, after paying or making provision for the payment of all
liabilities of Convention B, dispose of all of the assets of Convention B exclusively for one or more
exempt purposes consistent with the purposes of Convention B.

Convention B’s Constitution provides that the membership of Convention B shall consist of
messengers from cooperating affiliated Denomination D churches.

Article IV of Convention B’s Constitution provides that on the occasion of the annual meeting, the
messengers of cooperating Denomination D churches of Convention B shall elect by ballot, a
president, a first and second vice president, a secretary and one assistant secretary. The President
and the Vice President and Secretaries of Convention B shall be the officers of Board R. Board R
members must be members of a Denomination D church for at least one year prior to nomination or
appointment.

Article VII of Convention B’s Constitution provides, in general, that Board R shall consist of members
from each cooperating Denomination D District Association, plus eight at-large members from the
geographical regions of State A.

The eight at-large members shall be elected from any cooperating affiliated Denomination D church.
These members shall be nominated by Committee O of Convention B. Committee O is one of the
governing committees of Convention B.

Members of Board R are elected by Convention B. Any vacancies on Board R not filled at the annual
meeting of Convention B or which occur during the year shall be filled by Board R upon
recommendation of Committee O. The retiring President of Convention B shall be an at-large
member of Board R for one year immediately following his term of office. The president of Union W
and the president of Brotherhood P shall serve as ex-officio members of Board R.

Article VIII of Convention B’s Constitution provides that Board R shall have charge of the work of
Convention B between its sessions, and shall appoint all officers and agencies that may be required
in its work.

Article IX provides, in part, that no person shall be eligible for election or appointment until he has
been a member of a State A Denomination D church for at least one year prior to nomination or
appointment.

The messengers from the cooperating Denomination D churches approve the membership on the
various governing committees of Convention B.

On May 6, 20* * * Board R approved an employment policy, Policy J, which sets forth a preferential
hiring policy for hiring members of Denomination D churches. Policy J provides that it is the policy
and intent of Convention B from the effective date of this policy to hire and retain for all full-time
and professional contract positions, where possible, persons who are members in good standing of
Denomination D churches which are affiliated with and/or working in cooperation with Convention B



and Convention G. Convention G is described as a cooperative ministry agency serving
Denomination D churches on a world-wide basis. Policy J also states that it is the policy of
Convention B to expect all of its employees to conduct themselves in a Christ-like manner both on
and off the job so that their lives reflect Christian values, and to assist Denomination D members and
State A Denomination D churches in their ministry. Policy J further provides that failure to adhere to
this conduct standard may result in disciplinary action up to and including termination of
employment.

Plan X was established in 19* * * by Board R to provide health and life insurance coverage to
Convention B’s retired employees and has always been maintained by Convention B for such
employees. All former employees (i.e., retirees) who meet the applicable eligibility criteria
established by Convention B can participate in Plan X and are eligible to receive benefits under Plan
X. Currently, as premiums become due, Convention B pays all applicable health and life insurance
premiums to Board D of Convention G for retirees (including the missionary/pastor employees whose
employment was transferred to the Local Denomination D Associations) from its general assets.
Retirees may be required to pay a portion of premiums in the future. Convention G is a vehicle
through which its affiliated member conventions can purchase insurance coverage such as the
coverage provide for under Plan X.

With respect to Plan X membership, it is represented that the majority of the participants are either
employees or former employees (i.e., retirees) of Convention B. It is further represented that there is
a group of missionary/pastor employees most of whom, if not all, were employed by Convention B in
the 19* * *s. In 19* * * the employment of these missionary/pastor employees was transferred to
various Local Denomination D Associations in State A, which share common religious bonds and
convictions with Convention B. You state that this group of employees has been grandfathered into
Plan X and is a finite group that has not and will not increase in size. There are no other participants
in Plan X other than the above described two groups.

You also represent that none of the Plan X participants engage in unrelated trades or businesses
within the meaning of section 513 of the Code.

Plan X provides retiree health and life insurance coverage for employees who retire after meeting
certain age and service conditions.

Plan X has been historically administered by an informal committee of several employees and
officers of Convention B. However, on December * * * 20* * * Board R approved Resolution H that
provides that Convention B resolved to amend Plan X to provide that a benefits committee,
Committee U shall act as the administrator to maintain and administer Plan X. Committee U shall
have the authority to address all administrative issues relating to Plan X including interpreting Plan
X provisions. Committee U is comprised of four members who are appointed by Board R and such
members may be removed and new members added at any time in the discretion of Board R. All
members of Committee U shall share common religious bonds and convictions with Convention B
and its related churches. Committee U shall have no activities other than the administration of Plan
X and shall meet as often as necessary to administer Plan X.

In connection with Plan X, Convention B has been authorized to establish and fund Trust T.
Convention B intends to make a substantial contribution to Trust T to fund future retiree health and
life insurance premium payments pursuant to Plan X. Convention B may make future contributions,
from time to time, to fund premium costs of Plan X. Convention B, a tax-exempt entity, will not take a
deduction for contributions to Trust T. No employee contributions, if made under Plan X, will be held
in Trust T. As retiree health and life insurance premiums become due on a monthly basis,
Convention B intends to direct the trustee of Trust T to pay the applicable health and life insurance



premiums directly to Board D.

Trust T is intended to be a grantor Trust under section 671 of the Code. Trust T will be revocable.
However, Trust T may only be revoked on termination of Plan X or dissolution of Convention B. If
Trust T is revoked because of termination of Plan X or dissolution of Convention B, the remaining
trust assets may be returned to Convention B provided all obligations under Plan X have been
satisfied. Convention B may terminate Plan X at any time.

Participants and their dependents have no preferred claim on, or any beneficial ownership interest
in, any Trust T assets, and all rights created under Plan X in Trust T are unsecured contractual
rights against Convention B. No benefits or assets under Trust T may be assigned, anticipated, or
alienated by participants.

Trust T provides that the principal and income of Trust T are subject to the claims of Convention B’s
general creditors in the event of insolvency. If Convention B becomes insolvent, the trustee will
immediately cease distributions and hold Trust T assets for the benefit of Convention B’s creditors.

Foundation F will serve as the trustee of Trust T.

Specifically, Trust T contains the following provisions:

Paragraph 1(b) of Trust T’s governing document provides that Trust T shall be revocable by
Convention B. However, Convention B may only revoke Trust T upon the termination of Plan X or
dissolution of Convention B.

Paragraph 1(c) provides that Trust T is intended to be a grantor trust, of which Convention B is the
grantor, within the meaning of subpart E, part I, subchapter J, chapter 1, subtitle A of the Code and
shall be construed accordingly.

Paragraph 1(d) provides that the principal of Trust T and any earnings thereon, shall be held
separate and apart from other funds of Convention B and shall be used exclusively for the uses and
purposes of Plan X participants and general creditors as provided in Trust T’s governing document.
Plan X participants and their beneficiaries shall have no preferred claim on, or any beneficial
ownership interest in, any assets of Trust T. Any rights created under Plan X and Trust T’s governing
documents shall be mere unsecured contractual rights of the Plan X participants against Convention
B.

Paragraph 1(d) also provides that any assets held by Trust T will be subject to the claims of
Convention B’s general creditors under federal and state law in the event of insolvency of
Convention B.

Paragraph 3(a) provides that Convention B will be considered “Insolvent” if (i) Convention B is
unable to pay its debts as they become due, or (ii) Convention B is subject to a pending proceeding
as a debtor under the United States Bankruptcy Code. This paragraph also provides that the Trustee
shall cease payment of insurance benefits on behalf of Plan X participants and their beneficiaries or
dependents if Convention B is insolvent.

Paragraph 3(b)(3) provides that if at any time the Trustee has determined that Convention B is
insolvent, the Trustee shall discontinue payments under Plan X and shall hold Trust T assets for the
benefit of Convention B’s general creditors.

Paragraph 4 provides that if Trust T is revoked because of the termination of Plan X or dissolution of
Convention B, the remaining Trust T assets may be returned to Convention B provided all of



Convention B’s obligations under Plan X as of such date have been satisfied.

In its submission for rulings, Convention B has indicated that it plans to request a ruling from the
Department of Labor that Plan X is a church plan for purposes of the Employee Retirement Income
Security Act (ERISA). Pursuant to ERISA section 4(b)(2), the ERISA Title 1 provisions do not apply to
an employee benefit plan that is a church plan with respect to which no election has been made
under section 410(d) of the Code.

In a facsimile dated February * * * 20* * * it is represented that the notice required by Revenue
Procedure 2011-44 was not issued to participants because Revenue Procedure 2011-44 applies to
qualified retirement plans and not to retiree health insurance plans. Plan X is a retiree health and
life insurance plan.

Based on the foregoing facts you request the following rulings:

1. That Trust T will be classified as a Trust under section 301.7701-4(a) of the P&A Regulations;

2. That Trust T is a Grantor Trust under section 671 of the Code;

3. That Trust T is not a welfare benefit fund under section 419(e)(1) of the Code;

4. That the contributions to Trust T will not be includible in the Participants’ gross income under
either section 83 of the Code or section 402(b) of the Code;

5. That the premiums paid under Plan X from Trust T will be excluded from gross income of retirees
under sections 106(a) and 79 of the Code to the same extent as if paid directly by Convention B; and

6. That Plan X as described herein is a church plan under section 414(e) of the Code.

With respect to ruling request number one, section 301.7701-4(a) of the P&A Regulations provides
that, generally, an arrangement will be treated as a trust if it can be shown that the purpose of the
arrangement is to vest in trustees responsibility for the protection and conservation of property for
beneficiaries who cannot share in the discharge of the responsibility and, therefore, are not
associates in a joint enterprise for the conduct of business for profit.

Section 671 of the Code provides that if the grantor or another person is treated as the owner of any
portion of a trust, there shall then be included in computing the taxable income and credits of the
grantor or the other person those items of income, deductions, and credits against tax of the trust
which are attributable to that portion of the trust to the extent that such items would be taken into
account in computing the taxable income or credits against the tax of an individual.

Sections 673 through 677 of the Code specify the circumstances that cause a grantor to be treated
as the owner of any portion of a trust.

Section 677(a)(2) of the Code provides that the grantor is treated as the owner of any portion of a
trust whose income without the approval or consent of an adverse party is, or in the discretion of the
grantor or a non-adverse party, or both, may be distributed or accumulated for future distribution to
the grantor.

Section 1.677(a)-1(d) of the Income Tax Regulations (I.T. Regulations) provides that under section
677 of the Code a grantor is treated as the owner of a portion of a trust whose income is, or in the
discretion of the grantor or a non-adverse party or both, may be applied in the discharge of the legal
obligation of the grantor.



Section 1.671-2(e)(1) of the I.T Regulations provides that for purposes of subchapter J, a grantor
includes any person to the extent such person either creates a trust, or directly or indirectly makes a
gratuitous transfer of property to a trust.

In this case, Convention B will transfer assets to Foundation F, the trustee, who will have
responsibility for the management, protection, conservation, and investment of the assets. Neither
the Plan X participants nor their beneficiaries share in this responsibility. Accordingly, with respect
to ruling request number one, we conclude that Trust T will be classified as a trust for federal tax
purposes under section 301.7701-4(a) of the P&A Regulations.

With respect to ruling request number two, the purpose of Trust T is to provide benefits to Plan X
participants and their beneficiaries. However, if Convention B becomes insolvent, Foundation F has
an obligation to cease payments from Trust T and hold Trust T’s assets for the benefit of Convention
B’s creditors. Convention B is the grantor of Trust T because it creates and funds Trust T. As
determined in ruling request number three below, and based solely on the facts described herein,
Trust T is not a “welfare benefit fund” within the meaning of section 419(e)(1) of the Code.
Accordingly, because the principal and income of Trust T can be applied to discharge legal
obligations of Convention B, Convention B will be treated as the owner of Trust T under section 671
of the Code and section 1.677(a)-1(d) of the I.T. Regulations.

With respect to ruling request number three, section 419(a) of the Code provides that employer
contributions to a welfare benefit plan are not deductible under Chapter 1 of the Code, but if they
would otherwise be deductible, then they are deductible (subject to the limitation of section 419(b)
of the Code) under section 419 of the Code for the taxable year in which paid.

Section 419(e) of the Code defines “welfare benefit fund” to include any fund that is part of a plan of
an employer and through which the employer provides welfare benefits to employees. Section
419(e)(2) of the Code defines “welfare benefit” as any benefit other than a benefit with respect to
which section 83(h) of the Code applies, section 404 of the Code applies (determined without regard
to section 404(b)(2) of the Code), or section 404A of the Code applies. Section 419(e)(3)(A) of the
Code provides that the term “fund” includes any organization described in section 501(c)(9) of the
Code. Pursuant to section 419(e)(3)(B) of the Code, the term “fund” also includes any trusts not
exempt from tax.

In the present case, Trust T is not exempt from tax. Trust T is subject to claims of Convention B’s
general creditors in the event of the insolvency of Convention B, and so its assets are not irrevocably
set aside, apart from the claims of Convention B’s creditors, for the provision of welfare benefits
under Plan X. Accordingly, we conclude that Trust T is not a welfare benefit fund within the meaning
of section 419(e)(1) of the Code. This conclusion is based on the assumption that Plan X is not
subject to the provisions of title 1 of ERISA.

With respect to ruling request number four, section 83 of the Code provides, if, in connection with
the performance of services, property is transferred to any person other than the service recipient,
the excess of the fair market value of the property, on the first day that the rights to property are
either transferable or not subject to substantial risk of forfeiture, over the amount paid for the
property is included in the service provider’s gross income for the first taxable year in which the
rights to the property are either transferable or not subject to a substantial risk of forfeiture.

Section 1.83-3(e) of the I.T. Regulations states that the term “property” includes real and personal
property, other than money or an unfunded and unsecured promise to pay money or property in the
future. Thus, a promise to pay money or property in the future is “property” if it is either funded or
secured. The term “property” also includes a beneficial interest in assets (including money) that are



transferred or set aside from the claims of creditors of the transferor, such as in a trust or escrow
account. In the case of a transfer of a life insurance contract, or other contract providing life
insurance protection, only cash surrender value of the contract is considered to be property.

Section 1.83-3(a)(1) of the I.T. Regulations states that a “transfer” of property occurs when a person
acquires a beneficial interest in the property, disregarding any lapse restriction as defined in section
1.83-3(i) of the I.T. Regulations.

Section 83(c)(1) of the Code states that the rights of a person in property are subject to a substantial
risk of forfeiture if the person’s rights to full enjoyment of the property are conditioned on the future
performance of services by any individual. Section 1.83-3(c)(1) of the I.T. Regulations further states
that whether a risk of forfeiture is substantial or not depends on the facts and circumstances. A
substantial risk of forfeiture exists where rights in property that are transferred are conditioned,
directly or indirectly, on the future performance (or refraining from performance) of substantial
services by any person, or the occurrence of a condition related to the purpose of the transfer, and
the possibility of forfeiture is substantial if the condition is not satisfied.

Section 402(b) of the Code generally provides that contributions to an employees’ trust that is not
exempt under section 501(a) of the Code are included in the gross income of the employee in
accordance with section 83 of the Code except that the value of the employee’s interest in the trust
is substituted for the fair market value of the property for purposes of section 83 of the Code.

In this case, Convention B is providing life and health insurance benefits for participants in Plan X
and Trust T contains employer contributions for these benefits. However, Trust T is subject to the
claims of the general creditors of Convention B. Further, participants in Plan X have no preferred
claim on, or any beneficial ownership interest in, Trust T’s assets. Plan X participants may not
anticipate, assign, or alienate any of Trust T’s assets. Accordingly, the amounts set aside on behalf of
participants in Plan X for life and health benefits are not “property” and there is no “transfer of
property” to the participants within the meaning of section 83(a) of the Code.

Based solely on the facts presented, we conclude, with respect to your ruling request number four
that the contributions to Trust T will not be includible in the Plan X participants’ gross income under
either section 83 of the Code or section 402(b) of the Code.

As to ruling request number five, section 106(a) of the Code provides that the gross income of an
employee does not include employer-provided coverage under an accident or health plan.

Section 1.106-1 of the I.T. Regulations states that the gross income of an employee does not include
contributions which his employer makes to an accident or health plan for compensation (through
insurance or otherwise) to the employee for personal injuries or sickness incurred by the employee,
the employee’s spouse, or the employee’s dependents as defined in section 152 of the Code. The
employer may contribute to an accident or health plan either by paying the premium on a policy of
accident or health insurance covering one or more of the employees or by contributing to a separate
trust or fund which provides accident or health benefits directly or through insurance to one or more
employees. However, if the insurance policy, trust or fund provides other benefits in addition to
accident or health, section 106 of the Code applies only to the portion of the contributions allocable
to accident or health benefits.

Revenue Ruling 62-199, 1962-2 C.B. 38, provides that the exclusion under section 106 of the Code
for employer-provided accident or health plan coverage applies to retired employees as well as
active employees.



Section 79(a) of the Code generally provides that an employee must include in gross income an
amount equal to the cost of group-term life insurance on the life of the employee under a policy (or
policies) carried directly or indirectly by his or her employer, but only to the extent that the cost
exceeds: (1) the sum of the cost of $50,000 of insurance; and, (2) the amount, if any, paid by the
employee toward the purchase of the insurance.

For purposes of section 79 of the Code, section 79(e) of the Code provides that the term “employee”
includes a former employee.

Section 1.79-0 of the I.T. Regulations provides, in part, that a policy of life insurance is “carried
directly or indirectly” by an employer if the employer pays any cost of the life insurance directly or
through another person.

In this case, Convention B will make contributions to Trust T that will be used by Trust T, in
connection with Plan X, to pay premiums for health insurance and life insurance on the lives of
Convention B’s retired employees. Retirees are employees for purposes of sections 106 and 79 of the
Code. Pursuant to section 1.106-1 of the I.T. Regulations, the health insurance coverage will be
provided by the employer since Convention B is paying the cost of health insurance through a
separate trust. Pursuant to section 1.79-0 of the I.T. Regulations, the life insurance coverage will be
carried directly or indirectly by the employer since Convention B is paying the cost of insurance
through Trust T. Thus, the fact that the premiums for retiree health insurance and life insurance are
paid to the insurance company by Trust T rather than Convention B does not change the taxation to
the retirees under sections 106 and 79 of the Code.

Therefore, based solely on the facts presented, we conclude, with regard to ruling request number
five, that the cost of health insurance coverage provided to retired employees of Convention B as a
result of premiums paid under Plan X from Trust T will be excluded from gross income of retirees
under section 106 of the Code to the same extent as if paid directly by Convention B; and the cost of
group term life insurance coverage provided to retired employees of Convention B as a result of
premiums paid under Plan X from Trust T will be excluded from the gross income of retirees under
section 79 of the Code to the same extent as if paid directly by Convention B.

As to ruling request number six, section 414(e) was added to the Code by section 1015 of ERISA.
Section 1017(e) of ERISA provided that section 414(e) of the Code applied as of the date of ERISA’s
enactment. However, section 414(e) of the Code was subsequently amended by section 407(b) of the
Multiemployer Pension Plan Amendment Act of 1980, Pub. Law 96-364, to provide that section
414(e) of the Code was effective as of January 1, 1974.

Section 414(e)(1) of the Code generally defines a church plan as a plan established and maintained
for its employees (or their beneficiaries) by a church or by a convention or association of churches
which Is exempt from taxation under section 501 of the Code.

Section 414(e)(2) of the Code provides, in part, that the term “church plan” does not include a plan
that is established and maintained primarily for the benefit of employees (or their beneficiaries) of
such church or convention or association of churches who are employed in connection with one or
more unrelated trades or businesses (within the meaning of section 513 of the Code); or if less than
substantially all of the individuals included in the plan are individuals described in section 414(e)(1)
of the Code or section 414(e)(3)(B) of the Code (or their beneficiaries).

Section 414(e)(3)(A) of the Code provides that a plan established and maintained for its employees
(or their beneficiaries) by a church or by a convention or association of churches includes a plan
maintained by an organization, whether a civil law corporation or otherwise, the principal purpose



or function of which is the administration or funding of a plan or program for the provision of
retirement benefits or welfare benefits, or both, for the employees of a church or a convention or
association of churches, if such organization is controlled by or associated with a church or a
convention or association of churches.

Section 414(e)(3)(B) of the Code defines “employee” of a church or a convention or association of
churches to include a duly ordained, commissioned, or licensed minister of a church in the exercise
of his or her ministry, regardless of the source of his or her compensation, and an employee of an
organization, whether a civil law corporation or otherwise, which is exempt from tax under section
501 of the Code, and which is controlled by or associated with a church or a convention or
association of churches.

Section 414(e)(3)(C) of the Code provides that a church or a convention or association of churches
which is exempt from tax under section 501 of the Code shall be deemed the employer of any
individual included as an employee under subparagraph (B).

Section 414(e)(3)(D) of the Code provides that an organization, whether a civil law corporation or
otherwise, is associated with a church or a convention or association of churches if the organization
shares common religious bonds and convictions with that church or convention or association of
churches.

Section 414(e)(3)(E) of the Code provides, in general, that if an employee who is included in a
church plan separates from the service of a church or a convention or association of churches or an
organization described in clause (ii) of paragraph(3)(B), the church plan shall not fail to meet the
requirements of this subsection merely because the plan (i) retains the employee’s accrued benefit
or account for the payment of benefits to the employee or his beneficiaries pursuant to the terms of
the plan, or (ii) receives contributions on the employee’s behalf after the employee’s separation from
service but only for a period of 5 years after such separation, unless the employee is disabled (within
the meaning of the disability provisions of the church plan or, if there are no such provisions in the
church plan, within the meaning of section 72(m)(7) of the Code) at the time of such separation from
service.

In this case, Convention B qualifies as a church or association of churches for purposes of the church
plan rules. Additionally, all of the employees that participant in Plan X share the same common
bonds and convictions of Denomination D churches, and Convention B is a nonprofit organization
described under section 501(c)(3) of the Code which is exempt from tax under section 501(a) of the
Code.

Convention B was created to institute, pursue, adopt and carry into effect such measures for the
promotion of morality, benevolence and religion consistent with the laws of State A. Convention B
receives its funding from various Denomination D churches throughout State A which are affiliated
with and/or working in cooperation with Convention B.

To the extent that some participants in Plan X are not employees of Convention B but are employed
by Local Denomination D Associations, and in view of the fact that there are common religious bonds
between Local Denomination D Associations and Convention B, and that Convention B receives its
funding from various Denomination D churches, we conclude that the Local Denomination D
Associations are associated with a church or a convention or association of churches within the
meaning of section 414(e)(3)(D) of the Code, that the employees of the Local Denomination D
Associations meet the definition of employee under section 414(e)(3)(B) of the Code and that they
are deemed to be employees of a church or a convention or association of churches by virtue of
being employees of an organization which is exempt from tax under section 501 of the Code and



which is controlled by or associated with a church or a convention or association of churches.

In addition, the fact that Convention B may make contributions to Trust T and Trust T will then pay
premiums directly under Plan X on behalf of retired employees who may have been retired for over
five years does not take away the Plan’s status as a church plan because benefits under Plan X fully
accrued while the retiree was an active employee and no contributions are made with respect to any
periods after the employee’s separation from service.

Based on the foregoing facts and representations, with respect to ruling request number six, we
conclude that Plan X is a church plan within the meaning of section 414(e) of the Code.

No opinion is expressed as to the tax treatment of the transaction described herein under the
provisions of any other section of either the Code or regulations, which may be applicable thereto.

This ruling is directed only to the Taxpayer who requested it. Section 6110(k)(3) of the Code
provides that it may not be used or cited by others as precedent.

A copy of this letter ruling is being sent to your authorized representative pursuant to a Power of
Attorney on file in this office.

If you have any questions regarding this letter, please contact * * *, I.D. Number * * *, at * * *. Please
address all correspondence to SE:T:EP:RA:T3.

Sincerely yours,

Laura B. Warshawsky, Manager

Employee Plans Technical Group 3

IRS LTR: Prep School's Defined Benefit Plan Is Church Plan.

Citations: LTR 201322051

The IRS ruled that a tax-exempt college preparatory school’s defined benefit plan is a church plan
within the meaning of section 414(e) and has been a church plan since January 1, 1974.

U.I.L 414.08-00

Date: March 8, 2013

Refer Reply To: T:EP:RA:T3

LEGEND:

School S = * * *

State A = * * *

City P = * * *

Society J = * * *

https://bondcasebriefs.com/2013/06/11/tax/irs-ltr-prep-schools-defined-benefit-plan-is-church-plan/


Year B = * * *

Religion C = * * *

Directory C = * * *

Conference C = * * *

Plan X = * * *

Dear * * *

This is in response to your letters dated, December 11, 2007, November 1, 2011, and January 8,
2013, submitted on your behalf by your authorized representative, in which you request a ruling that
Plan X is a church plan described in Section 414(e) of the Internal Revenue Code of 1986, as
amended (the “Code”).

The following facts and representations have been submitted under penalty of perjury in support of
the ruling requested.

School S is a private non-profit college preparatory school formed under the non-profit corporation
law of State A. School S was founded in Year B in City P as a Society J secondary school for young
men. The governing body of School S is a Board of Trustees which consists of no fewer than 18 or
more than 25 members of which no less than one-third plus one shall be members of Society J, which
is a religious order of men. The Bylaws of School S provide that the Board of Trustees has the power
and authority to (1) appoint or remove the President of School S; (2) approve diplomas, certificates
and awards; (3) approve and adopt all major changes or renovations in the educational programs of
School S; (4) review and take appropriate action as to the Budget, which shall be submitted to it
upon recommendation of the President; (5) institute and promote major fund raising efforts of
School S; and (6) authorize any changes in tuition and fees within School S.

The Bylaws of School S provide that the Board of Trustees has the authority to elect the President of
School S by a two-thirds majority of the Board of Trustees and by a majority of the members of
Society J then on the Board of Trustees, subject to the approval by the Provincial of the Society J
Province in which School S is located.

The Bylaws require a vote of a two-thirds majority of the Board of Trustees and a vote of a majority
of the members of the Society J then on the Board to approve any action effecting a change in the
essential character of School S as a Religion C Society J secondary school.

School S is listed in Directory C and, consequently, is exempt from federal income taxes under
section 501 of the Code, pursuant to group rulings issued to Conference C by the Internal Revenue
Service (the “IRS”).

School S has maintained Plan X, a defined benefit pension plan, since September 15, 19* * *. Plan X
covers all employees of School S after their completion of one year of service. None of the eligible
participants in Plan X are or can be considered employed in connection with one or more unrelated
trades or businesses with the meaning of section 513 of the Code. All the eligible participants are
employed by School S. Plan X does not include any employees of for-profit entities.

Prior to May 15, 20* * *, Plan X was administered by School S. By resolutions adopted on May 15,
20* * *, the Board of Trustees of School S established a benefits committee (the “Committee”), the
sole purpose of which is to have the exclusive authority to control and manage the operation and



administration of Plan X as well as any successor retirement plan that the Board may hereafter
establish. The resolutions provide that the Board of Trustees shall appoint the members of the
Committee, subject to the requirement that at all times the Committee must consist of not less than
three members, the majority of whom must be vowed members of Society J. The resolutions further
provide that the members of the Committee will serve at the pleasure of and are subject to removal
by the Board of Trustees at any time with or without cause.

In accordance with Revenue Procedure 2011-44, Notice to Employees with reference to Plan X was
provided on October * * *, 20* * *. This notice explained to participants of Plan X the consequences
of church plan status.

You represent that School S has not made an election under Code Section 410(d) to be subject to the
provisions of the Code relating to vesting, funding, participation and other standards applicable to
other retirement plans.

Based on your submission and the above facts and representations, you request a ruling that Plan X
is a church plan, within the meaning of Section 414(e) of the Code, retroactively effective for all
prior years that the Plan has been in effect.

Section 414(e) was added to the Code by section 1015 of ERISA. Section 1017(e) of ERISA provided
that section 414(e) applied as of the date of ERISA’s enactment. However, section 414(e) was
subsequently amended by section 407(b) of the Multiemployer Pension Plan Amendments Act of
1980, Pub. Law 96-364, to provide that section 414(e) was effective as of January 1, 1974.

Section 414(e)(1) of the Code generally defines a church plan as a plan established and maintained
for its employees (or their beneficiaries) by a church or by a convention or association of churches
which is exempt from taxation under section 501 of the Code.

Section 414(e)(2) of the Code provides, in part, that the term “church plan” does not include a plan
that is established and maintained primarily for the benefit of employees (or their beneficiaries) of
such church or convention or association of churches who are employed in connection with one or
more unrelated trades or businesses (within the meaning of section 513 of the Code); or if less than
substantially all of the individuals included in the plan are individuals described in section 414(e)(1)
of the Code or section 414(e)(3)(B) of the Code (or their beneficiaries).

Section 414(e)(3)(A) of the Code provides that a plan established and maintained for its employees
(or their beneficiaries) by a church or by a convention or association of churches includes a plan
maintained by an organization, whether a civil law corporation or otherwise, the principal purpose
or function of which is the administration or funding of a plan or program for the provision of
retirement benefits or welfare benefits, or both, for the employees of a church or a convention or
association of churches, if such organization is controlled by or associated with a church or a
convention or association of churches.

Section 414(e)(3)(B) of the Code defines “employee” of a church or a convention or association of
churches to include a duly ordained, commissioned, or licensed minister of a church in the exercise
of his or her ministry, regardless of the source of his or her compensation, and an employee of an
organization, whether a civil law corporation or otherwise, which is exempt from tax under section
501 of the Code, and which is controlled by or associated with a church or a convention or
association of churches.

Section 414(e)(3)(C) of the Code provides that a church or a convention or association of churches
which is exempt from tax under section 501 of the Code shall be deemed the employer of any



individual included as an employee under subparagraph (B).

Section 414(e)(3)(D) of the Code provides that an organization, whether a civil law corporation or
otherwise, is associated with a church or a convention or association of churches if the organization
shares common religious bonds and convictions with that church or convention or association of
churches.

Revenue Procedure 2011-44, 2011-39 I.R.B. 446, supplements the procedures for requesting a letter
ruling under section 414(e) of the Code relating to church plans. The revenue procedure: (1)
requires that plan participants and other interested persons receive a notice in connection with a
letter ruling request under section 414(e) of the Code for a qualified plan; (2) requires that a copy of
the notice be submitted to the IRS as part of the ruling request; and (3) provides procedures for the
IRS to receive and consider comments relating to the ruling request from interested persons.

In order for an organization that is not itself a church or a convention or association of churches to
have a qualified church plan, it must establish that its employees are employees or deemed
employees of a church or convention or association of churches under section 414(e)(3)(B) of the
Code by virtue of the organization’s control by or affiliation with a church or convention or
association of churches. Employees of any organization maintaining a plan are considered to be
church employees if the organization: (1) is exempt from tax under section 501 of the Code; and (2)
is controlled by or associated with a church or convention or association of churches. In addition in
order to be a church plan, the administration or funding (or both) of the plan must be by an
organization described in section 414(e)(3)(A) of the Code. To be described in section 414(e)(3)(A) of
the Code, an organization must have as its principal purpose the administration or funding of the
plan and must also be controlled by or associated with a church or convention or association of
churches.

In view of the common religious bonds between School S and Society J, the inclusion of School S in
Directory C, and the indirect control of School S by Society J through the Board of Trustees, we
conclude that School S is associated with a church or convention or association of churches within
the meaning of section 414(e)(3)(D) of the Code, that the employees of School S meet the definition
of employee under section 414(e)(3)(B) of the Code, and that they are deemed to be employees of a
church or a convention or association of churches by virtue of being employees of an organization
which is exempt from tax under section 501 of the Code and which is controlled by or associated
with a church or a convention or association of churches.

The administrative control of Plan X is vested in the Committee. The Committee is controlled by and
shares common religious bonds with Society J through its control by the Board of Trustees and the
common religious bonds of the members of the Committee with Society J. The sole purpose of the
Committee is to have exclusive authority to control and manage the operation and administration of
Plan X as well as any successor retirement plan that the Board of Trustees may hereafter establish.
Thus, the administration of Plan X satisfies the requirements regarding church plan administration
under section 414(e)(3)(A) of the Code.

Accordingly, in regard to your ruling request, we conclude that Plan X is a church plan as defined in
section 414(e) of the Code and has been a church plan since January 1, 1974.

This letter expresses no opinion as to whether Plan X, satisfies the requirements for qualification
under section 401(a) of Code.

This ruling is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides
that it may not be used or cited by others as precedent.



No opinion is expressed as to the tax treatment of the transaction described herein under the
provisions of any other section of either the Code or regulations which may be applicable thereto.

Pursuant to a power of attorney on file with this office, a copy of this letter ruling is being sent to
your authorized representative.

If you have any questions regarding this letter, please contact * * *. Please address all
correspondence to SE:T:EP:RA:T3.

Sincerely yours,

Laura B. Warshawsky, Manager

Employee Plans Technical Group 3

Enclosures:

Deleted Copy of Ruling Letter

Notice of Intention to Disclose

FASB Seeks to Improve Reporting of Nonprofit Operations.

The Financial Accounting Standards Board on May 29 took steps to bring more clarity to the ways in
which nonprofit entities communicate information about their operations and financial performance.

At a meeting in Norwalk, Conn., Lee Klumpp, a practice fellow at FASB, told the board that the
presentation of an intermediate measure of operations could improve a nonprofit entity’s ability to
“tell its story and promote further comparability among nonprofits.” He added that an intermediate
operating measure that is based on a “current operating classification scheme” could provide more
meaningful information for users of nonprofit financial statements.

The board tentatively decided to define an intermediate operating measure on the basis of a
nonprofit entity’s mission, which would be based on whether resources are used to carry out an
entity’s purpose for existence.

Klumpp said the mission of a nonprofit entity is central to how the organization is created, managed,
and governed, and how the organization obtains and retains its tax-exempt status with the IRS.

FASB members also agreed that the operating measure should be defined by an availability concept
that involves the resources available for the current activities of the nonprofit entity.

Regarding presentation, the board tentatively decided that a nonprofit entity should present in its
statement of activities all revenues that are available to support the entity’s mission. A board
majority favored presenting those revenues on a gross basis before specific amounts are designated
for future period operations.

FASB member Lawrence Smith said that presenting operating measures on a gross basis would help
to characterize the decisions made by a nonprofit entity’s governing board regarding the funding of
future operations. “Those decisions are very important to portray on the face of the financial
statements,” he added.
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According to FASB, the proposed presentation approach would report the amounts of previously
unavailable funding resources that an entity’s governing board would designate for use in the
current reporting period.

IRS: Revised Publication 3112 IRS e-file Application and Participation.

This publication provides important information for Tax Professionals and Authorized IRS e-file
Providers regarding applying and participating in IRS e-file. All participants should read this
publication to become familiar with the requirements for continued participation.

This edition of Publication 3112, IRS e-file Application and Participation, replaces the previous
edition last revised in March 2009. The IRS communicated most of the changes on its Web site on
IRS.gov as they occurred since the last revision of this publication.

The publication is available at:

http://www.irs.gov/pub/irs-pdf/p3112.pdf

IRS Issues Guidance on Empowerment Zone Designation Extensions.

The IRS has issued guidance on how a state or local government amends the nomination of an
empowerment zone to provide for a new termination date of December 31, 2013, as provided for by
section 1391, as amended by the Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010, and the American Taxpayer Relief Act of 2012. (Notice 2013-38; 2013-25 IRB
1)

The full notice is available at:

http://www.irs.gov/pub/irs-drop/n-13-38.pdf

IRS Issues Median Gross Income Guidance.

Revenue Procedure 2013-27 provides guidance with respect to the United States and area median
gross income figures that are to be used by issuers of qualified mortgage bonds, as defined in §
143(a) of the Internal Revenue Code, and issuers of mortgage credit certificates, as defined in §
25(c), in computing the housing cost/income ratio described in § 143(f)(5).

http://www.irs.gov/pub/irs-drop/rp-13-27.pdf

IRS Corrects Errors in Proposed Regs on Community Health Needs
Assessment Requirements.
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The IRS has corrected errors in the preamble to and in the text of proposed regulations (REG-
106499-12) that provide guidance to charitable hospital organizations on the community health
needs assessment requirements and related excise tax and reporting obligations.

Community Health Needs Assessments for

Charitable Hospitals; Correction

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 53

[REG-106499-12]

RIN 1545-BL30

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Correction to a notice of proposed rulemaking.

SUMMARY: This document contains corrections to a notice of proposed rulemaking that was
published in the Federal Register on Friday, April 5, 2013. The proposed regulations provide
guidance to charitable hospital organizations on the community health needs assessment
requirements, and related excise tax and reporting obligations, enacted as part of the Patient
Protection and Affordable Care Act of 2010. These proposed regulations also clarify the
consequences for failing to meet these and other requirements for charitable hospital organizations.

FOR FURTHER INFORMATION CONTACT: Amy F. Giuliano at (202) 622-6070 (not a toll free
number).

SUPPLEMENTARY INFORMATION:

Background

The notice of proposed rulemaking (REG-106499-12) that is the subject of these corrections provides
guidance to charitable hospital organizations under sections 501(r), 4959, 6012, and 6033 of the
Internal Revenue Code.

Need for Correction

As published April 5, 2013 (78 FR 20523), the notice of proposed rulemaking (REG-106499-12)
contains errors that may prove to be misleading and are in need of clarification.

Correction of Publication

Accordingly, the notice of proposed rulemaking (REG-106499-12), that was the subject of FR Doc.
2013-07959, is corrected as follows:

1. On page 20523, in the preamble, column 3, under the paragraph heading “Paperwork Reduction
Act”, line 3 from the top of the paragraph, the language “Return of Organization Exempt from” is
corrected to read “Return of Organization Exempt From”



2. On page 20526, in the preamble, column 2, under the paragraph heading “e. Activities Unrelated
to the Operation of a Hospital Facility”, lines 11 and 12 of the first full paragraph, the language
“organization operates. Similarly, section 1.501(r)-2 of these proposed regulations” is corrected to
read “organization operates. Similarly, § 1.501(r)-2 of these proposed regulations”.

3. On page 20537, in the preamble, column 3, under the paragraph heading “Special Analyses”, line
9 from the top of the page, the language “§ 1.501(r)-3 and § 1.6033-2(a)(2)(ii)(l) of” is corrected to
read “Effective/Applicability Dates”, line 9 from the top of the page, the language “§ 1.501(r)-3 and §
1.6033-2(a)(2)(ii)(l) of”.

4. On page 20537, in the preamble, column 3, under the paragraph heading “Special Analyses”, line
3 of the second full paragraph, the language “2(a)(2)(ii)(l) of the regulations requires” is corrected to
read “2(a)(2)(ii)(l) of the regulations requires”

§ 1.501(r)-1 [Corrected]

5. On Page 20539, column 1, paragraph (c)(3), the last sentence of the paragraph, the language “In
addition, a partnership agreement includes provisions of Federal, state, or local law, as in effect
before March 23, 2010, that govern the affairs of the partnership or are considered under such law
to be part of the agreement.” is corrected to read “In addition, a partnership agreement includes
provisions of federal, state, or local law, as in effect before March 23, 2010, that govern the affairs
of the partnership or are considered under such law to be part of the agreement.”

§ 1.6012-3 [Corrected]

6. On page 20543, column 3, paragraph (a)(10) in the heading, the language “Hospital organizations
organized as trust with noncompliant hospital facilities.” is corrected to read “Hospital organizations
organized as trusts with noncompliant hospital facilities.”.

Alvin Hall

Assistant Director

Legal Processing Division

Associate Chief Counsel

(Procedure and Administration)

Corporation Owned by Indian Tribe Not Exempt From Taxes, Tax Court Holds.

Citations: Uniband Inc. v. Commissioner; 140 T.C. No. 13; No. 4718-06

The Tax Court held that a state-chartered corporation owned by an Indian tribe wasn’t exempt from
corporate income tax, that consolidated returns it filed with another corporation the tribe owned
were invalid, and that the corporation had to reduce its wage and employee expense deductions by
the amount of the Indian employment credits it was entitled to claim.

Uniband Inc., a Delaware corporation, was wholly owned by the Turtle Mountain Band of Chippewa
Indians for the years at issue. Uniband filed consolidated returns with another corporation, TMMC,
which was also owned by the tribe for the 1995-1998 tax years. The consolidated returns offset
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Uniband’s income with TMMC’s losses. The IRS found that the consolidated returns were invalid and
that Uniband’s tax liability should be calculated separately from TMMC’s. The IRS also found that
Uniband was entitled to the Indian employment credit under section 45A, which it hadn’t claimed.
The IRS applied the credit and reduced Uniband’s deductions for wages by the amount of the credit.
The adjustments resulted in Uniband’s liability for tax deficiencies, which it challenged in the Tax
Court.

Tax Court Judge David Gustafson rejected Uniband’s argument that it was exempt from income tax
as an integral part of an Indian tribe. While agreeing that the tribe itself was exempt from income
tax, the court found that Uniband was a separate taxable entity. Gustafson explained that the tribe’s
immunity from tax didn’t extend to Uniband, nor was the tribe or Uniband exempt from tax under
any treaty, as Uniband had attempted to argue. The court also held that Uniband wasn’t entitled to
tribal sovereign immunity.

The Tax Court also rejected Uniband’s claim that it was entitled to tax exemption based on its
similarity to corporations established under section 17 of the Indian Reorganization Act of 1934. The
court found that Uniband differed in several ways from section 17 corporations, which are exempt
from tax. Gustafson explained that as a state-chartered corporation, Uniband lacked the special
relation to the tribe that exists with a section 17 corporation.

The court also found that Uniband wasn’t entitled to file a consolidated return with its sister
corporation, TMMC, noting that the tribe that owned both corporations was not itself a corporation.
The returns were also invalid because the tribe did not file them, consent to them, or report its items
on the purported consolidated returns.

The Tax Court agreed with the IRS that Uniband wasn’t entitled to deduct all of its wage and
employee business expenses under section 162. The court concluded that Uniband’s deductions
were reduced according to the amount of the section 45A credit it was entitled to claim. The court
noted that section 280C(a) disallows a deduction for wages or salaries paid or incurred for the tax
year that equal the sum of the credits determined for that year under section 45A. The court
declined to interpret section 280C as limiting the deductions to the extent the credits are currently
allowed after applying the general business credit limitation under section 38(c)(1).

LTR: IRS Approves Organization's Set-Aside Program.

Citations: LTR 201321028

The IRS approved an organization’s set-aside funding program for restoration of a historic building
that will be dedicated entirely to the organization’s exempt purposes when the work is finished,
saying the project can better be accomplished using a set-aside than by making an immediate
payment.

Contact Person – ID Number: * * *

Contact Telephone Number: * * *

UIL LIST: 4942.03-07

Release Date: 5/24/2013
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Date: December 27, 2012

Employer Identification Number: * * *

LEGEND:

Q = Name of Facility

R = City, State

u = $ Cost of Project

v = $ Amount of Set Aside

w = $ Set-Aside Year 1

x = $ Set-Aside Year 2

y = $ Set-Aside Year 3

z = $ Set-Aside Year 4

Dear * * *

WHY YOU ARE RECEIVING THIS LETTER

This is our response to your September 18, 2012, and your subsequent amendment thereto,
requesting approval of a set-aside under Internal Revenue Code section 4942(g)(2). You’ve been
recognized as tax-exempt under section 501(c)(3) of the Code and have been determined to be a
private operating foundation under sections 509(a) and 4942(j)(3).

OUR DETERMINATION

Based on the information furnished, your set-aside program is approved under Internal Revenue
Code section 4942(g)(2). As required under section 4942(g)(2), the set aside amount must be paid
within the 60-month period after the date of the first set-aside.

DESCRIPTION OF SET-ASIDE REQUEST

You previously acquired a historic property, Q, located in R. You propose to restore Q at an
estimated total cost of $u. When you acquired Q, a portion of it was leased out to commercial
tenants and the remaining part was vacant. After restoration the building Q, will be dedicated in its
entirety to your exempt purposes.

The first floor will be used for orientation space, exhibition space, a gift shop and public space. The
second floor will provide office space for various existing functions of your organization, and an
exhibition space in the rear. The upper floor will contain exhibition spaces and spaces for organ
recitals and receptions. A second exit from Q will also be built to meet a Fire Code requirement.

The project can better be accomplished using a set-aside than by making an immediate payment,
because long-term expenditures must be made requiring more than one year’s income to assure
their continuity. You intend to restore Q using no outside financing. This is a major project
demanding the accumulation of funds in earlier years for expenditure in later years. The predesign
and design phases of the project will occupy the initial two years of the set-aside period . The final,



construction phase of the project will be carried out in the third, fourth and fifth years of the set-
aside period. You have requested an initial set-aside of $w for the fiscal year ending March 31, 20* *
*, with additions of $x, $y, and $z, for the fiscal years March 31, 20* * *, March 31, 20* * * and
March 31, 20* * *, respectively, the total set-aside requested being $v. The set aside requested for
each year is expected to be sufficient to ensure that you qualify that year as a private operating
foundation under section 4942(j)(3).

You expect that the project will be completed by December 31, 20* * *, and you have affirmed that
all the amounts to be set aside will actually be paid within 60 months of the date of the first set-
aside.

BASIS FOR OUR DETERMINATION

Internal Revenue Code section 4942(g)(2)(A) states that an amount set aside for a specific project,
which includes one or more purposes described in section 170(c)(2)(B), may be treated as a
qualifying distribution if it meets the requirements of section 4942(g)(2)(B).

Section 4942(g)(2)(B) of the Code states that an amount set aside for a specific project will meet the
requirements of this subparagraph if, at the time of the set-aside, the foundation establishes that the
amount will be paid within five years and either clause (i) or (ii) are satisfied.

Section 4942(g)(2)(B)(i) of the Code is satisfied if, at the time of the set-aside, the private foundation
establishes that the project can better be accomplished using the set-aside than by making an
immediate payment.

Section 4942(j)(3) of the Code requires that private operating foundations must spend at least 85%
of its adjusted net income or its minimum investment return, whichever is less, directly for the active
conduct of its exempt activities (the income test) in order to remain a private operating foundation.

Section 53.4942(a)-3(b)(1) of the Foundations and Similar Excise Taxes Regulations provides that a
private foundation may establish a project as better accomplished by a set-aside than by immediate
payment if the set-aside satisfies the suitability test described in section 53.4942(a)-3(b)(2).

Section 53.4942(a)-3(b)(2) of the Foundations and Similar Excise Taxes Regulations provides that
specific projects better accomplished using a set-aside include, but are not limited to, projects where
relatively long-term expenditures must be made requiring more than one year’s income to assure
their continuity.

In Revenue Ruling 74-450, 1974-2 C.B. 388, an operating foundation converted a portion of newly
acquired land into a public park under a four-year construction contract. The construction contract
payments were to be made mainly during the final two years. This constituted a “specific project.”
The foundation’s set-aside of all its excess earnings for four years was treated as a qualifying
distribution under Internal Revenue Code section 4942(g)(2).

WHAT YOU MUST DO

Your approved set-aside(s) will be documented on your records as pledges or obligations to be paid
by the date specified. The amounts set aside will be taken into account to determine your minimum
investment return under Internal Revenue Code section 4942(e)(1)(A), and the income attributable
to your set aside(s) will also be taken into account in computing your adjusted net income under
section 4942(f) of the Code.

ADDITIONAL INFORMATION



This determination is directed only to the organization that requested it. Internal Revenue Code
section 6110(k)(3) provides that it may not be used or cited as a precedent.

Please keep a copy of this letter in your records.

If you have any questions, please contact the person listed in the heading of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements
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The IRS ruled that the transfer of assets from one private foundation to another will not affect either
foundation’s tax-exempt status, will not give rise to termination taxes or net investment income
taxes, will not be an act of self-dealing, and will not constitute a jeopardizing investment
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This responds to your letter dated May 31, 2012, in which you requested rulings on the application
of Parts I and II of Subchapter F of Chapter 1, I.R.C. §§ 501-509, and Subchapter A of Chapter 42,
Subtitle D, §§ 4940-4948, to the transaction described below.

FACTS

M is a trust organized exclusively for charitable purposes, and has been recognized exempt from
federal income taxation as an organization described in § 501(c)(3). M is classified as a private non-
operating foundation within the meaning of § 509(a). M was created by, and originally funded with a
contribution from, B. B and her husband, C, (jointly, the “Founders”), are M’s sole trustees. You
stipulate that B is a substantial contributor to M within the meaning of § 507(d)(2)(A), that C is a
substantial contributor to M within the meaning of § 507(d)(2)(B)(iii), that B and C are M’s
foundation managers within the meaning of § 4946(b), and, consequently, that B and C are
disqualified persons with respect to M within the meaning of § 4946(a)(1)(A) and (B).

You are organized as a not-for-profit corporation under state law. You have been recognized exempt
from federal income taxation as an organization described in § 501(c)(3), and are classified as a
private operating foundation described in § 4942(j)(3). M and you do not share the same tax year.
Your officers and directors are B, C, and D. D is an unrelated person who has provided legal services
to you, B, C, and M. You stipulate that B is a substantial contributor to you within the meaning of §
507(d)(2)(A), that C is a substantial contributor to you within the meaning of § 507(d)(2)(B)(iii), that
B, C, and D are foundation managers with respect to you within the meaning of § 4946(b), that B and
C are disqualified persons with respect to you within the meaning of § 4946(a)(1)(A) and (B), and
that D is a disqualified person with respect to you within the meaning of § 4946(a)(1)(B).

You represent that the Founders, as M’s sole Trustees and as two of your three directors, effectively
control both M and you (collectively, “the Foundations”) within the meaning of §§ 1.482-1(a)(3) and
1.507-3(a)(9)(i).

You represent that both of the Foundations have made timely tax filings on their respective Returns
of Organizations Exempt from Income Tax, Forms 990-PF, for all applicable years, and that both
have complied with all applicable state filing obligations throughout their respective terms of
existence. Neither of the Foundations has undertaken any activities that would be inconsistent with
tax-exempt status as a § 501(c)(3) organization, nor made any changes to their respective governing
documents since the filing of their Applications for Tax-Exempt Status, Form 1023. There have been
no willful repeated acts (or failures to act), nor any willful and flagrant act (or failure to act), within
the meaning of § 507(a)(2)(A), with respect to either of the Foundations that would give rise to
liability for tax under Chapter 42 of the Code, and neither Foundation has received a notification
from the Secretary of the Treasury described in § 507(a)(2)(B). Neither Foundation has previously
terminated its status as a private foundation. M has made qualifying distributions in sufficient
amount to avoid imposition of excise tax under § 4942. You have made qualifying distributions in
connection with the conduct of your exempt mission to qualify as a private operating foundation
under § 4942(j)(3).

You represent that all grants made, or to be made, by M prior to the transfer of its remaining assets
to you, as described below, have been grants to public charities. You have not made grants to other
organizations. Neither Foundation has incurred any “taxable expenditure” within the meaning of §
4945(d), and neither Foundation has previously made any grant or other disposition of funds that
would require the exercise of expenditure responsibility within the meaning of § 4945(d)(4)(B).

Under the Declaration of Trust that serves as M’s governing instrument, M’s trustees are
empowered to make distributions in their discretion from Trust income and principal to “Qualified



Charitable Recipients” (“QCRs”). QCRs are defined as organizations described in § 170(c)(1) or (2)
which are exempt from tax under § 501(c)(3). The Trust instrument makes reference to suggested
types of QCR donees, but the Trustees are empowered to make distributions to any charitable
organization qualifying as a QCR, without regard to its mission or purposes. You, as an organization
described in §§ 170(c)(2) and 501(c)(3), are a QCR within the meaning of M’s Trust instrument, and,
as such, are eligible under the Trust instrument to receive grants from M. Prior to, and except for,
the transfer of its remaining assets to you as described below, all of M’s grants have been made or
will have been made to unrelated grantees that are treated as public charities under the Code.

Your corporate purposes are described in your Articles of Organization as including “the provision of
educational, vocational, social, psychological, and financial assistance to homeless individuals and
families,” as well as making distributions to other § 501(c)(3) organizations. Since you were first
organized, you have provided education and practical job-skills training to disadvantaged persons
and those who have suffered displacement from recent economic upheavals with the objective of
equipping them to survive in the current economy, to enter or re-enter the work-force, and to lead
productive and satisfying lives. You have provided free career development services to unemployed
and underemployed individuals, and have offered such individuals skill assessment, career planning,
computer training, interview and resume help, financial planning, job search planning, and other
assistance.

Over the past several years, the Founders have concluded that the services you provide have been
increasingly needed, in part because of the large number of people displaced by recent economic
upheaval and recession. The population in need of such services has been underserved by other
organizations and the need and demand for the services you provide have increased. At the same
time, economic circumstances have made fundraising from third parties more difficult. The Founders
have determined that the exempt purposes of both Foundations will be best served by concentrating
their efforts and charitable resources on your work and mission, and by eliminating the duplication
and administrative burden of operating two separate private foundations.

M’s only activities have consisted of grants made to unrelated QCRs, the missions of most of which
are unrelated to your mission. The Trustees have determined that the best use of M’s remaining
charitable funds, in furtherance of its exempt purpose, would be to provide assistance to you in
carrying out the activities which form the basis of your exempt purposes. Therefore, the Founders,
as Trustees of M and as your Directors, with the concurrence of your third director, have determined
that it is in the best interests of both Foundations to contribute all of M’s remaining net funds to you,
to discontinue any of M’s further activities or grants, and to continue to operate you in furtherance
of your exempt purposes.

After making some final grants to unrelated public charities, M will transfer all of its remaining
assets to you. M’s Trustees will reserve a final amount for estimated debts and expenses, including
taxes due, if any, under § 4940, and, thereafter, transfer the balance of M’s remaining net assets to
you (the “Transfer”). The Transfer will involve substantially all of M’s net assets, including all
accumulated income and undistributed trust principal. Any amounts remaining after the final
payment of taxes, expenses, and fees, will also be transferred to you. Following these transfers, M
will retain no assets and will cease to operate.

M will file a Form 990-PF for the year of the disposition of its assets. No sooner than at least one day
after the Transfer, M’s Trustees will provide notice pursuant to § 507(a)(1) to the Manager, Exempt
Organizations Determinations, TE/GE, of M’s intent to terminate its private foundation status, in the
form and manner prescribed by § 1.507-1(b) and other applicable regulations.

Following the Transfer, you will continue to operate as a private operating foundation engaged in



the active conduct of activities in furtherance of your exempt purposes. You expect to use the
transferred funds as well as your other assets exclusively in furtherance of your exempt purposes.
The Founders expect that your qualifying distributions, substantially all in the form of expenditures
incurred in carrying out your exempt activities, will continue to exceed your net income and
minimum investment returns. You will also take responsibility for all liabilities, if any, under Chapter
42 that may be imposed or in effect with respect to either M or you after the Transfer date.

While you will continue to provide services free of charge, your management has determined that
your exempt purposes can be further served by expanding your services to include fee-based
training and certification programs in widely-used computer programs. These services have been
identified as particularly valuable to your core mission, which is helping displaced and
disadvantaged persons acquire the skills needed to obtain meaningful and lasting employment. The
fees paid for such services will help you recover the costs of those programs as well as provide a
source of revenue to support your ongoing operations and pro bono services.

The legal services with respect to the Transfer will be provided by a law firm in which D is a partner
with a profits interest of less than 35%. D, as one of your directors, is a disqualified person with
respect to you. You represent that the law firm will charge reasonable fees for the legal services
provided in connection with the Transfer, the termination of M and its status as a private foundation,
and the application for a private letter ruling. The services provided by the law firm will be limited
solely to such services as are reasonably necessary to carrying out the exempt purposes of the
Foundations, and shall not be excessive.

RULINGS REQUESTED

You have requested the following rulings:

1. The transfer of substantially all of M’s net assets to you (the “Transfer”) will not adversely affect
the status of M or you as tax-exempt organizations described in § 501(c)(3).

2. The Transfer will be a transfer described in § 507(b)(2).

3. The Transfer will not terminate M’s private foundation status and will not cause M to incur any
liability for the § 507(c) termination tax.

4. Following the Transfer, M will be eligible to terminate its private foundation status through the
“voluntary termination” procedures of § 507(a)(1).

5. Pursuant to § 1.507-7(b)(1), the date for determining the value of M’s assets, for purposes of
calculating the termination tax under § 507(c), shall be the date proper notification is given, in the
manner prescribed in the regulations, of M’s intention voluntarily to terminate its private
foundations status (hereinafter, “Notice”).

6. Provided that such Notice is given at least one day after the Transfer, and at a time when M’s net
remaining assets are valued at zero dollars ($0.00), then the amount of termination tax due under §
507(c)(2) upon the termination of M’s status as a private foundation shall be zero dollars ($0.00).

7. Pursuant to § 507(b)(2), you will not be treated as a newly created organization as a result of the
Transfer.

8. You, as transferee of substantially all of M’s net assets, shall be treated as possessing those
attributes and characteristics of M described in subparagraphs (2), (3), and (4) of § 1.507-3(a).



9. The Founders, as the only Trustees of M, and as two of your three Directors, and as foundation
managers and substantial contributors of both Foundations, effectively control both Foundations
within the meaning of §§ 1.482-1(a)(3) and 1.507-3(a)(9), Accordingly, for purposes of Chapter 42,
you, the transferee Foundation, will be treated as though you were M, the transferor Foundation.

10. The Transfer will not be a realization event for M, and will not give rise to any gross investment
income or capital gain net income, within the meaning of § 4940, with respect to either M or you.

11. You, as transferee, may use any excess § 4940 tax paid by M, the transferor, to offset your § 4940
tax liability.

12. The Transfer will not constitute self-dealing and will not subject either of the Foundations, or any
of their respective officers, directors, or Trustees, as the case may be, to tax under § 4941.

13. The providing of reasonable and necessary legal services with respect to the Transfer by a law
firm in which D is a partner, and the payment of reasonable compensation for such services by the
Foundations, will not be an act of self-dealing within the meaning of § 4941(d), notwithstanding the
status of D as a disqualified person with respect to you.

14. M will not be required to meet the qualifying distribution requirements of § 4942 for the taxable
year of the Transfer provided that your distributable amount for the year of the Transfer is increased
by M’s distributable amount for the year of the Transfer, and M’s qualifying distributions made
during the taxable year of the Transfer, if any, will be carried over to you, and may be used by you to
meet your minimum distribution requirements under § 4942 for the year.

15. The Transfer will not constitute a jeopardizing investment within the meaning of § 4944.

16. The Transfer will not be a taxable expenditure within the meaning of § 4945(d), and there will be
no expenditure responsibility requirements that must be exercised under § 4945(d)(4) or (h) with
respect to the Transfer.

17. The payment of reasonable legal fees to the attorneys for M and you for services with respect to
the Transfer, and the IRS fee for this Private Letter Ruling will not be treated as taxable
expenditures within the meaning of § 4945(d)(5).

18. Your operation of state licensed postsecondary career training programs for a fee will not
adversely affect your tax-exempt status under § 501(c)(3) or your status as a private operating
foundation under § 4942(j)(3).

19. The fees you receive from payments by users for your certification classes will not be considered
gross income derived from an unrelated trade or business for purposes of § 512(a)(1).

20. From and after the effective date of the Transfer, you will continue to exist as an organization
that is exempt from taxation under § 501(c)(3) and which will qualify as a private operating
foundation under § 4942(j)(3).

LAW

I.R.C. § 501(a) exempts from federal income taxation organizations described in § 501(c).

I.R.C. § 501(c)(3) describes organizations organized and operated exclusively for charitable,
educational, and other designated exempt purposes.



Treas. Reg. § 1.501(c)(3)-1(d)(3)(i) provides that the term “educational,” as used in § 501(c)(3),
includes the instruction and training of the individual for the purpose of improving or developing his
capabilities.

I.R.C. § 509(a) provides that an organization described in § 501(c)(3) is a private foundation unless it
is described in § 509(a)(1), (2), (3), or (4).

I.R.C. § 507(a) provides that, except as provided in subsection (b), the status of any organization as a
private foundation shall be terminated only if (1) it notifies the Secretary of its intent to accomplish
such termination, or (2) with respect to such organization, there have been either willful repeated
acts (or failures to act), or a willful and flagrant act (or failure to act), giving rise to liability for tax
under Chapter 42, and the Secretary notifies such organization that it is liable for the tax imposed
by subsection (c), and either such organization pays the tax (or any portion not abated under
subsection (g)) or the entire amount of such tax is abated under subsection (g).

Treas. Reg. § 1.507-1(b)(1) provides that in order for a private foundation to terminate its private
foundation status under § 507(a)(1), an organization must submit a statement to the Internal
Revenue Service (“Service”) of its intent to terminate its private foundation status under § 507(a)(1).
Such statement must set forth in detail the computation and amount of tax imposed under § 507(c).
Unless the organization requests abatement of such tax pursuant to § 507(g), full payment of such
tax must be made at the time the statement is filed under § 507(a)(1).

I.R.C. § 507(c) imposes an excise tax on each terminating private foundation equal to the lower of
the aggregate tax benefit resulting from the § 501(c)(3) status of such foundation, or the value of the
net assets of such foundation.

I.R.C. § 507(e) and Treas. Reg. § 1.507-7(a) provide that, for purposes of § 507(c), the value of the
net assets shall be determined at whichever time such value is higher: (1) the first day on which
action is taken by the organization which culminates in its ceasing to be a private foundation, or (2)
the date on which it ceases to be a private foundation.

Treas. Reg. § 1.507-7(b)(1) provides that, in the case of a termination under § 507(a)(1), the date for
determining the value of the foundation’s assets for purposes of calculating the termination tax
under § 507(c) shall be the date on which the foundation gives the notification described in §
507(a)(1).

I.R.C. § 507(b)(2) provides that, in the case of a transfer of assets of a private foundation to another
private foundation pursuant to any liquidation, merger, redemption, recapitalization, or other
adjustment, organization, or reorganization, the transferee foundation shall not be treated as a
newly created organization.

Treas. Reg. § 1.507-3(c)(1) provides that, for purposes of § 507(b)(2), the terms “other adjustment,
organization, or reorganization” shall include any partial liquidation or any other significant
disposition of assets to one or more private foundations, other than transfers for full and adequate
consideration or distributions out of current income.

Treas. Reg. § 1.507-3(c)(2) provides that the term “significant disposition of assets to one or more
private foundations” includes any disposition (or series of related dispositions) by a private
foundation to one or more private foundations of 25 percent or more of the fair market value of the
net assets of the transferor foundation at the beginning of the taxable year in which the transfers
occur.



Treas. Reg. § 1.507-1(b)(6) provides that when a foundation transfers all or part of its assets to one
or more other private foundations pursuant to a transfer described in § 507(b)(2) and § 1.507-3(c),
such transferor foundation will not have terminated its private foundation status under § 507(a)(1).

Treas. Reg. § 1.507-1(b)(7) provides that neither a transfer of all the assets of a private foundation
nor a significant disposition of assets by a private foundation shall be deemed to result in a
termination of the transferor private foundation under § 507(a) unless the transferor private
foundation elects to terminate pursuant to § 507(a)(1) or § 507(a)(2) is applicable.

Treas. Reg. § 1.507-3(d) provides that unless a private foundation voluntarily gives notice pursuant
to § 507(a)(1), a transfer of assets described in § 507(b)(2) will not constitute a termination of the
transferor’s private foundation status under § 507(a)(1).

Treas. Reg. § 1.507-4(b) provides that private foundations which make transfers described in §
507(b)(2) are not subject to the tax imposed under § 507(c) with respect to such transfers unless the
provisions of § 507(a) become applicable.

Treas. Reg. § 1.507-3(a)(1) provides that, in the case of a transfer of assets of a private foundation to
another private foundation pursuant to any liquidation, merger, redemption, recapitalization, or
other adjustment, organization, or reorganization, including a significant disposition of assets to one
or more private foundations within the meaning of § 1.507-3(c), the transferee organization shall not
be treated as a newly created organization. Rather, the transferee organization shall be treated as
possessing those attributes and characteristics of the transferor organization which are described in
subparagraphs (2), (3), and (4) of this paragraph.

Treas. Reg. § 1.507-3(a)(2)(i) provides that a transferee organization to which this § 1.507-3(a)
applies shall succeed to the aggregate tax benefit of the transferor organization in an amount equal
to the amount of such aggregate tax benefit multiplied by a fraction the numerator of which is the
fair market vale of the assets (less encumbrances) transferred to such transferee and the
denominator of which is the fair market value of the assets of the transferor (less encumbrances)
immediately before the transfer. Fair market value shall be determined at the time of the transfer.

Treas. Reg. § 1.507-3(a)(3) provides that, for purposes of § 507(d)(2), in the event of a transfer of
assets described in § 507(b)(2), any person who is a “substantial contributor” (within the meaning of
§ 507(d)(2)) with respect to the transferor foundation shall be treated as a “substantial contributor”
with respect to the transferee foundation, regardless of whether such person meets the $5,000-two
percent test with respect to the transferee organization at any time.

Treas. Reg. § 1.507-3(a)(4) provides that if a private foundation incurs liability for one or more of the
taxes imposed under Chapter 42 (or any penalty resulting therefrom) prior to, or as a result of,
making a transfer of assets described in § 507(b)(2) to one or more private foundations, in any case
where transferee liability applies each transferee foundation shall be treated as receiving the
transferred assets subject to such liability to the extent that the transferor foundation does not
satisfy such liability.

Treas. Reg. § 1.507-3(a)(5) provides that, except as provided in subparagraph (9) of this paragraph,
a private foundation is required to meet the distribution requirements of § 4942 for any taxable year
in which it makes a § 507(b)(2) transfer of all or part of its net assets to another private foundation.
Such transfer shall itself be counted toward satisfaction of such requirements to the extent the
amount transferred meets the requirements of § 4942(g). However, where the transferor has
disposed of all of its assets, the recordkeeping requirements of § 4942(g)(3)(B) shall not apply during
any period it which it has no assets. Such requirements are applicable for any taxable year other



than a taxable year during which the transferor has no assets.

Treas. Reg. § 1.507-3(a)(9)(i) provides that if a private foundation transfers all of its net assets to one
or more private foundations which are effectively controlled (within the meaning of § 1.482-
1A(a)(3)), directly or indirectly, by the same person or persons who effectively control the transferor
private foundation, for purposes of Chapter 42 (§ 4940 et seq.) and part II of Subchapter F of
Chapter 1 of the Code (§§ 507 through 509), such a transferee private foundation shall be treated as
if it were the transferor.

I.R.C. § 511(a)(1) imposes a tax for each taxable year on the unrelated business taxable income (as
defined in § 512) of organizations described in § 501(c).

I.R.C. § 512(a)(1) provides that the term “unrelated business taxable income” means the gross
income derived by any organization from any unrelated trade or business (as defined in § 513)
regularly carried on by it less certain deductions and subject to certain modifications.

I.R.C. § 513(a) provides that the term “unrelated trade or business” means, in the case of an
organization subject to the tax imposed by § 511, any trade or business the conduct of which is not
substantially related (aside from the need of such organization for income or funds or the use it
makes of the profits derived) to the exercise or performance by such organization of its charitable,
educational, or other purpose or functions constituting the basis for its exemption under § 501.

Treas. Reg. § 1.513-1(d)(2) provides that a trade or business is “related” to exempt purposes, in the
relevant sense only where the conduct of the business activities bears a causal relationship to the
achievement of exempt purposes (other than through the production of income); and the trade or
business is “substantially related,” for purposes of § 513, only if the causal relationship is a
substantial one. Thus, for the conduct of a trade or business from which a particular amount of gross
income is derived to be substantially related to purposes for which exemption is granted, the
production or distribution of the goods or the performance of the services from which the gross
income is derived must contribute importantly to the accomplishment of those purposes. Whether
activities productive of gross income contribute importantly to the accomplishment of any purpose
for which an organization is granted exemption depends in each case upon the facts and
circumstances involved.

I.R.C. § 4940(a) imposes on each private foundation which is exempt from taxation under § 501(a) for
the taxable year a tax equal to 2 percent of the net investment income of such foundation for the
taxable year.

Rev. Rul. 2002-28, 2002-1 C.B. 941, holds that when a private foundation transfers all of its assets to
one or more private foundations in a transfer described in § 507(b)(2) the transfers do not give rise
to net investment income and are not subject to tax under § 4940(a). The transferee foundations may
use their proportionate share of any excess § 4940 tax paid by the transferor to offset their own §
4940 tax liability.

I.R.C. § 4941(a)(1) imposes a tax on each act of self-dealing between a disqualified person and a
private foundation.

I.R.C. § 4946(a)(1) provides that the term “disqualified person,” with respect to a private foundation,
includes a person who is —

(A) a substantial contributor to the foundation,

(B) a foundation manager (within the meaning of subsection (b)(1)),



(C) an owner of more than 20 percent of —

(i) the total combined voting power of a corporation,

(ii) the profits interest of a partnership, or

(iii) the beneficial interest of a trust or unincorporated enterprise, which is a substantial contributor
to the foundation,

(D) a member of the family of any individual described in subparagraph (A), (B), or (C),

(E) a corporation of which persons described in subparagraph (A), (B), (C), or (D) own more than 35
percent of the combined voting power,

(F) a partnership in which persons described in subparagraph (A), (B), (C), or (D) own more than 35
percent of the profits interest, and

(G) a trust or estate in which persons described in subparagraph (A), (B), (C), or (D) hold more than
35 percent of the beneficial interest.

Treas. Reg. § 53.4946-1(a)(8) provides that, for purposes of § 4941, the term “disqualified person”
shall not include any organization described in § 501(c)(3) other than an organization described in §
509(a)(4).

Treas. Reg. § 53.4941(d)-1(b)(4) provides that a transaction between a private foundation and an
organization which is not controlled by the foundation (within the meaning of subparagraph (5) of
this paragraph) and which is not described in § 4946(a)(1)(E), (F), or (G) because persons described
in § 4946(a)(1)(A), (B), (C), or (D) own no more than 35 percent of the total combined voting power
or profits or beneficial interest of such organization, shall not be treated as an indirect act of self-
dealing between the foundation and such disqualified person solely because of the ownership
interest of such persons in such organization.

I.R.C. § 4941(d)(1)(E) provides that the term “self-dealing” includes any direct or indirect payment of
compensation (or payment or reimbursement of expenses) by a private foundation to a disqualified
person.

I.R.C. § 4941(d)(2)(E) and Treas. Reg. § 53.4941(d)-3(c)(1) provide that the payment of compensation
(and the payment or reimbursement of expenses) by a private foundation to a disqualified person for
personal services which are reasonable and necessary to carrying out the exempt purpose of the
private foundation shall not be an act of self-dealing if the compensation (or payment or
reimbursement) is not excessive.

Treas. Reg. § 53.4941(d)-3(c)(2) provides examples illustrating the provisions of § 4941(d)(2)(E). In
Example (1), M, a partnership, is a firm of 10 lawyers engaged in the practice of law. A and B,
partners in M, serve as trustees to private foundation W and, therefore, are disqualified persons. In
addition, A and B own more than 35 percent of the profits interest in M, thereby making M a
disqualified person. M performs various legal services for W from time to time as such services are
requested. It is concluded that the payment of compensation by W to M shall not constitute an act of
self-dealing if the services performed are reasonable and necessary for the carrying out of W’s
exempt purposes and the amount paid by W for such services is not excessive.

I.R.C. § 4942(a) imposes a tax on the undistributed income of a private foundation (other than an
operating foundation under § 4942(j)(3)) for any taxable year which has not been distributed before



the first day of the second (or any succeeding) taxable year following such taxable year.

I.R.C. § 4942(c) defines “undistributed income” for any taxable year as the amount by which the
distributable amount for such taxable year exceeds the qualifying distributions made out of such
distributable amount for such taxable year.

I.R.C. § 4942(d) defines “distributable amount” as the amount equal to the sum of the minimum
investment return, plus certain other amounts, reduced by the sum of the taxes imposed on such
private foundation for the taxable year under subtitle A and § 4940.

I.R.C. § 4942(g)(1)(A) provides that the term “qualifying distribution” means any amount (including
that portion of reasonable and necessary administrative expenses) paid to accomplish one or more
purposes described in § 170(c)(2)(B), other than a contribution to (i) an organization controlled
directly or indirectly by the foundation or by one or more disqualified persons with respect to the
foundation, except as provided in paragraph (3), or (ii) a private foundation which is not an
operating foundation under § 4942(j)(3), except as provided in paragraph (3).

I.R.C. § 4942(g)(3) provides that the term “qualifying distribution” includes a contribution to a §
501(c)(3) organization described in paragraph (1)(A)(i) or (ii) if —

(A) not later than the close of the first taxable year after its taxable year in which such contribution
is received, such organization makes a distribution equal to the amount of such contribution and
such distribution is a qualifying distribution (within the meaning of paragraph (1) or (2), without
regard to this paragraph) which is treated under subsection (h) as a distribution out of corpus (or
would be so treated if such § 501(c)(3) organization were a private foundation which is not an
operating foundation), and

(B) the private foundation making the contribution obtains adequate records or other sufficient
evidence from such organization showing that the qualifying distribution described in subparagraph
(A) has been made by such organization.

 

I.R.C. § 4942(i) and Treas. Reg. § 53.4942(a)-3(e) provide for a carry-over of the amount by which
qualifying distributions during the five preceding taxable years (other than amounts required to be
distributed out of corpus under § 4942(g)(3)) have exceeded the distributable amounts for such
years.

I.R.C. § 4942(j)(3) provides that, for purposes of § 4942, the term “operating foundation” means any
organization —

A. which makes qualifying distributions (within the meaning of paragraph (1) and (2) of subsection
(g)) directly for the active conduct of the activities constituting the purpose or function for which it
is organized and operated equal to substantially all of the lesser of —

i. its adjusted net income (as defined in subsection (f), or

ii. its minimum investment return; (the “income test”) and

B.

i. substantially more than half of the assets of which are devoted directly to such activities or to
functionally related businesses (as defined in paragraph (4)), or to both, or are stock of a corporation



which is controlled by the foundation and substantially all of the assets of which are so devoted (the
“assets test”),

ii. which normally makes qualifying distributions (within the meaning of paragraph (1) or (2) of
subdivision (g)) directly for the active conduct of the activities constituting the purpose or function
for which it is organized and operated in an amount not less than two-thirds of its minimum
investment return (as defined in subsection (e)) (the “endowment test”), or

iii. substantially all of the support (other than gross investment income as defined in § 509(e)) of
which is normally received from the general public and from 5 or more exempt organizations which
are not described in § 4946(a)(1)(H) with respect to each other or the recipient foundation, not more
than 25 percent of the support (other than gross investment income) of which is normally received
from any one such exempt organization and not more than half of the support of which is normally
received from gross investment income (the “support test”).

Notwithstanding the provisions of subparagraph (A), if the qualifying distributions (within the
meaning of paragraph (1) or (2) of subsection (g)) of an organization for the taxable year exceed the
minimum investment return for the taxable year, clause (ii) of subparagraph (A) shall not apply
unless substantially all of such qualifying distributions are made directly for the active conduct of
the activities constituting the purpose or function for which it is organized and operated.

Treas. Reg. § 53.4942(b)-1(b)(1) provides, generally, that qualifying distributions are not made by a
foundation “directly for the active conduct of activities constituting its charitable, educational, or
other similar exempt purpose” unless such qualifying distributions are used by the foundation itself,
rather than by or through one or more grantee organizations which receive such qualifying
distributions directly or indirectly from such foundation. However, administrative expenses (such as
staff salaries and traveling expenses) and other operating costs necessary to conduct the
foundation’s exempt activities (regardless of whether they are “directly for the active conduct” of
such activities) shall be treated as qualifying distributions expended directly for the active conduct
of such exempt activities if such expenses and costs are reasonable in amount. Conversely,
administrative expenses and operating costs which are not attributable to exempt activities, such as
expenses in connection with the production of investment income, are not treated as qualifying
distributions. Expenses attributable to both exempt and nonexempt activities shall be allocated to
each such activity on a reasonable and consistently applied basis.

Treas. Reg. § 53.4942(a)-2(d)(4)(i) provides, in part, that where the deductions with respect to
property used for a charitable, educational, or other similar exempt purpose exceed the income
derived from such property, such excess shall not be allowed as a deduction, but may be treated as a
qualifying distribution.

I.R.C. § 4942(j)(4)(A) provides that the term “functionally related business” includes a trade or
business which is not an unrelated trade or business (as defined in § 513).

Rev. Rul. 2002-28, 2002-1 C.B. 941, provides that, when a private foundation transfers all of its
assets to one or more private foundations in a transfer described in § 507(b)(2), the transfers do not
constitute qualifying distributions for the transferor foundation under § 4942. The transferee
foundations assume their proportionate share of the transferor foundation’s undistributed income
under § 4942 and reduce their own distributable amount for purposes of § 4942 by their proportion
share of the transferor’s excess qualifying distributions under § 4942(i).

I.R.C. § 4944(a)(1) imposes a tax on any amount invested by a private foundation in a manner that
jeopardizes the carrying out of any of the foundation’s exempt purposes.



Rev. Rul. 2002-28, 2002-1 C.B. 941, holds that, when a private foundation transfers all of its assets
to one or more private foundations in a transfer described in § 507(b)(2), the transfers do not
constitute investments jeopardizing the transferor foundation’s exempt purposes and are not subject
to tax under § 4944(a)(1).

I.R.C. § 4945(a)(1) imposes a tax on any “taxable expenditure” made by a private foundation.

I.R.C. § 4945(d)(4) provides that the term “taxable expenditure” includes any amount paid or
incurred as a grant to a private non-operating foundation unless the grantor foundation exercises
expenditure responsibility with respect to such grant in accordance with § 4945(h).

I.R.C. § 4945(d)(5) provides that the term “taxable expenditure” includes any amount paid or
incurred by a private foundation for any purpose other than one specified in § 170(c)(2)(B).

I.R.C. § 4945(h) provides that the expenditure responsibility referred to in § 4945(d)(4) means that a
private foundation is responsible to exert all reasonable efforts and to establish adequate
procedures: (1) to see that the grant is spent solely for the purpose for which it was made; (2) to
obtain full and complete reports from the grantee on how the funds are spent; and (3) to make full
and detailed reports with respect to such expenditures to the Secretary.

Rev. Rul. 2002-28, 2001-1 C.B. 941, provides that, when a private foundation transfers all of its
assets to one or more private foundations effectively controlled by the same persons that effectively
control the transferor, the transferee foundation is treated as the transferor foundation rather than
as the recipient of an expenditure responsibility grant. Therefore, there are no expenditure
responsibility requirements that must be exercised under § 4945(d)(4) or (h) with respect to the
transfers to the transferee foundation. The transferor foundation is required to exercise expenditure
responsibility over the transferor’s outstanding grants until it disposes of all of its assets. Thereafter,
during any period in which the transferor foundation has no assets, the transferor foundation is not
required to exercise expenditure responsibility over any outstanding grants. However, the transferor
foundation must still meet the § 4945(h) reporting requirements for the outstanding grants for the
year in which the transfer was made.

Treas. Reg. § 53.4945-6(b)(1)(v) provides that any payment which constitutes a qualifying
distribution under § 4942(g) ordinarily will not be treated as taxable expenditures under §
4945(d)(5).

Treas. Reg. § 53.4945-6(b)(2) provides that any expenditures for unreasonable administrative
expenses, including compensation, consultant fees, and other fees for services rendered will
ordinarily be taxable expenditures under § 4945(d)(5) unless the foundation can demonstrate that
such expenses were paid or incurred in the good faith belief that they were reasonable and that the
payment or incurrence of such expenses in such amounts was consistent with ordinary business care
and prudence. The determination whether an expenditure is unreasonable shall depend upon the
facts and circumstances of the particular case.

ANALYSIS

Issue 1

Whether the transfer of substantially all of M’s net assets to you (the “Transfer”) would adversely
affect the status of either M or you as tax-exempt organizations described in § 501(c)(3).

Both M and you are currently recognized by the Service as organizations described in § 501(c)(3).
Section 501(c)(3) describes organizations organized and operated exclusively for charitable,



educational, and other specified exempt purposes, no part of the net earnings of which inures to the
benefit of any private shareholder or individual, no substantial part of the activities of which is
carrying on propaganda, or otherwise attempting, to influence legislation, and which does not
participate in, or intervene in, any political campaign on behalf of (or in opposition to) any candidate
for public office.

M’s exempt purposes include the making of grants to QCRs, which M’s trust instrument defines as
organizations described in §§ 170(c)(1) and (2) that are entitled to exemption from tax under §
501(c)(3). Furthermore, Articles I.B and VI of M’s trust instrument authorize the Trustees, in their
discretion, to distribute up to the entire net income and principal of the Trust to such organizations
in furtherance of your exempt purposes. You qualify as an organization described in § 170(c)(2) and
are exempt from tax under § 501(c)(3). Therefore, you are a QCR and an eligible recipient of trust
distributions under M’s trust instrument, and the Transfer of all of M’s remaining assets to an
organization such as you is expressly permitted thereunder.

You are organized for charitable and educational purposes, including the provision of educational,
vocational, social, psychological, and financial assistance to homeless individuals and families, and
the making of distributions for such or similar purposes to organizations that qualify as exempt
organizations under § 501(c)(3). Article IV, paragraph (a)(ii) of your Articles of Organization permits
you to “receive contributions from any and all sources.” Therefore, the receipt of the transferred
funds from M is a permissible action by you under your governing instrument. You intend to utilize
these funds in carrying out the activities which constitute the basis of your exempt purposes. No
private inurement will result from the receipt of those funds. The founder, B, serves without
compensation, and the only persons who will benefit from your activities will be those persons who
fall within the charitable class that you were established to serve. Nor will the funds be used for
legislative or political activities or for any other purpose that is not in conformity with your exempt
purposes.

Since the Transfer is consistent with M’s exempt purposes, and since the transferred funds will be
used by you exclusively in furtherance of your exempt purposes, the Transfer will have no adverse
effect on the qualification of either M or you as organizations described in § 501(c)(3).

Issue 2

Whether the Transfer would be a transfer described in § 507(b)(2).

I.R.C. § 507(b)(2) applies to the transfer of the assets of any private foundation to another private
foundation pursuant to any liquidation, merger, redemption, recapitalization, or other adjustment,
organization, or reorganization. Section 1.507-3(c)(1) provides that the terms “other adjustment,
organization, or reorganization” shall include any partial liquidation or any other significant
disposition of assets to one or more private foundations, other than transfers for full and adequate
consideration. The term “significant disposition of assets to one or more private foundations” is
defined by § 1.507-3(c)(2) as any disposition or series of dispositions where the aggregate value
transferred is 25 percent or more of the fair market value of the foundation at the beginning of the
taxable year.

M will transfer all of its net remaining assets to you after the payment of certain grants to unrelated
QCR’s and the payment of final taxes and expenses. After the Transfer is completed, the value of M’s
assets would be zero dollars ($0.00). The assets transferred would constitute 100 percent of M’s net
assets remaining after the payment of its qualifying distributions, debts, expenses, and taxes, and
not less than 93 percent of its total assets as of the beginning of the taxable year. Therefore, the
Transfer would constitute a “significant disposition of assets” within the meaning of § 1.507-3(c)(2),



and, thus, would qualify as an “other adjustment, organization, or reorganization” within the
meaning of § 1.507-3(c)(1). Accordingly, the Transfer would be a transfer described in § 507(b)(2).

Issues 3, 4, 5, and 6

Whether the Transfer would not terminate M’s private foundation status or cause it to incur any
liability for the § 507(c) termination tax.

Whether, following the Transfer, M would be eligible to terminate its private foundation status by
giving notice to the Service as provided in § 507(a)(1).

Whether, for purposes of calculating the termination tax under § 507(c), the date for determining the
value of M’s assets is the date on which it gives the notice described in § 507(a)(1) (“Notice”).

Provided that Notice is given at least one day after the Transfer, and at a time when M’s net
remaining assets are valued at Zero Dollars ($0.00), whether the amount of termination tax due
under § 507(c)(2) upon termination of M’s status as a private foundation would be Zero Dollars
($0.00).

Section 1.507-1(b)(6) provides that when a foundation transfers all or part of its assets to one or
more other private foundations pursuant to a transfer described in § 507(b)(2), such transferor
foundation will not have terminated its private foundation status under § 507(a)(1). In addition, §
1.507-1(b)(7) provides that neither a transfer of all the assets of a private foundation nor a
significant disposition of assets by a private foundation shall be deemed to result in a termination of
the transferor private foundation under § 507(a) unless the transferor private foundation elects to
terminate pursuant to § 507(a)(1). Furthermore § 1.507-3(d) provides that unless a private
foundation voluntarily gives notice pursuant to § 507(a)(1), a transfer of assets described in §
507(b)(2) will not constitute termination of the transferor’s private foundation status under §
507(a)(1). Finally, § 1.507-4(b) provides that a private foundation that makes a transfer described in
§ 507(b)(2) is not subject to the tax imposed under § 507(c) with respect to such transfer unless the
provisions of § 507(a) become applicable.

As discussed under Issue 2, above, the Transfer will constitute a significant distribution of assets
described in § 507(b)(2). Further, you have represented that the Secretary has not notified M of any
tax imposed by § 507(c) due to any willful or flagrant acts or failures to act. Consequently, the
Transfer would not, of itself, terminate M’s private foundation status or subject it to the tax imposed
under § 507(c).

Section 507(a)(1) provides that the status of an organization as a private foundation shall be
terminated only if such organization notifies the Secretary of its intent to accomplish such
termination and such organization pays the tax imposed by § 507(c). Furthermore, § 1.507-1(b)(1)
provides that in order for a private foundation to terminate its private foundation status under §
507(a)(1) it must submit a statement to the Internal Revenue Service of its intent to terminate its
private foundation status under § 507(a)(1). In M’s situation where there have been no willful
repeated acts or failures to act, and no flagrant act or failure to act, which would give rise to taxes
and penalties under Chapter 42, M may elect to terminate its private foundation status by notifying
the Manager, Exempt Organizations Determinations (TE/GE), of its intent to accomplish such
termination and paying any termination tax deemed to be due under § 507(c).

Section 507(c) imposes a tax on a terminating private foundation equal to the lesser of the aggregate
tax benefit resulting from its § 501(c)(3) status and the value of its net assets. Section 507(e) and §
1.507-7(a) provide that, for purposes of § 507(c), the value of the net assets shall be determined at



whichever time such value is greater: (1) the first day on which the organization takes action which
culminates in its ceasing to be a private foundation, or (2) the date on which it ceases to be a private
foundation. Finally, § 1.507-7(b)(1) provides that in the case of a voluntary termination under §
507(a)(1), the date for determining the value of the foundation’s assets for purposes of calculating
the termination tax under § 507(c) shall be the date on which the foundation gives the notification
described in § 507(a)(1). The date for determining the value of M’s assets for purposes of calculating
its termination tax is the date it gives Notice. If M gives Notice after the Transfer, the value of its
assets on the date of the Notice would be Zero Dollars ($0.00), and, thus, the amount of the § 507(c)
termination tax imposed on M would be Zero Dollars ($0.00).

Issues 7, 8, and 9

Whether, for purposes of §§ 507 through 509, you would be treated as a newly created organization
as a result of the Transfer, pursuant to § 507(b)(2).

Whether you, as transferee of substantially all of M’s net assets, would be treated as possessing
those attributes and characteristics of M, the transferor, described in § 1.507-3(a)(2), (3), and (4).

Since M and you are both effectively controlled by the same persons within the meaning of §§ 1.482-
1(a)(3) and 1.507-3(a)(9), whether, for purposes of Chapter 42 (§ 4940 et seq.) and §§ 507 through
509, you, the transferee, would be treated as though you were M, the transferor.

Section 1.507-3(a)(1) provides that in the case of a significant distribution of assets to one or more
private foundations within the meaning of § 1.507-3(c) the transferee organization shall not be
treated as a newly created organization. Rather, it shall be treated as possessing those attributes
and characteristics of the transferor organization which are described in § 1.507-3(a)(2), (3), and (4).
Since, as discussed under Issue 2, above, the Transfer would qualify as a “significant distribution of
assets” within the meaning of § 1.507-3(c)(2), you would not be treated as a newly created
organization as a result of the Transfer. Rather, you would be treated as possessing M’s attributes
and characteristics described in subparagraphs (2), (3), and (4) of § 1.507-3(a).

Treas. Reg. § 1.507-3(a)(9)(i) provides that if a private foundation transfers all of its net assets to one
or more private foundations which are effectively controlled by the same persons which effectively
controlled the transferor private foundation, for purposes of Chapter 42 (§ 4940 et seq.), the
transferee foundation shall be treated as if it were the transferor. Since you have represented that B
and C effectively control both M and you, for purposes of Chapter 42, you would be treated as if you
were M.

Issues 10 and 11

Whether the Transfer would give rise to any gross investment income with respect to either M or
you or will be subject to tax under § 4940(a).

Whether you, as transferee, may use any excess § 4940 tax paid by M to offset your § 4940 tax
liability.

Section 4940(a) imposes an excise tax on a private foundation’s net investment income for the
taxable year. Rev. Rul. 2002-28 holds that when a private foundation transfers all of its assets to one
or more private foundations in a transfer described in § 507(b)(2), the transfers do constitute
investments of the transferor and, therefore, do not give rise to net investment income subject to tax
under § 4940(a). Thus, the Transfer would not give rise to net investment income subject to tax
under § 4940.



Furthermore, Rev. Rul. 2002-28 holds that if the transferor foundation transfers all of its assets to
private foundations effectively controlled by the same persons that effectively control the transferor,
any excess § 4940 tax paid by the transferor may be used by the transferee to offset its § 4940 tax
liability. As you represent that the Foundations are effectively controlled by the same persons, any
excess § 4940 tax paid by M may be used by you to offset your § 4940 tax liability.

Issues 12 and 13

Whether the Transfer would constitute an act of self-dealing within the meaning of § 4941(d), or
would subject any disqualified person or foundation manager with respect to M or you to the tax
imposed under § 4941(a).

Whether the provision by a law firm of reasonable and necessary legal services with respect to the
Transfer, or the payment of reasonable compensation for such services by M or you, would
constitute acts of self-dealing within the meaning of § 4941(d), notwithstanding the status of D, a
disqualified person with respect to you, as a partner in that law firm.

Section 4941(a) imposes an excise tax on each act of self-dealing between a disqualified person and
a private foundation. Section 4941 and § 1.507-3(a) determine whether the proposed Transfer of all
of M’s assets to you would constitute an act of self-dealing between a private foundation and its
disqualified persons as defined in § 4946. Under § 53.4946-1(a)(8), a “disqualified person” does not
include organizations that are exempt under § 501(c)(3). Therefore, the Transfer of M’s assets to you
would not be an act of self-dealing because you are recognized by the Service as an organization
exempt from tax under § 501(c)(3).

Furthermore, while the payment of compensation, or the payment or reimbursement of expenses by
a private foundation to a disqualified person is, generally, an act of self-dealing under §
4941(d)(1)(E), § 4941(d)(2)(E) and § 53.4941(d)-3(c)(1) provide that a payment or reimbursement to
a disqualified person for personal services which are reasonable and necessary to carry out the
exempt purposes of the private foundation is not an act of self-dealing provided the compensation,
payment, or reimbursement is not excessive.

In this case, the law firm is not a disqualified person, so the payment to the law firm for legal
services will not be a direct act of self-dealing. Under § 4946(a)(1)(F) a “disqualified person”
includes a partnership in which disqualified persons hold more than 35 percent of the profits
interests. D is a disqualified person and is a partner of the law firm but holds less than a 35 percent
profits interest in the law firm.

The payment will not otherwise be treated as an indirect act of self-dealing benefitting D. Under §
53.4941(d)-1(b)(4) indirect self-dealing will not occur solely as a result of a transaction between a
private foundation and an entity in which a disqualified person holds an interest where the entity is
not a disqualified person by operation of § 4946(a)(1)(F). Moreover, as Example (1) of § 53.4941(d)-
3(c)(2) demonstrates, the payment of compensation by a foundation for legal services does not
constitute an act of self-dealing if the services performed are reasonable and necessary for carrying
out of the foundation’s exempt purposes and the amount paid for such services is not excessive, and
you have represented that these requirements will be met.

Issue 14

Whether the Transfer will be a qualifying distribution by M under § 4942.

Whether you will assume M’s “undistributed income” (if any) or succeed to M’s excess distributions



(if any).

Section 4942(a) generally imposes a tax on the undistributed income of a private foundation (other
than an operating foundation under § 4942(j)(3)) for any taxable year which has not been distributed
before the first day of the second (or any succeeding) taxable year following such taxable year.
Section 4942(c) defines “undistributed income” for any taxable year as the amount by which the
distributable amount for such taxable year exceeds the qualifying distributions made out of such
distributable amount for such taxable year. Section 4942(g)(1)(A) defines “qualifying distribution”
generally as any amount (including that portion of reasonable and necessary administrative
expenses) paid to accomplish one or more purposes described in § 170(c)(2)(B), but a qualifying
distribution does not include a contribution to an organization controlled directly or indirectly by the
foundation or by one or more disqualified persons with respect to the foundation

Section 1.507-3(a)(5) provides that, except as provided in section 1.507-3(a)(9), a private foundation
making a transfer described in § 507(b)(2) must satisfy its distribution requirements under § 4942
for the taxable year in which the transfer is made. Section 1.507-3(a)(5) further provides that the
transfer will count as a distribution in satisfaction of the transferor foundation’s distribution
requirement under § 4942 subject to the provisions of § 4942(g). Section 4942(g) provides that a
distribution from one private foundation to another private foundation, where both foundations are
effectively controlled by the same persons, will not be treated as a qualifying distribution by the
transferor foundation for the purposes of § 4942 except to the extent that the transferee foundation
makes one or more distributions that would be qualifying distributions under § 4942(g) (other than a
distribution to a controlled foundation) prior to the close of the transferee’s first tax year following
the tax year in which it received the transfer and the distributions are treated as being made out of
corpus (as if the transferee foundation were not an operating foundation).

Rev. Rul. 2002-28 holds that where, by reason of § 1.507-3(a)(9)(i), a transferee private foundation is
treated as though it were the transferor for purposes of § 4942, a transfer to the transferee
foundation is not treated as a qualifying distribution of the transferor foundation. Rather, the
transferee foundation assumes all obligations with respect to the transferor’s “undistributed
income” within the meaning of § 4942(c), if any, and reduces its own distributable amount under §
4942 by the transferor foundation’s excess qualifying distributions under § 4942(i). None of the
three situations in Rev. Rul. 2002-28, however, involved an operating foundation.

As discussed under Issues 7, 8, and 9, above, by reason of § 1.507-3(a)(9)(i), you would be treated as
if you were M for purposes of Chapter 42, including § 4942. Accordingly, the Transfer to you would
not be treated as a qualifying distribution of M. Rather, you would assume M’s obligations with
respect to its undistributed income within the meaning of § 4942(c), if any (after taking into account
any excess qualifying distribution carryovers that M may have), and M would not be required to
meet its qualifying distribution requirements under § 4942 for the taxable year of the Transfer prior
to the Transfer. M must file a final Form 990-PF return for the short tax year of its termination. If M
has undistributed income for such tax year, you will owe § 4942 tax if you fail, by the end of your tax
year following the tax year in which you receive the Transfer, to make qualifying distributions of
such amount that would be treated as out of corpus if you were a non-operating foundation. You
should provide an attachment to your Form 990-PF showing how you have met this requirement.

If M has excess qualifying distributions that carry over to you, they will be forfeited if you are an
operating foundation in the year of the Transfer. Section 53.4942(a)-3(e)(4) (Example (3)) explains
that excess qualifying distributions carried forward lapse in their entirety in any year that the
private foundation is treated as an operating foundation. Accordingly, if M has any unused excess
qualifying distributions that it could have carried forward to a taxable year after the Transfer, and if
you are an operating foundation in that year, M’s unused excess qualifying distributions will lapse



and will not be available for your use in any taxable year after the year of the Transfer if you were to
cease to be an operating foundation.

Issue 15

Whether the Transfer would constitute a investment jeopardizing M’s exempt purposes, or would be
subject to tax under § 4944(a)(1).

Section 4944 imposes a tax on any investment that jeopardizes an exempt organization’s charitable
purposes. Rev. Rul, 2002-28 holds that where a private foundation transfers all of its assets and
liabilities to another private foundation, the transfer does not constitute an investment for purposes
of § 4944 and, therefore, the transfer does not constitute an investment jeopardizing the transferor
foundation’s exempt purposes and is not subject to tax under § 4944(a)(1), Therefore, the Transfer
would not constitute a jeopardizing investment or subject M to tax under § 4944(a)(1).

Issues 16 and 17

Whether the Transfer would be a taxable expenditure within the meaning of § 4945(d) or would
require the exercise of expenditure responsibility under § 4945(d)(4) or (h).

Whether the payment of the IRS fee for this private letter ruling would be treated as a taxable
expenditure within the meaning of § 4945(d), or whether payment of reasonable legal fees to the
attorneys for M and you to obtain this private letter ruling with respect to the Transfer would be
treated a taxable expenditures within the meaning of § 4945(d)(5).

Section 4945 imposes a tax on any “taxable expenditure” made by a private foundation. Section
4945(d)(4) provides that the term “taxable expenditure” includes any amount paid or incurred as a
grant to a private non-operating foundation unless the grantor foundation exercises expenditure
responsibility with respect to such grant in accordance with § 4945(h).

Rev. Rul. 2002-28 holds that where, by reason of § 1.507-3(a)(9)(i), a transferee foundation is treated
as though it were the transferor foundation for purposes of § 4945, the transferee foundation is not
treated as the recipient of an expenditure responsibility grant, and no expenditure responsibility
requirements must be exercise under § 4945(d)(4) or (h) with respect to the transfer to the
transferee foundation.

As discussed under Issues 7, 8, and 9, above, by reason of § 1.507-3(a)(9)(i), you would be treated as
if you were M for purposes of Chapter 42, including § 4945. Consequently, the Transfer would not be
considered a taxable expenditure under § 4945, and there would be no expenditure responsibility
requirements to be exercised under § 4945(d)(4) or (h) with respect to the Transfer.

Section 53.4945-6(b)(1)(v) provides that any payment which constitutes a qualifying distribution
under § 4942(g) will not be treated as a taxable expenditure under § 4945(d)(5). Section
4942(g)(1)(A) and § 53.4942(a)-3(a)(2)(i) provide that a qualifying distribution under § 4942(g)
includes reasonable and necessary administrative expenses paid to accomplish one or more
purposes described in § 170(c)(1) or (2)(B). Administrative expenses incurred in obtaining a ruling
from the Service or for legal fees relating to a foundation’s exempt purposes are qualifying
distributions. On the other hand, § 53.4945-6(b)(2) provides that expenditures for unreasonable
administrative expenses, including consultant fees and other fees for services rendered, will
ordinarily be taxable expenditures under § 4945(d)(5). The payment of legal fees to the attorneys for
M or you and the payment of the IRS fee for this private letter ruling are administrative expenses
necessary to the accomplishment of the Foundations’ exempt purposes. So long as such payments



are reasonable, the legal fees paid to the attorneys for M and you to obtain a private letter ruling
with respect to the Transfer, and the IRS fee paid for this private letter ruling, would not be treated
as taxable expenditures within the meaning of § 4945(d)(5).

Issues 18 and 19

Whether the operation by you of state licensed postsecondary career training programs for a fee
would adversely affect your tax exempt status under § 501(c)(3) or your status as an operating
foundation under § 4942(j)(3).

Whether the fees received by you from the operation of the state licensed postsecondary career
training programs would be considered gross income derived from an unrelated trade or business
for purposes of § 512(a)(1).

Your exempt purposes, as described in your Articles of Organization, include “the provision of
educational, vocational, social, psychological, and financial assistance to homeless individuals and
families.” From your beginning, you have provided education and practical job-skills training to
disadvantaged persons and those who have suffered displacement from economic upheavals so that
they may be better equipped to obtain employment and to lead productive and satisfying lives. You
now wish to provide training in software programs widely used by the business community to help
displaced persons whose existing skills do not correspond to the current needs of the marketplace.

Providing such training is educational within the meaning of § 1.501(c)(3)-1(d)(3)(a), and contributes
importantly to the accomplishment of your exempt purposes of providing educational and vocational
assistance to homeless and displaced persons. Thus, such activities amount to a trade or business
that is substantially related to the accomplishment of your exempt purposes within the meaning of §
1.513-1(d)(2), and are, therefore, not unrelated trade or business within the meaning of § 513(a).
Insofar as the term “functionally related business” under § 4942(j)(4)(A) includes a trade or business
which is not an unrelated trade or business, as defined in § 513, the providing of such state-licensed
postsecondary career training programs by you would constitute a “functionally related business,”
and deductible expenses related thereto in excess of the income from such business would constitute
qualifying distributions made directly for the active conduct of activities constituting your exempt
function for purposes of qualifying as a private operating foundation under § 4942(j)(3), as provided
in § 53.4942(a)-2(d)(4) and § 53.4942(b)-1(b)(1). The operation of state licensed postsecondary
career training programs for a fee will not adversely affect your status as an organization described
in § 501(c)(3) or your status as a private operating foundation under § 4942(j)(3). Furthermore, since
the income derived from such activities would constitute income from a related trade or business,
such income would not constitute gross income derived from an unrelated trade or business for
purposes of § 512(a)(1).

Issue 20

Whether, following the Transfer, if your qualifying distributions (within the meaning of § 4942(g)(1)
or (2)) made directly for the active conduct of the activities constituting your exempt purpose or
function were to exceed both your net investment income and your minimum investment return, you
will continue to qualify as a private operating foundation within the meaning of § 4942(j)(3).

To qualify as a private operating foundation under § 4942(j)(3), an organization must meet the
income test under § 4942(j)(3)(A) and any one of three alternative tests — the assets test under §
4942(j)(3)(B)(i), the endowment test under § 4942(j)(3)(B)(ii), or the support test under §
4942(j)(3)(B)(iii). The income test requires that the organization make qualifying distributions
directly for the active conduct of the activities constituting the purpose or function for which it is



organized and operated equal to substantially all of the lesser of (i) its adjusted net income or (ii) its
minimum investment return. The endowment test requires qualifying direct distributions of at least
two-thirds of the foundation’s minimum investment return.

You anticipate, and represent, that, notwithstanding an increase in your assets and income as a
result of the Transfer, you will continue to make qualifying direct distributions in excess of both your
minimum investment return and your adjusted net income. So long as your qualifying direct
distributions continue to exceed both your net investment income and your minimum investment
return, you would continue to qualify as a private operating foundation under § 4942(j)(3).

CONCLUSION

In light of the foregoing, we rule as follows:

1. The transfer of substantially all of M’s net assets to you (the “Transfer”) would not adversely
affect the status of either M or you as organizations described in § 501(c)(3).

2. The Transfer would be a transfer described in § 507(b)(2).

3. The Transfer would not terminate M’s private foundation status or cause M to incur any liability
for the § 507(c) termination tax.

4. Following the Transfer, M would be eligible to terminate its private foundation status by giving
notice to the Service as provided in § 507(a)(1).

5. For purposes of calculating the termination tax under § 507(c), the date for determining the value
of M’s assets would be the date on which it gives the notice described in § 507(a)(1) (“Notice”).

6. Provided that Notice is given at least one day after the Transfer, and at a time when M’s net
remaining assets are valued at Zero Dollars ($0.00), the amount of termination tax due under §
507(c)(2) upon termination of M’s status as a private foundation would be Zero Dollars ($0.00).

7. For purposes of §§ 507 through 509, you would be treated as a newly created organization as a
result of the Transfer, pursuant to § 507(b)(2).

8. You, as transferee of substantially all of M’s net assets, would be treated as possessing those
attributes and characteristics of M described in § 1.507-3(a)(2), (3), and (4).

9. Since M and you are both effectively controlled by the same persons within the meaning of §§
1.482-1(a)(3) and 1.507-3(a)(9), for purposes of Chapter 42 (§ 4940 et seq.) and §§ 507 through 509,
you, the transferee, would be treated as though you were M, the transferor.

10. The Transfer would not give rise to net investment income and would not be subject to tax under
§ 4940(a).

11. You, as transferee, may use any excess § 4940 tax paid by M, the transferor, to offset your § 4940
tax liability.

12. The Transfer would not constitute an act of self-dealing within the meaning of § 4941(d), and
would not subject any disqualified person or foundation manager with respect to M or you to the tax
imposed under § 4941(a).

13. The provision by a law firm of reasonable and necessary legal services with respect to the



Transfer, and the payment of reasonable compensation for such services by M or you, would not
constitute acts of self-dealing within the meaning of § 4941(d), notwithstanding the status of D, a
disqualified person with respect to you, as a partner in that law firm.

14. The Transfer would not constitute a qualifying distribution by M under § 4942. You would
assume M’s undistributed income under § 4942 (if any) and be required to make qualifying
distributions of such amount treated as distributed out of corpus by the end of your tax year after
the tax year in which you receive the Transfer, but excess distributions by M (if any) will not carry
over to you, but will lapse in the first year after the Transfer that you qualify as an operating
foundation

15. The Transfer would not constitute an investment jeopardizing M’s exempt purposes, and would
not be subject to tax under § 4944(a)(1).

16. The Transfer would not be a taxable expenditure within the meaning of § 4945(d); consequently
there would be no expenditure responsibility requirements to be exercised under § 4945(d)(4) or (h).

17. The payment of the IRS fee for this private letter ruling would not be treated as a taxable
expenditure within the meaning of § 4945(d), and payments of reasonable legal fees to the attorneys
for M and you to obtain this private letter ruling with respect to the Transfer would not be treated as
taxable expenditures within the meaning of § 4945(d) so long as such payments were reasonable.

18. The operation by you of state licensed postsecondary career training programs for a fee would
not adversely affect your tax-exempt status under § 501(c)(3) or your status as an operating
foundation under § 4942(j)(3).

19. The fees received by you from the operation of state licensed postsecondary career training
programs would not be considered gross income derived from an unrelated trade or business for
purposes of § 512(a)(1).

20. Following the Transfer, if your qualifying distributions (within the meaning of § 4942(g)(1) or (2))
made directly for the active conduct of the activities constituting your exempt purpose or function
were to exceed both your net investment income and your minimum investment return, you would
continue to qualify as a private operating foundation under § 4942(j)(3).

This ruling will be made available for public inspection under § 6110 of the Code after certain
deletions of identifying information are made. For details, see enclosed Notice 437, Notice of
Intention to Disclose. A copy of this ruling with deletions that we intend to make available for public
inspection is attached to Notice 437. If you disagree with our proposed deletions, you should follow
the instructions in Notice 437.

This ruling is directed only to the organization that requested it. I.R.C. § 6110(k)(3) of the Code
provides that it may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be
no material changes in these facts. This ruling does not address the applicability of any section of
the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning your federal income tax status, this ruling should
be kept in your permanent records.

If you have any questions about this ruling, please contact the person whose name and telephone
number are shown in the heading of this letter.



In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.

Sincerely,

Peter A. Holiat

Acting Manager,

Exempt Organizations

Technical Group 1

LTR: Scholarship Awards Won't Be Taxable Expenditures.

Citations: LTR 201321029

The IRS ruled that awards made through a private foundation’s employer-related scholarship
program will not constitute taxable expenditures and will be excludable from the gross income of the
recipients if the funds are used for qualified tuition and related expenses.

Contact person – ID number: * * *

Contact telephone number: * * *

UIL: 4945.04-04

Release Date: 5/24/2013

Date: February 27, 2013

Employer Identification Number: * * *

LEGEND:
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C = Company
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E = Location
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$y = Dollar amount

Dear * * *:

You asked for advance approval of your employer-related scholarship grant procedures under
Internal Revenue Code section 4945(g). This approval is required because you are a private
foundation that is exempt from federal income tax. You requested approval of your scholarship
program to fund the education of certain qualifying students.

OUR DETERMINATION

We approved your procedures for awarding employer-related scholarships. Based on the information
you submitted, and assuming you will conduct your program as proposed, we determined that your
procedures for awarding employer-related scholarships meet the requirements of Code section
4945(g)(1). As a result, expenditures you make under these procedures won’t be taxable.

Also, awards made under these procedures are scholarship or fellowship grants and are not taxable
to the recipients if they use them for qualified tuition and related expenses (subject to the limitations
provided in Code section 117(b)).

DESCRIPTION OF YOUR REQUEST

Your letter indicates you will operate an employer-related scholarship program called B. The
purpose of B is to provide scholarships for post-secondary education of undergraduate studies to
students who are interested in obtaining an education focused on health and wellness related fields.
Approximately v children will be eligible to apply and roughly w actual applications are to be
received. You will award x non-renewable scholarships annually for $y each to children of C
employees and their subsidiaries. Scholarships will be offered for full-time study at an accredited
college or vocational institution of the student’s choice.

You will advertise your program by posting application information on your intranet and make
annual announcements via company newsletters, e-mail, postings in employee cafeterias or on other
bulletin boards to inform employees of the program and timing for the annual application process.

To be eligible, applicants must be graduating high school students or existing college students with
a minimum GPA of 3.0 on a 4.0 scale, aged 25 and under and a dependent child of eligible full time
employees with one year of employment who intends to attend a qualified post-secondary school.
Students outside the United States must be in their final year of upper or higher secondary school or
be current technical or university level students.

You define dependent children as biological, step, or legally adopted children living in the
employee’s household or primarily supported by the employee. Children of a) employees at or above
a vice president or p level and above of C or subsidiaries, b) Directors of C, or c) Trustees of your
foundation are not eligible to apply.

Interested students must complete the application in English, Spanish or French and mail it along
with a copy of current and complete transcripts of grades and any other required documents to the
qualified independent third party hired to manage your program. Online transcripts must display the
student’s name, school name, grade and credit hours earned for each course, and term in which
each course was taken. Applicants will receive acknowledgement of receipt of their application. If an
acknowledgement is not received within four weeks, applicants may contact the independent third
party to verify that the application has been received.



Non-U.S. applicants currently or previously enrolled in an institute of higher education (university)
must include their academic record (transcripts of grades) for all higher education course work
completed and secondary school credential/diploma/certificate. Current secondary school students
and students who have completed less than one year of higher education (university) must include
their academic record (transcript of grades) for all secondary education course work completed
during the past three years, and results of college entrance academic examinations.

All applicants are responsible for gathering and submitting all necessary information. Applications
will be evaluated on the information supplied; therefore, answer all questions as completely as
possible. Incomplete applications will not be evaluated. All information received will be considered
confidential and is reviewed only by the independent third party management service hired.

Scholarship recipients are selected on the following basis: academic performance, demonstrated
leadership and participation in school and community activities, work experience, a statement of
career and educational goals and objectives, unusual school and community activities, work
experience, unusual personal and family circumstances that have affected school or work
achievements, and the applicant appraisal found on page two of the application. Academic
evaluation of global applicants will include review of the grade/mark average based on the grading
system used in the applicant’s country and a review of the results of academic examinations.

Financial need is not considered. However, because sources of funding for higher education vary
across the globe, you request applicants from countries outside the United States submit school cost
and government subsidy information.

Provided there are qualified applicants, recipients will be selected in proportion to the number of
employees in three primary C regions — D, E, and F. The goal is to grant at least one award per
region.

The selection committee will be chosen from a qualified independent third party. No relatives of the
independent selection committee, or children of C employees that are at a senior level position (Vice
President, or equivalent, or above) are eligible to participate in the program. No children of C’s
board members or your foundation’s trustees or disqualified persons will be eligible to participate.
In no instance does any officer or employee of C or your foundation play a part in the selection. All
applicants agree to accept the selection decisions as final. Applicants will be notified of selection
decisions. Not all applicants to the program will be selected as recipients.

The independent third party will process scholarship payments on your behalf. Checks will be mailed
to each recipient’s home address and will be made payable to the student’s school. The award
checks will be issued in U.S. currency. If requested, award payments for recipients outside the
United States and Canada may be made via wire transfer.

Recipients will have no obligation to you. They are, however, required to notify the independent
third party of any changes in address, school enrollment, or other relevant information and to send
complete official transcripts when requested. You reserve the right to review the conditions and
procedures of this scholarship program and to make a change at any time including termination of
the program.

You will (1) arrange to receive and review grantee reports annually and upon completion of the
purpose for which the grant was awarded, (2) investigate diversion of funds from their intended
purposes, and (3) take all reasonable and appropriate steps to recover the diverted funds, ensure
other grant funds held by a grantee are used for their intended purposes, and withhold further
payments to grantees until you obtain grantees’ assurances that future diversions will not occur and



that grantees will take extraordinary precautions to prevent future diversion from occurring.

You will maintain all records relating to individual grants including information obtained to evaluate
grantees, identify a grantee as a disqualified person, establish the amount and purpose of each
grant, and establish that you undertook the supervision and investigation of grants described above.

BASIS FOR OUR DETERMINATION

The law imposes certain excise taxes on the taxable expenditures of private foundations (Code
section 4945). A taxable expenditure is any amount a private foundation pays as a grant to an
individual for travel, study, or other similar purposes. However, a grant that meets all of the
following requirements of Code section 4945(g) is not a taxable expenditure.

The foundation awards the grant on an objective and nondiscriminatory basis.

The IRS approves in advance the procedure for awarding the grant.

The grant is a scholarship or fellowship subject to Code section 117(a).

The grant is to be used for study at an educational organization described in Code section
170(b)(1)(A)(ii).

Revenue Procedure 76-47, 1976-2 C.B. 670, provides guidelines to determine whether grants a
private foundation makes under an employer-related program to employees or children of employees
are scholarship or fellowship grants subject to the provisions of Code section 117(a). If the program
satisfies the seven conditions in sections 4.01 through 4.07 of Revenue Procedure 76-47 and meets
the applicable percentage tests described in section 4.08 of Revenue Procedure 76-47, we will
assume the grants are subject to the provisions of Code section 117(a).

You represented that your grant program will meet the requirements of either the 25 percent or 10
percent percentage test in Revenue Procedure 76-47. These tests require that:

The number of grants awarded to employees’ children in any year won’t exceed 25 percent of the
number of employees’ children who were eligible for grants, were applicants for grants, and were
considered by the selection committee for grants, or

The number of grants awarded to employees’ children in any year won’t exceed 10 percent of the
number of employees’ children who were eligible for grants (whether or not they submitted an
application), or

The number of grants awarded to employees in any year won’t exceed 10 percent of the number of
employees who were eligible for grants, were applicants for grants, and were considered by the
selection committee for grants.

You further represented that you will include only children who meet the eligibility standards
described in Revenue Procedure 85-51, 1985-2 C.B. 717, when applying the 10 percent test
applicable to employees’ children.

In determining how many employee children are eligible for a scholarship under the 10 percent test,
a private foundation may include only those children who submit a written statement or who meet
the foundation’s eligibility requirements. They must also satisfy certain enrollment conditions.

You represented that your procedures for awarding grants under this program will meet the



requirements of Revenue Procedure 76-47. In particular:

An independent selection committee whose members are separate from you, your creator, and the
employer will select individual grant recipients.

You will not use grants to recruit employees nor will you end a grant if the employee leaves the
employer.

You will not limit the recipient to a course of study that would particularly benefit you or the
employer.

OTHER CONDITIONS THAT APPLY TO THIS DETERMINATION

This determination only covers the grant program described above. This approval will apply to
succeeding grant programs only if their standards and procedures don’t differ significantly from
those described in your original request.

This determination is in effect as long as your procedures comply with sections 4.01 through 4.07 of
Revenue Procedure 76-47 and with either of the percentage tests of section 4.08. If you establish
another program covering the same individuals, that program must also meet the percentage test.

This determination applies only to you. It may not be cited as a precedent.

You cannot rely on the conclusions in this letter if the facts you provided have changed substantially.
You must report any significant changes to your program to the Cincinnati Office of Exempt
Organizations at::

Internal Revenue Service

Exempt Organizations Determinations

P.O. Box 2508

Cincinnati, OH 45201

You cannot award grants to your creators, officers, directors, trustees, foundation managers, or
members of selection committees or their relatives.

All funds distributed to individuals must be made on a charitable basis and further the purposes of
your organization. You cannot award grants for a purpose that is inconsistent with Code section
170(c)(2)(B).

You should keep adequate records and case histories so that you can substantiate your grant
distributions with the IRS if necessary.

Please keep a copy of this letter in your records.

If you have questions, please contact the person listed at the top of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations



Rulings and Agreements

LTR: IRS Rules on Transfer of Assets Between Foundations.

Citations: LTR 201321024

The IRS ruled that the transfer of assets from one private foundation to another will not affect either
foundation’s tax-exempt status, will not give rise to termination taxes or net investment income
taxes, will not be an act of self-dealing, and will not constitute a jeopardizing investment.

Contact Person: * * *

Identification Number: * * *

Telephone Number: * * *

Uniform Issues List Numbers: 501.03-00, 507.00-00, 507.05-00,

507.06-00, 507.09-00, 512.00-00, 4940.00-00, 4941.04-00, 4942.03-05,

4942.05-00, 4944.00-00, 4945.04-00

Release Date: 5/24/2013

Date: February 27, 2013

Employer Identification Number: * * *

LEGEND:

B = * * *

C = * * *

D = * * *

P = * * *

Dear * * *:

This responds to your letter dated May 31, 2012, in which you requested rulings on the application
of Parts I and II of Subchapter F of Chapter 1, I.R.C. §§ 501-509, and Subchapter A of Chapter 42,
Subtitle D, §§ 4940-4948, to the transaction described below.

FACTS

You are a trust organized exclusively for charitable purposes, and you have been recognized exempt
from federal income taxation as an organization described in § 501(c)(3). You are classified as a
private non-operating foundation within the meaning of § 509(a). You were created by, and originally
funded with a contribution from, B. B and her husband, C, (jointly, the “Founders”), are your sole
trustees. You stipulate that B is a substantial contributor to you within the meaning of § 507(d)(2)(A),
that C is a substantial contributor to you within the meaning of § 507(d)(2)(B)(iii), that B and C are
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your foundation managers within the meaning of § 4946(b), and, consequently, that B and C are
disqualified persons with respect to you within the meaning of § 4946(a)(1)(A) and (B).

P is organized as a not-for-profit corporation under state law. P has been recognized exempt from
federal income taxation as an organization described in § 501(c)(3), and is classified as a private
operating foundation described in § 4942(j)(3). You and P do not share the same tax year. The
officers and directors of P are B, C, and D. D is an unrelated person who has provided legal services
to you, B, C, and P. You stipulate that B is a substantial contributor to P within the meaning of §
507(d)(2)(A), that C is a substantial contributor to P within the meaning of § 507(d)(2)(B)(iii), that B,
C, and D are foundation managers of P within the meaning of § 4946(b), that B and C are disqualified
persons with respect to P within the meaning of § 4946(a)(1)(A) and (B), and that D is a disqualified
person with respect to P within the meaning of § 4946(a)(1)(B).

You represent that the Founders, as your sole Trustees and as two of the three directors of P,
effectively control both you and P (collectively, “the Foundations”) within the meaning of §§ 1.482-
1(a)(3) and 1.507-3(a)(9)(i).

You represent that both of the Foundations have made timely tax filings on their respective Returns
of Organizations Exempt from Income Tax, Forms 990-PF, for all applicable years, and that both
have complied with all applicable state filing obligations throughout their respective terms of
existence.

Neither of the Foundations has undertaken any activities that would be inconsistent with tax-exempt
status as a § 501(c)(3) organization, nor made any changes to their respective governing documents
since the filing of their Applications for Tax-Exempt Status, Form 1023. There have been no willful
repeated acts (or failures to act), nor any willful and flagrant act (or failure to act), within the
meaning of § 507(a)(2)(A), with respect to either of the Foundations that would give rise to liability
for tax under Chapter 42 of the Code, and neither Foundation has received a notification from the
Secretary of the Treasury described in § 507(a)(2)(B). Neither Foundation has previously terminated
its status as a private foundation. You have made qualifying distributions in sufficient amount to
avoid imposition of excise tax under § 4942. P has made qualifying distributions in connection with
the conduct of its exempt mission to qualify as a private operating foundation under § 4942(j)(3).

You represent that all grants made, or to be made, by you prior to the transfer of your remaining
assets to P, as described below, have been grants to public charities. P has not made grants to other
organizations. Neither Foundation has incurred any “taxable expenditure” within the meaning of §
4945(d), and neither Foundation has previously made any grant or other disposition of funds that
would require the exercise of expenditure responsibility within the meaning of § 4945(d)(4)(B).

Under the Declaration of Trust that serves as your governing instrument, your trustees are
empowered to make distributions in their discretion from Trust income and principal to “Qualified
Charitable Recipients” (“QCRs”). QCRs are defined as organizations described in § 170(c)(1) or (2)
which are exempt from tax under § 501(c)(3). The Trust instrument makes reference to suggested
types of QCR donees, but the Trustees are empowered to make distributions to any charitable
organization qualifying as a QCR, without regard to its mission or purposes. P, as an organization
described in §§ 170(c)(2) and 501(c)(3), is a QCR within the meaning of the Trust instrument, and, as
such, is eligible under the Trust instrument to receive grants from you. Prior to, and except for, the
transfer of its remaining assets to P as described below, all of your grants have been made or will
have been made to unrelated grantees that are treated as public charities under the Code.

The corporate purposes of P are described in its Articles of Organization as including “the provision
of educational, vocational, social, psychological, and financial assistance to homeless individuals and



families,” as well as making distributions to other § 501(c)(3) organizations. Since P was first
organized, it has provided education and practical job-skills training to disadvantaged persons and
those who have suffered displacement from recent economic upheavals with the objective of
equipping them to survive in the current economy, to enter or re-enter the work-force, and to lead
productive and satisfying lives. P has provided free career development services to unemployed and
underemployed individuals, and has offered such individuals skill assessment, career planning,
computer training, interview and resume help, financial planning, job search planning, and other
assistance.

Over the past several years, the Founders have concluded that the services provided by P have been
increasingly needed, in part because of the large number of people displaced by recent economic
upheaval and recession. The population in need of such services has been underserved by other
organizations and the need and demand for the services provided by P have increased. At the same
time, economic circumstances have made fundraising from third parties more difficult. The Founders
have determined that the exempt purposes of both Foundations will be best served by concentrating
their efforts and charitable resources on the work and mission of P, and by eliminating the
duplication and administrative burden of operating two separate private foundations.

Your only activities have consisted of grants made to unrelated QCRs, the missions of most of which
are unrelated to P’s mission. The Trustees have determined that the best use of your remaining
charitable funds, in furtherance of your exempt purpose, would be to provide assistance to P in
carrying out the activities which form the basis of P’s exempt purposes. Therefore, the Founders, as
your Trustees and as Directors of P, with the concurrence of P’s third director, have determined that
it is in the best interests of both Foundations to contribute all of your remaining net funds to P, to
discontinue any of your further activities or grants, and to continue to operate P in furtherance of its
exempt purposes.

After making some final grants to unrelated public charities you will transfer all of your remaining
assets to P. Your Trustees will reserve a final amount for estimated debts and expenses, including
taxes due, if any, under § 4940, and, thereafter, transfer the balance of your remaining net assets to
P (the “Transfer”). The Transfer will involve substantially all of your net assets, including all
accumulated income and undistributed trust principal. Any amounts remaining after the final
payment of taxes, expenses, and fees, will also be transferred to P. Following these transfers, you
will retain no assets and will cease to operate.

You will file a Form 990-PF for the year of the disposition of your assets. No sooner than at least one
day after the Transfer, your Trustees will provide notice pursuant to § 507(a)(1) to the Manager,
Exempt Organizations Determinations, TE/GE, of your intent to terminate your private foundation
status, in the form and manner prescribed by § 1.507-1(b) and other applicable regulations.

Following the Transfer, P will continue to operate as a private operating foundation engaged in the
active conduct of activities in furtherance of its exempt purposes. It expects to use the transferred
funds as well as its other assets exclusively in furtherance of its exempt purposes. The Founders
expect that P’s qualifying distributions, substantially all in the form of expenditures incurred in
carrying out its exempt activities, will continue to exceed its net income and minimum investment
returns. P will also take responsibility for all liabilities, if any, under Chapter 42 that may be imposed
or in effect with respect to either you or P after the Transfer date.

While P will continue to provide services free of charge, its management has determined that P’s
exempt purposes can be further served by expanding its services to include fee-based training and
certification programs in widely-used computer programs. These services have been identified as
particularly valuable to the core mission of P, which is helping displaced and disadvantaged persons



acquire the skills needed to obtain meaningful and lasting employment. The fees paid for such
services will help P recover the costs of those programs as well as provide a source of revenue to
support P’s ongoing operations and pro bono services.

The legal services with respect to the Transfer will be provided by a law firm in which D is a partner
with a profits interest of less than 35%. D, as a director of P, is a disqualified person with respect to
P. You represent that the law firm will charge reasonable fees for the legal services provided in
connection with the Transfer, the termination of you and your status as a private foundation, and the
application for a private letter ruling. The services provided by the law firm will be limited solely to
such services as are reasonably necessary to carrying out the exempt purposes of the Foundations,
and shall not be excessive.

RULINGS REQUESTED

You have requested the following rulings:

1. The transfer of substantially all of your net assets to P (the “Transfer”) will not adversely affect
the status of you or P as tax-exempt organizations described in § 501(c)(3).

2. The Transfer will be a transfer described in § 507(b)(2).

3. The Transfer will not terminate your private foundation status and will not cause you to incur any
liability for the § 507(c) termination tax.

4. Following the Transfer, you will be eligible to terminate your private foundation status through
the “voluntary termination” procedures of § 507(a)(1).

5. Pursuant to § 1.507-7(b)(1), the date for determining the value of your assets, for purposes of
calculating the termination tax under § 507(c), shall be the date proper notification is given, in the
manner prescribed in the regulations, of your intention voluntarily to terminate your private
foundations status (hereinafter, “Notice”).

6. Provided that such Notice is given at least one day after the Transfer, and at a time when your net
remaining assets are valued at zero dollars ($0.00), then the amount of termination tax due under §
507(c)(2) upon the termination of your status as a private foundation shall be zero dollars ($0.00).

7. Pursuant to § 507(b)(2), P will not be treated as a newly created organization as a result of the
Transfer.

8. P, as transferee of substantially all of your net assets, shall be treated as possessing those
attributes and characteristics of yours described in subparagraphs (2), (3), and (4) of § 1.507-3(a).

9. The Founders, as the only Trustees of you, and as two of the three Directors of P, and as
foundation managers and substantial contributors of both Foundations, effectively control both
Foundations within the meaning of §§ 1.482-1(a)(3) and 1.507-3(a)(9), Accordingly, for purposes of
Chapter 42, the transferee Foundation, P, will be treated as though it were you, the transferor
Foundation.

10. The Transfer will not be a realization event for you, and will not give rise to any gross investment
income or capital gain net income, within the meaning of § 4940, with respect to either you or P.

11. P, as transferee, may use any excess § 4940 tax paid by you, the transferor, to offset P’s § 4940
tax liability.



12. The Transfer will not constitute self-dealing and will not subject either of the Foundations, or any
of their respective officers, directors, or Trustees, as the case may be, to tax under § 4941.

13. The providing of reasonable and necessary legal services with respect to the Transfer by a law
firm in which D is a partner, and the payment of reasonable compensation for such services by the
Foundations, will not be an act of self-dealing within the meaning of § 4941(d), notwithstanding the
status of D as a disqualified person with respect to P.

14. You will not be required to meet the qualifying distribution requirements of § 4942 for the
taxable year of the Transfer provided that P’s distributable amount for the year of the Transfer is
increased by your distributable amount for the year of the Transfer, and your qualifying distributions
made during the taxable year of the Transfer, if any, will be carried over to P, and may be used by P
to meet its minimum distribution requirements under § 4942 for the year.

15. The Transfer will not constitute a jeopardizing investment within the meaning of § 4944.

16. The Transfer will not be a taxable expenditure within the meaning of § 4945(d), and there will be
no expenditure responsibility requirements that must be exercised under § 4945(d)(4) or (h) with
respect to the Transfer.

17. The payment of reasonable legal fees to the attorneys for you and P for services with respect to
the Transfer, and the IRS fee for this Private Letter Ruling will not be treated as taxable
expenditures within the meaning of § 4945(d)(5).

18. The operation by P of state licensed postsecondary career training programs for a fee will not
adversely affect P’s tax-exempt status under § 501(c)(3) or its status as a private operating
foundation under § 4942(j)(3).

19. The fees received by P from payments by users for its certification classes will not be considered
gross income derived from an unrelated trade or business for purposes of § 512(a)(1).

20. From and after the effective date of the Transfer, P will continue to exist as an organization that
is exempt from taxation under § 501(c)(3) and which will qualify as a private operating foundation
under § 4942(j)(3).

LAW

I.R.C. § 501(a) exempts from federal income taxation organizations described in § 501(c).

I.R.C. § 501(c)(3) describes organizations organized and operated exclusively for charitable,
educational, and other designated exempt purposes.

Treas. Reg. § 1.501(c)(3)-1(d)(3)(i) provides that the term “educational,” as used in § 501(c)(3),
includes the instruction and training of the individual for the purpose of improving or developing his
capabilities.

I.R.C. § 509(a) provides that an organization described in § 501(c)(3) is a private foundation unless it
is described in § 509(a)(1), (2), (3), or (4).

I.R.C. § 507(a) provides that, except as provided in subsection (b), the status of any organization as a
private foundation shall be terminated only if (1) it notifies the Secretary of its intent to accomplish
such termination, or (2) with respect to such organization, there have been either willful repeated
acts (or failures to act), or a willful and flagrant act (or failure to act), giving rise to liability for tax



under Chapter 42, and the Secretary notifies such organization that it is liable for the tax imposed
by subsection (c), and either such organization pays the tax (or any portion not abated under
subsection (g)) or the entire amount of such tax is abated under subsection (g).

Treas. Reg. § 1.507-1(b)(1) provides that in order for a private foundation to terminate its private
foundation status under § 507(a)(1), an organization must submit a statement to the Internal
Revenue Service (“Service”) of its intent to terminate its private foundation status under § 507(a)(1).
Such statement must set forth in detail the computation and amount of tax imposed under § 507(c).
Unless the organization requests abatement of such tax pursuant to § 507(g), full payment of such
tax must be made at the time the statement is filed under § 507(a)(1).

I.R.C. § 507(c) imposes an excise tax on each terminating private foundation equal to the lower of
the aggregate tax benefit resulting from the § 501(c)(3) status of such foundation, or the value of the
net assets of such foundation.

I.R.C. § 507(e) and Treas. Reg. § 1.507-7(a) provide that, for purposes of § 507(c), the value of the
net assets shall be determined at whichever time such value is higher: (1) the first day on which
action is taken by the organization which culminates in its ceasing to be a private foundation, or (2)
the date on which it ceases to be a private foundation.

Treas. Reg. § 1.507-7(b)(1) provides that, in the case of a termination under § 507(a)(1), the date for
determining the value of the foundation’s assets for purposes of calculating the termination tax
under § 507(c) shall be the date on which the foundation gives the notification described in §
507(a)(1).

I.R.C. § 507(b)(2) provides that, in the case of a transfer of assets of a private foundation to another
private foundation pursuant to any liquidation, merger, redemption, recapitalization, or other
adjustment, organization, or reorganization, the transferee foundation shall not be treated as a
newly created organization.

Treas. Reg. § 1.507-3(c)(1) provides that, for purposes of § 507(b)(2), the terms “other adjustment,
organization, or reorganization” shall include any partial liquidation or any other significant
disposition of assets to one or more private foundations, other than transfers for full and adequate
consideration or distributions out of current income.

Treas. Reg. § 1.507-3(c)(2) provides that the term “significant disposition of assets to one or more
private foundations” includes any disposition (or series of related dispositions) by a private
foundation to one or more private foundations of 25 percent or more of the fair market value of the
net assets of the transferor foundation at the beginning of the taxable year in which the transfers
occur.

Treas. Reg. § 1.507-1(b)(6) provides that when a foundation transfers all or part of its assets to one
or more other private foundations pursuant to a transfer described in § 507(b)(2) and § 1.507-3(c),
such transferor foundation will not have terminated its private foundation status under § 507(a)(1).

Treas. Reg. § 1.507-1(b)(7) provides that neither a transfer of all the assets of a private foundation
nor a significant disposition of assets by a private foundation shall be deemed to result in a
termination of the transferor private foundation under § 507(a) unless the transferor private
foundation elects to terminate pursuant to § 507(a)(1) or § 507(a)(2) is applicable.

Treas. Reg. § 1.507-3(d) provides that unless a private foundation voluntarily gives notice pursuant
to § 507(a)(1), a transfer of assets described in § 507(b)(2) will not constitute a termination of the



transferor’s private foundation status under § 507(a)(1).

Treas. Reg. § 1.507-4(b) provides that private foundations which make transfers described in §
507(b)(2) are not subject to the tax imposed under § 507(c) with respect to such transfers unless the
provisions of § 507(a) become applicable.

Treas. Reg. § 1.507-3(a)(1) provides that, in the case of a transfer of assets of a private foundation to
another private foundation pursuant to any liquidation, merger, redemption, recapitalization, or
other adjustment, organization, or reorganization, including a significant disposition of assets to one
or more private foundations within the meaning of § 1.507-3(c), the transferee organization shall not
be treated as a newly created organization. Rather, the transferee organization shall be treated as
possessing those attributes and characteristics of the transferor organization which are described in
subparagraphs (2), (3), and (4) of this paragraph.

Treas. Reg. § 1.507-3(a)(2)(i) provides that a transferee organization to which this § 1.507-3(a)
applies shall succeed to the aggregate tax benefit of the transferor organization in an amount equal
to the amount of such aggregate tax benefit multiplied by a fraction the numerator of which is the
fair market vale of the assets (less encumbrances) transferred to such transferee and the
denominator of which is the fair market value of the assets of the transferor (less encumbrances)
immediately before the transfer. Fair market value shall be determined at the time of the transfer.

Treas. Reg. § 1.507-3(a)(3) provides that, for purposes of § 507(d)(2), in the event of a transfer of
assets described in § 507(b)(2), any person who is a “substantial contributor” (within the meaning of
§ 507(d)(2)) with respect to the transferor foundation shall be treated as a “substantial contributor”
with respect to the transferee foundation, regardless of whether such person meets the $5,000-two
percent test with respect to the transferee organization at any time.

Treas. Reg. § 1.507-3(a)(4) provides that if a private foundation incurs liability for one or more of the
taxes imposed under Chapter 42 (or any penalty resulting therefrom) prior to, or as a result of,
making a transfer of assets described in § 507(b)(2) to one or more private foundations, in any case
where transferee liability applies each transferee foundation shall be treated as receiving the
transferred assets subject to such liability to the extent that the transferor foundation does not
satisfy such liability.

Treas. Reg. § 1.507-3(a)(5) provides that, except as provided in subparagraph (9) of this paragraph,
a private foundation is required to meet the distribution requirements of § 4942 for any taxable year
in which it makes a § 507(b)(2) transfer of all or part of its net assets to another private foundation.
Such transfer shall itself be counted toward satisfaction of such requirements to the extent the
amount transferred meets the requirements of § 4942(g). However, where the transferor has
disposed of all of its assets, the recordkeeping requirements of § 4942(g)(3)(B) shall not apply during
any period it which it has no assets. Such requirements are applicable for any taxable year other
than a taxable year during which the transferor has no assets.

Treas. Reg. § 1.507-3(a)(9)(i) provides that if a private foundation transfers all of its net assets to one
or more private foundations which are effectively controlled (within the meaning of § 1.482-
1A(a)(3)), directly or indirectly, by the same person or persons who effectively control the transferor
private foundation, for purposes of Chapter 42 (§ 4940 et seq.) and part II of Subchapter F of
Chapter 1 of the Code (§§ 507 through 509), such a transferee private foundation shall be treated as
if it were the transferor.

I.R.C. § 511(a)(1) imposes a tax for each taxable year on the unrelated business taxable income (as
defined in § 512) of organizations described in § 501(c).



I.R.C. § 512(a)(1) provides that the term “unrelated business taxable income” means the gross
income derived by any organization from any unrelated trade or business (as defined in § 513)
regularly carried on by it less certain deductions and subject to certain modifications.

I.R.C. § 513(a) provides that the term “unrelated trade or business” means, in the case of an
organization subject to the tax imposed by § 511, any trade or business the conduct of which is not
substantially related (aside from the need of such organization for income or funds or the use it
makes of the profits derived) to the exercise or performance by such organization of its charitable,
educational, or other purpose or functions constituting the basis for its exemption under § 501.

Treas. Reg. § 1.513-1(d)(2) provides that a trade or business is “related” to exempt purposes, in the
relevant sense only where the conduct of the business activities bears a causal relationship to the
achievement of exempt purposes (other than through the production of income); and the trade or
business is “substantially related,” for purposes of § 513, only if the causal relationship is a
substantial one. Thus, for the conduct of a trade or business from which a particular amount of gross
income is derived to be substantially related to purposes for which exemption is granted, the
production or distribution of the goods or the performance of the services from which the gross
income is derived must contribute importantly to the accomplishment of those purposes. Whether
activities productive of gross income contribute importantly to the accomplishment of any purpose
for which an organization is granted exemption depends in each case upon the facts and
circumstances involved.

I.R.C. § 4940(a) imposes on each private foundation which is exempt from taxation under § 501(a) for
the taxable year a tax equal to 2 percent of the net investment income of such foundation for the
taxable year.

Rev. Rul. 2002-28, 2002-1 C.B. 941, holds that when a private foundation transfers all of its assets to
one or more private foundations in a transfer described in § 507(b)(2) the transfers do not give rise
to net investment income and are not subject to tax under § 4940(a). The transferee foundations may
use their proportionate share of any excess § 4940 tax paid by the transferor to offset their own §
4940 tax liability.

I.R.C. § 4941(a)(1) imposes a tax on each act of self-dealing between a disqualified person and a
private foundation.

I.R.C. § 4946(a)(1) provides that the term “disqualified person,” with respect to a private foundation,
includes a person who is —

(A) a substantial contributor to the foundation,

(B) a foundation manager (within the meaning of subsection (b)(1)),

(C) an owner of more than 20 percent of —

(i) the total combined voting power of a corporation,

(ii) the profits interest of a partnership, or

(iii) the beneficial interest of a trust or unincorporated enterprise, which is a substantial contributor
to the foundation,

(D) a member of the family of any individual described in subparagraph (A), (B), or (C),



(E) a corporation of which persons described in subparagraph (A), (B), (C), or (D) own more than 35
percent of the combined voting power,

(F) a partnership in which persons described in subparagraph (A), (B), (C), or (D) own more than 35
percent of the profits interest, and

(G) a trust or estate in which persons described in subparagraph (A), (B), (C), or (D) hold more than
35 percent of the beneficial interest.

Treas. Reg. § 53.4946-1(a)(8) provides that, for purposes of § 4941, the term “disqualified person”
shall not include any organization described in § 501(c)(3) other than an organization described in §
509(a)(4).

Treas. Reg. § 53.4941(d)-1(b)(4) provides that a transaction between a private foundation and an
organization which is not controlled by the foundation (within the meaning of subparagraph (5) of
this paragraph) and which is not described in § 4946(a)(1)(E), (F), or (G) because persons described
in § 4946(a)(1)(A), (B), (C), or (D) own no more than 35 percent of the total combined voting power
or profits or beneficial interest of such organization, shall not be treated as an indirect act of self-
dealing between the foundation and such disqualified person solely because of the ownership
interest of such persons in such organization.

I.R.C. § 4941(d)(1)(E) provides that the term “self-dealing” includes any direct or indirect payment of
compensation (or payment or reimbursement of expenses) by a private foundation to a disqualified
person.

I.R.C. § 4941(d)(2)(E) and Treas. Reg. § 53.4941(d)-3(c)(1) provide that the payment of compensation
(and the payment or reimbursement of expenses) by a private foundation to a disqualified person for
personal services which are reasonable and necessary to carrying out the exempt purpose of the
private foundation shall not be an act of self-dealing if the compensation (or payment or
reimbursement) is not excessive.

Treas. Reg. § 53.4941(d)-3(c)(2) provides examples illustrating the provisions of § 4941(d)(2)(E). In
Example (1), M, a partnership, is a firm of 10 lawyers engaged in the practice of law. A and B,
partners in M, serve as trustees to private foundation W and, therefore, are disqualified persons. In
addition, A and B own more than 35 percent of the profits interest in M, thereby making M a
disqualified person. M performs various legal services for W from time to time as such services are
requested. It is concluded that the payment of compensation by W to M shall not constitute an act of
self-dealing if the services performed are reasonable and necessary for the carrying out of W’s
exempt purposes and the amount paid by W for such services is not excessive.

I.R.C. § 4942(a) imposes a tax on the undistributed income of a private foundation (other than an
operating foundation under § 4942(j)(3)) for any taxable year which has not been distributed before
the first day of the second (or any succeeding) taxable year following such taxable year.

I.R.C. § 4942(c) defines “undistributed income” for any taxable year as the amount by which the
distributable amount for such taxable year exceeds the qualifying distributions made out of such
distributable amount for such taxable year.

I.R.C. § 4942(d) defines “distributable amount” as the amount equal to the sum of the minimum
investment return, plus certain other amounts, reduced by the sum of the taxes imposed on such
private foundation for the taxable year under subtitle A and § 4940.

I.R.C. § 4942(g)(1)(A) provides that the term “qualifying distribution” means any amount (including



that portion of reasonable and necessary administrative expenses) paid to accomplish one or more
purposes described in § 170(c)(2)(B), other than a contribution to (i) an organization controlled
directly or indirectly by the foundation or by one or more disqualified persons with respect to the
foundation, except as provided in paragraph (3), or (ii) a private foundation which is not an
operating foundation under § 4942(j)(3), except as provided in paragraph (3).

I.R.C. § 4942(g)(3) provides that the term “qualifying distribution” includes a contribution to a §
501(c)(3) organization described in paragraph (1)(A)(i) or (ii) if —

(A) not later than the close of the first taxable year after its taxable year in which such contribution
is received, such organization makes a distribution equal to the amount of such contribution and
such distribution is a qualifying distribution (within the meaning of paragraph (1) or (2), without
regard to this paragraph) which is treated under subsection (h) as a distribution out of corpus (or
would be so treated if such § 501(c)(3) organization were a private foundation which is not an
operating foundation), and

(B) the private foundation making the contribution obtains adequate records or other sufficient
evidence from such organization showing that the qualifying distribution described in subparagraph
(A) has been made by such organization.

I.R.C. § 4942(i) and Treas. Reg. § 53.4942(a)-3(e) provide for a carry-over of the amount by which
qualifying distributions during the five preceding taxable years (other than amounts required to be
distributed out of corpus under § 4942(g)(3)) have exceeded the distributable amounts for such
years.

I.R.C. § 4942(j)(3) provides that, for purposes of § 4942, the term “operating foundation” means any
organization —

A. which makes qualifying distributions (within the meaning of paragraph (1) and (2) of subsection
(g)) directly for the active conduct of the activities constituting the purpose or function for which it
is organized and operated equal to substantially all of the lesser of —

i. its adjusted net income (as defined in subsection (f), or

ii. its minimum investment return; (the “income test”) and

B.

i. substantially more than half of the assets of which are devoted directly to such activities or to
functionally related businesses (as defined in paragraph (4)), or to both, or are stock of a corporation
which is controlled by the foundation and substantially all of the assets of which are so devoted (the
“assets test”),

ii. which normally makes qualifying distributions (within the meaning of paragraph (1) or (2) of
subdivision (g)) directly for the active conduct of the activities constituting the purpose or function
for which it is organized and operated in an amount not less than two-thirds of its minimum
investment return (as defined in subsection (e)) (the “endowment test”), or

iii. substantially all of the support (other than gross investment income as defined in § 509(e)) of
which is normally received from the general public and from 5 or more exempt organizations which
are not described in § 4946(a)(1)(H) with respect to each other or the recipient foundation, not more
than 25 percent of the support (other than gross investment income) of which is normally received
from any one such exempt organization and not more than half of the support of which is normally



received from gross investment income (the “support test”).

Notwithstanding the provisions of subparagraph (A), if the qualifying distributions (within the
meaning of paragraph (1) or (2) of subsection (g)) of an organization for the taxable year exceed the
minimum investment return for the taxable year, clause (ii) of subparagraph (A) shall not apply
unless substantially all of such qualifying distributions are made directly for the active conduct of
the activities constituting the purpose or function for which it is organized and operated.

Treas. Reg. § 53.4942(b)-1(b)(1) provides, generally, that qualifying distributions are not made by a
foundation “directly for the active conduct of activities constituting its charitable, educational, or
other similar exempt purpose” unless such qualifying distributions are used by the foundation itself,
rather than by or through one or more grantee organizations which receive such qualifying
distributions directly or indirectly from such foundation. However, administrative expenses (such as
staff salaries and traveling expenses) and other operating costs necessary to conduct the
foundation’s exempt activities (regardless of whether they are “directly for the active conduct” of
such activities) shall be treated as qualifying distributions expended directly for the active conduct
of such exempt activities if such expenses and costs are reasonable in amount. Conversely,
administrative expenses and operating costs which are not attributable to exempt activities, such as
expenses in connection with the production of investment income, are not treated as qualifying
distributions. Expenses attributable to both exempt and nonexempt activities shall be allocated to
each such activity on a reasonable and consistently applied basis.

Treas. Reg. § 53.4942(a)-2(d)(4)(i) provides, in part, that where the deductions with respect to
property used for a charitable, educational, or other similar exempt purpose exceed the income
derived from such property, such excess shall not be allowed as a deduction, but may be treated as a
qualifying distribution.

I.R.C. § 4942(j)(4)(A) provides that the term “functionally related business” includes a trade or
business which is not an unrelated trade or business (as defined in § 513).

Rev. Rul. 2002-28, 2002-1 C.B. 941, provides that, when a private foundation transfers all of its
assets to one or more private foundations in a transfer described in § 507(b)(2), the transfers do not
constitute qualifying distributions for the transferor foundation under § 4942. The transferee
foundations assume their proportionate share of the transferor foundation’s undistributed income
under § 4942 and reduce their own distributable amount for purposes of § 4942 by their proportion
share of the transferor’s excess qualifying distributions under § 4942(i).

I.R.C. § 4944(a)(1) imposes a tax on any amount invested by a private foundation in a manner that
jeopardizes the carrying out of any of the foundation’s exempt purposes.

Rev. Rul. 2002-28, 2002-1 C.B. 941, holds that, when a private foundation transfers all of its assets
to one or more private foundations in a transfer described in § 507(b)(2), the transfers do not
constitute investments jeopardizing the transferor foundation’s exempt purposes and are not subject
to tax under § 4944(a)(1).

I.R.C. § 4945(a)(1) imposes a tax on any “taxable expenditure” made by a private foundation.

I.R.C. § 4945(d)(4) provides that the term “taxable expenditure” includes any amount paid or
incurred as a grant to a private non-operating foundation unless the grantor foundation exercises
expenditure responsibility with respect to such grant in accordance with § 4945(h).

I.R.C. § 4945(d)(5) provides that the term “taxable expenditure” includes any amount paid or



incurred by a private foundation for any purpose other than one specified in § 170(c)(2)(B).

I.R.C. § 4945(h) provides that the expenditure responsibility referred to in § 4945(d)(4) means that a
private foundation is responsible to exert all reasonable efforts and to establish adequate
procedures: (1) to see that the grant is spent solely for the purpose for which it was made; (2) to
obtain full and complete reports from the grantee on how the funds are spent; and (3) to make full
and detailed reports with respect to such expenditures to the Secretary.

Rev. Rul. 2002-28, 2001-1 C.B. 941, provides that, when a private foundation transfers all of its
assets to one or more private foundations effectively controlled by the same persons that effectively
control the transferor, the transferee foundation is treated as the transferor foundation rather than
as the recipient of an expenditure responsibility grant. Therefore, there are no expenditure
responsibility requirements that must be exercised under § 4945(d)(4) or (h) with respect to the
transfers to the transferee foundation. The transferor foundation is required to exercise expenditure
responsibility over the transferor’s outstanding grants until it disposes of all of its assets. Thereafter,
during any period in which the transferor foundation has no assets, the transferor foundation is not
required to exercise expenditure responsibility over any outstanding grants. However, the transferor
foundation must still meet the § 4945(h) reporting requirements for the outstanding grants for the
year in which the transfer was made.

Treas. Reg. § 53.4945-6(b)(1)(v) provides that any payment which constitutes a qualifying
distribution under § 4942(g) ordinarily will not be treated as taxable expenditures under §
4945(d)(5).

Treas. Reg. § 53.4945-6(b)(2) provides that any expenditures for unreasonable administrative
expenses, including compensation, consultant fees, and other fees for services rendered will
ordinarily be taxable expenditures under § 4945(d)(5) unless the foundation can demonstrate that
such expenses were paid or incurred in the good faith belief that they were reasonable and that the
payment or incurrence of such expenses in such amounts was consistent with ordinary business care
and prudence.

The determination whether an expenditure is unreasonable shall depend upon the facts and
circumstances of the particular case.

ANALYSIS

Issue 1

Whether the transfer of substantially all of your net assets to P (the “Transfer”) would adversely
affect the status of either you or P as tax-exempt organizations described in § 501(c)(3).

Both you and P are currently recognized by the Service as organizations described in § 501(c)(3).
Section 501(c)(3) describes organizations organized and operated exclusively for charitable,
educational, and other specified exempt purposes, no part of the net earnings of which inures to the
benefit of any private shareholder or individual, no substantial part of the activities of which is
carrying on propaganda, or otherwise attempting, to influence legislation, and which does not
participate in, or intervene in, any political campaign on behalf of (or in opposition to) any candidate
for public office.

Your exempt purposes include the making of grants to QCRs, which your trust instrument defines as
organizations described in §§ 170(c)(1) and (2) that are entitled to exemption from tax under §
501(c)(3). Furthermore, Articles I.B and VI of your trust instrument authorize the Trustees, in their



discretion, to distribute up to the entire net income and principal of the Trust to such organizations
in furtherance of your exempt purposes. P qualifies as an organization described in § 170(c)(2) and is
exempt from tax under § 501(c)(3). Therefore, P is a QCR and an eligible recipient of trust
distributions under your trust instrument, and the Transfer of all your remaining assets to such an
organization is expressly permitted thereunder.

P is organized for charitable and educational purposes, including the provision of educational,
vocational, social, psychological, and financial assistance to homeless individuals and families, and
the making of distributions for such or similar purposes to organizations that qualify as exempt
organizations under § 501(c)(3). Article IV, paragraph (a)(ii) of P’s Articles of Organization permits P
to “receive contributions from any and all sources.” Therefore, the receipt of the transferred funds
from you is a permissible action by P under its governing instrument. P’s intention is to utilize these
funds in carrying out the activities which constitute the basis of its exempt purposes. No private
inurement will result from the receipt of those funds. The founder, B, serves without compensation,
and the only persons who will benefit from P’s activities will be those persons who fall within the
charitable class that P was established to serve. Nor will the funds be used for legislative or political
activities or for any other purpose that is not in conformity with P’s exempt purposes.

Since the Transfer is consistent with your exempt purposes, and since the transferred funds will be
used by P exclusively in furtherance of its exempt purposes, the Transfer will have no adverse effect
on the qualification of either you or P as organizations described in § 501(c)(3).

Issue 2

Whether the Transfer would be a transfer described in § 507(b)(2).

I.R.C. § 507(b)(2) applies to the transfer of the assets of any private foundation to another private
foundation pursuant to any liquidation, merger, redemption, recapitalization, or other adjustment,
organization, or reorganization. Section 1.507-3(c)(1) provides that the terms “other adjustment,
organization, or reorganization” shall include any partial liquidation or any other significant
disposition of assets to one or more private foundations, other than transfers for full and adequate
consideration. The term “significant disposition of assets to one or more private foundations” is
defined by § 1.507-3(c)(2) as any disposition or series of dispositions where the aggregate value
transferred is 25 percent or more of the fair market value of the foundation at the beginning of the
taxable year.

You will transfer all of your net remaining assets to P after the payment of certain grants to
unrelated QCR’s and the payment of final taxes and expenses. After the Transfer is completed, the
value of your assets would be zero dollars ($0.00). The assets transferred would constitute 100
percent of your net assets remaining after the payment of your qualifying distributions, debts,
expenses, and taxes, and not less than 93 percent of your total assets as of the beginning of the
taxable year. Therefore, the Transfer would constitute a “significant disposition of assets” within the
meaning of § 1.507-3(c)(2), and, thus, would qualify as an “other adjustment, organization, or
reorganization” within the meaning of § 1.507-3(c)(1). Accordingly, the Transfer would be a transfer
described in § 507(b)(2).

Issues 3, 4, 5, and 6

Whether the Transfer would not terminate your private foundation status or cause you to incur any
liability for the § 507(c) termination tax.

Whether, following the Transfer, you would be eligible to terminate your private foundation status



by giving notice to the Service as provided in § 507(a)(1).

Whether, for purposes of calculating the termination tax under § 507(c), the date for determining the
value of your assets is the date on which you give the notice described in § 507(a)(1) (“Notice”).

Provided that Notice is given at least one day after the Transfer, and at a time when your net
remaining assets are valued at Zero Dollars ($0.00), whether the amount of termination tax due
under § 507(c)(2) upon termination of your status as a private foundation would be Zero Dollars
($0.00).

Section 1.507-1(b)(6) provides that when a foundation transfers all or part of its assets to one or
more other private foundations pursuant to a transfer described in § 507(b)(2), such transferor
foundation will not have terminated its private foundation status under § 507(a)(1). In addition, §
1.507-1(b)(7) provides that neither a transfer of all the assets of a private foundation nor a
significant disposition of assets by a private foundation shall be deemed to result in a termination of
the transferor private foundation under § 507(a) unless the transferor private foundation elects to
terminate pursuant to § 507(a)(1). Furthermore § 1.507-3(d) provides that unless a private
foundation voluntarily gives notice pursuant to § 507(a)(1), a transfer of assets described in §
507(b)(2) will not constitute termination of the transferor’s private foundation status under §
507(a)(1). Finally, § 1.507-4(b) provides that a private foundation that makes a transfer described in
§ 507(b)(2) is not subject to the tax imposed under § 507(c) with respect to such transfer unless the
provisions of § 507(a) become applicable.

As discussed under Issue 2, above, the Transfer will constitute a significant distribution of assets
described in § 507(b)(2). Further, you have represented that the Secretary has not notified you of
any tax imposed by § 507(c) due to any willful or flagrant acts or failures to act. Consequently, the
Transfer would not, of itself, terminate your private foundation status or subject you to the tax
imposed under § 507(c).

Section 507(a)(1) provides that the status of an organization as a private foundation shall be
terminated only if such organization notifies the Secretary of its intent to accomplish such
termination and such organization pays the tax imposed by § 507(c). Furthermore, § 1.507-1(b)(1)
provides that in order for a private foundation to terminate its private foundation status under §
507(a)(1) it must submit a statement to the Internal Revenue Service of its intent to terminate its
private foundation status under § 507(a)(1). In your situation where there have been no willful
repeated acts or failures to act, and no flagrant act or failure to act, which would give rise to taxes
and penalties under Chapter 42, you may elect to terminate your private foundation status by
notifying the Manager, Exempt Organizations Determinations (TE/GE), of your intent to accomplish
such termination and paying any termination tax deemed to be due under § 507(c).

Section 507(c) imposes a tax on a terminating private foundation equal to the lesser of the aggregate
tax benefit resulting from its § 501(c)(3) status and the value of its net assets. Section 507(e) and §
1.507-7(a) provide that, for purposes of § 507(c), the value of the net assets shall be determined at
whichever time such value is greater: (1) the first day on which the organization takes action which
culminates in its ceasing to be a private foundation, or (2) the date on which it ceases to be a private
foundation. Finally, § 1.507-7(b)(1) provides that in the case of a voluntary termination under §
507(a)(1), the date for determining the value of the foundation’s assets for purposes of calculating
the termination tax under § 507(c) shall be the date on which the foundation gives the notification
described in § 507(a)(1). The date for determining the value of your assets for purposes of
calculating your termination tax is the date you give Notice. If you give Notice after the Transfer, the
value of you assets on the date of the Notice would be Zero Dollars ($0.00), and, thus, the amount of
the § 507(c) termination tax imposed on you would be Zero Dollars ($0.00).



Issues 7, 8, and 9

Whether, for purposes of §§ 507 through 509, P would be treated as a newly created organization as
a result of the Transfer, pursuant to § 507(b)(2).

Whether P, as transferee of substantially all of your net assets, would be treated as possessing those
attributes and characteristics of you, the transferor, described in § 1.507-3(a)(2), (3), and (4).

Since you and P are both effectively controlled by the same persons within the meaning of §§ 1.482-
1(a)(3) and 1.507-3(a)(9), whether, for purposes of Chapter 42 (§ 4940 et seq.) and §§ 507 through
509, P, the transferee, would be treated as though it were you, the transferor.

Section 1.507-3(a)(1) provides that in the case of a significant distribution of assets to one or more
private foundations within the meaning of § 1.507-3(c) the transferee organization shall not be
treated as a newly created organization. Rather, it shall be treated as possessing those attributes
and characteristics of the transferor organization which are described in § 1.507-3(a)(2), (3), and (4).
Since, as discussed under Issue 2, above, the Transfer would qualify as a “significant distribution of
assets” within the meaning of § 1.507-3(c)(2), P would not be treated as a newly created organization
as a result of the Transfer. Rather, P would be treated as possessing your attributes and
characteristics described in subparagraphs (2), (3), and (4) of § 1.507-3(a).

Treas. Reg. § 1.507-3(a)(9)(i) provides that if a private foundation transfers all of its net assets to one
or more private foundations which are effectively controlled by the same persons which effectively
controlled the transferor private foundation, for purposes of Chapter 42 (§ 4940 et seq.), the
transferee foundation shall be treated as if it were the transferor. Since you have represented that B
and C effectively control both you and P, for purposes of Chapter 42, P would be treated as if it were
you.

Issues 10 and 11

Whether the Transfer would give rise to any gross investment income with respect to either you or P
or will be subject to tax under § 4940(a).

Whether P, as transferee, may use any excess § 4940 tax paid by you to offset P’s § 4940 tax liability.

Section 4940(a) imposes an excise tax on a private foundation’s net investment income for the
taxable year. Rev. Rul. 2002-28 holds that when a private foundation transfers all of its assets to one
or more private foundations in a transfer described in § 507(b)(2), the transfers do constitute
investments of the transferor and, therefore, do not give rise to net investment income subject to tax
under § 4940(a). Thus, the Transfer would not give rise to net investment income subject to tax
under § 4940.

Furthermore, Rev. Rul. 2002-28 holds that if the transferor foundation transfers all of its assets to
private foundations effectively controlled by the same persons that effectively control the transferor,
any excess § 4940 tax paid by the transferor may be used by the transferee to offset its § 4940 tax
liability. As you represent that the Foundations are effectively controlled by the same persons, any
excess § 4940 tax paid by you may be used by P to offset P’s § 4940 tax liability.

Issues 12 and 13

Whether the Transfer would constitute an act of self-dealing within the meaning of § 4941(d), or
would subject any disqualified person or foundation manager with respect to you or P to the tax
imposed under § 4941(a).



Whether the provision by a law firm of reasonable and necessary legal services with respect to the
Transfer, or the payment of reasonable compensation for such services by you or P, would constitute
acts of self-dealing within the meaning of § 4941(d), notwithstanding the status of D, a disqualified
person with respect to P, as a partner in that law firm.

Section 4941(a) imposes an excise tax on each act of self-dealing between a disqualified person and
a private foundation. Section 4941 and § 1.507-3(a) determine whether the proposed Transfer of all
of your assets to P would constitute an act of self-dealing between a private foundation and its
disqualified persons as defined in § 4946. Under § 53.4946-1(a)(8), a “disqualified person” does not
include organizations that are exempt under § 501(c)(3). Therefore, the Transfer of your assets to P
would not be an act of self-dealing because P is recognized by the Service as an organization exempt
from tax under § 501(c)(3).

Furthermore, while the payment of compensation, or the payment or reimbursement of expenses by
a private foundation to a disqualified person is, generally, an act of self-dealing under §
4941(d)(1)(E), § 4941(d)(2)(E) and § 53.4941(d)-3(c)(1) provide that a payment or reimbursement to
a disqualified person for personal services which are reasonable and necessary to carry out the
exempt purposes of the private foundation is not an act of self-dealing provided the compensation,
payment, or reimbursement is not excessive.

In this case, the law firm is not a disqualified person, so the payment to the law firm for legal
services will not be a direct act of self-dealing. Under § 4946(a)(1)(F) a “disqualified person”
includes a partnership in which disqualified persons hold more than 35 percent of the profits
interests. D is a disqualified person and is a partner of the law firm but holds less than a 35 percent
profits interest in the law firm.

The payment will not otherwise be treated as an indirect act of self-dealing benefitting D. Under §
53.4941(d)-1(b)(4) indirect self-dealing will not occur solely as a result of a transaction between a
private foundation and an entity in which a disqualified person holds an interest where the entity is
not a disqualified person by operation of § 4946(a)(1)(F). Moreover, as Example (1) of § 53.4941(d)-
3(c)(2) demonstrates, the payment of compensation by a foundation for legal services does not
constitute an act of self-dealing if the services performed are reasonable and necessary for carrying
out of the foundation’s exempt purposes and the amount paid for such services is not excessive, and
you have represented that these requirements will be met.

Issue 14

Whether the Transfer will be a qualifying distribution by you under § 4942.

Whether P will assume your “undistributed income” (if any) or succeed to your excess distributions
(if any).

Section 4942(a) generally imposes a tax on the undistributed income of a private foundation (other
than an operating foundation under § 4942(j)(3)) for any taxable year which has not been distributed
before the first day of the second (or any succeeding) taxable year following such taxable year.
Section 4942(c) defines “undistributed income” for any taxable year as the amount by which the
distributable amount for such taxable year exceeds the qualifying distributions made out of such
distributable amount for such taxable year. Section 4942(g)(1)(A) defines “qualifying distribution”
generally as any amount (including that portion of reasonable and necessary administrative
expenses) paid to accomplish one or more purposes described in § 170(c)(2)(B), but a qualifying
distribution does not include a contribution to an organization controlled directly or indirectly by the
foundation or by one or more disqualified persons with respect to the foundation



Section 1.507-3(a)(5) provides that, except as provided in section 1.507-3(a)(9), a private foundation
making a transfer described in § 507(b)(2) must satisfy its distribution requirements under § 4942
for the taxable year in which the transfer is made. Section 1.507-3(a)(5) further provides that the
transfer will count as a distribution in satisfaction of the transferor foundation’s distribution
requirement under § 4942 subject to the provisions of § 4942(g). Section 4942(g) provides that a
distribution from one private foundation to another private foundation, where both foundations are
effectively controlled by the same persons, will not be treated as a qualifying distribution by the
transferor foundation for the purposes of § 4942 except to the extent that the transferee foundation
makes one or more distributions that would be qualifying distributions under § 4942(g) (other than a
distribution to a controlled foundation) prior to the close of the transferee’s first tax year following
the tax year in which it received the transfer and the distributions are treated as being made out of
corpus (as if the transferee foundation were not an operating foundation).

 

Rev. Rul. 2002-28 holds that where, by reason of § 1.507-3(a)(9)(i), a transferee private foundation is
treated as though it were the transferor for purposes of § 4942, a transfer to the transferee
foundation is not treated as a qualifying distribution of the transferor foundation. Rather, the
transferee foundation assumes all obligations with respect to the transferor’s “undistributed
income” within the meaning of § 4942(c), if any, and reduces its own distributable amount under §
4942 by the transferor foundation’s excess qualifying distributions under § 4942(i). None of the
three situations in Rev. Rul. 2002-28, however, involved an operating foundation.

 

As discussed under Issues 7, 8, and 9, above, by reason of § 1.507-3(a)(9)(i), P would be treated as if
it were you for purposes of Chapter 42, including § 4942. Accordingly, the Transfer to P would not
be treated as a qualifying distribution of yours. Rather, P would assume your obligations with
respect to your undistributed income within the meaning of § 4942(c), if any (after taking into
account any excess qualifying distribution carryovers that you may have), and you would not be
required to meet your qualifying distribution requirements under § 4942 for the taxable year of the
Transfer prior to the Transfer. You must file a final Form 990-PF return for the short tax year of your
termination. If you have undistributed income for such tax year, P will owe § 4942 tax if P fails, by
the end of P’s tax year following the tax year in which P receives the Transfer, to make qualifying
distributions of such amount that would be treated as out of corpus if P were a non-operating
foundation. P should provide an attachment to its Form 990-PF showing how it has met this
requirement.

 

If you have excess qualifying distributions that carry over to P, they will be forfeited if P is an
operating foundation in the year of the Transfer. Section 53.4942(a)-3(e)(4) (Example (3)) explains
that excess qualifying distributions carried forward lapse in their entirety in any year that the
private foundation is treated as an operating foundation. Accordingly, if you have any unused excess
qualifying distributions that you could have carried forward to a taxable year after the Transfer, and
if P is an operating foundation in that year, your unused excess qualifying distributions will lapse
and will not be available for P’s use in any taxable year after the year of the Transfer if P were to
cease to be an operating foundation.

 

Issue 15



 

Whether the Transfer would constitute a investment jeopardizing your exempt purposes, or would be
subject to tax under § 4944(a)(1).

 

Section 4944 imposes a tax on any investment that jeopardizes an exempt organization’s charitable
purposes. Rev. Rul, 2002-28 holds that where a private foundation transfers all of its assets and
liabilities to another private foundation, the transfer does not constitute an investment for purposes
of § 4944 and, therefore, the transfer does not constitute an investment jeopardizing the transferor
foundation’s exempt purposes and is not subject to tax under § 4944(a)(1), Therefore, the Transfer
would not constitute a jeopardizing investment or subject you to tax under § 4944(a)(1).

Issues 16 and 17

Whether the Transfer would be a taxable expenditure within the meaning of § 4945(d) or would
require the exercise of expenditure responsibility under § 4945(d)(4) or(h).

Whether the payment of the IRS fee for this private letter ruling would be treated as a taxable
expenditure within the meaning of § 4945(d), or whether payment of reasonable legal fees to the
attorneys for you and P to obtain this private letter ruling with respect to the Transfer would be
treated a taxable expenditures within the meaning of § 4945(d)(5).

Section 4945 imposes a tax on any “taxable expenditure” made by a private foundation. Section
4945(d)(4) provides that the term “taxable expenditure” includes any amount paid or incurred as a
grant to a private non-operating foundation unless the grantor foundation exercises expenditure
responsibility with respect to such grant in accordance with § 4945(h).

Rev. Rul. 2002-28 holds that where, by reason of § 1.507-3(a)(9)(i), a transferee foundation is treated
as though it were the transferor foundation for purposes of § 4945, the transferee foundation is not
treated as the recipient of an expenditure responsibility grant, and no expenditure responsibility
requirements must be exercise under § 4945(d)(4) or (h) with respect to the transfer to the
transferee foundation.

As discussed under Issues 7, 8, and 9, above, by reason of § 1.507-3(a)(9)(i), P would be treated as if
it were you for purposes of Chapter 42, including § 4945. Consequently, the Transfer would not be
considered a taxable expenditure under § 4945, and there would be no expenditure responsibility
requirements to be exercised under § 4945(d)(4) or (h) with respect to the Transfer.

Section 53.4945-6(b)(1)(v) provides that any payment which constitutes a qualifying distribution
under § 4942(g) will not be treated as a taxable expenditure under § 4945(d)(5). Section
4942(g)(1)(A) and § 53.4942(a)-3(a)(2)(i) provide that a qualifying distribution under § 4942(g)
includes reasonable and necessary administrative expenses paid to accomplish one or more
purposes described in § 170(c)(1) or (2)(B). Administrative expenses incurred in obtaining a ruling
from the Service or for legal fees relating to a foundation’s exempt purposes are qualifying
distributions. On the other hand, § 53.4945-6(b)(2) provides that expenditures for unreasonable
administrative expenses, including consultant fees and other fees for services rendered, will
ordinarily be taxable expenditures under § 4945(d)(5). The payment of legal fees to the attorneys for
you or P and the payment of the IRS fee for this private letter ruling are administrative expenses
necessary to the accomplishment of the Foundations’ exempt purposes. So long as such payments
are reasonable, the legal fees paid to the attorneys for you and P to obtain a private letter ruling



with respect to the Transfer, and the IRS fee paid for this private letter ruling, would not be treated
as taxable expenditures within the meaning of § 4945(d)(5).

Issues 18 and 19

Whether the operation by P of state licensed postsecondary career training programs for a fee would
adversely affect P’s tax exempt status under § 501(c)(3) or its status as an operating foundation
under § 4942(j)(3).

Whether the fees received by P from the operation of the state licensed postsecondary career
training programs would be considered gross income derived from an unrelated trade or business
for purposes of § 512(a)(1).

The exempt purposes of P, as described in its Articles of Organization, include “the provision of
educational, vocational, social, psychological, and financial assistance to homeless individuals and
families.” From its beginning, P has provided education and practical job-skills training to
disadvantaged persons and those who have suffered displacement from economic upheavals so that
they may be better equipped to obtain employment and to lead productive and satisfying lives. P now
wishes to provide training in software programs widely used by the business community to help
displaced persons whose existing skills do not correspond to the current needs of the marketplace.

Providing such training is educational within the meaning of § 1.501(c)(3)-1(d)(3)(a), and contributes
importantly to the accomplishment of P’s exempt purposes of providing educational and vocational
assistance to homeless and displaced persons. Thus, such activities amount to a trade or business
that is substantially related to the accomplishment of P’s exempt purposes within the meaning of §
1.513-1(d)(2), and are, therefore, not unrelated trade or business within the meaning of § 513(a).
Insofar as the term “functionally related business” under § 4942(j)(4)(A) includes a trade or business
which is not an unrelated trade or business, as defined in § 513, the providing of such state-licensed
postsecondary career training programs by P would constitute a “functionally related business,” and
deductible expenses related thereto in excess of the income from such business would constitute
qualifying distributions made directly for the active conduct of activities constituting P’s exempt
function for purposes of qualifying as a private operating foundation under § 4942(j)(3), as provided
in § 53.4942(a)-2(d)(4) and § 53.4942(b)-1(b)(1). The operation of state licensed postsecondary
career training programs for a fee will not adversely affect P’s status as an organization described in
§ 501(c)(3) or its status as a private operating foundation under § 4942(j)(3). Furthermore, since the
income derived from such activities would constitute income from a related trade or business, such
income would not constitute gross income derived from an unrelated trade or business for purposes
of § 512(a)(1).

Issue 20

Whether, following the Transfer, if P’s qualifying distributions (within the meaning of § 4942(g)(1) or
(2)) made directly for the active conduct of the activities constituting its exempt purpose or function
were to exceed both its net investment income and its minimum investment return, P will continue to
qualify as a private operating foundation within the meaning of § 4942(j)(3).

To qualify as a private operating foundation under § 4942(j)(3), an organization must meet the
income test under § 4942(j)(3)(A) and any one of three alternative tests — the assets test under §
4942(j)(3)(B)(i), the endowment test under § 4942(j)(3)(B)(ii), or the support test under §
4942(j)(3)(B)(iii). The income test requires that the organization make qualifying distributions
directly for the active conduct of the activities constituting the purpose or function for which it is
organized and operated equal to substantially all of the lesser of (i) its adjusted net income or (ii) its



minimum investment return. The endowment test requires qualifying direct distributions of at least
two-thirds of the foundation’s minimum investment return.

P anticipates, and represents, that, notwithstanding an increase in its assets and income as a result
of the Transfer, P will continue to make qualifying direct distributions in excess of both its minimum
investment return and its adjusted net income. So long as P’s qualifying direct distributions continue
to exceed both its net investment income and its minimum investment return, P would continue to
qualify as a private operating foundation under § 4942(j)(3).

CONCLUSION

In light of the foregoing, we rule as follows:

1. The transfer of substantially all of your net assets to P (the “Transfer”) would not adversely affect
the status of either you or P as organizations described in § 501(c)(3).

2. The Transfer would be a transfer described in § 507(b)(2).

3. The Transfer would not terminate your private foundation status or cause you to incur any liability
for the § 507(c) termination tax.

4. Following the Transfer, you would be eligible to terminate your private foundation status by
giving notice to the Service as provided in § 507(a)(1).

5. For purposes of calculating the termination tax under § 507(c), the date for determining the value
of your assets would be the date on which you give the notice described in § 507(a)(1) (“Notice”).

6. Provided that Notice is given at least one day after the Transfer, and at a time when your net
remaining assets are valued at Zero Dollars ($0.00), the amount of termination tax due under §
507(c)(2) upon termination of your status as a private foundation would be Zero Dollars ($0.00).

7. For purposes of §§ 507 through 509, P would be treated as a newly created organization as a
result of the Transfer, pursuant to § 507(b)(2).

8. P, as transferee of substantially all of your net assets, would be treated as possessing those
attributes and characteristics of yours described in § 1.507-3(a)(2), (3), and (4).

9. Since you and P are both effectively controlled by the same persons within the meaning of §§
1.482-1(a)(3) and 1.507-3(a)(9), for purposes of Chapter 42 (§ 4940 et seq.) and §§ 507 through 509,
P, the transferee, would be treated as though it were you, the transferor.

10. The Transfer would not give rise to net investment income and would not be subject to tax under
§ 4940(a).

11. P, as transferee, may use any excess § 4940 tax paid by you, the transferor, to offset P’s § 4940
tax liability.

12. The Transfer would not constitute an act of self-dealing within the meaning of § 4941(d), and
would not subject any disqualified person or foundation manager with respect to you or P to the tax
imposed under § 4941(a).

13. The provision by a law firm of reasonable and necessary legal services with respect to the
Transfer, and the payment of reasonable compensation for such services by you or P, would not



constitute acts of self-dealing within the meaning of § 4941(d), notwithstanding the status of D, a
disqualified person with respect to P, as a partner in that law firm.

14. The Transfer would not constitute a qualifying distribution by you under § 4942. P would assume
your undistributed income under § 4942 (if any) and be required to make qualifying distributions of
such amount treated as distributed out of corpus by the end of P’s tax year after the tax year in
which P receives the Transfer, but excess distributions by you (if any) will not carry over to P, but
will lapse in the first year after the Transfer that P qualifies as an operating foundation

15. The Transfer would not constitute an investment jeopardizing your exempt purposes, and would
not be subject to tax under § 4944(a)(1).

16. The Transfer would not be a taxable expenditure within the meaning of § 4945(d); consequently
there would be no expenditure responsibility requirements to be exercised under § 4945(d)(4) or (h).

17. The payment of the IRS fee for this private letter ruling would not be treated as a taxable
expenditure within the meaning of § 4945(d), and payments of reasonable legal fees to the attorneys
for you and P to obtain this private letter ruling with respect to the Transfer would not be treated as
taxable expenditures within the meaning of § 4945(d) so long as such payments were reasonable.

18. The operation by P of state licensed postsecondary career training programs for a fee would not
adversely affect P’s tax-exempt status under § 501(c)(3) or its status as an operating foundation
under § 4942(j)(3).

19. The fees received by P from the operation of state licensed postsecondary career training
programs would not be considered gross income derived from an unrelated trade or business for
purposes of § 512(a)(1).

20. Following the Transfer, if P’s qualifying distributions (within the meaning of § 4942(g)(1) or (2))
made directly for the active conduct of the activities constituting its exempt purpose or function
were to exceed both its net investment income and its minimum investment return, P would continue
to qualify as a private operating foundation under § 4942(j)(3).

This ruling will be made available for public inspection under § 6110 of the Code after certain
deletions of identifying information are made. For details, see enclosed Notice 437, Notice of
Intention to Disclose. A copy of this ruling with deletions that we intend to make available for public
inspection is attached to Notice 437. If you disagree with our proposed deletions, you should follow
the instructions in Notice 437.

This ruling is directed only to the organization that requested it. I.R.C. § 6110(k)(3) of the Code
provides that it may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be
no material changes in these facts. This ruling does not address the applicability of any section of
the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning your federal income tax status, this ruling should
be kept in your permanent records.

If you have any questions about this ruling, please contact the person whose name and telephone
number are shown in the heading of this letter.

In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.



Sincerely,

Peter A. Holiat

Acting Manager,

Exempt Organizations

Technical Group 1

Insurance Company Seeks Discounted Health Plan Fee for Tax-Exempt,
Nonprofit Hospitals.

James Fritz of Bluegrass Family Health has urged Treasury to classify health plans owned by
nonprofit, tax-exempt hospitals or hospital systems in the same category as other nonprofit, tax-
exempt health plans, which would give the hospital plans a 50 percent discount on the insurance
plan fee required under the Affordable Care Act.

May 16, 2013

The Honorable Jacob Lew

Secretary of the Treasury

United States Department of the Treasury

1500 Pennsylvania Avenue, NW, Room 3330

Washington, DC 20220

RE: REG-118315-12: Health Insurance Providers Fee

Dear Secretary Lew:

We write on a matter of concern to a number of federally taxable regional health insurance plans
owned by tax-exempt hospitals and health care systems. These hospital-owned health plans (HHPs)
are unique because they are entirely owned and controlled by parents that are tax-exempt under
section 501(a) of the Internal Revenue Code (IRC) and are further described in section 501(c).
Despite paying taxes under the IRC, HHPs function more similarly to nonprofit entities because they
must reinvest whatever marginal profits they produce each year into the hospital parent’s charitable
mission. HHPs were originally created as taxable entities due to the prevailing physician ownership
model at the time of their founding. However, as the ownership model moved away from physician
ownership, HHPs found it nearly impossible to convert to nonprofit status due to the evolving
interpretation of section 501(m) of the IRC. As a result, HHPs will be assessed at unsustainable
levels under REG-118315-12: Health Insurance Providers Fee (“the insurer fee”) and will likely be
forced to significantly limit services or exit the market altogether. Either outcome will negatively
affect the communities that HHPs serve by impacting the charitable activities of their parent
hospitals.

The recently released rules implementing Section 9010 of the Patient Protection and Affordable
Care Act (ACA) failed to curtail the implementation of the insurer fee on this specific group of health
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plans. In § 57.4(a)(4)(iii) of the insurer fee, the ACA is interpreted as granting partial reductions for
certain exempt activities to health insurers that are exempt from Federal income tax and meet
section 501(c) requirements. We believe HHPs should be included in this category of health plans
that receive partial reductions because, like other nonprofit health plans, HHP premiums are
attributable to the exempt activities of their parent nonprofit, tax-exempt hospitals and health
systems. We urge you to provide relief to these plans from the insurer fee, consistent with the
treatment of other tax exempt providers.

We are concerned that these taxable health plans owned entirely by nonprofit, tax-exempt hospitals
or health systems appear to be included in a group of health plans that receive no exemptions from
the insurer fee, while other nonprofit insurance providers receive either a partial or full exemption.
We believe HHPs should receive a 50 percent exemption from the insurer fee because they are an
essential part of the communities they serve.

HHPs operate differently than traditional for-profit health plans and should be treated accordingly.
The parent hospitals and health systems, exempt under Internal Revenue Code Section 501(c)(3) and
Section 501(c)(4), are required to hold and use all of their assets and earnings for tax-exempt,
charitable purposes. This requirement extends to the equity and earnings of wholly owned/controlled
taxable subsidiaries, such as HHPs. Therefore, the cost of the insurer fee that a HHP will be
required to pay under the proposed regulation will ultimately reduce the resources of the parent
hospital or health system to fulfill their charitable missions. The imposition of the fee on these
hospitals and health systems will detract from the organization’s mission and the vital community
services they provide. To impose the insurer fee on these community-based providers is not
sustainable and will have a damaging effect on the communities that these plans serve.

We believe that if no relief is granted to these hospital-owned health plans in the final regulations,
these types of health plans will be assessed approximately $200 million in fees in 2014 under the
insurer fee. This will make it impossible for these plans to continue to offer quality, locally-based
compassionate health care. The imposition of the full insurer fee on these providers may drive HHPs
from the marketplace, thus limiting the choices available in these areas.

Classifying these 28 health plans with other non-profit tax-exempt health insurers appears to be in
alignment with the federal government’s tax exempt policies. These plans share the same charitable
mission-driven agendas of their parent nonprofit health systems and should be treated in the same
manner as other tax-exempt entities. Adding these plans to the 50 percent tax exempt category
would increase the fees of the health plans remaining in the non-exempt category by only about 1.8
percent, resulting in a de minimis impact on the health insurance marketplace.

We greatly appreciate your willingness to continue refining your approach and hope you will grant
these hospital-owned health plans a 50 percent exemption from the Health Insurance Providers Fee.

Sincerely,

James S. Fritz

President & CEO

Bluegrass Family Health

Lexington, KY



Minnesota Lawmaker Requests Guidance on Historic Rehabilitation Tax
Credit.

Rep. Betty McCollum, D-Minn., has written to Treasury to request guidance on the future of the
historic rehabilitation tax credit program, which she says has been disrupted by a recent court
ruling and subsequent IRS memorandum that have created uncertainty and effectively halted
investment in rehabilitation projects.

May 10th, 2013

The Honorable Jack Lew

Secretary

U.S. Department of the Treasury

1500 Pennsylvania Avenue N.W.

Washington, D.C. 20220

Dear Mr. Secretary:

I recently met with local nonprofit and development leaders in my Congressional District who have
participated in many successful projects to rehabilitate historic properties during the past forty
years, due in large part to the Historic Rehabilitation Tax Credit program (HTC). These leaders
voiced concerns about the result of a recent court ruling and subsequent Internal Revenue Service
(IRS) memorandum and uncertainty that has effectively halted investment in these projects, and
which they believe could jeopardize the future of the HTC program. Therefore, I respectfully request
your assistance in providing clear guidance from the IRS that allows the HTC to be utilized again
within the next 60 days.

Nationally and in Minnesota, the HTC enjoys strong bipartisan support. HTC is a critical tool for
urban renewal, facilitating the creation of jobs through the rehabilitation of historic buildings. Since
its creation in the 1970s, it has helped to create 2.3 million jobs, rehabilitated more than 38,000
buildings, and spurred more than $106 billion in private investment. This record of success and the
litany of examples of community revitalization in every state in the nation have made this a popular
and effective tool for economic resurgence.

Through my conversations with Minnesota leaders in urban revitalization and historic preservation, I
have learned that several recent or current local projects likely would not have been possible or will
not be possible without the HTC. The successful redevelopment of the landmark Saint Paul Pioneer
and Endicott buildings into mixed use and residential units is helping to spur energy investment in
the heart of the city’s downtown, and could not have occurred without the HTC according the
project’s developer. More urgently, a nonprofit partnership to save rapidly deteriorating buildings at
the former frontier military outpost Fort Snelling and convert them for use as housing for homeless
veterans is in jeopardy. Similarly, a project to rehabilitate the former Saint Paul Post Office Building
for mixed use and residential development is at risk, due to the current impasse with the HTC.

In communities like mine with a large urban core and many historic and endangered properties,
HTC is a catalyst and lynchpin for redevelopment and renewal as our economy recovers from the
great recession. This story is similar across the country. By one national estimate, loss of the HTC
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for a year would mean that 55,000 jobs will not be created, 1,000 structures will not be
rehabilitated, and more than $3 billion in private funding will not be invested in strategic historic
property rehabilitation. Given the pressing need to have businesses grow and create more jobs in
the economy, an immediate resolution of this matter would allow this investment to continue.

It is my understanding that within the last week, senior IRS officials have indicated that more clarity
will be provided to the public within the coming days or weeks. This is a welcome development, and
I respectfully request your assistance to make sure this commitment is kept.

Residents of my Congressional District are proud of our success at protecting and investing in our
historic properties by utilizing the HTC. It would be an honor to host you for a tour of some of these
dynamic projects should your schedule allow it in the coming months.

Thank you for your support in finding an expeditious path forward that assures that the HTC is
functioning again and the economic benefits it makes available to communities across the nation are
once again flowing.

Sincerely,

Betty McCollum

Member of Congress

Udall Announces Bill to Lower Excise Tax on Beer.

The Brewers Excise and Economic Relief (BEER) Act of 2013 would reduce the per-barrel federal
excise tax on beer and eliminate excise taxes for most small brewers, Sen. Mark Udall, D-Colo., said
in a May 15 release announcing the bill’s introduction.

IRS Official Explains Approach in Power Generation Revenue Procedure.

The IRS chose to use a definitional safe harbor in the long-awaited power generation revenue
procedure (Rev. Proc. 2013-24, 2013-21 IRB 1) because of the difficulties raised by a percentage
safe harbor, Douglas E. Toney, utilities technical specialist, IRS Large Business and International
Division, said during a May 16 webcast.

Issued April 30, the Service’s latest industry issue resolution guidance provides safe harbor
definitions for unit of property and major component that taxpayers may use when applying the
disposition rules in the repair regulations (T.D. 9564 ) to power generation property, according to
Carol Conjura of KPMG LLP, whose firm sponsored the webcast.

Conjura noted that the revenue procedure for electric transmission and distribution property (Rev.
Proc. 2011-43, 2011-37 IRB 1 ) uses a percentage safe harbor for expensing.

“A percentage approach would have presented more challenges to implement. These are very
different assets than electric and transmission distribution assets,” Toney said. “The approach of
defining units of property and major components is more administrable and easier to follow than a
percentage approach would have been.”

https://bondcasebriefs.com/2013/05/21/tax/udall-announces-bill-to-lower-excise-tax-on-beer/
https://bondcasebriefs.com/2013/05/21/tax/irs-official-explains-approach-in-power-generation-revenue-procedure/


Conjura suggested that anticipated guidance on gas transmission property may be more likely to use
a percentage safe harbor, given that gas transmission property, unlike power generation property
but like electric transmission property, is considered network property.

Toney said the definitions in Rev. Proc. 2013-24 were intended to “reflect the application of the
concepts in the regs to these particular and specific types of plant assets used in the generation of
steam or electricity.” He added that although that approach “wasn’t driven by the accounting
records . . . it will be easier for the power generation companies to identify these major components
and units of property because of their accounting records.”

Practitioner Questions

Conjura asked why the guidance didn’t allow for a four-year adjustment period for a positive section
481 adjustment. According to the revenue procedure, “A taxpayer must take the entire net section
481(a) adjustment into account (whether positive or negative) in computing taxable income in the
year of change.”

By pushing all of the effects of section 481 into one tax year, all taxpayers will receive the same
treatment, regardless of their initial positions, Toney replied.

Peter Baltmanis of KPMG LLP asked whether in the context of the guidance the definitions of
different service levels contained in a taxpayer’s long-term service agreement would help determine
whether an expense should be capitalized or deducted. Taxpayers in the power generation industry
enter into long-term service agreements that may cover the costs connected with the replacement of
a major component in connection with an outage.

Although broad generalizations are difficult to make, “the long-term service agreements most likely
would be one step removed from a determination of the actual work done. I don’t know that they’d
be helpful,” Toney said. “The scope of the work done is probably more clearly reflected in the
individual work orders.” He added that an analysis would depend on the facts and circumstances.

Acceptable extrapolation methods are contained in appendix B of the revenue procedure. Baltmanis
asked about statistical sampling and whether the procedures in Rev. Proc. 2013-24 differ from those
in Rev. Proc. 2011-43.

The basic principles are the same, Toney said, but “the formula was tweaked a little bit to eliminate
some unintended results.” The most significant difference is that the initial calculation under Rev.
Proc. 2013-24 is performed on a gross basis, not a net basis, he said.

IRS Publishes Proposed Regs on Community Health Needs Assessment
Requirement for Tax-Exempt Hospitals.

The IRS has published proposed regulations (REG-106499-12) that provide guidance to charitable
hospital organizations on the community health needs assessment (CHNA) requirements and related
excise tax and reporting obligations. The regs also clarify the consequences for failing to meet these
and other requirements for charitable hospital organizations.

Comments and requests for a public hearing must be received by July 5. The regs are proposed to be
effective for returns filed on or after the date they are published in the Federal Register as final or
temporary regulations.
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Section 501(r)(1) imposes four additional requirements that organizations described as hospital
organizations must satisfy to be tax exempt under section 501(c)(3), one of which is to conduct a
CHNA every three years. In July 2011 Treasury and the IRS issued guidance (Notice 2011-52) on the
anticipated regulatory provisions.

As a general rule, the proposed regs provide that a hospital organization operates a hospital facility
if it is a partner in a joint venture, limited liability company, or other entity treated as a partnership
for federal income tax purposes that operates the hospital facility. A hospital organization also
operates a hospital facility under the proposed regs if it does so through a wholly owned entity that
is disregarded as separate from the hospital organization for federal tax purposes. A hospital
organization is not required, however, to meet the requirements of section 501(r) for any activities
unrelated to the operation of a hospital facility.

The proposed regs provide that a hospital organization meets the requirements of section 501(r)(3)
in any tax year for a hospital facility it operates only if the hospital facility has conducted a CHNA in
that tax year or in either of the two immediately preceding tax years. Also, an authorized body of the
hospital facility is required to have adopted an implementation strategy to meet the community
health needs identified through the CHNA by the end of the tax year in which the hospital facility
conducts the CHNA. The regs include extensive rules for conducting a CHNA and developing
implementation strategies.

Under the proposed regs, a hospital facility’s omission of required information from a policy or
report described in reg. section 1.501(r)-3 or 1.501(r)-4 or error regarding the implementation or
operational requirements described in reg. section 1.501(r)-3 through 1.501(r)-6 will not be
considered a failure to meet a requirement of section 501(r) if the omission or error was minor,
inadvertent, and due to reasonable cause and the hospital facility corrects the omission or error as
promptly after discovery as is reasonable given the nature of the omission or error. Also, the IRS will
consider for purposes of determining whether revocation of section 501(c)(3) status is warranted the
relative size, scope, nature, and significance of any failures to meet the section 501(r) requirements
as well as the reasons for the failures and whether the same type of failures have previously
occurred. The proposed regs include rules that apply if one hospital facility within a hospital
organization fails to meet a section 501(r) requirement during a tax year, even though the hospital
organization as a whole continues to be recognized as a section 501(c)(3) organization.

Citations: REG-106499-12; 2013-21 IRB 1111; 78 F.R. 20523-20544

IRS: Fraternal Society's Sale of Insurance Policies to Nonmember Spouses Is
Unrelated Trade or Business.

In technical advice, the IRS concluded that an entity’s sale of life insurance policies to nonmember
widows of deceased insured members, under which the widow can name as a beneficiary someone
other than a dependent of the member, isn’t substantially related to the entity’s exempt fraternal
purposes.

The parent entity of a fraternal beneficiary society that operates under the lodge system sells
individual life insurance contracts to its members. Membership is limited to men. The parent entity
and its subordinate chapters have a group exemption under section 501(c)(8). The parent entity was
formed to provide aid and assistance to its members and their families and beneficiaries. Within a
year following the death of a member who was insured by the parent entity, the nonmember widow
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could request insurance coverage under which the widow could name someone other than a
dependent of the member as a beneficiary.

The parent entity derives income from frequent and regular sales of insurance contracts to the
widows of deceased members. Unless those sales are substantially related to the entity’s
performance of its exempt fraternal functions, the revenue derived from those sales is includable in
the entity’s unrelated business taxable income. To determine whether the sales constitute an
unrelated trade or business, the IRS examined the relationship between the sales and the
furtherance of the entity’s fraternal purposes.

The IRS determined that the sale of insurance to a widow is no different than an ordinary
contractual relationship between a policyholder and an insurance company: The nonmember spouse
is ineligible for membership and, thus, lacks any fraternal relationship or mutuality of interest with
the entity’s members; the insurance coverage that is offered to the widow after the member’s death
is not a continuation of the member’s policy; the widow may apply for different coverage from that
held by the member; and the widow isn’t guaranteed coverage. Further, section 501(c)(8) requires
that a fraternal beneficiary society provide benefits to the society’s members and their dependents
but a widow may designate a beneficiary other than a dependent of a member.

Thus, the IRS determined that the sale of insurance policies to nonmember widows of deceased
insured members doesn’t contribute importantly to the society’s exempt fraternal purpose and, thus,
isn’t substantially related to the entity’s exempt fraternal purposes. The IRS concluded that the sale
of commercial-type insurance to nonmembers constitutes an unrelated trade or business.

Citations: TAM 201320023

Rules Governing Nonprofits and Political Activity: A Brief Overview.

If you’ve read the news at all this week, you’ve likely read about the escalating controversy
regarding the IRS’ seemingly selective scrutiny of certain organizations, including Tea Party
organizations. Without delving into the motivations behind the IRS’ actions, the central question
they were attempting to answer is whether the groups were operating in a manner consistent with
the rules governing the activity of 501(c)(4) nonprofit organizations, the tax status for which they
had applied (and were all ultimately granted, to the best of our knowledge). Given the increased
attention on the topic, below is a brief overview of the permissible activities and characteristics of
nonprofits that engage in political activities.

This is meant to be a basic overview, and there is a tremendous amount of nuance and detail not
included here. If you need more detailed information, please see the references at the end and/or
consult a specialist in nonprofit or political law. That said, there are three basic types of
organizations that engage with the political system:

501(c)(3) Organizations – Public Charities

There are two types of 501(c)(3) organizations: Public Charities and Private Foundations. This
section focuses exclusively on Public Charities, which are allowed to participate in the civic sphere
in ways that are in line with their charitable mission.

Permitted activities: Voter education, voter registration, policy analysis, issue education, and related
nonpartisan activities. Allowed to conduct limited lobbying (defined as “insubstantial”) activities.
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Organizations have the option to choose an official test (501H election) that sets a concrete limit on
lobbying expenditures.

Advantages: Greater fundraising capacity through charity status. Can accept contributions of any
size from individuals, corporations, and other nonprofits. Not required to disclose donors to the
public, although the information is shared with the IRS on Forms 990.

Disadvantages: Restrictions on allowable political activities. Cannot directly engage in elections.
Cannot be involved in lobbying as a primary organization activity.

Examples: League of Women Voters, The Urban Institute

501(c)(4) – Social Welfare Organizations; 501(c)(5) – Labor Unions; 501(c)(6) – Business Leagues

While many, if not most, 501(c)(4) organizations do not engage heavily in lobbying or political
activity, the ones that do are supposed to exist in order to “promote the social welfare.” 501(c)(5)
and 501(c)(6) organizations are membership-based associations capturing labor/agricultural entities
and business entities, respectively.

Permitted activities: Nonpartisan issue and legislative advocacy, lobbying, endorsement of specific
legislation.

Advantages: Not required to disclose donors to the public, although shared with the IRS on Forms
990. Can accept contributions of any size; the Citizens United decision allowed for unlimited
corporate contributions. Can engage in nonpartisan election campaign-related activity, but that must
not be the primary purpose of organization. Can endorse candidates in communication with
members, although not with public.

Disadvantages: Must be nonpartisan. Cannot publicly (outside of membership) endorse or overtly
support or oppose political candidates. No contributions to 501(c)(4) organizations for lobbying or
political activity are tax-deductible, by individuals or businesses. In 501(c)(6) organizations, the
portion of membership dues used for lobbying and political expenditures cannot be claimed by
members as a business expense and deducted from tax liability.

Examples: AARP (c4), Crossroads GPS (c4), Tea Party Patriots (c4), SEIU (c5), Chamber of
Commerce (c6)

527 Organizations – Political Action Committees

Section 527 of the tax code encompasses all forms of organizations engaged directly in electoral
politics, including candidate and political party committees. This section focuses on independent
Political Action Committees that are predominantly–though not exclusively–organized under Section
527, both “traditional” PACs and the newer SuperPACs that emerged following the 2010 Citizens
United decision. There is another notable type of independent spending committee known informally
as the “527” that can raise and spend money on elections in unlimited amounts without endorsing
specific candidates, but these organizations are now significantly less prevalent and influential than
they were around a decade ago.

Permitted activities: Partisan-oriented activities to influence elections. Explicit support of or
opposition to individual candidates.

Advantages: “Traditional” PACs can engage in direct political activity and endorse candidates.
SuperPACs can raise money in unlimited amounts from individuals or corporate/organizational



donors.

Disadvantages: Required to disclose donors to the public through the Federal Election Commission.
“Traditional” PACs have $5000 contribution limits. SuperPACs are not allowed to coordinate with
candidate committees. Lobbying activities are not necessarily tax-exempt.

Examples: EMILY’s List (PAC), American Crossroads (SuperPAC)

Each structure serves a specific function within the political sphere, but reviewing applications of all
politically oriented organizations to ascertain whether the proposed activities fit into the allowable
activities of the organization type they have chosen seems prudent. However, many of the lines
between these organizational types are blurry. Of particular relevance to the current controversy,
501(c)(4) social welfare organizations in practice run issue-based attack ads that look a lot like
attempts to influence the outcome of an election. With little guidance from Congress, the IRS is left
with the unenviable task of sorting out whether organizations engaged in such activities are merely
toeing that blurry line or outright crossing it in some objective way.

If you want to learn more, here are some resources:

Chapter 10 of the 2006 book Nonprofits and Government: Collaboration and Conflict, published by
Urban Institute Press, is devoted to permissible activities for politically active nonprofits.

The Alliance for Justice offers details about the permissible political activities of 501(c)(4)
organizations.

The National Center for Charitable Statistics website has more general information about 501(c)(4),
c5, and c6 organizations.

The IRS offered detailed guidance on the “Political Campaign and Lobbying Activities of IRC
501(c)(4), (c)(5), and (c)(6) Organizations” in 2003.

The Congressional Research Service released a more recent study looking at the role of SuperPACs
in federal elections and their relation to other types of political organizations.

The IRS 2012 Data Book has details on the number of 501c organizations by type, including those
applying for tax exemption and how many were reviewed more closely and ultimately rejected. See
the tables on pages 55 and 56.

Author: Jeremy Koulish

Comments Sought on Exempt Organization E-File Form.

The IRS, as part of a paperwork reduction effort, has asked for public comment on Form 8453-EO,
“Exempt Organization Declaration and Signature for Electronic Filing”; comments are due by July
15, 2013.

Tea Party Flap Highlights the Road to Exemption.
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The uproar surrounding the revelation that the IRS gave extra scrutiny to the exemption applications
of conservative groups, resulting in delays in the applications’ processing, may have people
wondering how the process is supposed to work.

The uproar surrounding the revelation that the IRS gave extra scrutiny to the exemption applications
of conservative groups, resulting in delays in the applications’ processing, may have people
wondering how the process is supposed to work.

That possibility may have been on the minds of IRS officials on May 15 when they released a Q&A 
explaining the exemption application process, including how the IRS handles applications of
organizations that may engage in political or advocacy activities. Detailed information is also
available at http://www.irs.gov/eo.

Numerous Tea Party groups and other conservative entities sought to qualify as tax-exempt
organizations described in section 501(c)(4). To qualify, an organization must operate primarily to
further the common good and general welfare of the people of the community, according to the IRS.
Civic leagues, homeowners associations, and volunteer fire companies can qualify as social welfare
organizations.

An organization that believes it meets the qualifications for exemption must decide whether to
declare itself exempt or apply to the IRS for exemption. Rosemary E. Fei of Adler & Colvin said most
of her firm’s clients apply for exemption because they want the IRS to bless their proposed activities
in writing and because potential donors may want to see a favorable determination letter.
(Contributions to a section 501(c)(4) organization are not deductible, however.) A favorable
determination letter also grants the organization advantageous postage rates and exemption from
some state taxes.

To apply for exemption under section 501(c)(4), an organization must file a Form 1024, “Application
for Recognition of Exemption Under Section 501(a),” which is more than 25 pages and asks about
the organization’s activities, revenues and expenses, assets and liabilities, and other issues.
Organizations seeking exemption as a charity under section 501(c)(3) instead file a Form 1023,
“Application for Recognition of Exemption Under Section 501(c)(3).”

Using Form 1024 requires a user fee of $400 for organizations with annual gross receipts of $10,000
or less during the preceding four years, or of $850 for organizations with annual gross receipts
exceeding $10,000 for the preceding four years.

An organization also must have an employer identification number, even if it has no employees. The
EIN can be obtained by filing Form SS-4, “Application for Employer Identification Number.”

Exemption applications are sent to the IRS determinations center in Cincinnati. If the application is
complete, the IRS will send the organization a letter of acknowledgement; incomplete applications
will be returned. If the IRS needs more information to determine whether the organization qualifies
for exemption, it will ask the applicant for the information by a specified date.

Applicants will be informed if their applications are forwarded to IRS headquarters for review. In its
Q&A, the IRS said the Cincinnati office may consult with tax law specialists in Washington on how
the law applies to a particular case.

Fei said that if an application is in a category singled out for special attention, it will be assigned to a
dedicated group of agents. In that case, the applicant can expect a significantly longer wait for one
of those few agents to become available, she said. The applicant may also be asked questions that do



not seem directly relevant to the application or that have already been answered, she added.

The applicant will normally receive a determination letter after the IRS gets all the information it
needs, Fei said. An organization whose application is denied will receive a letter explaining why the
IRS believes it does not qualify for exempt status, and it has 30 days to protest. If the IRS does not
receive a protest within that time frame, the proposed denial becomes final. Organizations seeking
exemption under section 501(c)(3) may petition the Tax Court, the Court of Federal Claims, or the
D.C. district court for declaratory judgment that they qualify, but the IRS’s determination is final for
section 501(c)(4).

The Tea Party controversy may have arisen because the IRS decided to form a dedicated group to
handle the applications of social welfare organizations with possible political or advocacy agendas,
“since they certainly would present legal issues that would require more knowledge to review than
typical applications,” Fei said. The group would have had to identify indications that applications
needed specialized review, and it may have occurred to someone in the group that having “Tea
Party” in an organization’s name might point to a political focus that warranted careful scrutiny, she
said.

“It was stupid because of the appearance of bias, but in terms of efficient use of limited IRS
resources, not unreasonable,” Fei said.

by Fred Stokeld

Guidance Planned for Intermediate Violations of Community Needs
Assessment Rules.

The IRS is developing guidance on correction and disclosure of section 501(r) violations that are
more than minor or inadvertent but less than egregious or willful, a Treasury Department official
said May 15.

The guidance is likely to take the form of a revenue procedure and will provide hospitals with more
details on remedying failures to comply with section 501(r) requirements, of which community
health needs assessments (CHNAs) are one, and a way to keep those details fresh, Ruth Madrigal,
attorney-adviser in the Treasury Office of Tax Legislative Counsel, said during a luncheon program
sponsored by the District of Columbia Bar Taxation Section’s Exempt Organizations Committee.

The intermediate violations comprise “a large range, but I think we gave the outlines of it in the
proposed regs that there would be a mechanism for disclosure and correction,” Madrigal said after
the luncheon, referring to REG-106499-12 . “And so I think we need to put some meat on those
bones,” she said, adding that officials hope to release the new guidance before the final regs.

The proposed regs say Treasury and the IRS plan to publish guidance to help hospital facilities
correct failures to meet CHNA requirements and other rules under section 501(r) and to inform
them how to disclose the corrections.

Revocation of a hospital’s exemption is possible but won’t be a knee-jerk response, Madrigal said.
The proposed regs lay out several factors the IRS will consider when deciding whether to revoke
exempt status, including the size and scope of the failures. Madrigal said she believes the factors
would be applied when the failure was known, which would typically be during an audit. But she said
hospitals she’s spoken with and those who regularly counsel hospitals are working hard to avoid all
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failures, so a willful or egregious failure would be rare.

Minor and inadvertent failures won’t be considered failures if corrected reasonably promptly after
they’re found, Madrigal said, giving the example of a hospital failing to widely publicize its policy for
a few days because its posted financial assistance policy fell under a sofa and the website hosting
the policy crashed due to malware.

“The things that are truly minor, foot faults, they don’t need to be discussed,” Madrigal said.

Schedule H

Alexander L. Reid of Morgan, Lewis & Bockius LLP said there are discrepancies between the
instructions on Schedule H of the Form 990, “Return of Organization Exempt from Income Tax,” and
the proposed regs under section 501(r). For example, the definition of a hospital is broader in the
instructions than in the proposed regs, raising the question of which should be relied on, Reid said.
Typically after a statutory change makes an IRS form obsolete, the IRS has attached a cover sheet
with instructions on how to proceed, but that hasn’t happened yet, he said.

“It would be premature to change the form until we do have final regulations in place,” said Amy
Giuliano, attorney-adviser in the IRS Office of Associate Chief Counsel (Tax-Exempt and Government
Entities). “We’re planning to change [Schedule] H when the regulations are finalized.”

by David van den Berg

Cardin Bill Would Clarify Church Pension Plan Treatment.

The Church Plan Clarification Act of 2013 (S. 952), introduced by Senate Finance Committee
member Benjamin L. Cardin, D-Md., would make code changes for religious institution pension plans
to provide clarity and to bring them more in line with other qualified plans.

Citations: S. 952; Church Plan Clarification Act of 2013

Travel Reimbursement Policies: What you need to know!

In keeping with the IRS mission of providing America’s taxpayers with top-quality service by helping
you understand and meet your tax responsibilities, the office of Federal, State and Local
Governments will host a phone forum on May 28th to assist you in determining the proper tax
treatment of various allowances and reimbursement payments.

To learn more, we cordially invite you to attend the “Travel Reimbursement Policies: What you need
to know!” Phone Forum.  This forum is tailored for federal, state and local government board
members and employers, payroll and benefits administrators.

During this 60-minute presentation we will cover:●

Accountable plan rules●

Payment not covered under an accountable plan●

Board member payments or stipends●

Car allowance payment policy●
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Meal allowances●

Fringes benefits●

You can register at Travel Reimbursement Policies Phone Forum. Please register as soon as possible
because space is limited.

If you have any travel reimbursement or allowance payments questions, please e-mail them to:
te.ge.fslg.outreach@irs.gov by May 21, 2013, and we will try to answer them during the phone
forum. Please use the subject line: Travel Reimbursement Policies.

We look forward to the opportunity to serve you on May 28th.

Register at:

http://apps.irs.gov/app/scripts/exit.jsp?dest=http://ems.intellor.com/index.cgi?p=204699&t=71&do=
register&s=&rID=418&edID=305

IRS: Many Tax-Exempt Organizations Must File with IRS By May 15 to
Preserve Tax-Exempt Status.

A key deadline of May 15 is facing many tax-exempt organizations that are required by law to file
annual reports with the Internal Revenue Service. Organizations will see their federal tax
exemptions automatically revoked if they have not filed reports for three consecutive years.

The Pension Protection Act of 2006 mandates that most tax-exempt organizations file annual Form
990-series informational returns or notices with the IRS. Under this law, organizations that fail to
file reports for three consecutive years automatically lose their federal tax-exempt status. The law,
which went into effect at the beginning of 2007, also imposed a new annual filing requirement on
small organizations. Churches and church-related organizations are not required to file annual
reports.

Form 990-series information returns and notices are due on the 15th day of the fifth month after an
organization’s fiscal year ends. Organizations that need additional time to file may obtain an
extension.

Many organizations use the calendar year as their fiscal year, which makes May 15 the deadline for
them. Organizations that fail to file annual reports for three consecutive years will see their tax
exemptions automatically revoked as of the due date of the third required filing.

Small tax-exempt organizations with average annual receipts of $50,000 or less may file an
electronic notice called a Form 990-N (e-Postcard), which asks organizations for a few basic pieces
of information. Tax-exempt organizations with average annual receipts above $50,000 must file a
Form 990 or 990-EZ, depending on their receipts and assets. Private foundations file a Form 990-PF.

The IRS began to publish the names of organizations identified as having automatically lost their tax-
exempt status for failing to file annual reports for three consecutive years. Organizations that have
had their exemptions automatically revoked and wish to have that status reinstated must file an
application for exemption and pay the appropriate user fee.

The IRS offers an online search tool, Exempt Organizations Select Check, to help users more easily

https://bondcasebriefs.com/2013/05/13/tax/irs-many-tax-exempt-organizations-must-file-with-irs-by-may-15-to-preserve-tax-exempt-status-2/
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find key information about the federal tax status and filings of certain tax-exempt organizations,
including whether organizations have had their federal tax exemptions automatically revoked.

JCT Releases Tax Reform Working Group Report.

A May 6 report by the Joint Committee on Taxation prepared for the House Ways and Means
Committee summarizes current tax law, selected tax reform proposals, and suggestions submitted to
the committee’s tax reform working groups.

http://services.taxanalysts.com/taxbase/eps_pdf2013.nsf/DocNoLookup/11003/$FILE/2013-11003-1.p
df

IRS Spells Out Policy on E-Mail Searches During Investigations.

The IRS will obtain a search warrant in all cases when seeking the content of stored e-mail
communications from internet service providers, the IRS announced in a May 3, 2013, policy
statement, adding that it will not seek e-mails from an ISP in civil administrative proceedings.

http://services.taxanalysts.com/taxbase/eps_pdf2013.nsf/DocNoLookup/11183/$FILE/2013-11183-1.p
df

IRS: Many Tax-Exempt Organizations Must File with IRS By May 15 to
Preserve Tax-Exempt Status.

A key deadline of May 15 is facing many tax-exempt organizations that are required by law to file
annual reports with the Internal Revenue Service. Organizations will see their federal tax
exemptions automatically revoked if they have not filed reports for three consecutive years.

The Pension Protection Act of 2006 mandates that most tax-exempt organizations file annual Form
990-series informational returns or notices with the IRS. Under this law, organizations that fail to
file reports for three consecutive years automatically lose their federal tax-exempt status. The law,
which went into effect at the beginning of 2007, also imposed a new annual filing requirement on
small organizations. Churches and church-related organizations are not required to file annual
reports.

Form 990-series information returns and notices are due on the 15th day of the fifth month after an
organization’s fiscal year ends. Organizations that need additional time to file may obtain an
extension.

Many organizations use the calendar year as their fiscal year, which makes May 15 the deadline for
them. Organizations that fail to file annual reports for three consecutive years will see their tax
exemptions automatically revoked as of the due date of the third required filing.

Small tax-exempt organizations with average annual receipts of $50,000 or less may file an
electronic notice called a Form 990-N (e-Postcard), which asks organizations for a few basic pieces

https://bondcasebriefs.com/2013/05/13/tax/jct-releases-tax-reform-working-group-report/
http://services.taxanalysts.com/taxbase/eps_pdf2013.nsf/DocNoLookup/11003/$FILE/2013-11003-1.pdf
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of information. Tax-exempt organizations with average annual receipts above $50,000 must file a
Form 990 or 990-EZ, depending on their receipts and assets. Private foundations file a Form 990-PF.

The IRS began to publish the names of organizations identified as having automatically lost their tax-
exempt status for failing to file annual reports for three consecutive years. Organizations that have
had their exemptions automatically revoked and wish to have that status reinstated must file an
application for exemption and pay the appropriate user fee.

The IRS offers an online search tool, Exempt Organizations Select Check, to help users more easily
find key information about the federal tax status and filings of certain tax-exempt organizations,
including whether organizations have had their federal tax exemptions automatically revoked.

Urban Institute Reviews Charitable Contributions Deduction.

This paper attempts to better understand rhetoric over the charitable contributions deduction,
arguing that debate surrounding the deduction is ultimately a projection of more fundamental
debates relating to the theme of government versus charity. The phrase “government versus charity”
can mean government as opposed to charity or government in opposition to charity. The first sense
contemplates the need to choose which of government versus charity should supply a given good or
service. The second sense contemplates the ideal regulatory posture of government in relation to
charity. Competing views over the charitable contributions deduction often reduce to competing
views over these two issues.

The full paper is available at:

http://www.urban.org/UploadedPDF/412818-The-Charitable-Contributions-Deduction.pdf

IRS: Restriction on Use of Property Affects Its Fair Market Value.

In a legal memorandum, the IRS concluded that a restriction on the use of donated property within
the boundaries of a national park affects the fair market value of the property under section 170.

A taxpayer claimed a charitable deduction for a donation to the National Park Service of land and
mineral rights located in a national park. Before the donation, mining was phased out in the park
after Congress passed the Mining in the National Parks Act of 1976. Mining was then resumed on a
limited basis for years until the last of the mines in the park was closed.

Under section 170, the fair market value of a property determines the amount of the contribution
and is calculated as the price at which the property would change hands between a buyer and a
seller.

The IRS said examiners should determine if the donated property’s highest and best use is for
mining and whether existing legal restrictions on mining are likely to be removed for a potential
owner. The IRS also said examiners should consider whether the property became worthless in the
year that mining operations in the park were closed.

Citations: ILM 201319010
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IRS Looks to Build on College and University Project.

After releasing the almost complete results of more than 30 examinations of colleges and
universities on their compensation and unrelated business income last month, the IRS plans to
gather more information from across the exempt sector, an agency official told a congressional
subcommittee May 8.

Speaking at a hearing of the House Ways and Means Oversight Subcommittee, Lois Lerner, exempt
organizations director in the IRS Tax-Exempt and Government Entities Division, said the agency has
“already started a second unrelated business income project.”

“We are looking at organizations that are reporting unrelated business activity on their 990s but
they’re not filing a [Form] 990-T,” Lerner said. “We think that’s problematic.”

That project started in the current fiscal year, Lerner said, adding that she couldn’t predict when the
examinations would be completed.

In response to a question from Ways and Means member Diane Black, R-Tenn., Lerner said plans are
in the works to review multiple types of exempt organizations. “I think that it is very important to
broaden this out and see what kind of activities are going on in other tax-exempt organizations,
because this was a homogeneous group,” she said. “We want to look farther, and we are developing
a project for our next year’s workplan that will do just that.”

Other colleges and universities may be included in the larger study, Lerner said.

Lerner was the lone witness at the hearing about the IRS’s colleges and universities compliance
project final report  released in April. The report provided findings of more than 30 examinations of
colleges and universities on compensation and unrelated business income. With more than 90
percent of the exams finished, the IRS said they resulted in more than 180 adjustments to unrelated
business taxable income amounts. The report also revealed that about 20 percent of the private
colleges and universities examined failed to meet the rebuttable presumption standard for
compensation. (Prior coverage .)

Subcommittee Chair Charles W. Boustany Jr., R-La., asked about the report, noting that colleges and
universities and their advisers were frequently wrong about the classification of activities and
allocation of expenses related to activities.

“What we did not see was organizations that didn’t seem to have a thought out reason for classifying
things the way they classified them,” Lerner said. “But it is very factual related and there were
disagreements between the IRS and the organizations, and I think by putting this report out and
doing some other work around the issue that we can probably benefit the college and university
sector as well as the exempt sector in general.”

“This investigation is notable for what you uncovered,” said Ways and Means member Joseph
Crowley, D-N.Y. “And I think we’re all disturbed by what you have discovered in terms of abuse
within college and university systems.”

Boustany noted that discussions about tax reform are taking place and said the report contains some
troubling details about tax-exempt organizations and how they report unrelated business income and
determine executive compensation. He asked Lerner if the report suggested the presence of
structural problems within the tax-exempt sector, or if more targeted changes were needed.

https://bondcasebriefs.com/2013/05/13/tax/irs-looks-to-build-on-college-and-university-project/


“I think that it’s really important for us to get more information than [on] just these 34
organizations, because they were selected because of potential noncompliant activity,” Lerner
responded. “I would like to gather more information more broadly to see where the real issues are
that could be addressed before changes were made.”

Lerner, in response to questioning from Oversight Subcommittee ranking minority member John
Lewis, D-Ga., said that the examinations do not represent a statistically valid sample and that the
results apply only to the 34 examined organizations. Four hundred questionnaires that were sent to
randomly selected colleges and universities and were completed before the examinations, however,
do represent a statistically valid sample and can be considered generally representative of how
colleges and universities act, she said.

Lewis also asked whether anything was learned from the examinations that could be useful in
investigating other areas of the exempt sector. Lerner said there was.

“This is the first time that we’ve actually looked beyond the fact that the organizations were using
comparables to see whether the comparables were really in fact comparable,” she said. “And when I
speak to groups about this, what I caution the board members and the executive directors about is,
don’t just accept the report from a compensation consultant — you need to ask them questions about
this. Because it can be done correctly, and obviously the organizations are trying to do it correctly.”

Boustany Cites High Noncompliance by Colleges on UBIT.

An IRS review of exempt colleges found “almost universal noncompliance by some of the most
sophisticated organizations in the tax-exempt sector,” particularly in their calculation of unrelated
business income taxes, House Ways and Means Oversight Subcommittee Chair Charles W. Boustany
Jr., R-La., said at a May 8 hearing.

http://services.taxanalysts.com/taxbase/eps_pdf2013.nsf/DocNoLookup/11266/$FILE/2013-11266-1.p
df

Elected Constables Are Employees for Tax Purposes; County Is Employer.

In partially redacted field attorney advice, the IRS concluded that a state’s elected constables aren’t
subject to self-employment tax, are employees for FICA and income tax withholding purposes, and
that the county is the statutory employer for employment tax purposes because it controls payment
to the constables.

This memorandum responds to your request for advice dated June 13, 2012, regarding the above
taxpayer. This advice may not be used or cited as precedent in other cases. This writing may contain
privileged information. Any unauthorized disclosure of this writing may have an adverse effect on
privileges, such as the attorney-client privilege. If disclosure becomes necessary, please contact this
office for our views.

ISSUES

1. Are the elected constables serving * * * (“constables”) covered under a section 218 agreement?

https://bondcasebriefs.com/2013/05/13/tax/boustany-cites-high-noncompliance-by-colleges-on-ubit/
https://bondcasebriefs.com/2013/05/07/tax/elected-constables-are-employees-for-tax-purposes-county-is-employer/


2. Are the constables considered fee-based public officials for purposes of I.R.C. § 1402(c)(1) and
therefore subject to self-employment tax?

3. Are the constables employees for the purposes of the Federal Insurance Contributions Act
(“FICA”)?

4. Are the constables employees for the purposes of federal income tax withholding (“ITW”)
requirements?

5. If constables are employees, who is the employer for federal employment tax purposes?

SUMMARY CONCLUSIONS

1. The constables are covered by a section 218 agreement, as established by the letter you received
from the Social Security Administration. * * *

2. The constables are not solely fee-based as required by section 1402(c)(1), and therefore they are
not fee-based public officials. The constables are not subject to self-employment tax.

3. The constables are employees based on the common law employee analysis and are therefore
employees for purposes of FICA.

4. The constables are employees for the purposes of ITW pursuant to I.R.C. § 3401(c) because they
are elected officials.

5. The employer of the constables for employment tax purposes is the County. The County controls
the payment to the constables and is therefore the statutory employer under I.R.C. § 3401(d)(1).

FACTS

Background

Both the State and the County have section 218 agreements1. In order to determine whether the
constables are covered under the State or County 218 agreements, you requested a determination
from the Social Security Administration (“SSA”) regarding whether the constables were covered
under either 218 agreement. * * *, you received a letter from SSA which stated that the constable
position is covered under the State 218 agreement. * * *

The County made payments to approximately * * * constables totaling approximately $* * * during
the years at issue. The constables perform various services such as prisoner transport, service of
summonses and warrants, court protection within the Magisterial Courts of Pennsylvania, and
services relating to landlord/tenant disputes and resolutions.

Constables are elected officials within a local government in the State. The constables are required
to take an oath of office and undergo a background check. They must also receive State-provided
training and certification prior to performing services as a constable. Constables must provide proof
to the clerk of courts that they hold professional liability insurance in amounts set by statute in order
to maintain certification. Once constables are certified by the State, they have statewide authority
and jurisdiction enabling him to perform services throughout the state, not just in the local area in
which they were elected. Therefore, the constables may perform services for and receive payment
from multiple counties. In some counties, constables serve as the primary means of law
enforcement.



Constables are covered by quasi-judicial immunity. See e.g. Berg v. Allegheny County, 219 F.3d 261
(3d Cir. 2000). However, upon election, a constable must post a bond between $500 and $3000 as
directed by the court to be held in trust for the use and benefit of persons who may sustain injury by
reason of neglect of duty. 44 Pa C.S.A. § 7114(c).

Enacted in October of 2009, Part IV of Title 44 of the Pennsylvania Code, titled “Other Officers,” sets
out the provisions of State statute relating to constables. Part IV contains one chapter, Chapter 71
titled “Constables.” Chapter 71 includes subchapters outlining election, appointment, conflicts,
training, powers and duties, compensation, and penalties and remedies.2 A constable is elected for a
term of six years. 44 Pa. C.S.A. § 7111 (2009). Constables can be re-elected for an unlimited number
of terms. Per your interviews, many constables have a continuing and ongoing relationship with the
County. Some of the constables in the County have held office for between 20 and 30 years. When a
constable vacancy occurs, the court of common pleas for the county where there is a vacancy must
appoint an individual to serve as a constable for the remainder of the term. Id. § 7121. The constable
has sole power to appoint deputy constables, subject to approval of the court of common pleas. Id. §
7122.

State statute provides “[w]hile a constable or deputy constable is performing duties other than
judicial duties, regardless of whether or not he is certified under this subchapter, he shall not in any
manner hold himself out to be active as an agent, employee, or representative of any court,
magisterial district judge or judge.” Id. § 7142(f) (emphasis added). Prior to 2009, State statute
provided that a constable was an independent contractor and not an employee of the
Commonwealth, the judiciary, the township, or the county in which he works. This provision appears
to follow a ruling of the Supreme Court of Pennsylvania which held unconstitutional as a violation of
separation of powers a provision attempting to make constables employees of the State judiciary
because constables perform functions of the executive branch. In re Act 147 of 1990, 528 A.2d 985,
990. (Pa. 1991).

Constable Training and Certification

State statute provides for the establishment of a board responsible for establishing, implementing
and administering a constable education and training program. 44 Pa. C.S.A. § 7144 (2009). The
board also certifies constables and deputy constables who have completed training requirements. Id.
The constables must complete a total of 80 hours of initial training and comply with a mandatory
continuing education program which may include no more than 40 required hours per year. Id. §§
7145, 7146. Constables interviewed stated they must also attend an additional 40 hours of training
for required firearms certification. The mandatory curriculum for the training consists of topics
including: role of the constable in the justice system; professional development; civil law process;
criminal law process; mechanics of arrest; prisoner transport and custody; and court security. State
statute establishes an account to provide funds for the constable training program; the account is
funded by a surcharge collected by constables as a court cost and turned over to the Department of
Revenue. Id. § 7149.

Constable Powers and Duties

State statute also sets out the powers and duties of the constables. Constables are required to serve
at all elections by preserving the peace at polling places. Id. § 7152. The statute directs constables to
arrest individuals without a warrant for various offenses. Id. § 7158. Constables may serve as
coroner; collect taxes under a warrant issued by the tax collector; and arrest a person trespassing
upon any forest. Id. §§ 7154-7156.

Constables must impound trespassing livestock and notify owner to collect livestock and pay the



constable for the cost of damage, care and fee for the constable. Id. § 7159. If the owner fails to pay,
the livestock shall be sold at a public sale and the all money realized from the sale will be turned
over to the magisterial district judge. Id. § 7159.1. The magisterial district judge then distributes
payment to the landowner for damages and the constable for his services. Id.

Some other duties which constables may perform include, but are not limited to, the following:
transporting defendants to arraignments and hearings; carrying out sales and ejectments in
landlord-tenant disputes; serving complaints, summonses and notices; providing courtroom security;
executing warrants of arrest; serving notice of election to township or borough officers; seizing
registration plates and drivers’ licenses. Id. §§ 7161, 7165. Criminal subpoenas can be served by
police officers or constables. Sheriff’s deputies are also permitted to transport prisoners.

Constables generally set their own hours of work. The magisterial district judges assign work to the
constables. The constables interviewed indicated that they can turn down work but do so at the risk
of not getting future assignments from that judge. The constables interviewed stated that the judges
are the bosses and make the rules. A constable must be present in the courtroom when a magisterial
district judge is present in court. Therefore the magisterial district courts cannot function without
the services of the constable. The constables view themselves as “officers of the court.” Police
officers in the county do not provide courtroom or courthouse security. Sheriff’s deputies perform
courtroom security for the “major” courts.

Constables must provide some of the supplies necessary for the performance of their duties. For
example, they must provide their own vehicles for prisoner transport, clothing, guns, ammunition
and handcuffs. Some judges require a constable to be in uniform when providing courtroom security,
while others simply require the constables dress professionally. There is no state-mandated uniform
for constables. The court provides metal detectors and wands. Some courts also provide constables
with desk space or an office. The State issues the constables ID badges with the title “PA State
Constable.”

* * *. Constables are not prohibited from performing services for private entities, * * *. Constables
must carry an additional liability insurance policy if he performs private work.

Constable Guidelines and Discipline

* * *. * * *. A State constable handbook is in the process of being drafted * * *. During the required
constable training, the constables must abide by a State-issued classroom code of conduct. The
constables you interviewed stated that the State regulates how they do their job.

State statute provides for discipline of constables through Subchapter H, Penalties and Remedies. A
court of common pleas may inquire into the official conduct of the constable and remove the
constable from office if it determines the constable is incompetent. Id. § 7172. A constable’s
compensation may be withheld if he defaults on remittance of collected tax. Id. § 7173. A constable
may also be subject to fines and criminal penalties for neglecting or refusing to perform duties. Id. §§
7175, 7178. As public officials, constables are required to file Statements of Financial Interests
annually with the State Ethics Commission.

Constable Payment

Constables are paid according to schedules set by statute. Where the constable is performing a
service on behalf of a litigant, for example, the litigant is required to pay the constable fees in
advance to the court for services desired to be performed. Id. § 7161(d). According to State statute,
the court is to turn the fees over to the constable as soon as possible. Id. § 7161(e). In criminal



cases, the constable fees are charged to the defendant; however, if the defendant is discharged or
indigent, the fee is assessed to the county. Id. § 7161(g)(16). * * *.

Constables are reimbursed for actual mileage traveled. Id. § 7161. In certain cases when
transporting prisoners, the constable may, at his discretion, be accompanied by a second constable
or deputy constable; in these cases each constable shall receive payment for the transportation. Id.
For services performed relating to elections, constable compensation is paid by the county. Id. §
7163. The Department of Motor Vehicles pays the constables for seizing registrations and drivers’
licenses. Id. § 7165.

Constables are permitted by statute to collect monies from the public for certain items, including
outstanding fines and constable fees and surcharges. Amounts collected by the constable must be
turned over entirely to the court within time frames set by statute. The court then distributes
payment to the constables. * * *.

* * *. Payments for election day services are paid from a separate fund by the Board of Elections.

LAW AND ANALYSIS

1. Coverage Under a Section 218 Agreement

The SSA determines whether the workers are employees within the meaning of section 210(j) of the
Social Security Act, which applies the common law rules. If the SSA determines that an individual
worker is covered under the section 218 agreement, the Service then has jurisdiction over the
liability for FICA taxes with respect to wages paid to such individual. See I.R.C. section 3121(d)(4).

The determination of who is covered under the terms of a section 218 agreement is under the
jurisdiction of the SSA. See Sec 3 (page 3) of the attached 2002 IRS-SSA MOU. The final
determination of federal tax liability is under the jurisdiction of the Service. The enforcement
mechanism with respect to section 218 agreements is also with the Service because the payments
under the agreements are treated as FICA taxes.

The SSA (Regional Office III, Philadelphia) has determined that the constables are covered under the
State 218 agreement. * * *.

2. Fee-Based Public Officials Subject to Self-Employment Tax

Before we apply the common law employee analysis, we must determine whether the constables are
fee-based public officials for the purposes of the Self-Employment Contributions Act (“SECA”). If the
constables are fee-based public officials, they are subject to SECA rather than FICA (“fee-based
public official exception”). SECA is imposed on the self-employment income derived by an individual
from any trade or business carried on by such individual. I.R.C. §§ 1401, 1402(a).

The general rule is that the performance of the functions of a public office does not constitute a
trade or business. I.R.C. § 1402(c)(1), Treas. Reg. § 1.1402(c)-2(a). However, when those functions
are compensated solely on a fee basis, the performance of those functions does constitute a trade or
business. I.R.C. § 1402(c)(1).

The statute provides that a trade or business does not include “the performance of the functions of a
public office, other than the functions of a public office or of a State or political subdivision thereof
with respect to fees received in any period in which the functions are performed in a position
compensated solely on a fee basis”. I.R.C. § 1402(c)(1). Treas. Reg. § 1.1402(c)-2(a)(2) provides:



If an individual receives fees after 1967 for the performance of the functions of a public office of a
State or a political subdivision thereof for which he is compensated solely on a fee basis, and if the
service performed in such office is eligible for (but is not made the subject of) an agreement
between the State and the Secretary of Health, Education, and Welfare pursuant to section 218 of
the Social Security Act to extend social security coverage thereto, the service for which such fees
are received constitutes a trade or business within the meaning of section 1402(c) and § 1.1402(c)-1.
If an individual performs service for a State or a political subdivision thereof in any period in more
than one position, each position is treated separately for purposes of the preceding sentence.

Therefore, “fee-based public officials” are public officials — (1) who receive fees; (2) whose positions
are compensated solely on a fee basis; and (3) who are not subject to a 218 agreement. Fee-based
public officials are subject to SECA rather than FICA. A public office includes any elective or
appointive office of a State or its political subdivision. Treas. Reg. § 1.1402(c)-2(b). Examples include
a county commissioner, a judge, a marshal, a sheriff, a constable or a notary public. Id. The
constables in the County are elected and are therefore public officials.

Next we must determine whether the constables are compensated solely on a fee basis. The IRS
position on what constitutes a fee is clarified in Revenue Ruling 74-608. In Rev. Rul. 74-608, State
statute required an elected tax collector to account for and turn over all tax collections to the
treasurer of each taxing authority. State statute also authorized the taxing authority to set a salary,
wage, or commission, not to exceed 5% of the tax collected, as remuneration for the tax collector.
His remuneration for his term in office was a fixed percentage of the amounts collected and turned
over for each taxing authority; specifically, 3 percent from the county, 4 percent from the township
and 2.8 percent from the school district. The revenue ruling finds that the tax collector is not a fee-
based public official because his remuneration was a salary from a government fund rather than fees
collected directly from the public. Rev. Rul. 74-608 provides.

When a public official receives his remuneration in the form of fees directly from the members of the
public with whom he does business, such remuneration is ‘fees’ within the meaning of section
1402(c)(1) of the Act. When, however, a public official receives his remuneration or salary from a
government fund and no portion of the monies collected by him belongs to or can be retained by him
as compensation, the remuneration is not ‘fees’ under section 1402(c)(1).

In Rev. Rul. 74-608, not only was the tax collector turning over what he collected from the public to
the taxing authority, but also the taxing authority had the authority to determine what his
remuneration would be and paid with general government funds.

For some of their duties, the constables serving this County collect monies from the public and turn
them over to the County. The County then pays then constables an amount set by statute. Often the
amount collected is equal to the amount due to the constable by statute. The constables also receive
other payments for their services that do not come directly from the public. For example, they
receive payments directly from the County for their services on Election Day. In addition, they
receive a payment directly from the judge for the sale of livestock. Therefore, the constables are not
solely fee-based for the purposes of SECA, as required by the clear statutory language of section
1402(c)(1).

In addition, as noted above, according to SSA, the constables are covered under the State 218
agreement. Coverage under a 218 agreement also removes the constables from the provisions of
SECA pursuant to section 1402(c)(1). Therefore, the constables do not qualify for the fee-based
public official exception.

3. Employees for the Purposes of FICA



The definition of employee for purposes of FICA includes “any individual who, under the usual
common law rules applicable in determining the employer-employee relationship, has the status of
an employee” and “any individual who performs services that are included in an agreement entered
into pursuant to section 218 of the Social Security Act.” I.R.C. § 3121(d). Since SSA has determined
that constables are included in the State’s section 218 agreement, they must be treated as
employees for purposes of FICA. * * *.Whether an employer-employee relationship exists in a
particular situation is a factual question to which common law principles apply. See Weber v.
Commissioner, 103 T.C. 378, 386, aff’d. 60 F.3d 1104 (4th Cir. 1995); Nationwide Mutual Ins. Co. v.
Darden, 503 U.S. 318, 323 (1992). Factors which are considered include: (1) the degree of control
exercised by the principal; (2) which party invests in work facilities used by the individual; (3) the
opportunity of the individual for profit or loss; (4) whether the principal can discharge the individual;
(5) whether the work is part of the principal’s regular business; (6) the permanency of the
relationship; and (7) the relationship the parties believed they are creating. Weber v. Commissioner
at 387. See also, Avis Rent A Car System v. United States, 503 F.2d 423 (2d Cir. 1974); Ewens &
Miller, Inc. v. Commissioner, 117 T.C. 263, 270 (2001).

The Treasury Regulations also offer guidance in making a determination as to whether workers are
employees or independent contractors:

Generally such relationship exists when the person for whom services are performed has the right to
control and direct the individual who performs the services, not only as to the result to be
accomplished by the work but also as to the details and means by which that result is accomplished.
That is, an employee is subject to the will and control of the employer not only as to what shall be
done but how it shall be done. In this connection, it is not necessary that the employer actually
direct or control the manner in which the services are performed; it is sufficient if he has the right to
do so. The right to discharge is also an important factor indicating that the person possessing that
right is an employer. Other factors characteristic of an employer, but not necessarily present in
every case, are the furnishing of tools and the furnishing of a place to work, to the individual who
performs the services. In general, if an individual is subject to the control or direction of another
merely as to the result to be accomplished by the work and not as to the means and methods for
accomplishing the result, he is an independent contractor. An individual performing services as an
independent contractor is not as to such services an employee under the usual common law rules.
Individuals such as physicians, lawyers, dentists, veterinarians, construction contractors, public
stenographers, and auctioneers, engaged in the pursuit of an independent trade, business, or
profession, in which they offer their services to the public, are independent contractors and not
employees.

Treas. Reg. § 31.3121(d)-1(c)(2).

Additionally, Rev. Rul. 87-41 identifies twenty factors, based on an examination of cases and rulings,
which indicate whether sufficient control is present to establish an employer-employee relationship.
These twenty factors are to be used as a guide in determining employment status; however, special
scrutiny may be required to ensure that formalistic aspects of an arrangement do not obscure its
substance. The factors are (1) instructions, (2) training, (3) integration (whether the worker’s
services are so integrated into business operations that success of continuation of business depend
upon those services, (4) services rendered personally, (5) hiring, supervising and paying assistants,
(6) continuing relationship, (7) set hours of work, (8) full time required, (9) doing work on
employer’s premises, (10) order or sequence set (worker must perform services in the order or
sequence determined by the person for whom services are performed), (11) oral or written reports,
(12) payment by hour, week, month, (13) payment of business and/or travel expenses, (14)
furnishing of tools and materials, (15) significant investment (if worker invests in facilities, this is an



indication of independent contractor status; however, if there is a lack of investment on the part of
the worker, it indicates a status of employee), (16) realization of profit or loss (if worker can realize
a profit or loss, it indicates independent contractor status), (17) working for more than one firm at a
time, (18) making service available to the general public, (19) right to discharge, and (20) right to
terminate.

More recently the Service considers the issue under three primary categories of evidence —
behavioral control, financial control, and relationship of the parties. Refer to IRM 4.23.5-1 and
Independent Contractor or Employee? Training Materials, Training 3320-102 (10-96). Facts that
illustrate behavioral control, or whether there is a right to direct or control how the worker performs
the specific task for which he or she is hired, are (1) instructions and (2) training. Facts that
illustrate financial control, or whether there is a right to direct or control how the business aspects
of the worker’s activities are conducted, are (1) significant investment, (2) unreimbursed expenses,
(3) services available to the public, (4) method of payment, and (5) opportunity for profit or loss.
Facts that illustrate the relationship of the parties are (1) employee benefits, (2) intent of
parties/written contracts, (3) permanency, (4) discharge/termination, and (5) regular business
activity.

The facts regarding behavioral control indicate that the constables are employees. The constables
must undergo 80 hours of initial training plus up to 80 hours of additional training each year. * * *.
These facts indicate that the State and/or the County have control over how the constables perform
their duties.

The facts regarding financial control are mixed. The constables must turn over all monies collected
to the County and then only receive payment if they properly submit forms according to the County’s
procedures and a judge signs off on those forms. This indicates control over the finances at the
County and State level. The constables are reimbursed for their mileage and are provided some tools
(metal detectors, desk). However, the constables must provide some of the tools needed themselves
(cars, guns, ammunition, etc.). The constables also make an investment by posting a bond upon
election. However, the constables have a minimized financial loss because in some cases they are
able to collect payment regardless of whether they are successful in their services or not. While it is
legally possible for constables to provide services for the public, according to your interviews, it is
rare.

The facts regarding the relationship of the parties are also mixed. The County has been treating the
constables as independent contractors and reporting payments made to them on Forms 1099. In
addition, they do not provide any employee benefits to the constables. However, the constables have
an ongoing relationship with the County as some of them have served for more than 20 years. In
addition, the constables are completely integrated into the County business; the magisterial district
court cannot function without them and the County relies on them to serve notices and execute
warrants because they do not have enough police officers or sheriffs to do so. The constables can be
terminated by a judge for failure to perform their duties pursuant to the statute.

As in most worker classification cases, the facts are not all indicative of an employee or an
independent contractor. However, on balance, it appears that the constables are employees. The
State’s ability to control how the constables perform their services through state statute, required
training and the * * * constable handbook is an especially strong factor that indicates they are
employees subject to the control of an employer.

The County maintains that the constables are not its employees. It relies, in part, on State case law
which holds that the constables are independent contractors and not employees. For example, the
Supreme Court of Pennsylvania held that legislation designed to bring constables within the control



and direction of the judiciary was in violation of the State’s constitution because it attempted to
place constables, whose central functions and activities consist of exercising executive powers,
within the supervisory authority of the judicial branch, thereby violating the doctrine of separation
of powers. In re Act 147 of 1990, 528 A.2d 985, 990. (Pa. 1991). The court cited an earlier case that
held a constable is not an employee of the Commonwealth, the judiciary, the township, or the county
in which he works. Id. at 986, citing Rosenwald v. Barbieri, 462 A.2d 644 (Pa. 1983). State case law
is not binding for federal income tax purposes. In addition, the court in these cases did not apply the
common law employee analysis used to determine coverage under FICA. Finally, there do not appear
to be any cases classifying the constables as independent contractors since the enactment of
Chapter 71 to the Pennsylvania Code in 2009, discussed above. These amendments and
consolidation appear to make significant changes to the law regarding constables and may change
the analysis under state law. Thus, the County’s reliance on state case law is unfounded.

4. Employees for the Purposes of Income Tax Withholding

I.R.C. § 3402 obligates any employer making a payment of wages to deduct and withhold tax as
prescribed by the Secretary. I.R.C. § 3401(a) defines wages as all remuneration (other than fees paid
to a public official) for services performed by an employee for his employer. I.R.C. § 3401(c) provides
that for the purposes of income tax withholding (“ITW”) requirements, an employee includes “an
officer, employee, or elected official of the United States, a State or any political subdivision thereof
. . .” Because the constables are elected officials of the County, they are employees for the purpose
of ITW.

5. Who is the Employer?

Section 3401(d)(1) provides, that for purposes of income tax withholding, the term employer means
the person for whom an individual performs or performed any service, of whatever nature, as the
employee of such person, except that if the person for whom the individual performs or performed
the services does not have control of the payment of the wages for such services, the term
“employer” (except for purposes of the definition of wages) means the person having control of the
payment of such wages. Neither FICA nor FUTA contains a definition of employer similar to the
definition contained in section 3401(d)(1), relating to income tax withholding. However, Otte v. U.S.,
419 U.S. 43 (1974), holds that a person who is an employer under section 3401(d)(1), relating to
income tax withholding, is also an employer for purposes of FICA withholding under section 3102.
Otte involved a trustee in bankruptcy who was an employer under section 3401(d)(1) by virtue of
having control over the payment of wages owed by the bankrupt. The Court stated, “The fact that
the FICA withholding provisions of the Code do not define ’employer’ is of no significance, for that
term is not to be given a narrower construction for FICA withholding than for income tax
withholding.” Otte, 419 U.S. at 51. The Otte decision has been extended to provide that the person
having control of the payment of wages is also an employer for purposes of section 3111, which
imposes the FICA tax on employers, and for purposes of section 3301, which imposes the FUTA tax
on employers.3 In re Armadillo Corp., 410 F. Supp. 407 (D. Col. 1976), aff’d, 561 F.2d 1382 (10th
Cir. 1977), In re Laub Baking Co., 642 F.2d 196 (6th Cir. 1981), and STA of Baltimore — ILA
Container Royalty Fund v. U.S., 621 F. Supp. 1567 (D.C. Md. 1985), aff’d, 804 F.2d 296 (4th Cir.
1986) reached similar conclusions.

The constables primarily perform services for the courts, which are part of the State judiciary
system. They also perform various services the County by serving on election day, executing
warrants, and impounding livestock. They also perform services for private litigants, including
carrying out ejectments in landlord-tenant disputes. However, the constables’ payment for all of
these services is controlled by the County, as the funds come from County checking accounts and
the County Manager of Constable Services verifies all submissions for payments. Even if the County



is not the common law employer, the County is the employer for purposes of ITW and FICA because
it controls the payments.

CONCLUSION

Based on the facts you have gathered, we agree that the constables are employees under the
common law standard. Further, SSA has determined that the constables are covered under the
State’s 218 agreement. Finally, we believe the County is liable for employment taxes for the
constables.

Please call * * * if you have any further questions.

Joseph W. Spires

Area Counsel

(Tax Exempt & Government Entities)

IRS Reminder: Calendar Year Form 990 Series Returns Due by May 15.

May 15 is the filing deadline for exempt organizations whose tax year ends on December 31, unless
the organization submitted Form 8868, Application for Extension of Time To File an Exempt
Organization Return. Remember an organization that fails to file for three consecutive years
automatically loses its federal tax-exempt status.

Foundation's Grantmaking Expenditures Not Taxable.

The IRS ruled that expenditures made through a private foundation’s grantmaking program through
which American art will be brought to international audiences will not be taxable.

Dear * * *

You asked for advance approval of your educational grant procedures under Internal Revenue Code
section 4945(g)(3). This approval is required because you are a private foundation that is exempt
from federal income tax.

OUR DETERMINATION

We approved your procedures for awarding educational grants. Based on the information you
submitted, and assuming you will conduct your program as proposed, we determined that your
procedures for awarding educational grants meet the requirements of Code section 4945(g)(3). As a
result, expenditures you make under these procedures won’t be taxable.

DESCRIPTION OF YOUR REQUEST

You are dedicated to fostering exploration, understanding, and enjoyment of the visual arts of the
United States for national and international audiences. You are committed to supporting projects
designed to engage audiences around the globe in an enriched dialogue on American art. Through
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grants and initiatives, you have made it a priority to bring American art, interpretation, and research
resources to international audiences, and have a particular interest in fostering multi-national
perspectives.

In furtherance of this international perspective, you will initiate a grant making program called B.
The B will further your mission of internationalizing the field of American art by supporting scholars
worldwide who share your goals of excellence and originality. In addition to encouraging
international scholarship, B will enrich the field through the introduction of new approaches to
American art research and will enable scholars outside the United States greater access to American
art scholarship. It also will allow them to publish on this topic in their home countries.

Awards under B generally will be made to qualified publishers of selected works. Such grants will be
treated as grants to organizations. In limited circumstances described below, however, certain
grants will be made directly to individual authors and volume editors and/or contributors. The grants
to individuals is the reason you are requesting advance approval under section 4945(g)(3).

B will support scholarly publications that (1) offer translations of key texts on American art, (2)
encourage international scholarship on American art, or (3) present focused theses exploring
American art in an international context. B is designed to determine the nature of the proposed
publication, the professional qualifications of the publisher, the professional qualifications of the
author, the commitment and capacity of the author and his or her publisher, and the expected
outcomes of publication.

You initially intend to operate B with a three-year budget of x dollars. Grants to support the
publication of a book generally will not exceed y dollars, and grants to support the publication of an
article generally will not exceed z dollars, although you may vary the size of the grants based on the
quality of the applications received and the amount requested. Funds awarded under B will be used
for direct costs of publishing the particular work, including translation costs and image rights of
black-and-white or full-color illustrations.

You will promote the grants through an extensive list of academic and museum contacts. Grant
announcements will be posted on your website and distributed to various relevant associations
worldwide. Additionally, information about the grants will be disseminated to individuals through
your general e-newsletter, as well as international curators, publishers, and scholars through
targeted e-blasts. Posters and postcards are also distributed to major universities and museums to
increase the visibility of your grant program.

Each application must be for a scholarly book or article in print or digital format that focuses on
historical American art (circa 1500 to 1980), that has an international dimension, and that is under
contract for publication. You will strongly encourage applications for:

Translations of books and articles originally written or published in English.

English-language translations of books and articles originally written or published in another
language.

Books and articles for publication outside the United States.

Internationally collaborative projects.

Books and articles examining American art in an international context.

Neither new exhibition catalogues nor collection catalogues are eligible for grants under your



program; however, translations or reprints of exhibition catalogues that were originally published
prior to 2005 may be considered if they contain substantial scholarship.

In reviewing applications, your review committees will consider objective criteria regarding each
application. The criteria you will consider include:

The publication’s significant contribution to the field of American art as well as its place in the
current literature on the topic.

The publisher’s history, mission, and art list.

The distribution and marketing plan for the publication.

The author’s curriculum vitae.

A partial (in the case of a book) or full (in the case of an article) manuscript, including sample book
chapters in both languages if the project involves translation or a detailed English abstract if the
article is in a language other than English.

Two or more recent peer reviews of the full manuscript.

The publisher’s endorsement of the manuscript.

Your organization will review applications using internal and external review committees. The
external review committee will be comprised of three or more international scholars in the field of
American art, each with extensive subject matter knowledge and experience. All external review
committee members will be asked to provide a list of potential personal and/or financial conflicts,
and will be asked to recuse themselves should any conflicts arise. External review committee
members shall remain anonymous to the public and to applicants during their term on the
committee. No external review committee member may benefit personally or professionally from the
selection of any particular application for the grant.

The internal review committee will consist of your staff including scholars of American art. Your staff
will process and review applications received, with a focus on accomplishing your goal of
international exposure for American art. Your internal review committee will collect the
recommendations of the external review committee and combine these results with your internal
review committee. The internal review committee will make the final decision regarding the
recipients. No internal review committee member may benefit personally or professionally from the
selection of any particular application for a grant.

B awards generally will be paid to the qualified publisher to be used only for the approved
publication; however, grants will be made directly to authors in certain circumstances.

Each grant will be made pursuant to a written grant agreement with the publisher or author. The
grant agreement will limit the use of the funds to those enumerated in the approved application.
Grant recipients will be required to submit periodic reports to you, and a schedule of deadlines for
these reports will be outlined in the grant agreement. If required reports are delinquent or there are
other indications of a possible diversion of funds, follow-up requests will be submitted. If satisfactory
reports are not received after a reasonable time, you will attempt to recover the funds. While
conducting an investigation, you will withhold future payments (if any) until the delinquent reports
have been submitted. If a diversion is determined to have occurred, no future payments will be made
to the recipient and appropriate steps will be taken to recover the grant funds. You will maintain
appropriate records regarding the amount of the grant, grant recipient, information sufficient to



insure that the recipient was not a “disqualified person” under Code Section 4946 with respect to
you for the purposes of the self-dealing rules set forth in Code Section 4941, the purpose of the
grant, the grant agreement and final report, and all follow-up information regarding progress
reports, any suspension of grants, and any investigations of possible diversion of grant funds.

BASIS FOR OUR DETERMINATION

The law imposes certain excise taxes on the taxable expenditures of private foundations (Code
section 4945). A taxable expenditure is any amount a private foundation pays as a grant to an
individual for travel, study, or other similar purposes. However, a grant that meets all of the
following requirements of Code section 4945(g) is not a taxable expenditure.

The foundation awards the grant on an objective and nondiscriminatory basis.

The IRS approves in advance the procedure for awarding the grant.

The grant is:

A scholarship or fellowship subject to section 117(a) and is to be used for study at an educational
organization described in section 170(b)(1)(A)(ii); or

A prize or award subject to the provisions of section 74(b), if the recipient of the prize or award is
selected from the general public; or

To achieve a specific objective; produce a report or similar product; or improve or enhance a
literary, artistic, musical, scientific, teaching, or other similar skill or talent of the recipient.

To receive approval of its educational grant procedures, Treasury Regulations section 53.4945-
4(c)(1) requires that a private foundation show:

The grant procedure includes an objective and nondiscriminatory selection process.

The grant procedure results in the recipients performing the activities the grants were intended to
finance.

The foundation plans to obtain reports to determine whether the recipients have performed the
activities that the grants were intended to finance.

OTHER CONDITIONS THAT APPLY TO THIS DETERMINATION

This determination covers only the grant program described above. This approval will apply to
succeeding grant programs only if their standards and procedures don’t differ significantly from
those described in your original request.

This determination applies only to you. It may not be cited as precedent.

You cannot rely on the conclusions in this letter if the facts you provided have changed substantially.
You must report any significant changes in your program to the Cincinnati Office of Exempt
Organizations at:

* * *

You cannot make grants to your creators, officers, directors, trustees, foundation managers, or
members of selection committees or their relatives.



All funds distributed to individuals must be made on a charitable basis and must further the
purposes of your organization. You cannot award grants for a purpose that is inconsistent with Code
section 170(c)(2)(B).

You should keep adequate records and case histories so that you can substantiate your grant
distributions with the IRS if necessary.

We’ve sent a copy of this letter to your representative as indicated in your power of attorney.

Please keep a copy of this letter in your records.

If you have any questions, please contact the person listed at the top of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements

Citations: LTR 201318008

IRS: Religious Organization's Benefits Plans Are Church Plans.

The IRS ruled that a tax-exempt religious organization’s defined benefit pension plans are church
plans within the meaning of section 414(e), retroactive to specified dates.

Date: February 6, 2013

Dear * * *

This letter is in response to your request dated May 13, 2005, as supplemented by correspondence
dated March 5, 2012, submitted on your behalf by your authorized representative regarding the
church plan status of Plan X, Plan Y and Plan Z within the meaning of section 414(e) of the Internal
Revenue Code (Code).

The following facts and representations have been submitted under penalties of perjury on your
behalf:

Taxpayer A was established in 19* * * by Order B, a Church C religious order based in Country G,
which operates hospitals and health care facilities in three locations in the United States. Taxpayer
A is a not-for-profit corporation organized under the laws of State E. Taxpayer A is listed in Directory
S, and accordingly, is exempt from Federal income tax under section 501(c) of the Code. Order B is
listed in Directory S as being represented in Entity I by virtue of its presence at Taxpayer A. The
current president and chief executive officer of Taxpayer A is a member of Order B.

Taxpayer A’s by-laws contain the stated purpose to establish and operate a Church C hospital for the
purposes of providing hospitalization and care of the sick and injured, necessary facilities for the
treatment of disease, and for scientific purposes; and to establish and operate schools and
educational institutions in the hospital, nursing and related fields. Any applicant for appointment to
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Taxpayer A’s medical staff must, as part of the application, agree to be bound by the Ethical and
Religious Directives of Church C Healthcare Services as promulgated by Entity J.

Under Article III of Taxpayer’s by-laws, the sole member of Taxpayer A’s corporation is Network D.
Also under the by-laws, Network D has the right to ensure that Taxpayer A is conducting its business
and affairs consistently with and in furtherance of the objectives and philosophy of Order B.

Network D is a corporation organized under the Statute N. Among its corporate purposes is to
conduct the business affairs of the corporation in a manner consistent with the objectives and
philosophy of Order B. Prior to September * * *, 20* * *, members of Network D were from the
Provincial Council of Order B, and those members of Entity F Executive were appointed by the
Provincial Council. The Provincial Council of Order B is comprised of the local Provincial Superior of
Order B and the local Provincial Superior of Order B’s councilors. The Entity F Executive is
comprised of Order B members who have been appointed by the Provincial Council to serve on the
Entity F Executive.

Effective September * * *, 20* * *, Network D’s by-laws were amended to provide that Network D’s
members shall be comprised of seven members appointed by the General Council of Order B, at least
four of whom must at all times be members of Order B. As a result, you represent that Taxpayer A is
under the control of Network D, a majority of whose members must be members of Order B. If at any
time Network D ceases to exist, Taxpayer A’s by-laws provide that the Provincial Council may elect a
new corporate member.

Prior to the adoption of Taxpayer A’s current by-laws on October * * *, 20* * *, Taxpayer A’s
members were members of Order B’s Provincial Council and members of the Entity F Executive.
Since its founding in 19* * *, Taxpayer A has been controlled either directly, or through Network D,
by Order B.

Taxpayer A’s board of trustees is responsible for the oversight of Taxpayer A, the appointment of its
officers and medical staff, the assessment of its programs, the preparation and recommendation to
Network D of Taxpayer A’s capital and operating budget, and certain additional oversight
responsibilities set forth in Taxpayer A’s by-laws. The board of trustees is comprised of not less than
12, nor more than 18 members, including three members of Order B or their representatives,
appointed by Entity F, at least five members appointed by Network D, two members of Taxpayer A’s
medical staff, and any additional trustees (up to 18) appointed by Network D.

Entity F is a corporation which is incorporated under the laws of Country G. Under its by-laws, its
membership is limited to members of Order B. The members of Entity F consist of the members of
the Provincial Council of Order B and selected members of the Entity F Executive. Any member of
the board of trustees of Taxpayer A may be removed by Network D with or without cause. As a
result, through its power to appoint Taxpayer A’s trustees, either through Entity F or through
Network D, and its power through Network D to remove the trustees with or without cause, you
represent that Order B controls the board of trustees..

In 19* * *, Taxpayer A adopted Plan X for the benefit of the employees of Taxpayer A. Plan X is a
defined benefit pension plan. Plan X is a new plan, not a successor plan, and meets the requirements
of section 401(a) of the Code. Effective September * * *, 19* * *, Plan X’s benefit formula was
incorporated into the plan document for Plan Y. Accruals under Plan X were frozen by an
amendment to Plan X effective November * * *, 19* * *, which is incorporated into the current plan
by an individually designed amendment.

Plan Y is a defined contribution money purchase pension plan adopted by Taxpayer A on September



* * *, 19* * *, solely for the benefit of its employees. Plan Y is intended to be qualified under section
401(a) of the Code.

The combined plan document for Plan X and Plan Y was amended and restated periodically, and the
most recent favorable determination letter for the combined plan document is dated April * * *, 20* *
*. Participation in Plan X and Plan Y has been limited to employees of Taxpayer A at all times.

Plan Z was originally adopted by Taxpayer A effective January * * *, 19* * *, solely for the benefit of
its employees. Plan Z is intended by Taxpayer A to be a tax deferred annuity arrangement under
section 403(b) of the Code. Participation in Plan Z has been limited to employees of Taxpayer A at all
times.

None of the eligible participants in Plan X, Plan Y or Plan Z are, were, or can be considered to be
employed in connection with one or more unrelated trades or businesses within the meaning of
section 513 of the Code. The plans do not include as participants employees of for-profit entities.

By resolutions dated December * * *, 20* * *, Taxpayer A established Committee H. Committee H’s
sole purpose and function is to administer Plan X, Plan Y and Plan Z. Under the resolutions, the
initial members of Committee H were the president and chief executive officer of Taxpayer A, and
the executive vice president of Taxpayer A. If Taxpayer A’s president is a member of Order B, the
president is an ex officio member of Committee H and has the authority to appoint and discharge up
to six Committee H members at any time. Under Taxpayer A’s by-laws, the President of Taxpayer A
is appointed (and can be removed) by Network D.

You represent that the establishing resolutions for Committee H provide that if the president is not
or ceases to be a member of Order B, Network D shall assume the authority to appoint and
discharge up to seven Committee H members, so that Committee H continues to constitute an
organization that is controlled by or associated with Order B. As established by Taxpayer A,
Committee H has all such powers as may be necessary or helpful to discharge its duties as
administrator of the plans.

By resolutions dated December * * *, 20* * *, Taxpayer A amended Plan X, Plan Y and Plan Z to name
Committee H as the administrator under each of the Plans.

Taxpayer A has not made the election under section 410(d) of the Code with respect to Plan X, Plan
Y, or Plan Z. However, it has in the past voluntarily operated Plan Y in compliance with the
standards of the Employee Retirement Security Act of 1974 (ERISA) to include filing Form 5500, and
paying premiums to the Pension Benefit Guaranty Corporation.

In accordance with Revenue Procedure 2011-44, Notice to Employees with reference to Plan X was
provided on March * * *, 20* * *. This notice explained to participants of Plan X, Plan Y and Plan Z
the consequences of church plan status.

Based on the foregoing, you request a ruling that Plan X and Plan Y are church plans within the
meaning of section 414(e) of the Code effective as of January 1, 1974; and that Plan Z is a church
plan within the meaning of section 414(e) of the Code effective as of January 1, 1987.

Section 414(e) was added to the Code by section 1015 of ERISA. Section 1017(e) of ERISA provided
that section 414(e) of the Code applied as of the date of ERISA’s enactment. However, section 414(e)
of the Code was subsequently amended by section 407(b) of the Multiemployer Pension Plan
Amendments Act of 1980, Pub. Law 96-364, to provide that section 414(e) of the Code was effective
as of January 1, 1974.



Section 414(e)(1) of the Code generally defines a church plan as a plan established and maintained
for its employees (or their beneficiaries) by a church or a convention or association of churches
which is exempt from taxation under section 501 of the Code.

Section 414(e)(2) of the Code provides, in part, that the term “church plan” does not include a plan
that is established and maintained primarily for the benefit of employees (or their beneficiaries) of
such church or convention or association of churches who are employed in connection with one or
more unrelated trades or businesses (within the meaning of section 513 of the Code); or if less than
substantially all of the individuals included in the plan are individuals described in section 414(e)(1)
of the Code or section 414(e)(3)(B) of the Code (or their beneficiaries).

Section 414(e)(3)(A) of the Code provides that a plan established and maintained for its employees
(or their beneficiaries) by a church or by a convention or association of churches includes a plan
maintained by an organization, whether a civil law corporation or otherwise, the principal purpose
or function of which is the administration or funding of a plan or program for the provision of
retirement benefits or welfare benefits, or both, for the employees of a church or a convention or
association of churches, if such organization is controlled by or associated with a church or a
convention or association of churches.

Section 414(e)(3)(B) of the Code defines “employee” of a church or a convention or association of
churches to include a duly ordained, commissioned, or licensed minister of a church in the exercise
of his or her ministry, regardless of the source of his or her compensation, and an employee of an
organization, whether a civil law corporation or otherwise, which is exempt from tax under section
501 of the Code, and which is controlled by or associated with a church or a convention or
association of churches.

Section 414(e)(3)(C) of the Code provides that a church or a convention or association of churches
which is exempt from tax under section 501 of the Code shall be deemed the employer of any
individual included as an employee under subparagraph (B).

Section 414(e)(3)(D) of the Code provides that an organization, whether a civil law corporation or
otherwise, is associated with a church or a convention or association of churches if the organization
shares common religious bonds and convictions with that church or convention or association of
churches.

Section 414(e)(4)(A) of the Code provides that if a plan, intended to be a church plan, fails to meet
one or more of the church plan requirements and corrects its failure within the correction period,
then that plan shall be deemed to meet the requirements of this subsection for the year in which the
correction was made and for all prior years. Section 414(e)(4)(C)(i) of the Code provides, in
pertinent part, that the term “correction period” means the period ending 270 days after the date of
mailing by the Secretary of a notice of default with respect to the plan’s failure to meet one or more
of the church plan requirements.

Revenue Procedure 2011-44, 2011-39 I.R.B. 446, supplements the procedures for requesting a letter
ruling under section 414(e) of the Code relating to church plans. The revenue procedure: (1)
requires that plan participants and other interested persons receive a notice in connection with a
letter ruling request under section 414(e) of the Code for a qualified plan; (2) requires that a copy of
the notice be submitted to the Internal Revenue Service (IRS) as part of the ruling request; and (3)
provides procedures for the IRS to receive and consider comments relating to the ruling request
from interested persons.

In order for an organization that is not itself a church or convention or association of churches to



have a qualified church plan, it must establish that its employees are employees or deemed
employees of a church or convention or association of churches under section 414(e)(3)(B) of the
Code by virtue of the organization’s control by or affiliation with a church or convention or
association of churches. Employees of any organization maintaining a plan are considered to be
church employees if the organization: 1) is exempt from tax under section 501 of the Code; and, 2) is
controlled by or associated with a church or convention or association of churches. In addition, in
order to be a church plan, the plan must be administered or funded (or both) by an organization
described in section 414(e)(3)(A) of the Code. To be described in section 414(e)(3)(A) of the Code, an
organization must have as its principal purpose the administration or funding of the plan and must
also be controlled by or associated with a church or convention or association of churches.

In this case, Taxpayer A is a not-for-profit corporation which is exempt from federal income tax
under section 501(a) of the Code as an organization described in section 501(c)(3) of the Code. In
view of the common religious bonds between Church C and Taxpayer A, the inclusion of Order B in
Directory S, and the indirect control of Taxpayer A by Church C through Order B, we conclude that
Taxpayer A is associated with a church or a convention or association of churches within the
meaning of section 414(e)(3)(D) of the Code, that the employees of Taxpayer A meet the definition of
employee under section 414(e)(3)(B) of the Code and that they are deemed to be employees of a
church or a convention or association of churches by virtue of being employees of an organization
which is exempt from tax under section 501 of the Code and which is controlled by or associated
with a church or a convention or association of churches.

Effective December * * *, 20* * *, with Taxpayer A’s establishment of Committee H and Committee H
becoming administrator of Plan X, Plan Y and Plan Z, the plans are each maintained by an
organization whose sole purpose and function is the administration of the plans. Under the
establishing resolutions for Committee H, if Taxpayer A’s president is a member of Order B, the
president is an ex officio member of Committee H, and has the authority to appoint and discharge up
to seven additional Committee H members. The establishing resolutions for Committee H provide
that if the president is not or ceases to be a member of Order B, Network D has the authority to
appoint and discharge Committee H members. Accordingly, Committee H is an organization that is
controlled by or associated with Order B which is a Church C religious order. As a result, the plans
are administered by an organization that is controlled by or associated with a church or an
association of churches within the meaning of section 414(e)(3)(A) of the Code.

Also, as provided under section 414(e)(4)(A) of the Code, where a plan fails to meet one or more of
the church plan requirements and corrects its failure within the correction period, then that plan
shall be deemed to meet the requirements of section 414(e) for the year in which the correction is
made and for all prior years. Committee H was established to administer Plan X, Plan Y and Plan Z
on December 1* * *, 20* * *, which is within the correction period for Plan X, Plan Y and Plan Z.

Based on the foregoing facts and representations, we conclude that Plan X and Plan Y are church
plans within the meaning of section 414(e) of the Code, and have been church plans within the
meaning of section 414(e) of the Code retroactive to January * * *, 19* * *. We conclude that Plan Z
is a church plan within the meaning of section 414(e) of the Code, and has been a church plan within
the meaning of section 414(e) of the Code retroactive to January * * *, 19* * *.

This letter expresses no opinion as to whether Plan X and Plan Y satisfy the requirements for
qualification under section 401(a) or whether Plan Z satisfies the requirements of section 403(b) of
the Code.

This ruling is directed only to the taxpayer who requested it. Section 6110(k)(3) of the Code provides
that it may not be used or cited by others as precedent.



A copy of this letter is being sent to your authorized representative pursuant to a Power of Attorney
on file in this office.

If you have any questions regarding this letter, please contact * * * at * * *. Please refer all
correspondence to SE:T:EP:RA:T3.

Sincerely yours,

Laura B. Warshawsky, Manager

Employee Plans Technical Group 3

Citations: LTR 201318030

IRS Rules on Donation of Depreciated Property.

The IRS ruled that if a taxpayer donates fully depreciated property to one or more charities, the
resulting charitable deduction will not be reduced by 20 percent of the accumulated depreciation of
the property.

Re: Request for Private Letter Ruling under

Sections 170, 291, and 1250

Dear * * *:

This letter responds to a letter dated July 27, 2012, and supplemental correspondence, submitted by
Taxpayer requesting a letter ruling that, if certain section 1250 property is contributed to one or
more tax-exempt organizations, the charitable deduction attributable to the value of that
contribution will not be reduced by twenty percent of the accumulated depreciation of this section
1250 property under section 291(a)(1) of the Internal Revenue Code.

FACTS

Taxpayer represents that the facts are as follows:

Taxpayer is a State1 corporation with a principal place of business in City1, State1. Taxpayer is a
wholly-owned subsidiary of A and joins in the consolidated Federal income tax return filed for the
affiliated group headed by A. A files its consolidated Federal income tax return on a calendar year
basis.

Taxpayer owns certain improved real property located at Taxpayer’s B plant in City1, State1 (the “B
property”). The B property contains certain depreciable real property that is section 1250 property.
Most of this section 1250 property has been fully depreciated. Hereinafter, the fully depreciated B
property that is section 1250 property will be referred to as “the Property.”

Taxpayer intends to contribute some or all of the Property to one or more organizations that are
exempt from Federal income tax under section 501(c)(3) as a charitable contribution under section
170. Moreover, Taxpayer intends to claim a charitable deduction under section 170 with respect to
its contribution of the Property to one or more section 501(c)(3) tax-exempt organizations.
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Taxpayer represents that these section 501(c)(3) tax-exempt organizations will have the same basis
in the Property as Taxpayer will have at the time of the transfer pursuant to section 1015(a).

RULING REQUESTED

Taxpayer requests the following ruling:

If the Property is contributed to one or more section 501(c)(3) tax-exempt organizations, the
charitable deduction attributable to the value of the contribution will not be reduced by twenty
percent of the accumulated depreciation of the Property pursuant to section 291(a)(1).

LAW AND ANALYSIS

Section 170 generally allows a deduction, subject to certain limitations, for charitable contributions
made during the taxable year to or for the use of organizations described in section 170(c), including
section 501(c)(3) organizations.

Section 170A-1(c)(1) of the Income Tax Regulations provides that if a charitable contribution is made
in property other than money, the amount of the contribution is the fair market value of the property
at the time of the contribution, reduced as provided in section 170(e)(1) and section 1.170A-4(a), or
section 170(e)(3) and section 1.170A-4A(c).

Section 170(e)(1) provides that the amount of any charitable contribution of property otherwise
taken into account under section 170 shall be reduced by, among other amounts, the amount of gain
that would not have been long-term capital gain (determined without regard to section 1221(b)(3)) if
the property contributed had been sold by the taxpayer at its fair market value (determined at the
time of such contribution).

Section 1.170A-4(a)(1) provides that in the case of a contribution by an individual or by a
corporation of ordinary income property, as defined in section 1.170A-4(b)(1), the amount of the
charitable contribution that would be taken into account under section 170(a) without regard to
section 170(e) shall be reduced before applying the percentage limitations under section 170(b) by
the amount of gain that would have been recognized as gain that is not long-term capital gain if the
property had been sold by the donor at its fair market value at the time of its contribution to the
charitable organization.

Section 1.170A-4(b)(1) defines the term “ordinary income property” as meaning property any portion
of the gain on which would not have been long-term capital gain if the property had been sold by the
donor at its fair market value at the time of its contribution to the charitable organization.

Section 291(a)(1) provides that in a case where a corporation disposes of section 1250 property, an
amount equal to twenty percent of the excess, if any, of (A) the amount that would be treated as
ordinary income if such property was section 1245 property, over (B) the amount treated as ordinary
income under section 1250 (determined without regard to section 291(a)(1)), shall be treated as gain
which is ordinary income under section 1250 and shall be recognized notwithstanding any other
provision of Subtitle A of the Code. Section 291(a)(1) further provides that under regulations
prescribed by the Secretary, the provisions of section 291(a)(1) will not apply to the disposition of
any property to the extent that section 1250(a) does not apply to such disposition by reason of
section 1250(d).

If section 1245 property is disposed of, section 1245(a)(1) generally provides that the amount by
which the lower of (A) the recomputed basis of the property, or (B) the amount realized (in the case
of a sale, exchange, or involuntary conversion) or the fair market value of such property (in the case



of any other disposition), exceeds the adjusted basis of such property is treated as ordinary income.
Such gain is recognized notwithstanding any other provision of Subtitle A of the Code.

Section 1245(a)(2) defines the term “recomputed basis” with respect to any property as meaning,
generally, its adjusted basis recomputed by adding thereto all adjustments reflected in such adjusted
basis on account of deductions (whether in respect of the same or other property) allowed or
allowable to the taxpayer or to any other person for depreciation or amortization.

If section 1250 property is disposed of after December 31, 1975, section 1250(a)(1)(A) generally
provides that 100 percent of the lower of (i) that portion of the additional depreciation attributable
to periods after December 31, 1975, in respect of such property, or (ii) the excess of the amount
realized (in the case of a sale, exchange, or involuntary conversion), or the fair market value of such
property (in the case of any other disposition), over the adjusted basis of such property, is treated as
gain that is ordinary income. Such gain is recognized notwithstanding any other provision of Subtitle
A of the Code.

Section 1250(b)(1) defines the term “additional depreciation” as meaning, in the case of any
property, the depreciation adjustments in respect of such property; except that, in the case of
property held more than one year, it means such adjustments only to the extent that they exceed the
amount of the depreciation adjustments that would have resulted if such adjustments had been
determined for each taxable year under the straight-line method of depreciation.

Section 1250(d)(1) provides that section 1250(a) shall not apply to a disposition by gift.

Section 1.1250-3(a)(1) provides that, for purposes of section 1250(d)(1), the term “gift” shall have
the same meaning as in section 1.1245-4(a).

Section 1.1245-4(a) provides that the term “gift” means, generally, a transfer of property which, in
the hands of the transferee, has a basis determined under the provisions of section 1015(a) or (d)
(relating to basis of property acquired by gifts).

If section 1250 property is disposed of by gift (as defined in sections 1.1250-3(a)(1) and 1.1245-4(a)),
section 1250(d)(1) provides that section 1250(a) does not apply to such disposition. Consequently,
section 291(a)(1) would not apply to a gift (as defined in sections 1.1250-3(a)(1) and 1.1245-4(a)) of
section 1250 property.

In this case, Taxpayer represents that it intends to contribute the Property to one or more
organizations that are section 501(c)(3) tax-exempt organizations, that this intended contribution
will be a valid charitable contribution that meets the requirements of section 170, and that these
section 501(c)(3) tax-exempt organizations will have a basis in the Property equal to Taxpayer’s
basis in the Property at the time of transfer pursuant to section 1015(a). These are material
representations. Because the basis of the Property in the hands of the section 501(c)(3) tax-exempt
organizations will be the same as Taxpayer’s basis in the Property at the time of the transfer
pursuant to section 1015(a), the contribution of the Property by Taxpayer to the section 501(c)(3)
organizations is a gift for purposes of sections 1250(d)(1) and 1.1250-3(a)(1). Accordingly, the
provisions of section 291(a)(1) will not apply to Taxpayer’s disposition of the Property to the section
501(c)(3) tax-exempt organizations.

CONCLUSION

Based solely on Taxpayer’s representations and the relevant law and analysis set forth above, we
conclude that if the Property is contributed to one or more section 501(c)(3) tax-exempt



organizations, the charitable deduction attributable to the value of the contribution will not be
reduced by twenty percent of the accumulated depreciation of the Property pursuant to section
291(a)(1).

Except as specifically set forth above, no opinion is expressed or implied concerning the tax
consequences of the facts described above under any other provisions of the Code. Specifically, this
letter ruling is based upon Taxpayer’s description of the proposed contribution of property to certain
section 501(c)(3) organizations. This letter ruling does not address whether the proposed
contribution is a valid charitable contribution that meets the requirements of section 170. Further,
the amount of the deduction for the proposed contribution is outside the scope of this letter ruling,
and no approval of the amount should be inferred from this letter ruling. Moreover, no opinion is
expressed or implied on (i) whether any of the property located at B is section 1250 property, and (ii)
the propriety of Taxpayer’s methods of depreciating the property located at B.

This letter ruling is directed only to the taxpayer requesting it. Section 6110(k)(3) provides that it
may not be used or cited as precedent.

In accordance with the power of attorney, we are sending a copy of this letter to Taxpayer’s
authorized representatives. We are also sending a copy of this letter to the appropriate operating
division director.

Sincerely,

Kathleen Reed

Chief, Branch 7

Office of Associate Chief Counsel

(Income Tax and Accounting)

Citations: LTR 201318003

IRS: Colleges and Universities Compliance Project Final Report – Revised.

The IRS has released a revised version of its Colleges and Universities Compliance Project Final
Report.

The revised report can be found at:

http://www.irs.gov/pub/irs-tege/CUCP_FinalRpt_042513.pdf

IRS Declines to Limit Retroactive Effect of Organization's Revocation.

In technical advice, the IRS declined to limit the retroactive effect of its revocation of a credit
counseling organization’s tax-exempt status.

The IRS initially denied the organization’s exemption application partly because of the organization’s
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close connection to a for-profit company owned by the president of the organization. After the
organization said it would educate the public on money management and provide credit counseling,
the IRS granted exemption. But a subsequent IRS examination showed the organization, six years
after obtaining exemption, had contracted with the same for-profit entity and was operating as a
trade or business. The IRS also discovered that the organization was primarily engaged in enrolling
people in debt management plans instead of providing counseling. Further, the organization had not
told the IRS about its change in operations.

The IRS concluded that the revocation may be retroactive to the year under examination, when the
IRS determined the organization had made material changes in its operations.

IRS: Foundation's Expenditures for Mentorship Program Aren't Taxable.

The IRS ruled that expenditures made through a private foundation’s mentorship program for
disadvantaged youth will not be taxable.

Dear * * *:

You asked for advance approval of your educational grant procedures under Internal Revenue Code
section 4945(g)(3). This approval is required because you are a private foundation that is exempt
from federal income tax.

OUR DETERMINATION

We approved your procedures for awarding educational grants. Based on the information you
submitted, and assuming you will conduct your program as proposed, we determined that your
procedures for awarding educational grants meet the requirements of Code section 4945(g)(3). As a
result, expenditures you make under these procedures won’t be taxable.

DESCRIPTION OF YOUR REQUEST

Your letter indicates that you will operate a mentorship program.

The program will provide greater opportunities for disadvantaged youth around the world to realize
their full potential and attain mentorships by introducing young adults to leading entrepreneurs,
artists, and academics, by sponsoring visa applications, and by covering expenses related to the
pursuit of their goals whether in the fields of science, arts, sports, academia, or otherwise.

You intend to both publicize your program on your website, and through foreign and international
websites that have the potential of drawing a wide audience from around the world.

You will have application forms completed by both a nominating organization and the potential
protégé. In the future you intend to allow applicants to self-nominate.

You aim to support young adults, ages 18 to 30, who have faced, or are facing, significant adversity
in life. You do not define what specifically constitutes adversity. It is up to the applicants to
demonstrate how their ability to develop in their chosen fields has been stifled by individual
circumstances. You will consider individuals who have not had the economic means to pursue their
goals, as well as individuals living under oppressive regimes, or in repressive communities. These
are just a few examples of the kind of adversity that might qualify a candidate for the mentorship
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program.

Specific criteria for selection will be based on the following factors:

Age: Applicants should be between the ages of 18 and 30.

Talent: Applicants must demonstrate talent, potential, and perseverance in their chosen fields.

Need: Applicants must demonstrate that they have faced significant adversity, as defined by each
applicant’s individual circumstances.

Professional Development Potential: Applicants should demonstrate that the foundation can
significantly impact his or her ability to realize his or her full potential.

Leadership Potential: Applicants must demonstrate a genuine desire to give back to their
communities in a meaningful and realistic way. Specifically, in accordance with W, protégés must
work to bring about positive change in one of the following categories: alleviation of poverty and
hunger, improvement of education for all, elimination of discrimination, environmental
sustainability, improvement of global health, improvement of global economy, or attainment of world
peace.

Substantial contributors, foundation managers, officers, directors, and employees of the foundation,
as well as their family members, are ineligible to participate in the mentorship program.

You currently plan to run between two and six mentorships each year. You hope to scale up to ten to
twelve mentorships in the future depending on the availability of funding, the particular needs of
each recipient, and the overall success of your programs.

You envision providing support to protégés of up to $z per recipient over the course of a year or,
some cases, more than a year. The support will be used to cover the expenses of travel, conference
participation, art exhibits, supplies, courses, and other expenses related to each protégés particular
field of interest, as well as in some cases a cash stipend.

You have adopted the following mandatory procedure in order to ensure continuing compliance with
the post-9/11 Executive Orders and with Office of Foreign Assets Control, OFAC, requirements:

You will operate in compliance with all statutes, Executive Orders, and regulations restricting or
prohibiting U.S. persons from engaging in transactions and dealings with countries, entities, or
individuals subject to economic sanctions administered by OFAC.

You will check the OFAC List of Specially Designated Nationals, SDN, and Blocked Persons before
dealing with persons including individuals, organizations and entities and specifically avoid dealing
with any persons on the list.

You will not enter into a relationship with a grantee where doubts exist about the grantees’ ability to
ensure safe delivery of charitable resources independent of influence by or association with any
terrorist organization.

You will not engage in trade or transaction activities that violate the regulation behind OFAC’s
country-based sanctions programs or engage in trade or transaction activities with sanctions targets
named on OFAC’s SDN list.

You will acquire from OFAC the appropriate license and registration where necessary.



The selection committee varies per protégé. The President and Executive Director, together field
applications to select the most promising candidates. The candidates will then be presented to an
individualized selection committee made up of experts and luminaries in the applicant’s field, in
order to assess the relevance of the stated goals and the potential of the applicant. Once a protégé
has been selected, the Board of Directors of the foundation will approve the chosen recipients.

The following are criteria you use for grant renewal.

Recipients must:

Participate actively in their fields, including maintaining frequent contact with you and with their
mentors, and participate in conferences, exhibits, or roundtables, as pertinent.

Provide receipts and other documentation showing the use of all grant monies awarded.

Spend the majority of their time in the communities from which they came, and seek to improve the
conditions of their particular communities beyond the length of the program. The goal of each
protégé should be to one day mentor other youths in his or her chosen field and to bring about
positive change in his or her own community.

You will maintain records of your mentorship participants, including the names and addresses of its
protégés and mentors, as well as accounts of their activities and any expenses paid to facilitate the
mentorship. Records will also include information obtained to evaluate protégés, confirmation that
the protégé is not a disqualified person to the foundation, the amount and purpose of any assets
spent, how the mentorship was supervised and how any possible diversion of funds was investigated
and addressed.

You closely monitor and evaluate the expenditure of funds and the progress made by each recipient.
A representative from the foundation will attend conferences and exhibitions at which protégés are
participating, and will also continue to maintain frequent contact with all of the participants of the
program, including the mentors. Much of the support is provided in the form of in-kind support (such
as hotel rooms), or in the reimbursement of specific expenses documented by the protégé. While
mentors provide guidance, support, and networking opportunities, the foundation acts as a kind of
sub-mentor by monitoring the protégés’ progress, finding adequate housing and other necessary
facilities, recording all expenses, and sponsoring foreign individuals for visa or other purposes. To
the extent the support is distributed in the form of a stipend/grant to a protégé, the protégé will be
required to sign a letter or agreement committing to how the funds will be used, and agreeing to
oversight by the foundation and to fulfilling any reporting requirements. Upon completion of each
mentorship, the foundation and the protégé will work together to produce a summary report
describing the goals achieved, the work produced, and the protégé’s use of resources. If the
mentorship goes beyond one year in duration, the foundation will require annual interim reports.

Any possible diversion of grant funds will be promptly investigated. If the foundation discovers that
funds have been misused, it will take all reasonable and appropriate steps to recover diverted funds,
and will make no further distributions to that recipient, unless it is able to obtain assurances that
future diversion will not occur and protégé will take extraordinary precautions to prevent future
diversion from occurring.

BASIS FOR OUR DETERMINATION

The law imposes certain excise taxes on the taxable expenditures of private foundations (Code
section 4945). A taxable expenditure is any amount a private foundation pays as a grant to an



individual for travel, study, or other similar purposes.

However, a grant that meets all of the following requirements of Code section 4945(g) is not a
taxable expenditure.

The foundation awards the grant on an objective and nondiscriminatory basis.

The IRS approves in advance the procedure for awarding the grant.

The grant is:

A scholarship or fellowship subject to section 117(a) and is to be used for study at an educational
organization described in section 170(b)(1)(A)(ii); or

A prize or award subject to the provisions of section 74(b), if the recipient of the prize or award is
selected from the general public; or

To achieve a specific objective; produce a report or similar product; or improve or enhance a
literary, artistic, musical, scientific, teaching, or other similar skill or talent of the recipient.

To receive approval of its grant procedures, Treasury Regulations section 53.4945-4(c)(1) requires
that a private foundation demonstrate that:

The grant procedure includes an objective and nondiscriminatory selection process.

The grant procedure results in the recipients performing the activities the grants were intended to
finance.

The foundation plans to obtain reports to determine whether the recipients have performed the
activities that the grants were intended to finance.

OTHER CONDITIONS THAT APPLY TO THIS DETERMINATION

This determination covers only the grant program described above. This approval will apply to
succeeding grant programs only if their standards and procedures don’t differ significantly from
those described in your original request.

This determination applies only to you. It may not be cited as precedent.

You cannot rely on the conclusions in this letter if the facts you provided have changed substantially.

You must report any significant changes in your program to the Cincinnati Office of Exempt
Organizations at:

Internal Revenue Service

Exempt Organizations Determinations

P.O. Box 2508

Cincinnati, OH 45201

You cannot make grants to your creators, officers, directors, trustees, foundation managers, or
members of selection committees or their relatives.



 

All funds distributed to individuals must be made on a charitable basis and must further the
purposes of your organization. You cannot award grants for a purpose that is inconsistent with Code
section 170(c)(2)(B).

You should keep adequate records and case histories so that you can substantiate your grant
distributions with the IRS if necessary.

We’ve sent a copy of this letter to your representative as indicated in your power of attorney.

Please keep a copy of this letter in your records.

If you have any questions, please contact the person listed at the top of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements

Comments Sought on Exempt Organization Return.

The IRS asked for public comment on Form 990, “Return of Organization Exempt From Income Tax
Under Section 501(c), 527, or 4947(a)(1) of the Internal Revenue Code (except black lung benefit
trust or private foundation),” and related schedules.  Comments are due by June 25, 2013.

Send comments regarding the burden estimate, or any other aspect of the information collection,
including suggestion for reducing the burden, to (1) Office of Information and Regulatory Affairs,
Office of Management and Budget, Attention: Desk Officer for Treasury, New Executive Office
Building, Room 10235, Washington, DC 20503, or email at OIRA_Submission@OMB.EOP.GOV and
(2) Treasury PRA Clearance Officer, 1750 Pennsylvania Ave. NW., Suite 8140, Washington, DC
20220, or email at PRA@treasury.gov.

IRS Releases Final Report on Tax-Exempt Colleges and Universities
Compliance Project.

The Internal Revenue Service today released its final report summarizing audit results from the IRS’
colleges and universities study, which began in 2008. This final report describes the agency’s multi-
year project on a major segment of tax-exempt organizations.

“The audits identified some significant compliance issues at the colleges and universities examined,”
said Lois Lerner, Director, Exempt Organizations division. “Because these issues may well be
present elsewhere across the tax-exempt sector, all exempt organizations need to be aware of the
importance of accurately reporting unrelated business income and providing appropriate executive
compensation.”
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The attached final report focuses on two primary areas within the examinations: reporting of
unrelated business taxable income, and compensation, including, employment tax and retirement
plan issues.

The full report is available at:

http://www.irs.gov/pub/irs-tege/CUCP_FinalRpt_042513.pdf

IRS: Attend the Exempt Organizations Workshop at the 2013 Tax Forums.

This two-hour workshop will include a review of recent changes to the Form 990, Return of
Organization Exempt from Income Tax. In addition, the workshop will present several topics that are
of interest to tax professionals who work with exempt organizations.

Exempt Organizations will participate in the IRS Nationwide Tax Forums in six cities starting in July.
The forums are a major outreach event providing three packed days of seminars, workshops, focus
groups and an exhibit hall for the tax practitioner community. In addition to getting the latest tax
information, tax professionals can earn continuing professional education credits for their
attendance.

For more information, go to:

http://www.irs.gov/Tax-Professionals/IRS-Nationwide-Tax-Forum-Information

FASB: Update No. 2013-06—Not-for-Profit Entities (Topic 958): Services
Received from Personnel of an Affiliate (a consensus of the FASB Emerging
Issues Task Force)

The amendments in this Update require a recipient not-for-profit entity to recognize all services
received from personnel of an affiliate that directly benefit the recipient not-for-profit entity. Those
services should be measured at the cost recognized by the affiliate for the personnel providing those
services. However, if measuring a service received from personnel of an affiliate at cost will
significantly overstate or understate the value of the service received, the recipient not-for-profit
entity may elect to recognize that service received at either (1) the cost recognized by the affiliate
for the personnel providing that service or (2) the fair value of that service.
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IRS: Foundation's Expenditures for Mentorship Program Aren't Taxable.

The IRS ruled that expenditures made through a private foundation’s mentorship program for
disadvantaged youth will not be taxable.
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Dear * * *:

You asked for advance approval of your educational grant procedures under Internal Revenue Code
section 4945(g)(3). This approval is required because you are a private foundation that is exempt
from federal income tax.

OUR DETERMINATION

We approved your procedures for awarding educational grants. Based on the information you
submitted, and assuming you will conduct your program as proposed, we determined that your
procedures for awarding educational grants meet the requirements of Code section 4945(g)(3). As a
result, expenditures you make under these procedures won’t be taxable.

DESCRIPTION OF YOUR REQUEST

Your letter indicates that you will operate a mentorship program.

The program will provide greater opportunities for disadvantaged youth around the world to realize
their full potential and attain mentorships by introducing young adults to leading entrepreneurs,
artists, and academics, by sponsoring visa applications, and by covering expenses related to the
pursuit of their goals whether in the fields of science, arts, sports, academia, or otherwise.

You intend to both publicize your program on your website, and through foreign and international
websites that have the potential of drawing a wide audience from around the world.

You will have application forms completed by both a nominating organization and the potential
protégé. In the future you intend to allow applicants to self-nominate.

You aim to support young adults, ages 18 to 30, who have faced, or are facing, significant adversity
in life. You do not define what specifically constitutes adversity. It is up to the applicants to
demonstrate how their ability to develop in their chosen fields has been stifled by individual
circumstances. You will consider individuals who have not had the economic means to pursue their
goals, as well as individuals living under oppressive regimes, or in repressive communities. These
are just a few examples of the kind of adversity that might qualify a candidate for the mentorship
program.

Specific criteria for selection will be based on the following factors:

Age: Applicants should be between the ages of 18 and 30.

Talent: Applicants must demonstrate talent, potential, and perseverance in their chosen fields.

Need: Applicants must demonstrate that they have faced significant adversity, as defined by each
applicant’s individual circumstances.

Professional Development Potential: Applicants should demonstrate that the foundation can
significantly impact his or her ability to realize his or her full potential.

Leadership Potential: Applicants must demonstrate a genuine desire to give back to their
communities in a meaningful and realistic way. Specifically, in accordance with W, protégés must
work to bring about positive change in one of the following categories: alleviation of poverty and
hunger, improvement of education for all, elimination of discrimination, environmental
sustainability, improvement of global health, improvement of global economy, or attainment of world



peace.

Substantial contributors, foundation managers, officers, directors, and employees of the foundation,
as well as their family members, are ineligible to participate in the mentorship program.

You currently plan to run between two and six mentorships each year. You hope to scale up to ten to
twelve mentorships in the future depending on the availability of funding, the particular needs of
each recipient, and the overall success of your programs.

You envision providing support to protégés of up to $z per recipient over the course of a year or,
some cases, more than a year. The support will be used to cover the expenses of travel, conference
participation, art exhibits, supplies, courses, and other expenses related to each protégés particular
field of interest, as well as in some cases a cash stipend.

You have adopted the following mandatory procedure in order to ensure continuing compliance with
the post-9/11 Executive Orders and with Office of Foreign Assets Control, OFAC, requirements:

You will operate in compliance with all statutes, Executive Orders, and regulations restricting or
prohibiting U.S. persons from engaging in transactions and dealings with countries, entities, or
individuals subject to economic sanctions administered by OFAC.

You will check the OFAC List of Specially Designated Nationals, SDN, and Blocked Persons before
dealing with persons including individuals, organizations and entities and specifically avoid dealing
with any persons on the list.

You will not enter into a relationship with a grantee where doubts exist about the grantees’ ability to
ensure safe delivery of charitable resources independent of influence by or association with any
terrorist organization.

You will not engage in trade or transaction activities that violate the regulation behind OFAC’s
country-based sanctions programs or engage in trade or transaction activities with sanctions targets
named on OFAC’s SDN list.

You will acquire from OFAC the appropriate license and registration where necessary.

The selection committee varies per protégé. The President and Executive Director, together field
applications to select the most promising candidates. The candidates will then be presented to an
individualized selection committee made up of experts and luminaries in the applicant’s field, in
order to assess the relevance of the stated goals and the potential of the applicant. Once a protégé
has been selected, the Board of Directors of the foundation will approve the chosen recipients.

The following are criteria you use for grant renewal.

Recipients must:

Participate actively in their fields, including maintaining frequent contact with you and with their
mentors, and participate in conferences, exhibits, or roundtables, as pertinent.

Provide receipts and other documentation showing the use of all grant monies awarded.

Spend the majority of their time in the communities from which they came, and seek to improve the
conditions of their particular communities beyond the length of the program. The goal of each
protégé should be to one day mentor other youths in his or her chosen field and to bring about



positive change in his or her own community.

You will maintain records of your mentorship participants, including the names and addresses of its
protégés and mentors, as well as accounts of their activities and any expenses paid to facilitate the
mentorship. Records will also include information obtained to evaluate protégés, confirmation that
the protégé is not a disqualified person to the foundation, the amount and purpose of any assets
spent, how the mentorship was supervised and how any possible diversion of funds was investigated
and addressed.

You closely monitor and evaluate the expenditure of funds and the progress made by each recipient.
A representative from the foundation will attend conferences and exhibitions at which protégés are
participating, and will also continue to maintain frequent contact with all of the participants of the
program, including the mentors. Much of the support is provided in the form of in-kind support (such
as hotel rooms), or in the reimbursement of specific expenses documented by the protégé. While
mentors provide guidance, support, and networking opportunities, the foundation acts as a kind of
sub-mentor by monitoring the protégés’ progress, finding adequate housing and other necessary
facilities, recording all expenses, and sponsoring foreign individuals for visa or other purposes. To
the extent the support is distributed in the form of a stipend/grant to a protégé, the protégé will be
required to sign a letter or agreement committing to how the funds will be used, and agreeing to
oversight by the foundation and to fulfilling any reporting requirements. Upon completion of each
mentorship, the foundation and the protégé will work together to produce a summary report
describing the goals achieved, the work produced, and the protégé’s use of resources. If the
mentorship goes beyond one year in duration, the foundation will require annual interim reports.

Any possible diversion of grant funds will be promptly investigated. If the foundation discovers that
funds have been misused, it will take all reasonable and appropriate steps to recover diverted funds,
and will make no further distributions to that recipient, unless it is able to obtain assurances that
future diversion will not occur and protégé will take extraordinary precautions to prevent future
diversion from occurring.

BASIS FOR OUR DETERMINATION

The law imposes certain excise taxes on the taxable expenditures of private foundations (Code
section 4945). A taxable expenditure is any amount a private foundation pays as a grant to an
individual for travel, study, or other similar purposes.

However, a grant that meets all of the following requirements of Code section 4945(g) is not a
taxable expenditure.

The foundation awards the grant on an objective and nondiscriminatory basis.

The IRS approves in advance the procedure for awarding the grant.

The grant is:

A scholarship or fellowship subject to section 117(a) and is to be used for study at an educational
organization described in section 170(b)(1)(A)(ii); or

A prize or award subject to the provisions of section 74(b), if the recipient of the prize or award is
selected from the general public; or

To achieve a specific objective; produce a report or similar product; or improve or enhance a
literary, artistic, musical, scientific, teaching, or other similar skill or talent of the recipient.



To receive approval of its grant procedures, Treasury Regulations section 53.4945-4(c)(1) requires
that a private foundation demonstrate that:

The grant procedure includes an objective and nondiscriminatory selection process.

The grant procedure results in the recipients performing the activities the grants were intended to
finance.

The foundation plans to obtain reports to determine whether the recipients have performed the
activities that the grants were intended to finance.

OTHER CONDITIONS THAT APPLY TO THIS DETERMINATION

This determination covers only the grant program described above. This approval will apply to
succeeding grant programs only if their standards and procedures don’t differ significantly from
those described in your original request.

This determination applies only to you. It may not be cited as precedent.

You cannot rely on the conclusions in this letter if the facts you provided have changed substantially.

You must report any significant changes in your program to the Cincinnati Office of Exempt
Organizations at:

Internal Revenue Service

Exempt Organizations Determinations

P.O. Box 2508

Cincinnati, OH 45201

You cannot make grants to your creators, officers, directors, trustees, foundation managers, or
members of selection committees or their relatives.

All funds distributed to individuals must be made on a charitable basis and must further the
purposes of your organization. You cannot award grants for a purpose that is inconsistent with Code
section 170(c)(2)(B).

You should keep adequate records and case histories so that you can substantiate your grant
distributions with the IRS if necessary.

We’ve sent a copy of this letter to your representative as indicated in your power of attorney.

Please keep a copy of this letter in your records.

If you have any questions, please contact the person listed at the top of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations



Rulings and Agreements

IRS: Foundation's Expenditures for Mentorship Program Aren't Taxable.

The IRS ruled that expenditures made through a private foundation’s mentorship program for
disadvantaged youth will not be taxable.

Dear * * *:

You asked for advance approval of your educational grant procedures under Internal Revenue Code
section 4945(g)(3). This approval is required because you are a private foundation that is exempt
from federal income tax.

OUR DETERMINATION

We approved your procedures for awarding educational grants. Based on the information you
submitted, and assuming you will conduct your program as proposed, we determined that your
procedures for awarding educational grants meet the requirements of Code section 4945(g)(3). As a
result, expenditures you make under these procedures won’t be taxable.

DESCRIPTION OF YOUR REQUEST

Your letter indicates that you will operate a mentorship program.

The program will provide greater opportunities for disadvantaged youth around the world to realize
their full potential and attain mentorships by introducing young adults to leading entrepreneurs,
artists, and academics, by sponsoring visa applications, and by covering expenses related to the
pursuit of their goals whether in the fields of science, arts, sports, academia, or otherwise.

You intend to both publicize your program on your website, and through foreign and international
websites that have the potential of drawing a wide audience from around the world.

You will have application forms completed by both a nominating organization and the potential
protégé. In the future you intend to allow applicants to self-nominate.

You aim to support young adults, ages 18 to 30, who have faced, or are facing, significant adversity
in life. You do not define what specifically constitutes adversity. It is up to the applicants to
demonstrate how their ability to develop in their chosen fields has been stifled by individual
circumstances. You will consider individuals who have not had the economic means to pursue their
goals, as well as individuals living under oppressive regimes, or in repressive communities. These
are just a few examples of the kind of adversity that might qualify a candidate for the mentorship
program.

Specific criteria for selection will be based on the following factors:

Age: Applicants should be between the ages of 18 and 30.

Talent: Applicants must demonstrate talent, potential, and perseverance in their chosen fields.

Need: Applicants must demonstrate that they have faced significant adversity, as defined by each
applicant’s individual circumstances.
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Professional Development Potential: Applicants should demonstrate that the foundation can
significantly impact his or her ability to realize his or her full potential.

Leadership Potential: Applicants must demonstrate a genuine desire to give back to their
communities in a meaningful and realistic way. Specifically, in accordance with W, protégés must
work to bring about positive change in one of the following categories: alleviation of poverty and
hunger, improvement of education for all, elimination of discrimination, environmental
sustainability, improvement of global health, improvement of global economy, or attainment of world
peace.

Substantial contributors, foundation managers, officers, directors, and employees of the foundation,
as well as their family members, are ineligible to participate in the mentorship program.

You currently plan to run between two and six mentorships each year. You hope to scale up to ten to
twelve mentorships in the future depending on the availability of funding, the particular needs of
each recipient, and the overall success of your programs.

You envision providing support to protégés of up to $z per recipient over the course of a year or,
some cases, more than a year. The support will be used to cover the expenses of travel, conference
participation, art exhibits, supplies, courses, and other expenses related to each protégés particular
field of interest, as well as in some cases a cash stipend.

You have adopted the following mandatory procedure in order to ensure continuing compliance with
the post-9/11 Executive Orders and with Office of Foreign Assets Control, OFAC, requirements:

You will operate in compliance with all statutes, Executive Orders, and regulations restricting or
prohibiting U.S. persons from engaging in transactions and dealings with countries, entities, or
individuals subject to economic sanctions administered by OFAC.

You will check the OFAC List of Specially Designated Nationals, SDN, and Blocked Persons before
dealing with persons including individuals, organizations and entities and specifically avoid dealing
with any persons on the list.

You will not enter into a relationship with a grantee where doubts exist about the grantees’ ability to
ensure safe delivery of charitable resources independent of influence by or association with any
terrorist organization.

You will not engage in trade or transaction activities that violate the regulation behind OFAC’s
country-based sanctions programs or engage in trade or transaction activities with sanctions targets
named on OFAC’s SDN list.

You will acquire from OFAC the appropriate license and registration where necessary.

The selection committee varies per protégé. The President and Executive Director, together field
applications to select the most promising candidates. The candidates will then be presented to an
individualized selection committee made up of experts and luminaries in the applicant’s field, in
order to assess the relevance of the stated goals and the potential of the applicant. Once a protégé
has been selected, the Board of Directors of the foundation will approve the chosen recipients.

The following are criteria you use for grant renewal.

Recipients must:



Participate actively in their fields, including maintaining frequent contact with you and with their
mentors, and participate in conferences, exhibits, or roundtables, as pertinent.

Provide receipts and other documentation showing the use of all grant monies awarded.

Spend the majority of their time in the communities from which they came, and seek to improve the
conditions of their particular communities beyond the length of the program. The goal of each
protégé should be to one day mentor other youths in his or her chosen field and to bring about
positive change in his or her own community.

You will maintain records of your mentorship participants, including the names and addresses of its
protégés and mentors, as well as accounts of their activities and any expenses paid to facilitate the
mentorship. Records will also include information obtained to evaluate protégés, confirmation that
the protégé is not a disqualified person to the foundation, the amount and purpose of any assets
spent, how the mentorship was supervised and how any possible diversion of funds was investigated
and addressed.

You closely monitor and evaluate the expenditure of funds and the progress made by each recipient.
A representative from the foundation will attend conferences and exhibitions at which protégés are
participating, and will also continue to maintain frequent contact with all of the participants of the
program, including the mentors. Much of the support is provided in the form of in-kind support (such
as hotel rooms), or in the reimbursement of specific expenses documented by the protégé. While
mentors provide guidance, support, and networking opportunities, the foundation acts as a kind of
sub-mentor by monitoring the protégés’ progress, finding adequate housing and other necessary
facilities, recording all expenses, and sponsoring foreign individuals for visa or other purposes. To
the extent the support is distributed in the form of a stipend/grant to a protégé, the protégé will be
required to sign a letter or agreement committing to how the funds will be used, and agreeing to
oversight by the foundation and to fulfilling any reporting requirements. Upon completion of each
mentorship, the foundation and the protégé will work together to produce a summary report
describing the goals achieved, the work produced, and the protégé’s use of resources. If the
mentorship goes beyond one year in duration, the foundation will require annual interim reports.

Any possible diversion of grant funds will be promptly investigated. If the foundation discovers that
funds have been misused, it will take all reasonable and appropriate steps to recover diverted funds,
and will make no further distributions to that recipient, unless it is able to obtain assurances that
future diversion will not occur and protégé will take extraordinary precautions to prevent future
diversion from occurring.

BASIS FOR OUR DETERMINATION

The law imposes certain excise taxes on the taxable expenditures of private foundations (Code
section 4945). A taxable expenditure is any amount a private foundation pays as a grant to an
individual for travel, study, or other similar purposes.

However, a grant that meets all of the following requirements of Code section 4945(g) is not a
taxable expenditure.

The foundation awards the grant on an objective and nondiscriminatory basis.

The IRS approves in advance the procedure for awarding the grant.

The grant is:



A scholarship or fellowship subject to section 117(a) and is to be used for study at an educational
organization described in section 170(b)(1)(A)(ii); or

A prize or award subject to the provisions of section 74(b), if the recipient of the prize or award is
selected from the general public; or

To achieve a specific objective; produce a report or similar product; or improve or enhance a
literary, artistic, musical, scientific, teaching, or other similar skill or talent of the recipient.

To receive approval of its grant procedures, Treasury Regulations section 53.4945-4(c)(1) requires
that a private foundation demonstrate that:

The grant procedure includes an objective and nondiscriminatory selection process.

The grant procedure results in the recipients performing the activities the grants were intended to
finance.

The foundation plans to obtain reports to determine whether the recipients have performed the
activities that the grants were intended to finance.

OTHER CONDITIONS THAT APPLY TO THIS DETERMINATION

This determination covers only the grant program described above. This approval will apply to
succeeding grant programs only if their standards and procedures don’t differ significantly from
those described in your original request.

This determination applies only to you. It may not be cited as precedent.

You cannot rely on the conclusions in this letter if the facts you provided have changed substantially.

You must report any significant changes in your program to the Cincinnati Office of Exempt
Organizations at:

Internal Revenue Service

Exempt Organizations Determinations

P.O. Box 2508

Cincinnati, OH 45201

You cannot make grants to your creators, officers, directors, trustees, foundation managers, or
members of selection committees or their relatives.

All funds distributed to individuals must be made on a charitable basis and must further the
purposes of your organization. You cannot award grants for a purpose that is inconsistent with Code
section 170(c)(2)(B).

You should keep adequate records and case histories so that you can substantiate your grant
distributions with the IRS if necessary.

We’ve sent a copy of this letter to your representative as indicated in your power of attorney.

Please keep a copy of this letter in your records.



If you have any questions, please contact the person listed at the top of this letter.

Sincerely,

Holly O. Paz

Director, Exempt Organizations

Rulings and Agreements

IRS: Settlement Agreement Won't Result in Self-Dealing.

The IRS ruled that the execution, delivery, and performance of a settlement agreement providing for
the purchase of limited partnership interests by the trustees of a private foundation will not result in
self-dealing.

Dear * * *

We have considered your ruling request dated October 5, 2012. You are requesting a ruling under §
4941 of the Code with regard to a Settlement Agreement affecting certain testamentary bequests to
a private foundation described in §§ 501(c)(3) and 509(a).

FACTS

A and B are the surviving children of C. C, a resident of State, died on Date 1.

D is a limited partnership, in which each of A, B and C held certain partnership interests at the time
of C’s death. The assets held by C at C’s death included a x% general partnership interest in D and a
y% limited partnership interest in D (collectively, the “Interests”).

E is a private foundation described in §§ 501(c)(3) and 509(a) of the Code. The two Executors of C’s
estate also serve as the two co-Trustees of E.

Prior to C’s death, A, B and C executed an agreement granting each of A and B the right, upon C’s
death, to purchase one-half of C’s limited partnership interests in D at a price equal to the value of
those interests as of the date of C’s death as determined by an independent qualified appraiser,
subject to increase or decrease equal to the final determination of the value of those interests in the
federal estate tax proceedings for C’s estate (the “First Option”).

C’s Will, as submitted for probate in the court with jurisdiction over C’s estate, bequeathed C’s
general partnership interest in D outright to E.

The Will further directed the Executors to offer (subject to the terms and conditions of the
Partnership Agreement of D) in writing to each of A and B the option to purchase for cash up to one-
half of C’s limited partnership interests in D that C owned at C’s death, at its value as finally fixed
and determined for federal estate tax purposes after independent appraisal (the “Second Option”).

In addition, C’s Will provided that the residue of C’s estate, after satisfaction of certain specific
bequests set forth in C’s Will and after satisfaction of debts, administrative expenses and taxes
attributable to C’s estate, would pass to E.
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Subsequent to submission to the court of C’s Will for probate, a series of arbitration and court
proceedings were launched involving A, B, the Executors and the Trustees. Each of the First Option,
the Second Option and the bequests to E was challenged as part of the various proceedings. In
addition, the Executors filed claims against A and B for alleged over distributions from D to A and B.

After approximately z years of litigation and arbitration proceedings regarding the Interests, the
Attorney General of State intervened in an attempt to help resolve the parties’ disputes. With the
help of the Attorney General of State, A, B, the Executors and the Trustees entered into a Settlement
Agreement, effective as of Date 2.

Under the Settlement Agreement, A and B will purchase all of the Interests at a price set forth in the
Settlement Agreement. This price is equal to the value of the Interests as reported by C’s estate for
federal estate tax purposes. In addition, A and B will pay a designated amount in settlement of all
additional claims made by the Executors against A and B with regard to the Interests.

The Attorney General of State consented to the Settlement Agreement. On Date 3, the court with
jurisdiction over C’s estate issued an order approving the Settlement Agreement.

RULING REQUESTED

The execution, delivery, and performance of the Settlement Agreement, and the consummation by
the parties of the transactions contemplated therein, will not constitute acts of direct or indirect self-
dealing under § 4941, and none of the parties to the Settlement Agreement, including their
executors, trustees, directors, officers, owners, employees, agents, and attorneys, will be liable for
tax under § 4941 for such actions.

LAW

Section 4941(a) imposes certain excise taxes on direct and indirect acts of self-dealing between a
disqualified person and a private foundation, and also imposes a separate excise tax on the
participation by any foundation manager in an act of self-dealing between a disqualified person and
a private foundation, knowing it is such an act, unless such participation is not willful and is due to
reasonable cause.

Section 4941(d)(1)(A) provides that for purposes of § 4942 the term self-dealing means any direct or
indirect sale or exchange, or leasing, of property between a private foundation and a disqualified
person.

Section 4941(d)(1)(E) defines self-dealing to include any direct or indirect transfer to, or use by or
for the benefit of, a disqualified person of the income or assets of a private foundation. Section
4946(a) provides that the term “disqualified person” with respect to a private foundation includes a
substantial contributor to the foundation, a family member of a substantial contributor (including
children), and foundation managers (including trustees and individuals with similar powers or
responsibilities).

Section 53.4946-1(a)(1)(i) of the Foundation and Similar Excise Tax Regulations, with reference to §
507(d)(2) of the Code, defines the term “substantial contributor” as (1) any person who contributed
or bequeathed an aggregate amount of more than $5,000 to the private foundation, if such amount is
more than 2 percent of the total contributions and bequests received by the private foundation in the
year of such contribution; and (2) in the case of a trust, the creator of the trust.

In Rockefeller v. United States, 572 F. Supp. 9 (E.D. Ark. 1982), aff’d 718 F.2d 290 (8th Cir. 1983),
cert. den. 466 U.S. 962 (1984), the court held that purchase by a decedent’s son, who was also



executor of the estate, of estate property earmarked for a private foundation was indirect self-
dealing.

In Estate of Reis v. Comm’r, 87 T.C. 1016 (1986), the court held that because a foundation which
was a beneficiary of an estate had an expectancy interest in the estate, sale of estate property
otherwise passing from the estate to the foundation constituted acts of indirect self-dealing under §
4941.

ANALYSIS

Self-dealing under § 4941 may occur by virtue of the transfer of property held in an estate to which a
private foundation has an interest or expectancy. Rockefeller v. United States, 572 F. Supp. 9 (E.D.
Ark. 1982), aff’d 718 F.2d 290 (8th Cir., 1983), cert. den. 466 U.S. 962 (1984); Reis, 87 T.C. 1016
(1986). Absent the litigation and arbitration proceedings, E arguably had an expectancy under the
terms of C’s will (as submitted for probate) either in the Interests themselves or, with regard to the
limited partnership interests, in an amount of money equal in value to the option price. In fact, E’s
ultimate expectancy with regard to the Interests depended on final resolution of the litigation and
arbitration proceedings.

Although the parties to the Settlement Agreement could have awaited the end of those proceedings,
doing so may have taken many more years, cost a considerable amount in legal fees, and ultimately
resulted in less property for E. Instead, the parties chose to settle the dispute. All parties to the
Settlement Agreement were represented by independent counsel, and there is no suggestion of
collusion to benefit any particular party. The Attorney General of State participated in facilitating
the Settlement Agreement and consented to its terms. The court with appropriate jurisdiction over
C’s estate has approved the Settlement Agreement.

Entering into the Settlement Agreement will eliminate the risk that E’s expectancy with regard to
the Interests might be reduced if the litigation and arbitration proceedings continued, will preclude
the need to expend additional charitable funds pursuing the litigation, and will allow E to access the
property passing to it from C’s estate and begin to use that property in furtherance of its charitable
activities. Because the Settlement Agreement was the product of arm’s-length negotiations,
including the participation and consent of the Attorney General of State and approval of the court
with jurisdiction over C’s estate, E’s expectancy in C’s estate with regard to the Interests is
established by the Settlement Agreement. All parties acting in performance of the Settlement
Agreement are viewed as merely carrying out their legal rights and obligations with regard to the
Interests.

RULING

Accordingly, based on the facts and circumstances discussed above, we rule that the execution,
delivery and performance of the Settlement Agreement, and the consummation by the parties of the
transactions contemplated therein, does not give rise to self-dealing under § 4941, and no tax under
§ 4941 is due with regard to the transactions described in the Settlement Agreement.

This ruling will be made available for public inspection under § 6110 of the Code after certain
deletions of identifying information are made. For details, see enclosed Notice 437, Notice of
Intention to Disclose. A copy of this ruling with deletions that we intend to make available for public
inspection is attached to Notice 437. If you disagree with our proposed deletions, you should follow
the instructions in Notice 437.

This ruling is directed only to the taxpayer that requested it. Section 6110(k)(3) of the Code provides



that it may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be
no material changes in these facts. This ruling does not address the applicability of any section of
the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning federal tax liabilities, this ruling should be kept
in your permanent records.

If you have any questions about this ruling, please contact the person whose name and telephone
number are shown in the heading of this letter.

In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.

Sincerely,

Matthew L. Giuliano

Manager, Exempt Organizations

Guidance Group 1

IRS: Detention Facilities Aren't Healthcare Facilities for REIT Purposes.

The IRS ruled a corporation’s correctional, detention, and re-entry residential and nonresidential
facilities won’t be treated as healthcare facilities under section 856(l)(4)(B) and contract payments
from government tenants for the residential facilities will be treated as rents from real property for
purposes of section 856(d)(1).

Dear * * *:

This is in reply to a letter dated July 18, 2012, and further submissions, in which Taxpayer requests
rulings in connection with its intent to elect to be taxed as a real estate investment trust (“REIT”)
under section 856 of the Internal Revenue Code.

Taxpayer is a publicly traded State A corporation that intends to elect to be taxed as a REIT.
Taxpayer presently owns, leases, and operates correctional, detention, and re-entry facilities.
Taxpayer also presently provides community based services to supervise and assist parolees and
probationers. Taxpayer’s facilities include residential facilities and non-residential facilities.
Taxpayer’s residential facilities include correctional and detention facilities, community-based
services (“CBS”) halfway houses, and youth services residential facilities (collectively the
“Residential Facilities”). Taxpayer’s non-residential facilities include CBS day reporting centers and
youth services non-residential facilities (“Non-Residential Facilities”).

Following its election to be taxed as a REIT, Taxpayer intends to create one or more TRSs to operate
and provide services that it presently provides in connection with its Residential Facilities and Non-
Residential Facilities. Taxpayer also intends to create one or more TRSs to which it will contribute
certain contracts and facilities, as described below.

Taxpayer is seeking rulings that (1) the Residential Facilities and Non-Residential Facilities are not
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“health care facilities” in whole or in part under section 856(l)(4)(B); (2) the amounts received under
Taxpayer’s contracts with government tenants for the Residential Facilities will be treated as “rents
from real property” for purposes of section 856(d)(1); and (3) the payments Taxpayer collects on
behalf of its TRSs for the Services (as later defined) the TRSs provide at a Financed Facility (as later
defined) will not be disqualified income for purposes of the REIT income tests.

Taxpayer’s Current Business

Residential Facilities

Correction and Detention Facilities

Taxpayer contracts with federal, state, and foreign government entities (“government tenants”) to
provide facilities to house offenders or detainees on their behalf. The contracts are generally
awarded through a competitive bid process.

Taxpayer owns or leases correctional and detention facilities that are currently under contract with
government tenants. Taxpayer also has manage-only contracts under which it operates correctional
and detention facilities that government tenants either own directly or lease from a third party.
Taxpayer represents that the fair market value of the personal property that will be owned by the
REIT in the owned and leased Residential Facilities will not exceed fifteen percent of the total fair
market value of the owned and leased Residential Facilities.

Under a majority of the contracts for the correctional and detention facilities that Taxpayer owns or
leases, Taxpayer receives a monthly lump sum amount from a government tenant for the use of the
facility. Taxpayer agrees to house a certain number of occupants (the “guaranteed minimum”) and
provide related services. The monthly lump sum amount is calculated pursuant to the terms of the
contract by multiplying the guaranteed minimum by a daily rate per occupant. If a government
tenant needs space for more occupants than are included in the guaranteed minimum, it will pay an
additional amount for each day that an extra occupant spends in the facility. The rate for extra
occupants is generally lower than the rate for the occupants covered by the guaranteed minimum.
Some of Taxpayer’s contracts do not have a guaranteed minimum, and a government tenant’s
monthly payment will be based on a daily rate per occupant.

The contracts typically have terms from three to five years with multiple renewal options, ranging
from one to five years, with a total contract period ranging from ten to fifteen years. At the end of
the contract period, Taxpayer must competitively bid to receive the contract for another term.

Although Taxpayer’s contracts vary by customer, Taxpayer is generally required to provide the
following services (the “Services”):

Facility security, including guard supervision●

Food service●

Counseling and substance abuse treatment●

Basic medical and dental care●

Academic and vocational programming●

Administrative and management services, including recordkeeping and reporting●

Facility maintenance and utilities●

Secure transportation of occupants●

Intake and screening●

As mentioned above, the Services required by the contracts include some level of medical, dental,



and mental health services. To avoid the security risk and expense of taking an occupant offsite to
receive medical services, Taxpayer employees perform routine medical, dental, and mental health
services in a segregated area of the facility. These employees also do an intake screening when a
resident arrives at the facility to ascertain the health status of the inmate. The screenings are
necessary to shield the other occupants and the staff from exposure to contagious illness. Medical
employees may include doctors, nurses, and/or technicians but Taxpayer only provides basic medical
services. None of the facilities are licensed as medical or dental facilities. A few of the facilities have
a license from a state agency to provide substance abuse counseling. None of the facilities are
licensed as medical facilities that are operated by a provider that is eligible for participation in the
Medicare program.

CBS Facilities: Halfway Houses

Taxpayer also owns, leases, and manages CBS facilities. There are two types of CBS facilities:
halfway houses and youth services residential facilities, which are Residential Facilities, and day
reporting centers and youth services non-residential facilities, which are Non-Residential Facilities
and are described below.

Residential Facilities

The halfway houses provide a home to federal or state offenders who are reentering society after
incarceration. Taxpayer’s halfway house contracts are awarded by government tenants in a
competitive bid process and generally have a term of one to two years with three to four annual
renewal periods. Taxpayer bills government tenants monthly pursuant to the contract terms, based
on a formula price. The monthly payment is calculated based on the number of occupants residing at
the facility at a daily rate per occupant.

Pursuant to the contracts with government tenants to house these newly released individuals,
Taxpayer is required to provide drug testing, recordkeeping and reporting, food services, vocational
and educational programming, employment assistance, and substance abuse and family counseling.

A few of the halfway houses employ a psychologist, but generally no other medical care is available
onsite. One halfway house employs a nurse who provides basic medical services. None of the
halfway houses are licensed as medical facilities that are operated by a provider that is eligible for
participation in the Medicare program.

Residential Youth Services Facilities

Taxpayer owns, leases, and manages residential and non-residential youth services facilities.
Government tenants use Taxpayer’s residential youth services facilities to provide housing for
juvenile offenders.

Taxpayer contracts with multiple government tenants to house youths in its residential youth
services facilities. Taxpayer bills government tenants monthly pursuant to the contract terms, based
on a formula price. The monthly payment is calculated based on the number of youths residing at the
facility at a daily rate per youth. Each facility houses residents for several government tenants. The
contracts do not have guaranteed minimums and government tenants do not have any specific
amount of space reserved.

Taxpayer’s residential youth services facilities provide multiple, residential, education programs
specifically designed to address the needs of individuals within the juvenile justice system with
programs tailored to the specific needs of youthful offenders. The programs typically vary in length



from one to fourteen months. Taxpayer expects youths to stay at the facility for the entire length of
the relevant programs, as approximately 90% of youths complete their programs.

As part of its contracts with government tenants for the use of facilities to shelter youths, Taxpayer
is required to provide food service, counseling, supervision, vocational and culinary training, and
transportation to the occupants.

Employees at the residential youth services facilities provide therapy and substance abuse
counseling to the occupants. Nurses provide some basic medical care, but most medical needs are
met offsite. Six of the youth services residential facilities are licensed by the state to treat alcoholism
and substance abuse. Additionally, three of the youth services residential facilities are licensed by
the state to provide mental health services. None of the residential youth services facilities are
licensed as medical facilities that are operated by a provider that is eligible for participation in the
Medicare program.

Non-Residential Facilities

Community-Based Services: Day Reporting Centers

Taxpayer operates CBS day reporting centers where it is required to provide drug testing,
supervision, vocational and educational programming, and some counseling to offenders who are
reentering society after incarceration. Offenders report to the day reporting centers a few days a
week and spend at most a few hours at the facility per day. These contracts typically require
Taxpayer to lease specific storefronts in a shopping center in which to provide the services. For a
few CBS day reporting centers, a government tenant leases the space and Taxpayer only operates
the center. Several of the CBS day reporting centers employ therapists, but generally no other
medical care is available. Furthermore, the day reporting centers are not licensed as medical
facilities that are operated by a provider that is eligible for participation in the Medicare program.

Non-Residential Youth Services Facilities

The non-residential youth services facilities are similar to the day reporting centers discussed above.
They are operated in storefronts. Taxpayer provides programming, counseling, and mental health
case management, but it does not house the youths on behalf of government tenants. No medical
care is provided. They are not licensed as medical facilities operated by a provider that is eligible for
participation in the Medicare program.

Financed Facility

In some cases, Taxpayer leases land from a state agency, builds a facility on the leased land, and
then operates the facility for a government tenant for the duration of the contract. At the end of the
contract, title to the facility shifts to the government tenant (“Financed Facilities”).1

Taxpayer’s Proposed Restructuring

Taxpayer intends to operate as a REIT beginning with an election to be taxed as a REIT for its Year 1
taxable year. Taxpayer also intends to create one or more wholly-owned subsidiaries, which will
elect to be treated as TRSs (Taxpayer’s TRSs). Taxpayer’s TRSs will provide the Services described
above to government tenants and will be compensated by Taxpayer at an arm’s length rate.
Taxpayer will contribute the manage-only Residential Facilities contracts and the Non-Residential
Facilities to TRSs or make TRS elections for the existing entities that hold these assets.

LAW AND ANALYSIS



Section 856(c)(2) provides that at least 95 percent of a REIT’s gross income must be derived from
specified sources that include rents from real property, and section 856(c)(3) provides that at least
75 percent must be derived from sources, that likewise include, rents from real property.

Section 856(d)(1) provides that rents from real property include (subject to exclusions provided in
section 856(d)(2)): (A) rents from interests in real property; (B) charges for services customarily
furnished or rendered in connection with the rental of real property, whether or not such charges
are separately stated; and (C) rent attributable to personal property leased under, or in connection
with, a lease of real property, but only if the rent attributable to the personal property for the
taxable year does not exceed 15 percent of the total rent for the tax year attributable to both the real
and personal property leased under, or in connection with, the lease. With respect to each lease of
real property, rent attributable to personal property for the taxable year is that amount which bears
the same ratio to total rent for the taxable year as the average of the fair market values of the
personal property at the end of the taxable year bears to the average of the aggregated fair market
values of both the real property and the personal property at the beginning and at the end of such
taxable year.

Section 1.856-4(b) provides that subject to the exceptions in sections 856(d) and section 1.856-4(b),
the term, “rents from real property” means, generally, the gross amounts received for the use of, or
the right to use, real property of the REIT. Section 1.856-4(b) provides that the term rents from real
property includes charges for services customarily furnished or rendered in connection with the
rental of real property, whether or not the charges are separately stated. Services furnished to
tenants of a particular building will be considered as customary if, in the geographic market in
which the building is located, tenants in buildings of similar class are customarily provided with the
service. Where it is customary, in a particular geographic marketing area, to furnish electricity or
other utilities to tenants in buildings of a particular class, the submetering of utilities to tenants in
such buildings will be considered a customary service.

Section 856(d)(2)(C) provides that any impermissible tenant service income is excluded from the
definition of rents from real property. Section 856(d)(7)(A) defines impermissible tenant service
income to mean, with respect to any real or personal property, any amount received or accrued
directly or indirectly by the REIT for services furnished or rendered by the REIT to tenants at the
property, or for managing or operating the property.

Section 856(d)(7)(C) provides certain exclusions from impermissible tenant service income. Section
856(d)(7)(C) provides that for purposes of section 856(d)(7)(A), services furnished or rendered, or
management or operation provided, through an independent contractor from whom the REIT does
not derive or receive any income or through a TRS of such trust shall not be treated as furnished,
rendered, or provided by the REIT, and any amount which would be excluded from unrelated
business taxable income under section 512(b)(3) if received by an organization described in section
511(a)(2) shall not be taken into account.

Section 512(b)(3) provides, in part, that there shall be excluded from the computation of unrelated
business taxable income all rents from real property and all rents from personal property leased
with such real property, if the rents attributable to such personal property are an incidental amount
of the total rents received or accrued under the lease, determined at the time the personal property
is placed in service.

Section 1.512(b)-1(c)(5) provides that payments for the use or occupancy of rooms and other space
where services are also rendered to the occupant, such as for the use or occupancy of rooms or
other quarters in hotels, boarding houses, or apartment houses furnishing hotel services, or in
tourist camps or tourist homes, motor courts or motels, or for the use or occupancy of space in



parking lots, warehouses, or storage garages, do not constitute rents from real property. Generally,
services are considered rendered to the occupant if they are primarily for his convenience and are
other than those usually or customarily rendered in connection with the rental of rooms or other
space for occupancy only. The supplying of maid service, for example, constitutes such service;
whereas the furnishing of heat and light, the cleaning of public entrances, exits, stairways and
lobbies, and the collection of trash are not considered as services rendered to the occupant.

Section 856(d)(7)(B) provides that if the amount of impermissible tenant service income exceeds one
percent of all amounts received or accrued during the tax year directly or indirectly by the REIT with
respect to the property, the impermissible tenant service income of the REIT will include all of the
amounts received or accrued with respect to the property.

In Rev. Rul. 2002-38, 2002-2 C.B. 4, a REIT pays its TRS to provide noncustomary services to
tenants. The REIT does not separately state charges to tenants for the services. Thus, a portion of
the amounts received by the REIT from tenants represents an amount received for services provided
by the TRS. TRS employees perform all of the services and TRS pays all of the costs of providing the
services. The TRS also rents space from the REIT for carrying out its services to tenants. The
revenue ruling concludes that the services provided to the REIT’s tenants are considered to be
rendered by the TRS, rather than the REIT, for purposes of § 856(d)(7)(C)(i). Accordingly, the
services do not give rise to impermissible tenant service income and do not cause any portion of the
rents received by the REIT to fail to qualify as rents from real property under § 856(d).

Section 856(l) provides that a REIT and a corporation (other than a REIT) may treat such
corporation as a TRS if the REIT directly or indirectly owns stock in the corporation, and the REIT
and the corporation jointly elect such treatment.

Section 856(l)(3)(A) provides that a TRS cannot directly or indirectly operate or manage a lodging
facility or a health care facility. Section 856(l)(4)(B) provides that the term “health care facility” has
the meaning given such term in section 856(e)(6)(D)(ii).

A “health care facility” is defined in section 856(e)(6)(D)(ii) as a hospital, nursing facility, assisted
living facility, congregate care facility, qualified continuing care facility (as defined in section
7872(g)(4)), or other licensed facility which extends medical or nursing or ancillary services to
patients and which was operated by a provider of such services that is eligible for participation in
the Medicare program under Title XVII of the Social Security Act [subchapter XVIII of chapter 7 of
Title 42 (42 U.S.C.A. § 1395 et seq.)] with respect to the facility.

Ruling 1: The Residential Facilities and Non-Residential Facilities are not “health care facilities” in
whole or in part under section 856(l)(4)(B).

The Residential Facilities and Non-Residential Facilities are not hospitals, nursing facilities, assisted
living facilities, qualifying continuing care facilities or other licensed facilities that were eligible for
participation in Medicare. Therefore, unless they are congregate care facilities, the Residential
Facilities and Non-Residential Facilities are not health care facilities.

Although congregate care facility is not defined in either the statute or the regulations, there are
commonly used definitions of congregate care. The common theme among these definitions is the
sharing of living space, dining space, transportation, and group activities. The definitions do not
describe any level of medical or health care services. Nevertheless, further refinement to these
definitions is needed for section 856 definitional purposes.

Congregate care facility must be read in context. Section 856(l)(4)(B) and section 856(e)(6)(D)(ii)



describe various facilities that provide health care, not as an auxiliary function, but as part of the
primary function of the facility (e.g., hospitals and nursing facilities) or in connection with a facility
that has the primary function of providing health care (e.g., assisted living facilities). We conclude
that it is not enough that a facility that meets the general definitions of congregate care offers
medical services; to be a congregate care facility under section 856(l)(4)(B), the facility’s health care
concerns must be part of the primary function of the facility or sufficiently related to the provision of
health care as implied under section 856(l)(4)(B). In the present case, the Residential and Non-
Residential Facilities are not related to a health care facility and the medical care provided by the
those facilities is not part of the primary function of those facilities.

Taxpayer is obligated to provide space that government tenants use to incarcerate prisoners and
detainees. As part of its operations, Taxpayer provides a certain level of shared dining and living
space and group activities. The contracts require Taxpayer to provide the Services, including some
level of medical, dental, and mental health services, as required by the prisoners and detainees.
While Taxpayer’s correctional facilities may provide a certain level of medical care, these services
are not part of the primary function of the Residential and Non-Residential Facilities and thus these
facilities are not congregate care facilities within the meaning of 856(e)(6)(D)(i).

Ruling 2: The amounts received under Taxpayer’s contracts with government tenants for the
Residential Facilities (excluding the Financed Facilities) will be treated as “rents from real property”
for purposes of section 856(d)(1).

Under Taxpayer’s owned and leased Residential Facilities contracts, government tenants pay to use
specific real property to house their prisoners, detainees, probationers, and parolees. The contract
payments received by Taxpayer are payments for the right to use space within a specific building.
Therefore, the contract payments received by Taxpayer will be treated as “rents from real property”
under section 856(d). Furthermore, Taxpayer has represented that the aggregate fair market value
of the personal property owned by the REIT in the Residential Facilities is less than 15 percent of
the aggregate fair market value of all property provided under the contracts. Because less than 15
percent of the contract fees is attributable to personal property under section 856(d)(1)(C), the
entire contract fee will be treated as “rents from real property” within the meaning of section
856(d).

The Services provided to government tenants will be provided by a TRS of Taxpayer. The fees for the
Services will be included in the rent received by Taxpayer, but Taxpayer will compensate the TRS on
an arm’s-length basis for providing the Services. All costs associated with providing the Services will
be paid by the TRS. Accordingly, income from the Services provided by the TRS to government
tenants will be excepted from the definition of impermissible tenant service income, and the
amounts received by Taxpayer from government tenants will not be treated as other than rents from
real property under section 856(d).

Ruling 3: The payments Taxpayer collects on behalf of its TRSs for the Services the TRSs provide at
a Financed Facility2 are considered to be rendered by the TRS, rather than the REIT, and do not
cause any portion of the payments received by the REIT that otherwise qualify to be disqualified for
purposes of the REIT income tests.

Taxpayer represents that it will assign the service components of its Financed Facilities contracts to
its TRSs, which will be fully responsible for directly providing the Services in those facilities.
Taxpayer will collect the amounts that government tenants pay for the Services in the Financed
Facilities on behalf of the TRSs and remit these amounts to the TRSs.

Taxpayer collects the charges for these services on behalf of the TRSs. Therefore, these



arrangements do not cause payments Taxpayer collects on behalf of its TRSs for the Services the
TRSs provide at a Financed Facility are considered to be rendered by the TRS, and do not cause any
portion of the payments received by the REIT to the extent they otherwise qualify to be disqualified
for purposes of the REIT income tests.

CONCLUSION

Based on the facts as represented, we rule that:

(1) The Residential Facilities and Non-Residential Facilities will not be treated as “health care
facilities” in whole or in part under section 856(l)(4)(B);

(2) The amounts received under Taxpayer’s contracts with government tenants for the Residential
Facilities will be treated as “rents from real property” for purposes of section 856(d)(1); and

(3) The payments Taxpayer collects on behalf of its TRSs for the Services the TRSs provide at a
Financed Facility are considered to be rendered by the TRS, rather than the REIT, and do not cause
any portion of the payments received by the REIT that otherwise qualify to be disqualified for
purposes of the REIT income tests.

Except as specifically ruled upon above, no opinion is expressed concerning any federal income tax
consequences relating to the facts herein under any other provision of the Code. Specifically, we do
not rule on whether Taxpayer otherwise qualifies as a REIT under part II of subchapter M of Chapter
1 of the Code. We also do not rule on whether a contract for a Financed Facility is treated in part as
a loan from Taxpayer to a government tenant with respect to the Financed Facility. Furthermore, we
do not rule whether payments received by the REIT on behalf of its TRS at a Financed Facility
constitute gross income under section 61. In addition, we do not rule on whether Taxpayer’s TRSs
are adequately compensated for the Services.

This ruling is directed only to the taxpayer requesting it. Taxpayer should attach a copy of this ruling
to each tax return to which it applies. Section 6110(k)(3) of the Code provides that this ruling may
not be used or cited as precedent.

In accordance with the Power of Attorney on file with this office, a copy of this letter is being sent to
your authorized representatives.

Sincerely,

Jonathan D. Silver

Assistant Branch Chief, Branch 2

Office of Associate Chief Counsel

(Financial Institutions & Products)

IRS: Organization's Exemption Jeopardized by Reimbursement Payments.

The IRS ruled that the tax-exempt status of an organization providing environmental cleanup
services will be affected by payments the organization makes to a company under a reimbursement
agreement and that the reimbursement payments inure to the benefit of the company.
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Dear * * *

We have considered your ruling request dated February 11, 2011, on the federal income tax
consequences of a proposed agreement between you and Company.

FACTS

You are exempt under § 501(c)(4) of the Internal Revenue Code (“Code”) as an organization that
promotes the public welfare by mitigating environmental damage. Your sole member is Parent, a
business league that is organized and operated to further the interests of Industry and is exempt
under § 501(c)(6).

The relationship between you and members of Parent with respect to your provision of cleanup
services, such as Company, is governed by a standard service agreement (SSA). The SSA provides
generally that you will provide cleanup services at designated rates, and that a member of Parent,
such as Company, will reimburse you for your out-of-pocket expenses and pay a mark-up equal to 10-
percent of all third-party service provider charges. The 10-percent markup provision is intended to
compensate you for the costs and risks associated with the management and oversight of third-party
contractors assisting in the cleanup response.

In this case, Company was responsible for the Incident. You have some of your own equipment,
which you keep on call for cleanups. The scale of the Incident, however, was beyond your equipment
capacity. Accordingly, and in compliance with the SSA, you hired third party contractors to help with
the cleanup. The 10-percent markup resulted in an obligation for Company of approximately x1
dollars.

Company initiated the request for a reconsideration of the 10-percent markup amount because it felt
that the size of the Incident and the resulting sizeable 10-percent markup amount produced an
unexpected “windfall” to you. After considering the request, you and Company entered into the
Agreement on Date and presented it to the board of Parent.

Parent, in the interest of preserving your tax-exempt status, agreed that it was appropriate for you
to negotiate the Agreement with Company, but made the receipt of a favorable letter ruling from the
Internal Revenue Service (IRS) a condition of Parent’s accepting the Agreement between you and
Company.

The Agreement calls for the creation of a fund. You agreed to place in the fund 75 percent of the
dollar amount resulting from the 10-percent mark-up assessed with respect to any charges related to
the Incident where you invoiced and Company paid a 10-percent markup. Under the Agreement, you
are entitled to keep 25 percent of the amounts received from the 10-percent markup paid by
Company. The remaining 75 percent placed in the fund may be used by you and Company for
specified expenses related to the Incident. Many of the Agreement provisions provide for
reimbursement of Company by you from the fund. Once all qualifying expenses are paid from the
fund, the remainder, if any, is to be released to you.

Specifically, the Agreement provides, in part, that:

1. Company will be reimbursed from the fund for costs it incurs in auditing third-party contractors
who performed work in the cleanup of the Incident. The SSA is silent on who is responsible for
paying for such auditing costs, but the standard Contractor Services Agreement (CSA) you use when
engaging third-party contractors provides that you have the right to access contractors’ books and
records to audit them at your expense.



2. You will be reimbursed from the fund for costs you incur in auditing third-party contractors if
Company directs you to do so. As noted above, the CSA provides that you would normally be
responsible for paying for such costs. However, under the SSA or CSA, you would audit third-party
contractors in your own discretion and Company would not have the power to direct you to audit
such contractors.

3. Reimbursements for audit costs in (1) and (2) are capped at x3 percent of the original amount in
the fund, approximately x4 dollars.

4. Company will be reimbursed for collections costs in pursuing collections of incorrect billings from
third-party contractors. You state that, under the CSA, you would be liable to pay for collections
expenses for any overcharges made by contractors discovered through your audits of contractors.

5. You will be reimbursed for collection costs you incur in pursuing collections of incorrect billings
from third-party contractors. Under the CSA, you would normally be liable for paying collections
expenses.

6. Reimbursements for collection costs in (3) and (4) are capped at the lesser of x5 percent of the
amounts collected or x6 percent of the original amount in the fund.

7. Company will be reimbursed for any incorrect billing amounts it identifies but are otherwise not
recoverable, in addition to the 10-percent markup on such amounts.

8. Company will be reimbursed for the 10-percent markup on any incorrect billing amounts
Company recovers.

9. You will be reimbursed for costs related to certain personal injury claims, to the extent they are
not covered by the SSA, payable by insurance, or payable by a third party.

10. You and Company waive the right to challenge the validity of contracts that do not conform to
the provisions of the SSA, but were entered in good faith.

Company is represented on the board of Parent by Director, who is employed by Affiliate, an affiliate
of Company. You state that Director, while present for, and participating in discussions relating to
the original intention underlying the 10-percent markup, the unexpected magnitude of contractor
billings on which the 10-percent markup was based in the case of the Incident, and the
disproportionate gross revenues produced by the 10-percent markup compared with the extra costs
borne by you in connection with managing contractors engaged to assist with the Incident, did not
“participate in the final deliberations or decision” by Parent to approve your negotiations with
Company. You further state that “the Parent Board’s decision was made consistent with the exercise
of the remaining board members’ fiduciary duties, based solely on the best interests of Parent and
its sole grantee, [you].”

You maintain that the reconsideration of the amount that Company owes you under the SSA is
consistent with the original intent of the 10-percent markup, which was to cover management and
oversight costs of third-party contractors. You state that the actual management and oversight
expenses related to the Incident are much lower and are estimated to total approximately x2 dollars.
You also state that the exchange under the Agreement between you and Company reflects the “give
and take” of negotiations. Further, you state that, had Company not been a member of Parent, you
would have been equally receptive to renegotiating the 10-percent markup liability, given the
unanticipated size of that liability under the unique facts and circumstances presented by the
Incident, and the limitations on liability and other concessions you received from Company under the



Agreement.

To date, you have responded to a total of x7 calls for cleanup services, including the Incident. You
have never before discounted any of the rates you charged for cleanup. You state that Company’s
status as a member of Parent does not affect the reconsideration agreement, and that you would
have been willing to make such an agreement as the Agreement for any other organization
contracting with you. You also state that you do not intend to modify the existing service agreement
with Company or any other entity. You cite the unprecedented size and financial impact of the
Incident, which produced a “windfall” for you, as the reasons you were willing to negotiate with
Company.

RULINGS REQUESTED

You requested the following ruling:

Payments made to Company pursuant to the Agreement will not adversely affect your tax-exempt
status and will not result in inurement or impermissible private benefit directly or indirectly to
Company by you.

LAW

Section 501(c)(4) of the Code exempts from federal income tax organizations operated exclusively
for the promotion of social welfare, provided that no part of the net earnings of such an organization
inures to the benefit of any private shareholder or individual.

Section 1.501(c)(4)-1(a)(2)(i) of the Treasury Regulations (“regulations”) provides that an
organization is operated exclusively for the promotion of social welfare if it is primarily engaged in
promoting in some way the common good and general welfare of the people of the community.

Rev. Rul. 69-383, 1969-2 C.B. 113, holds that an agreement for fixed-percentage compensation of a
radiologist does not result in inurement when the agreement results from arm’s-length negotiation
and the radiologist has no control over, or management authority with respect to, the hospital.

Rev. Rul. 79-316, 1979-2 C.B. 228, holds that a nonprofit organization whose purpose is to prevent
liquid spills within a city port area and to develop a program for the containment and cleanup of
liquid spills that occur is entitled to exemption as a social welfare organization under § 501(c)(4),
provided that its services are equally available to members and nonmembers and both members and
nonmembers are charged on the same basis for cleanup services rendered.

Contracting Plumbers Cooperative Restoration Corp. v. United States, 488 F.2d 684 (2d Cir. 1973),
holds that an organization that repairs damage to city streets in the course of plumbing activities
does not promote the common good, although its activities benefit the community, because its
services are available only to repair damages caused by members.

Harding Hospital, Inc. v. United States, 505 F.2d 1068 (6th Cir. 1974), holds that “net earnings” is a
broader term than net profits according to financial statements. If a particular individual or limited
number of individuals reaps commercial benefits from the operation of the instrumentality, though
they do not do so by direct acquisition or payment over to them of its earnings, the earnings may
nevertheless inure to their benefit.

United Cancer Council, Inc. v. Comm’r., 165 F.3d 1173 (7th Cir. 1999), holds that the inurement
prohibition requires an organization not to siphon its earnings to its founder, or the members of its
board or their families, or anyone else fairly to be described as an insider, that is, as the equivalent



of an owner or manager. The test is functional. It looks to the reality of control rather than to the
insider’s place in a formal organizational chart of an organization. The insider could be a mere
employee or even a nominal outsider, such as a physician with hospital privileges in a charitable
hospital.

The prohibition on inurement denies exempt status to an organization whose founders or controlling
members have a personal stake in that organization’s receipts. People of God Community v.
Comm’r., 75 T.C. 127 (1980).

The term “net earnings” may include refreshments, goods, and services furnished to members of an
exempt organization. Spokane Motorcycle Club v. United States, 222 F. Supp. 151 (E.D. Wash.
1963).

ANALYSIS

Section 501(c)(4) exempts from federal income tax organizations operated exclusively for the
promotion of social welfare. An organization is operated exclusively for the promotion of social
welfare it is if primarily engaged in promoting in some way the common good and general welfare of
the community. Treas. Reg. § 1.501(c)(4)-2(a)(i).

Revenue Ruling 79-316, 1979-2 C.B. 228, holds that preventing and cleaning up liquid spills that
endanger marine life and befoul recreational beaches and shorefront property are activities
designed to benefit all inhabitants of the community served by an organization. Furthermore, such
an organization is exempt under section 501(c)(4), provided that its services are equally available to
members and nonmembers and both members and nonmembers are charged on the same basis for
the cleanup services rendered. Similarly, Rev. Rul. 66-221, 1966-2 C.B. 220, holds that an
organization engaged in fighting fires and related activities promotes the common good and general
welfare of the people of the community as a whole. However, services provided by an organization
exclusively, or at a preferential price, to its contributors or members do not promote the common
good or general welfare even though they may incidentally benefit a community. See Contracting
Plumbers Cooperative Restoration Corp. v. United States, 468 F.2d 684 (2d Cir. 1973) (holding that
an organization that repaired damage to city streets caused in the course of plumbing activities did
not promote the common good, even though its activities benefited the community, because its
activities were available only to repair damage caused by its members).

Your historical purpose and operations are consistent with these authorities regarding exemption
under § 501(c)(4). However, the Agreement will change the basis upon which members and
nonmembers of Parent are charged. You generally have charged members and nonmembers on the
same basis. The Agreement, however, changes the basis upon which you charge a particular
member, Company, thus providing a member a better price than nonmembers.

Under the Agreement, you will reimburse Company for audit costs for which you would normally be
liable under the SSA and CSA. As a result of auditing third-party contractors, Company will be
reimbursed for any incorrect billing amounts it identifies, in addition to the associated 10-percent
markup for such amounts. Because Company will be reimbursed for audit costs, it is incentivized to
audit third-party contractors to identify incorrect billings, and is reimbursed for both the audit costs
and incorrect billings. Although Company would normally be reimbursed for incorrect billings and
the associated 10-percent markup under the SSA and CSA, the subsidization of Company’s auditing
is likely to identify more incorrect billings than under the SSA and CSA. This is because, under the
SSA and CSA, you are responsible for auditing and have less incentive to audit third parties.
Therefore, Company stands to benefit under the Agreement from the subsidized auditing activity.
You cite the cap on audit costs as a benefit to you under the Agreement. The cap for reimbursements



for audit costs is capped at x3 percent of the original fund amount. Given that the cap allows for
approximately x4 dollars in audit costs, however, the cap is so high that it is not meaningful.

Under the Agreement, you will also reimburse Company for collection costs for which you would
normally be liable under the SSA and CSA. Company will be reimbursed for collection costs in
recovering incorrect billings and for the 10-percent markup on the amount it recovers. Because
Company will be reimbursed for collection costs, it is incentivized to undertake collection activities
so that it can be reimbursed for the 10-percent markup on such amounts. Although Company would
normally be reimbursed for the recovered incorrect billing amounts under the SSA and CSA, the
subsidization of Company’s collection activity is likely to cause Company to recover more incorrect
billings and be reimbursed for more 10-percent markups on such amounts. This is because, under
the SSA and CSA, you are responsible for collections and have less incentive to collect amounts from
third parties. You cite the cap on collection costs as a benefit to you under the Agreement. The cap
for reimbursements for collection costs is the lesser of x5 percent of amounts collected or x6 percent
of the original fund amount. Given that the cap allows for reimbursement of millions of dollars in
collection costs, this cap, like the cap on audit costs, is also not particularly meaningful.

As described above, the Agreement reduces the amount Company is required to pay under the SSA
and CSA, changing the basis upon which you charge Company, a member of Parent, for your
services. You have never reduced the amounts you charge for cleanup services in hundreds of
service calls, either for members or nonmembers of Parent. Now, however, you propose to discount
the amounts you charge for cleanup services for a member of Parent that is represented on the
Board of Parent. Because you will charge a member of Parent (i.e., Company) on a different basis
from nonmembers, and at a preferential price, you are not like the organization in Rev. Rul. 79-316,
supra. Accordingly, upon making such payments pursuant to the Agreement, you may not be
operated exclusively for the promotion of social welfare under § 501(c)(4). See Rev. Rul. 79-316,
supra, and Contracting Plumbers Cooperative Restoration Corp. v. United States, 468 F.2d 684 (2d
Cir. 1973). As a result, you may jeopardize your exemption under § 501(c)(4).

No part of the net earnings of an organization exempt under § 501(c)(4) may inure to the benefit of
any private shareholder or individual. The inurement prohibition requires an organization not to
pass its earnings to its founder, or the members of its board or their families, or anyone else fairly to
be described as an insider — that is, as the equivalent of an owner or manager. United Cancer
Council, Inc. v. Comm’r., 165 F.3d 1173 (7th Cir. 1999). The test is functional: it looks to the reality
of control rather than to the insider’s place in a formal table of organization. The insider could be a
mere employee or even a nominal outsider, such as a physician with hospital privileges in a
charitable hospital. Similarly, the prohibition on inurement denies exempt status to an organization
whose founders or controlling members have a personal stake in that organization’s receipts. People
of God Community v. Comm’r., 75 T.C. 127 (1980).

“Net earnings,” in the context of the prohibition on inurement, is a broader term than net profits
according to financial statements. If a particular individual or limited number of individuals reaps
commercial benefits from the operation of an instrumentality, though they do not do so by direct
acquisition or payment over to them of its earnings, the earnings may nevertheless inure to their
benefit. Harding Hospital, Inc. v. United States, 505 F.2d 1068 (6th Cir. 1974). The term “net
earnings” may even include refreshments, goods, and services furnished to members of an exempt
organization. Spokane Motorcycle Club v. United States, 222 F. Supp. 151 (E.D. Wash. 1963).

An agreement for fixed-percentage compensation of a radiologist does not result in inurement when
the agreement results from arms-length negotiation and the radiologist has no control over, or
management authority with respect to, the hospital. Rev. Rul. 69-383, 1969-2 C.B. 113.



Here, Company can fairly be described as an insider with respect to you. See United Cancer Council
v. Comm’r, 165 F.3d 1173 (7th Cir. 1999). Company is the equivalent of an owner or manager with
respect to you, given that it has a voice in the control of Parent through its representative on
Parent’s board. Parent is your sole member, its board has control over you and, by virtue of its
representation on Parent’s board, Company has a voice in controlling you. As a member of Parent
that stands to benefit from the Agreement, Company has a personal stake in your receipts. See
People of God Community v. Comm’r, 75 T.C. 127 (1980).

You state that Company’s representative, Director, recused himself from Parent’s board meetings
during deliberations and voting on the Agreement. He was, however, present for discussions of the
Agreement. As described, the transaction appears to be at arm’s-length. Nonetheless, you are
different from the radiologist in Revenue Ruling 69-383, supra, because Company has a degree of
control over you by virtue of its representation on the board of Parent, which is the sole and
controlling member of you. Company is therefore distinguishable from the radiologist in the revenue
ruling and can be described as an insider with respect to you.

You cite the unprecedented size of the Incident as the main reason you were willing to negotiate
with Company, but you have never reduced the amount you charge for cleanup services for any
member or nonmember of Parent. Neither do you propose to make any changes to the SSA to
address the problem of similar clean up situations in the future. The only instance in which you have
been willing to reduce the fees you charge is with a member of Parent that is also an insider with
respect to you. Because you have not reduced your standard cleanup charges and you state that you
do not plan to change the SSA going forward, it appears that Company’s status as an insider may
have influenced your willingness to negotiate with Company. Regardless of whether Company’s
status as an insider influenced your willingness to negotiate, the Agreement you have negotiated
with Company, in fact, benefits Company by relieving it of amounts it owes you under the SSA in
return for illusory benefits in your favor. Also, regardless of whether Company’s status as an insider
actually influenced your decision to accept the Agreement, the Agreement does, in fact, benefit an
insider with respect to you.

Given that Company is an insider with respect to you, the reduction of Company’s liability under the
SSA, pursuant to the Agreement, effectively reduces the price Company pays for your services. Such
a reduction in liability, or in price for services, qualifies as “net earnings” within the meaning of
section 501(c)(4). See Harding Hospital, inc. v. United States, 505 F.2d 1068 (6th Cir. 1974). The
reimbursement of Company for expenses for which it is liable to you under the SSA from the
Agreement fund will cause your net earnings to inure to the benefit of Company. As a result of your
providing services at a preferential price to Company, you will no longer be operated exclusively for
the promotion of social welfare and accordingly, your status under § 501(c)(4) will be adversely
affected.

CONCLUSION

Based on the foregoing, we rule as follows:

Payments made to Company pursuant to the Agreement will adversely affect your tax-exempt status
under § 501(c)(4) and will result in inurement to Company by you.

This ruling will be made available for public inspection under § 6110 of the Code after certain
deletions of identifying information are made. For details, see enclosed Notice 437, Notice of
Intention to Disclose. A copy of this ruling with deletions that we intend to make available for public
inspection is attached to Notice 437. If you disagree with our proposed deletions, you should follow
the instructions in Notice 437.



This ruling is directed only to the organization that requested it. Section 6110(k)(3) of the Code
provides that it may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be
no material changes in these facts. This ruling does not address the applicability of any section of
the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning your federal income tax status, this ruling should
be kept in your permanent records. If you have any questions about this ruling, please contact the
person whose name and telephone number are shown in the heading of this letter.

In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.

Sincerely,

Theodore R. Lieber

Manager, Exempt Organizations

Technical Group 3

IRS Announces Maximum Values of Employer-Provided Vehicles for 2013.

The IRS has announced (Notice 2013-27, 2013-18 IRB 985) the maximum value of employer-
provided vehicles first made available to employees for personal use in 2013 for which the vehicle
cents-per-mile valuation rule or the fleet-average valuation rule may be applicable.

In previous years, the IRS has provided by revenue procedure the maximum vehicle values and
guidance on their calculation and application. Beginning in 2013 with Notice 2013-27, only the
maximum vehicle values as adjusted for inflation will be published annually in a notice, the IRS
stated.

Maximum Vehicle Values for 2013 for Use of Vehicle Cents-Per-Mile

and Fleet-Average Valuation Rules

PURPOSE

This notice provides the maximum vehicle values for 2013 that taxpayers need to determine the
value of personal use of employer-provided vehicles under the special valuation rules provided under
section 1.61-21(d) and (e) of the Income Tax Regulations.

BACKGROUND

If an employer provides an employee with a vehicle that is available to the employee for personal
use, the value of the personal use must generally be included in the employee’s income and wages.
Internal Revenue Code § 61; Regulation section 1.61-21. If the employer meets certain requirements,
the employer may elect to determine the value of the personal use using certain special valuation
rules, including the vehicle cents-per-mile rule and the fleet-average value rule set forth in
Regulation section 1.61-21(d) and (e), respectively. Both the vehicle cents-per-mile rule and the
fleet-average value rule provide that those rules may not be used to value personal use of vehicles
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that have fair market values exceeding specified maximum vehicle values on the first day the
vehicles are made available to employees. These maximum vehicle values are indexed for inflation
and must be adjusted annually by referring to the Consumer Price Index. In previous years these
maximum vehicle values and guidance on their calculation and application have been provided by
Revenue Procedure. For example, the maximum vehicle values for vehicles first placed into service
in 2012 were published in Revenue Procedure 2012-13 I.R.B. 2012-3 (January 17, 2012). Guidance
on the calculation and application of these maximum vehicle values is set forth in section 1.61-21(d)
and (e) of the Regulations and does not change from yearto-year. Accordingly, beginning this year,
only the maximum vehicle values as adjusted for inflation will be published annually in a shorter
notice.

MAXIMUM VEHICLE VALUES

The maximum value of employer-provided vehicles first made available to employees for personal
use in calendar year 2013 for which the vehicle cents-per-mile valuation rule provided under
Regulation section 1.61-21(e) may be applicable is $16,000 for a passenger automobile and $17,000
for a truck or van.

The maximum value of employer-provided vehicles first made available to employees for personal
use in calendar year 2013 for which the fleet-average valuation rule provided under Regulation
section 1.61-21(d) may be applicable is $21,200 for a passenger automobile and $22,300 for a truck
or van.

EFFECTIVE DATE

This notice applies to employer provided passenger automobiles first made available to employees
for personal use in calendar year 2013.

Comments Requested on Bond Information Return Form.

The IRS requested comments on Form 8038-B, “Information Return for Build America Bonds and
Recovery Zone Economic Development Bonds.”  Comments are due by June 24.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.

IRS Requests Comments on Low-Income Housing Credit Agency Report.

The IRS asked for public comment on Form 8610, “Annual Low-Income Housing Credit Agencies
Report,” and its related Schedule A, “Carryover Allocation of Low-Income Housing Credit.”
Comments are due by June 24.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, Room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.
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Comments Sought on Exempt Organization Return.

The IRS asked for public comment on Form 990, “Return of Organization Exempt From Income Tax
Under Section 501(c), 527, or 4947(a)(1) of the Internal Revenue Code (except black lung benefit
trust or private foundation),” and related schedules.  Comments are due by June 25, 2013.

Send comments regarding the burden estimate, or any other aspect of the information collection,
including suggestion for reducing the burden, to (1) Office of Information and Regulatory Affairs,
Office of Management and Budget, Attention: Desk Officer for Treasury, New Executive Office
Building, Room 10235, Washington, DC 20503, or email at OIRA_Submission@OMB.EOP.GOV and
(2) Treasury PRA Clearance Officer, 1750 Pennsylvania Ave. NW., Suite 8140, Washington, DC
20220, or email at PRA@treasury.gov.

IRS Requests Comments on Private Activity Bond Election Form.

The IRS asked for public comment on Form 8328, “Carryforward Election of Unused Private Activity
Bond Volume Cap.”  Comments are due by June 24, 2013.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, Room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.

Comments Requested on Guidance on Stripping Transactions for Qualified
Tax Credit Bonds.

The IRS requested comments on guidance (Notice 2010-28) on stripping transactions for qualified
tax credit bonds under section 54A and on some income tax accounting matters associated with
holding and stripping qualified tax credit bonds.  Comments are due by June 24, 2013.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.

Place Holder

IRS: Affordable Care Act Provisions: What you need to know!

 

In keeping with the IRS mission of providing America’s taxpayers with top-quality service by helping
you understand and meet your tax responsibilities, we will be conducting a phone forum on April 30,
2013 to discuss key provisions of the Affordable Care Act that are currently in effect. These
provisions which impact federal, state, and local government employers include:
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W-2 Reporting: Employer Sponsored Health Coverage; and●

Additional Medicare Tax on High Income Earners●

To learn more, we cordially invite you to attend the “ACA Provisions: What you need to know!”
Phone Forum.  This forum is tailored for federal, state and local government employers, payroll and
benefits administrators.

During this 60 minute presentation we will cover:

What is included in the cost of coverage (i.e. health, dental/vision, FSA benefits); and●

Additional Medicare Tax: application, calculation, and reporting.●

We are sorry, but we have reached maximum capacity for the ACA Phone Forum. A recorded version
and transcript will be posted on our website after the phone forum. If you want notification of the
posting, please e-mail your request to te.ge.fslg.outreach@irs.gov. Please add “ACA Recorded Phone
Forum” in the subject line. Thank you.

FASB Proposal Addresses Affordable Housing Project Investments.

 

The Financial Accounting Standards Board on April 17 issued proposed guidance that would modify
the conditions for allowing the use of an effective yield method to account for investments in
affordable housing projects that qualify for the low-income housing tax credit.

The Financial Accounting Standards Board on April 17 issued proposed guidance that would modify
the conditions for allowing the use of an effective yield method to account for investments in
affordable housing projects that qualify for the low-income housing tax credit (LIHTC).

According to FASB, the proposed accounting standards update, “Investments — Equity Method and
Joint Ventures (Topic 323): Accounting for Investments in Qualified Affordable Housing Projects (a
consensus of the FASB Emerging Issues Task Force),” would amend existing guidance and permit a
reporting entity to use the effective yield method of accounting if specific conditions are met.

FASB noted in the proposal that stakeholders had indicated that the effective yield method of
accounting provides users of financial statements with a better understanding of the entity’s
investment returns from affordable housing projects.

The board added that the proposed guidance would apply to all reporting entities that invest in a
qualified affordable housing project “through a limited liability entity that is a flow-through entity for
tax purposes.” The board said that current guidance requires some LIHTC investments to be
accounted for as an equity method investment or cost method investment in accordance with
Accounting Standards Codification Topic 970, “Real Estate — General.”

FASB’s proposal also includes disclosure objectives that should enable users of financial statements
to understand the nature of investments in qualified affordable housing projects and the effect those
investments and related tax credits have on an entity’s financial statements. The proposal provides
some information an entity should consider disclosing in order to meet those objectives, including
the amount of affordable housing tax credits recognized during the year and the amount and nature
of write-downs during the year that resulted from the “forfeiture or ineligibility of tax credits or
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other circumstances.”

FASB said that an effective date will be determined after the Emerging Issues Task Force (EITF)
reviews the feedback received on the proposal. The board did confirm that the proposed
amendments should be applied retrospectively and that early adoption of the guidance will be
permitted.

FASB on March 28 agreed to ratify the EITF’s final consensus to expose the proposed guidance on
accounting for investments in affordable housing projects for a 60-day comment period. (Prior
coverage .)

FASB will accept written comments on the proposal until June 17.

For the proposal, see:

http://www.fasb.org/cs/ContentServer?c=Document_C&pagename=FASB%2FDocument_C%2FDocu
mentPage&cid=1176162357127

IRS Publishes Proposed Regs on Reporting Requirements for Bond,
Acquisition Premium.

 

The IRS has published proposed regulations (REG-154563-12) on the information reporting
requirements for bond premium and acquisition premium under section 6049.

The text of simultaneously issued temporary regs (T.D. 9616) serves as the text of the proposed regs.
Comments are due by July 17.

ADDRESSES: Send submissions to: CC:PA:LPD:PR (REG-154563-12), room 5203, Internal Revenue
Service, PO Box 7604, Ben Franklin Station, Washington, DC 20044. Submissions may be hand-
delivered Monday through Friday between the hours of 8 a.m. and 4 p.m. to CC:PA:LPD:PR (REG-
154563-12), Courier’s Desk, Internal Revenue Service, 1111 Constitution Avenue, N.W., Washington,
DC, or sent electronically via the Federal eRulemaking Portal at www.regulations.gov (IRS REG-
154563-12).

FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations, Pamela Lew, (202)
622-3950; concerning submissions of comments, Oluwafunmilayo (Funmi) Taylor, (202) 622-7180
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background and Explanation of Provisions

Temporary regulations in the Rules and Regulations section of this issue of the Federal Register
amend the Income Tax Regulations (26 CFR part 1) relating to section 6049. The temporary
regulations set forth information reporting requirements related to bond premium and acquisition
premium. The text of the temporary regulations also serves as the text of these proposed
regulations.
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Consideration of Administrative Burdens Related to Basis Reporting

A number of commenters have indicated that compliance with basis reporting requirements and the
use of basis and other information reported by brokers will require considerable resources and effort
on the part of return preparers and information recipients. The Treasury Department and the IRS
are continuing to review all aspects of the information reporting process and are exploring ways to
reduce the compliance burden for both brokers and for information recipients.

Special Analyses

It has been determined that this notice of proposed rulemaking is not a significant regulatory action
as defined in Executive Order 12866, as supplemented by Executive Order 13563. Therefore, a
regulatory assessment is not required. It also has been determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C. chapter 5) does not apply to these regulations, and because
the regulations do not impose a collection of information on small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.

Pursuant to section 7805(f) of the Internal Revenue Code, this notice of proposed rulemaking has
been submitted to the Chief Counsel for Advocacy of the Small Business Administration for comment
on its impact on small businesses.

Comments and Request for Public Hearing

Before these proposed regulations are adopted as final regulations, consideration will be given to
any written (a signed original and eight (8) copies) or electronic comments that are submitted timely
to the IRS as prescribed in the preamble under the “Addresses” heading. The Treasury Department
and the IRS welcome comments on the clarity of the proposed rules and how they can be made
easier to understand. All comments will be available at www.regulations.gov for public inspection
and copying. A public hearing may be scheduled if requested in writing by any person that timely
submits written comments. If a public hearing is scheduled, notice of the date, time, and place for a
public hearing will be published in the Federal Register.

New Requirements for 501(c)(3) Hospitals Under the Affordable Care Act.

 

The Affordable Care Act (ACA), enacted March 23, 2010, added new requirements that hospital
organizations must satisfy in order to be described in section 501(c)(3), as well as new reporting and
excise taxes.

Because many of these provisions are effective for tax years beginning after the date of enactment,
revision of the core Form 990, the Form 990 Schedule H and instructions has been a priority for the
Internal Revenue Service (IRS).

As the IRS develops the new forms and guidance to implement the ACA, the IRS goals will be to:

Allow hospitals to clearly describe their activities and policies;●

Minimize burden to the extent possible; and●

Capture compliance information as required for adherence with the statute.●
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New Requirements for Charitable 501(c)(3) Hospitals

Section 501(r), added to the Code by the ACA, imposes new requirements on 501(c)(3) organizations
that operate one or more hospital facilities (hospital organizations). Each 501(c)(3) hospital
organization is required to meet four general requirements on a facility-by-facility basis:

Establish written financial assistance and emergency medical care policies;●

Limit amounts charged for emergency or other medically necessary care to individuals eligible for●

assistance under the hospital’s financial assistance policy;
Make reasonable efforts to determine whether an individual is eligible for assistance under the●

hospital’s financial assistance policy before engaging in extraordinary collection actions against
the individual; and
Conduct a community health needs assessment (CHNA) and adopt an an implementation strategy●

at least once every three years. (These CHNA requirements are effective for tax years beginning
after March 23, 2012).

The ACA also added new section 4959, which imposes an excise tax for failure to meet the CHNA
requirements, and added reporting requirements under section 6033(b) related to sections 501(r)
and 4959.

Schools Describe Impact of Proposed Employer Shared Responsibility Regs.

 

Many school administrators, board members, and teachers have commented on proposed health
insurance regulations (REG-138006-12) implementing the employer shared responsibility provisions,
addressing how the regs would affect their schools, staff, and students.

[Editor’s Note: The document at this citation contains a representative sampling of a larger number
of comment letters submitted to the IRS on REG-138006-12.]

To Whom It May Concern:

The impact of the RULE being proposed for education concerning the PPACA is going to be very
detrimental to our school corporation. The majority of our employees have traditionally worked only
nine (9) months out of the year. They work for our school corporation because they like being off
work in the summer when their children are off school. This saves families the expense of child care
year round. These employees are truly seasonal or part-time and therefore should not be included in
the rule that forces school corporations to provide insurance to employees working over 30 hour per
week. They should be viewed the same as a person that works at a theme park or pool for the
summer.

Funding for school corporations keeps getting reduced every year. As a result of limited funds we
will be forced to reduce hours for most of our part-time employees who are already on a limited
income. In some instances we will have to hire more part-time employees in order to keep offering
the same services to our students. Several of the employees that we will be forced to offer insurance
to have the spousal rule, but these employees are better off financially on their spouse’s insurance.
Some of them have already told us that they will quit if they are offered insurance thus making this
rule a financial hardship for the employee and the school corporation.
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Please reconsider this interpretation of the act so as to not adversely affect the education of our
students. Our primary concern is the best education we can provide for the students in our school
corporation. As our expenses continue to increase this becomes increasingly more difficult to
accomplish.

 

Sincerely,

 

[signed]

Deputy Treasurer

Southeast Dubois County School

Corporation

Ferdinand, IN

* * * * *

 

March 6, 2013

 

To Whom It May Concern,

I would like to express my concern over the proposed IRS regulation 138996-12. Since the Patient
Protection and Affordable Care Act was enacted three years ago, public schools were told that they
were exempt from the rule because a large number of our school employees work only 180 days a
year. On January 2, 2013 this assumption changed with a new IRS regulation. The new rule for
public schools will force our school (which has only 200 employees) to provide hundreds of
thousands of dollars in health insurance for employees. Public schools have been underfunded since
2007 and this comes at a time when schools cannot afford health insurance for part-time employees.
We have also been in deficit financing since 2005 and this has placed a huge strain on the schools.

Although cost is an issue, public schools believe we have been singled out by the rule. Our attorney
has informed us that businesses do not have to provide health insurance for their workers who work
the 180 days a year. This new rule you are proposing requires public schools to provide health
insurance for individuals while businesses are exempt.

Our school would appreciate if you would reconsider IRS regulation 138996-12. Thank you for your
time on this matter.

Sincerely,

 

Andy Wandersee



School Board Member

Centerville-Abington Community

School Corporation

Centerville, IN

School Boards Group Comments on Impact of Proposed Employer Shared
Responsibility Regs.

 

Francisco Negrón Jr. of the National School Boards Association has commented on proposed
regulations (REG-138006-12) implementing the employer shared responsibility provisions,
suggesting that the regs may have an unintended impact on schools, including the treatment of long-
term assignments, substitute teachers, coaches, and school board members.

Dear Ms. Bjornstad and Ms. Taylor:

The National School Boards Association (NSBA), representing through our state associations
approximately 13,800 school districts nationwide, offers the following comments to the proposed
rule, Shared Responsibility for Employers Regarding Health Coverage, REG-138006-12, issued by
the Internal Revenue Service (IRS) on January 2, 2013. NSBA appreciates the opportunity to share
with the IRS: (1) the perhaps unanticipated impact certain provisions of the proposed rule may have
as public school districts across the country wrestle with questions about which service hours of
various categories of staff members are to be included in the full-time equivalent employee counts
for “large employer” determinations; and (2) the need for clarification in some before the rule
becomes final to minimize any adverse impact on the nation’s schools and students’ educational
outcomes.

I. Who is an “Employee” for Purposes of “Large Employer” Determinations?

In the proposed rule, the IRS states that an employer determines if it meets the definition of a “large
employer” for “Shared Responsibility” purposes by totaling the number of full-time employees
working an average of at least 30 hours per week, along with a calculation using a formula adding
all the service hours of the employer’s part-time employees to determine the number of full-time
equivalent employees (FTEs) to be added to the employer’s total count. It is this second piece of the
calculation that causes some concern for public school districts.

The IRS proposed rule specifically addresses teachers and other employees of educational
organizations, including public school districts, in terms of the look-back measurement period,
breaks in service for summer and winter breaks, a calendar year versus an academic year (typically,
a school’s “fiscal” year), breaks in service for certain types of leave, variable-hour and seasonal
employees, and calculating average weekly hours for school employees (both hourly and non-hourly)
when they typically will not work a full twelve-month period.

Public school districts employ many different types of employees with various work schedules and
duties that make it difficult to determine who is an “employee” such that they should be included in
the FTE count, and whether such inclusion is appropriate or fair to the school district. Some
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extremely small districts that do not employ more than 50 full-time employees may come under the
heading of an “applicable large employer” when the hours of the part-time workers are included in
the calculation of the number of FTEs as required by the IRS proposed rule. The question then
becomes “who is an employee?”

The IRS proposed rule states that it has adopted the “common law standard” position for
determining when an individual is an “employee”. The IRS states in its discussion of this matter that

“[u]nder the common law standard, an employment relationship exists when the person for whom
the services are performed has the right to control and direct the individual who performs the
services, not only as to the result to be accomplished by the work but also as to the details and
means by which that result is accomplished. Under the common law standard, an employment
relationship exists if an employee is subject to the will and control of the employer not only as to
what shall be done but how it shall be done. In this connection, it is not necessary that the employer
actually direct or control the manner in which the services are performed; it is sufficient if the
employer has the right to do so.” 78 Fed. Reg. 218, 221 (Jan. 2, 2013).

While offering some guidance, this standard does not resolve whether many different categories of
people who perform work for school districts should be counted as an employee for purposes of
determining whether a school district is an “applicable large employer,” and, consequently, who
must then be offered health insurance. As demonstrated below in the following examples and
questions, certain staffing situations exist on a daily,1 weekly, and monthly basis that make a public
school district’s frequent calculation of full-time employees (including the FTEs) and subsequent
insurance-related responsibilities, as suggested by the IRS proposed rule, administratively arduous
and quite confusing.

A. Short-Term Substitute Teachers (typically individual assignments of three consecutive months or
less)

Some individuals (both licensed and unlicensed) seeking temporary work on a substitute basis have
their names on lists for multiple school districts simultaneously. This occurs not through any type of
employment agency but through the individual’s own selection of districts for which he/she would
like to work. Such substitute work could be for teachers, teaching assistants, bus drivers, cafeteria
workers, custodians, etc. For these individuals, school district employers do not have a reasonable
expectation at each individual’s start date that any one individual will perform an average of 30
hours/week of substitute employee services. Moreover, any one of these individuals may perform
substitute services for more than one district in any number of counties or education service agency
configurations in any given week or month.

Thus, under the IRS proposed rule, one individual could be an “employee” of more than one
employer simultaneously. This situation calls into question the applicability of the discussion in the
IRS proposed rule about “Employees Rehired After Termination of Employment or Resuming Service
After Other Absence,” 78 Fed. Reg. at 228. It is uncommon, though not completely impossible, for
substitutes to go for long periods of not performing substitute services for any one particular district
for several months at a time, all completely unrelated to being “terminated” or on some “other
absence”. Thus, substitutes are not being rehired for each assignment, nor are they “returning” to
service for a substitute assignment, nor experiencing a “break in service” since the school district
may still be “open” and operational when they are called in to cover a substitute assignment. And
applying “averaging methods” would be inappropriate, since substitutes are not guaranteed any
minimum hours of service on any given day, or in any given week or month during the school year.
Notwithstanding, issues arise with one individual subbing for more than one school district in any
given school year, and what obligations each school district may have regarding each substitute’s



hours of service.

For example, over the course of one week, Steve Q is a full-day substitute (roughly 7 hours) to cover
the Chemistry classes at School District A’s high school on Monday. Mr. Q then does a half-day 4th
grade substitute assignment (roughly 3.5 hours) at School District B’s elementary school on
Wednesday. And on Thursday, Mr. Q does a full-day assignment (again, roughly 7 hours) at a School
District C middle school to cover 8th grade classes. Mr. Q does not provide any additional substitute
services for any other school districts on Tuesday and Friday of that week. Given that schedule for
that week, Mr. Q typically would not be performing, nor expected to perform, an average of 30
hours/week for a single employer over the course of a calendar/fiscal year or other measurement
period. Under the IRS proposed rule, Mr. Q. would not meet the definition of a “full-time employee”,
but that of a variable-hour employee, at last.

However, the same IRS proposed rule seems to suggest that Mr. Q’s “part-time” hours for each
substitute assignment that week would have to be included in the calculation of FTE hours for each
respective school district for which the service hours were performed in the “large employer”
determination. Thus, on paper, the IRS proposed rule appears to deem Mr. Q as an “employee” of all
three school districts for purposes of determining whether each school district is a “large employer.”
Yet, for some extremely small districts [less than 50 full-time employees (including FTEs)], the
inclusion of Mr. Q’s “part-time” hours in the FTE hours calculation might have the effect of pushing
one or more of these three small districts into the category of an “applicable large employer”, which
would then be required to offer health insurance coverage to its full-time employees. Similar to long-
term substitute teachers as discussed below, it seems unfair that the federal government would
allow one individual to have this kind of effect on multiple school districts in any one given year.

NSBA posits that this dilemma would not change if, for example, over the course of an entire school
year, Mr. Q completed 65 total hours of substitute assignments for School District A, 36 total hours
for School District B, and 47 total hours for School District C. Again, over the course of each week
and over the course of the school year (i.e., measurement period), none of these three school
districts expects Mr. Q to work an average of 30 hours/week at the start of any of his substitute
teacher positions. All the while, the full-time employees who are absent, necessitating the reason for
Mr. Q’s substitute personnel employment, are also being counted as full-time employees for “large
employer” determination purposes, and are still being paid despite their absence. Thus, it would
seem that requiring Mr. Q’s substitute hours be included in the FTE calculation for “large employer”
purposes results in some “double counting” of employees, in a manner unfair to each school district
using Mr. Q’s substitute services in any given week or month.

To remedy this wrinkle and not place “small-employer” school districts in such an unfair position,
NSBA recommends that the IRS revise the Shared Employer proposed rule to permit “small-
employer” school districts to exclude the hours of service of short-term substitutes (although
otherwise characterized as variable-hour employees) from the calculation of FTEs for purposes of
determining if a school district is an “applicable large employer”.

B. Long-Term Substitute Teachers (typically individual assignments of more than three consecutive
months)

The IRS proposed rule also discusses the treatment of new, variable-employees who, based on the
circumstances at the start date, are expected to work an average of at least 30 hours/week, but for a
period of limited duration not to last the entire measurement period. Specifically, the IRS proposed
rule states that:

“[a] new employee who is expected to be employed initially at least 30 hours per week may be a



variable hour employee if, based on the facts and circumstances at the start date, the period of
employment at more than 30 hours per week is reasonably expected to be of limited duration and it
cannot be determined that the employee is reasonably expected to be employed on average at least
30 hours per week over the initial measurement period.” 78 Fed. Reg. at 227.

This proposed rule seems reasonable in the case of a long-term substitute placed on a school
assignment that is expected to last longer than three months. Though the same concerns arise
regarding “double counting”, as mentioned in the Short-Term Substitute section above.

However, the discussion in the IRS proposed rule further states that:

“Effective as of January 1, 2015,. . . ., the employer will be required to assume for this purpose that
although the employee’s hours of service might be expected to vary, the employee will continue to
be employed by the employer for the entire initial measurement period; accordingly, the employer
will not be permitted to take into account the likelihood that the employee’s employment will
terminate before the end of the initial measurement period.” 78 Fed. Reg. at 227 (emphasis added),

This language is both problematic and unfair for school districts, as it has the potential to result in
school districts not hiring individuals for long-term substitute assignments, and instead breaking up
the assignment into a series of assignments of a short-term duration, bringing in different people for
each segment, resulting in a lack of continuity in teaching methodologies for students and even the
assignment of less qualified teaching staff which could ultimately affect students’ educational
outcomes. The next example will demonstrate how long-term substitute assignments work in actual
practice:

In School District A, a physical education teacher goes on medical leave in mid-January for the rest
of the school year (a total of approximately five months) due to a back injury. The P.E. teacher
intends to return to the classroom at full-duty status at the beginning of the following school year.
School District A brings on Miss T as a long-term substitute teacher to cover the P.E. teacher’s
classes during his absence. For purposes of this example, assume this is Miss T’s first substitute
assignment for School District A, i.e., she is a new variable hour employee.

At the start of her long-term substitute assignment, the school district and Miss T are fully aware
that this is a finite term of service for Miss T while she covers the P.E. classes. Miss T works a full-
time schedule during the course of her long-term assignment, just as the original P.E. teacher would
have, but for the injury. Additionally, the policies and regulations of School District A contain
provisions that specifically state that substitutes and “temporary teachers”, such as Miss T, are not
entitled to benefits of any kind from the school district during the course of their assignments. Also,
there is no guarantee that Miss T will have any future substitute assignments, short- or long-term, at
the conclusion of this particular long-term P.E. class assignment.

Is Miss T an “employee” of School District A for “large employer” determinations under the IRS
proposed rule? It is true that at the start date of Miss T’s long-term substitute assignment, she is
expected to work an average of at least 30 hours per week during the approximately 5-month period
of service. However, once this current assignment is over, School District A will have no basis to
reasonably expect that Miss T will work those same hours during the remainder of the measurement
period. Thus, Miss T will not experience a “break in service” at the end of the school year, as
discussed in the IRS proposed rule. So, would Miss T be considered a part-time employee, even
though she worked full-time hours during those 5 months, such that her hours of service should be
counted in the FTE hours calculation?

Additionally, school districts would likely find the “Effective as of January 1, 2015, . . . required to



assume . . . will continue to be employed” language problematic in this and similar situations.
Specifically, if School District A is a small district, i.e., unlikely to meet — but is close to — the 50-
full-time employee threshold, and including Miss T as a “full-time employee” or including her hours
of service as a variable-hour employee for FTE hours calculation purposes would push School
District A over the 50-full-time employee (plus FTEs) threshold, it seems unfair to now allow a one-
time incident (having a long-term substitute) to result in School District A having the responsibilities
of a “large employer” for the following school year or applicable stability period, even if School
District A is fully aware that Miss T’s period of work has long since ended.

Also, it is not uncommon for individuals who are on multiple school districts’ substitute lists to have
worked primarily for some portion of a school year in one school district, but ultimately be hired on
as a full-time employee in another neighboring (or even out-of-state) school district mid-school-year,
as vacancies occur throughout the school year. Thus, it is unclear what the purpose is of the
“Effective as of January 1, 2015” language requiring school districts to assume these types of
variable hour employees “will continue to be employed” by those districts for the remainder of the
initial measurement period. Thus, NSBA would recommend the IRS final rule regarding Shared
Employer Responsibilities exclude such variable hour employees, i.e., short- and long-term
substitutes and temporary teachers of any kind, from this proposed “required assumption”.

C. Independent Contractors

The IRS proposed rule does not address independent contractors, and it is not clear under what
circumstances, if any, a school district may need to include an independent contractor either as a
full-time employee or as an FTE in the total employee count for purposes of “large employer”
determinations and for the “assessable payment” (i.e., penalty) provisions contained in the IRS
proposed rule. The IRS states in this proposed rule that it plans to follow the “common law
standard” for determining who is an employee for consideration of shared employer responsibilities.
As such, it is unclear if the IRS intends for such employment arrangements to be considered as
establishing an employment relationship and thus an independent contractor could come under the
definition of an “employee”. Since the “common law standard” explained by the IRS in this proposed
rule looks at the nature of the work itself being done, and the authority of the employer to direct,
supervise, and manage such work, it is worth looking at a few examples of typical independent
contractors a school district might engage, and into some of the elements of the employment
contracts being entered into.

An independent contractor who performs work for a school district usually does so for a finite period
of time. For some independent contractors, the period of work may run longer than three months;2
for others, it may run shorter. For example, an independent contractor might be a construction
company hired to build a new school over the course of a school year. Another might be a private
law firm hired under an annually negotiated contract to provide representation to a school board of
a public school district in all special education matters before administrative tribunals, and state and
federal agencies and courts. Yet another may be a trainer who will provide one week of professional
development for a school district’s building principals on new employee evaluation procedures. And
still another may be a private auditor who will be conducting an internal investigation of a school
district’s finance department, the audit and final reporting of which is expected to last the duration
of one school year or nine months.

Ordinarily, the types of independent contractors suggested above are either self-employed or are
wholly separate business entities outside the school district, with these entities administering and
managing the health insurance plans of the individuals who will be performing the contracted work
for the school district. Another possibility is that, for example, the trainer and/or the auditor, if solo
practitioners, might have their own individual health insurance policies or be included in their



spouses’ policies.

The specifically identified terms of a contract for the services of an independent contractor are
usually negotiated between the school board and the independent contractor, and typically are
governed by state law. Such contract terms may include the rate of compensation; the scope of
work; the expected duration of the contract; what outcomes and forms of work product are expected
and by when; the methods and levels of access, if needed, to school property, student/staff records,
and district staff both at school sites and at the Central Administration Office; areas of liability in the
event of injury or work stoppages; where the independent contractor(s) would be physically
performing their work under the contract; the levels of confidentiality in any information gained by
the independent contractor in the course of the work; and most importantly, the degree to which the
work under the contract can be directed, supervised, and/or controlled by school district employees.

Also, these independent contractor services contracts may, and typically do, contain provisions,
negotiated in good faith, that for the life of the contract, the independent contractor(s) performing
the work is not considered an “employee” of the school district, and is not eligible for any health or
other benefits typically made available to school district employees. This last provision about the
lack of eligibility for health or other district benefits is also sometimes contained in school district
policies and regulations, similar to short- and long-term substitutes and “temporary” teachers.

While the construction company, the private law firm, and the trainer would seem to provide the
easiest examples of individuals working as independent contractors who would not consider
themselves to be “employees” of the school district for purposes of this IRS proposed rule, nor likely
would the school district, a more definitive statement to this effect from the IRS would be helpful to
ensure that all entities are of the same mind with regard to the application of this proposed rule.

The example of the auditor, however, is not as clear. For the sake of argument, assume that while
performing her contract, the auditor is given office space at the central administration building, a
phone, a school district email address, unlimited access to office supplies and equipment, and is
even given a badge to be able to move freely from school to school, and through the various
departments. The auditor also has unfettered access to district staff during the internal
investigation, and provides regular reports, both verbally and in writing to the superintendent and
department of risk management. To some degree, the Superintendent, both directly and through his
senior staff, is able to direct the work of the auditor during the course of the contract, but cannot
impede the investigation, nor affect the findings and recommendations of the auditor. And during
the life of her contract, the auditor averages to work consistently at least 40 hours per week.

Under the IRS proposed rule, would this auditor be considered an “employee” during the life of the
contract under the “common law standard” used by the IRS, such that the auditor’s hours of service
pursuant to the contract must be included in the school district’s calculation for determining “large
employer” status? If so, would this still be the case even though the contract specifically states that
the auditor is not an employee of the district during the life of the contract? In essence, can/does the
IRS proposed rule trump whatever language is in the contract that was negotiated in good faith
between the school board and the auditor?

Similarly, assuming the IRS would deem the auditor to be an “employee” of the school district,
despite the negotiated terms of the employment contract, since the auditor consistently worked at
least 40 hours per week for the life of the contract, should the school district have offered the
auditor health insurance coverage at the end of the auditor’s third completed month of work? If so,
would this still be the case even though the contract specifically contains a negotiated provision,
which is also consistent with the district’s policies and regulations, that the auditor would not be
eligible for the district’s benefits?



Under this proposed rule, if the IRS should deem the auditor to be an “employee” such that the
school district should have offered the auditor health insurance coverage after the end of month
three, it seems that the IRS proposed rule is encroaching on a school board’s rights with regard to
crafting contract language in such transactions. Additional information would be helpful about
whether school boards can continue to include language in those negotiated, good faith contracts as
to the independent contractor’s eligibility for district benefits, including health insurance, and for
“employee” status.

D. Individuals Performing Extracurricular or Additional Duties

In addition to staff members that help a school district run day-to-day, there are individuals who
perform extracurricular or additional duties for after-school activities for which they receive
additional pay above their existing annual school district salary, or a separate stipend whether they
are a current school district employee or a private citizen. Such individuals (“coaches”) may be
athletic coaches, student mentors, leaders of student clubs such as drama or debate, cheerleading,
foreign language clubs, music clubs, etc. As school districts of all sizes begin analyzing how the IRS
proposed rule is to be implemented, questions have arisen as to how coaches are to be accounted
for, both for “large employer” determinations and for determining who must be offered health
insurance coverage to avoid the “assessment payments” (the penalty provisions in this proposed
rule).

Are Coaches “Seasonal Workers” to be Included/Excluded in the FTE Count?1.

Under the IRS proposed rule, “if an employer’s workforce exceeds 50 full-time employees for 120
days or fewer during a calendar year, and the employees in excess of 50 who were employed during
that period of no more than 120 days were seasonal workers, the employer is not an applicable large
employer.” 78 Fed. Reg. at 222 (the “seasonal worker exception”). The discussion in the proposed
rule also states that “an employee would not necessarily be precluded from being treated as a
seasonal worker merely because the employee works, for example, on a seasonal basis for five
consecutive months.” Id. Lastly, but most importantly, the discussion in the proposed rule related to
the look-back measurement method specifically states that “[i]t is not a reasonable good faith
interpretation of the term seasonal employee to treat an employee of an educational organization,
who works during the active portions of the academic year, as a seasonal employee.” 78 Fed. Reg. at
227. This issue is very relevant and significant for extremely small school districts, and for certain
individuals in large districts, given the timing and amount of work performed by coaches. To assist
the IRS in its analysis of these comments related to coaches, we provide a brief description of how
coaching services operate at the school site.

After-school athletic teams and certain other extracurricular activities usually run for a defined
period of time during the school year: (Depending on the school calendar,) Fall sports typically run
from August to October; Winter sports — February to late March; Spring sports — April to late May.
These “seasons” are usually defined by each state’s athletic associations. Coaches for these activities
typically provide their “coaching” services for two to four hours a day, up to all five school days each
week during the particular activity’s “season”. This does not include any outside “planning” that a
coach may engage in to prepare for each practice and/or competitive event. Also, coaches generally
do not perform coaching services on a full-time basis in public school districts. These services are
provided outside of the regular school day.

In reviewing the proposed rule and its application to coaches, school districts need clarification from
the IRS on the following situations:

a. Given the above factual descriptions about how coaching activities operate in practice, can each



coach be considered a “seasonal worker”, allowing a school district to exclude their coaching hours
of service from the calculation for a “large employer” determination?

b. Under the “seasonal worker exception”, given that a coach typically performs coaching services
for roughly 2-4 hours per day, does that 2-4 hour time period each afternoon constitute a “day”
toward the 120-day limit in the proposed rule?

c. If an individual performs coaching services for a separate sport in each of the three seasons, again
not at full-time status, is that individual’s coaching hours to be included in the FTE count because
the 4-month time period has been exceeded? What if even though the four-month period has been
exceeded, but the 120-day period has not?

d. When an existing full-time school division employee is also a coach in a given school year,
irrespective of for how many seasons that year, and that employee is already included in the full-
time employee count for “large employer” determinations due to the employee’s non-coaching full-
time job, does the school district also have to include that employee’s coaching hours of service in
the FTE count too? Or can the school district exclude the coaching hours of service to avoid “double-
counting” that employee? It does not seem fair or reasonable for a small school district that has
already included the employee in the count for the full-time work, to then be pushed over the edge
into “large employer” status because that same employee is also a coach.

e. When a person performing coaching duties, irrespective of the number of seasons each school
year, is NOT otherwise employed by the school district in any capacity but is paid a small stipend for
the coaching services provided, is that coach an “employee” under the common law standard to be
used by the IRS? Even if, for example, that coach has a separate job wholly unrelated to the school
district? And if so, is the school district required to include that coach’s service hours in the FTE
count for “large employer” determinations? Would the outcome change if the non-district-employee
coach is also a parent of one of the student-athletes on the team?

E. School Board Members

In some local jurisdictions throughout the country, school board members are paid a small salary or
per diem for the work they perform on the school board. However, typically, school board members
also have jobs elsewhere during the day that are their primary source of income, or they are simply
retired workers who are serving on the school board. Questions that affected school districts have
are:

1. Under the IRS proposed rule, are those school board members receiving salaries considered
“employees” of the school division, given that the school board itself is the governing body of a
school district, and is not directed, managed, or supervised by any school district staff, as referenced
by the “common law standard”?

2. Since the work involved in being a school board member does not constitute a full-time job, is the
school district required to include in the FTE count for “large employer” determinations the hours of
service worked by each member in serving on the school board?

F. Re-hired Retired Employees

Many school districts have re-hired employees who have retired from the district or another school
district. Such re-hired, retired employees often receive health insurance as part of their retirement
package. The IRS proposed rule does not appear to provide school districts with the flexibility to
NOT offer health insurance to these rehired retirees who are already receiving health insurance



otherwise. It would be beneficial for school districts if the IRS created an exemption or waiver to
give school districts the flexibility to accommodate these re-hired retirees.

II. Issues in the IRS Proposed Rule for Which Public School Districts Seek Clarification

In addition to the individual inquiries of clarification raised in Part I, there are certain broader
provisions of the IRS proposed rule for which school districts need assistance from the IRS.

As discussed in the IRS proposed rule, a large employer may be “liable for an assessable payment”
(i.e., “penalty”), if (a) for any month, any full-time employee is certified to receive an applicable
premium tax credit or cost-sharing reduction because the employer did not offer to at least 95% of
“its full-time employees (and their dependents) the opportunity to enroll in minimum essential
coverage (MEC) under an eligible employer-sponsored plan; or (b) if an employer does not offer an
MEC to its full-time employees (and their dependents) under an eligible employer-sponsored plan for
which the employer covers at least 60% of the costs of the coverage to the employee, or the MEC
costs to the employee for self-only coverage is not affordable to the employee.

A. Section 4980H(a) — Employer Offers MEC to at Least 95%

In those states that have collective bargaining for school district employees (not all of them do),
some school districts have more than one, and perhaps even several bargaining units within the
district. For example, a school district could have a bargaining unit for its teachers, a bargaining
unit for its custodians, a bargaining unit for its bus mechanics, a bargaining unit for its bus drivers,
a bargaining unit for the cafeteria workers, etc. And each bargaining unit has its own collective
bargaining agreement (CBA) that is negotiated and entered into wholly separate and apart from all
the other CBAs. As the health insurance exchanges are coming online in various states, individual
school districts are beginning to face an unexpected dilemma, one that was likely unanticipated by
the IRS in drafting this proposed rule.

Assume the following facts (which are similar to those some school districts are actually
experiencing right now):

School District XYZ has 1,000 full-time employees. The district has been involved in negotiations of
the CBAs for some of the district’s bargaining units for the past few months. The district’s CBA
negotiators are preparing to enter negotiations with the bargaining unit for custodians. The
custodians’ bargaining unit makes up 10% of the district’s full-time employees. As the negotiation
period draws near, the custodians’ bargaining unit has informed the district that it has been
reviewing the health insurance plans becoming available through the state’s exchange. As a result,
the bargaining unit has decided that it does not want to be offered MEC by the district, and wants
the forthcoming CBA to reflect that. The district has notified the bargaining unit that it will not do
that, because if that language (not offering MEC) was included in the CBA, the district would be put
under the 95% threshold stated in Section 4980H(a), subjecting it to the $2,000 per person penalty
in that provision for the other 90% of full-time employees (minus the first 30).

In response, the custodians’ collective bargaining unit warns the district that if it does not include
such language in the CBA, the bargaining unit will bring the district before the state’s labor
commissioner, who may rule in favor of the bargaining unit and order the district to draft a CBA that
specifically does NOT include any provision about offering MEC to the bargaining unit.

Thus, the district will be placed in the untenable situation of either violating the labor
commissioner’s order and including the MEC offer language in the CBA to meet the 95% threshold,
or complying with the commissioner’s order and excluding the language in the CBA, but then falling



under the 95% threshold and being subjected to an astronomical penalty for each year the
custodians’ CBA is in effect.

Given that this is surely NOT what the Affordable Care Act intended, how does the school district
handle this situation? NSBA recommends creating an exemption or waiver of some sort from this
penalty provision when a district is forced NOT to offer MEC to at least 95% of its full-time
employees through no fault of its own. Also, districts question whether the penalty under Section
4980H(a) should be the same whether the employer offered MEC to 94% of its full-time employees,
or 0% of its full-time employees? Clarification is needed to assist school districts as they navigate
through the implementation of the IRS proposed rule.

B. Administrative Burdens for “Long-Term” Assignments

Separate and apart from the aforementioned issues regarding long-term substitutes, the IRS
proposed rule requested comments on whether any special rules would be appropriate with respect
to “short-term employees” (which the IRS seems to define as those employed for three months or
less, 78 Fed. Reg. at 229), with regard to the application of the Section 4980H “assessable
payments” (i.e., penalties) provisions. In that discussion, the IRS stated that “section 4980H issues
may arise for short-term employment exceeding three months.” 78 Fed. Reg. at 229. In school
district parlance, “short-term employment” assignments typically exceed three months, thus bearing
the moniker of “long-term” assignments, but they may not typically last a full school year. The
dilemma school districts face is that, under the IRS proposed rule, if an individual takes on a
temporary assignment of longer than three months, but not for a full school year, the individual
might become an “employee” during the assignment, and the school division would be required to at
least offer health insurance coverage to that temporary employee by the completion of the third
month of service.

The administrative burden of offering health insurance coverage by the end of the third continuous
month of service to such a temporary employee, knowing that the particular employee is only going
to be employed for a 4-month or 6-month or whatever non-permanent period of time is an
unreasonable one for the IRS to place on public school districts, given their extremely limited, and
ever-decreasing funding resources. The administrative costs and burdens of insuring such an
employee for such a limited duration cannot possibly be what the Affordable Care Act intended for
public school districts to endure, at the ultimate cost of drawing funding streams away from
classrooms and the education of this nation’s students and future leaders. NSBA recommends that
the proposed rule be revised to incorporate language that removes the requirement that a school
district must offer a long-term (more than three months) non-permanent employee MEC after the
end of the third month.

NSBA thanks the IRS for its review and consideration of the issues specific to school districts raised
as a result of the IRS proposed rule regarding Shared Employer Responsibilities. NSBA and its
members look forward to the IRS’ response to, and resolution of, these comments, and urge the IRS
to do so in a way that minimizes the potential adverse impact on school districts, and the educational
services they provide to our nation’s students.

Sincerely,

 

Francisco M. Negrón, Jr.

General Counsel



National School Boards Association

Alexandria, VA

IRS Releases Report on Avoiding Troubled Tax-Advantaged Bonds.

The Internal Revenue Service office of Tax Exempt Bonds (TEB) released the report, Avoiding
Troubled Tax-Advantaged Bonds. This report produced by the TEB Compliance Practice Research
Team seeks to provide aid to issuers of tax-advantaged bonds municipal bonds. It identifies some
considerations for issuers of such bonds and is TEB’s initial step toward producing public resource
products that assist issuers in avoiding troubled transactions. For more than a decade, TEB
observed some of the worst problems in the municipal industry and then witnessed the efforts taken
(by leaders in state and local government, the professional communities that support them, and
various regulatory bodies) to address them. Many of these complex compliance issues facing issuers
of tax-advantaged municipal debt still exist.

Publishing Avoiding Troubled Tax-Advantaged Bonds is a part of TEB’s continuing effort to provide
practical steps and products that may be helpful to issuers of tax-advantaged municipal bonds. As
such, we welcome comments and feedback from the tax-advantaged municipal bond community that
provide further tools and clarification for issuers. Please submit your comments and feedback to
TaxExemptBondQuestions@irs.gov inserting “Avoiding Troubled Tax-Advantaged Bonds Question”
on the Subject: line.

The report covers three phases of the life cycle of bonds, each with various considerations, of which
an issuer should be aware. These three identified phases are: 1) the transaction development phase;
2) the transaction execution phase; and 3) the post-issuance phase.

Watch for the TEB presentation of phase one “Transaction Development,” in an upcoming Webinar
scheduled for this fall.

TEB hopes that the tax-exempt bond community will use this information to create related products
beneficial to their members. These products will provide additional tools that facilitate issuer
adoption of practices and procedures that avoid abusive or questionable transactions.

The full report is available at:

http://www.irs.gov/pub/irs-tege/Avoiding%20Troubled%20Tax%20Advantaged%20Bonds.pdf

New Voluntary Closing Agreement Program Request Form.

The Internal Revenue Service released the new Form 14429, Tax Exempt Bonds Voluntary Closing
Agreement Program Request. Completion, in full, of the new form is a requirement before the
submission to the Tax Exempt Bonds Voluntary Closing Agreement Program (TEB VCAP) is
accepted. The purpose of the new form is to assist issuers in organizing TEB VCAP submission
requests and to ensure that their submissions are complete, in accordance with the requirements
under Notice 2008-31, 2008-11 I.R.B. 592 and IRM 7.2.3. Use of the new form should avoid delays in
processing a request because of missing information as well as facilitating the process for accepting
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and assigning requests.

The Tax Exempt Bonds (TEB) function, within the Tax Exempt & Government Entities Division,
administers TEB VCAP. Generally, TEB VCAP provides remedies for issuers of tax-advantaged bonds
(tax-exempt bonds, tax credit bonds, and direct pay bonds) who voluntarily come forward to resolve
a violation of the federal tax requirements applicable to a bond issue that the issuer cannot self-
correct under programs described in the Income Tax Regulations (Regulations) or other published
guidance. An issuer will generally receive a more favorable treatment in resolving its tax violation
under TEB VCAP than it would for the same tax violation discovered during an IRS examination of
their bonds. As such, TEB VCAP encourages issuers, and other parties involved in tax-advantaged
bond transactions, to exercise due diligence in complying with the applicable federal tax laws. TEB
VCAP also provides a vehicle to correct violations as expeditiously as possible before discovery of
the violations during an IRS examination.

The improvement of the TEB VCAP program, through procedural enhancements, is a TEB
commitment. The new Form 14429 is an example of the latest effort by TEB to improve the
administration of the TEB VCAP program and further this commitment. Last year, TEB provided web
content to provide more information about the TEB VCAP program as well as descriptions (provided
in IRM 7.2.3.4) of the resolution standards for identified violations both for tax-exempt and certain
direct pay bonds. TEB believes that these resolution standards encourage due diligence by providing
certainty, to issuers and other parties, in understanding the methodologies available to resolve
eligible violations.

The new Form 14429 is available at:

http://www.irs.gov/pub/irs-pdf/f14429.pdf

Private Letter Ruling: IRS Provides Information on Changes to Exempt
Organization's Activities.

The IRS provided general information about the procedures for an exempt organization to declare
any changes in the character, operations, or purpose for which it was originally created.

Dear * * *:

This letter provides general information in response to your letter dated August 17, 2012, regarding
follow up submissions to the Determinations office concerning change of a tax-exempt organization’s
activities.

Procedures for submitting an exempt organization’s structural and operational changes to the
Service can be found in Publication 4221-PC, Compliance Guide for 501(c)(3) Public Charities,
Publication 4221-PF, Compliance Guide for 501(c)(3) Private Foundations and Publication 4221-N,
Compliance Guide for Tax Exempt Organizations (Other than 501(c)(3) Public Charities and Private
Foundations). The appropriate publication is provided with all current exemption letters. These
guides provide that any changes should be reported on the organization’s annual information return.
It also provides that an organization may submit changes to the EO Determinations office, but that
such submissions do not absolve the organization from reporting such changes on its annual return.

Additionally, section 1.6033-2(i)(1) of the regulations provide that exempt organizations that are not
required to file an information return must notify the IRS in writing of any changes in its character,
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operations, or purpose for which it was originally created.

Revenue Procedure 2012-4, 2012-1 IRB 125, § 7.04(2) provides that the IRS will not issue
determination letters approving or disapproving any completed transaction, or determination letters
on the effect of changes in activities on tax-exempt status (except for areas enumerated in the
revenue procedure). This revenue procedure, updated annually, has contained this provision since
2007.

In order to receive the protection from retroactive revocation of a ruling or determination letter
found in Rev. Proc. 2012-4, §§ 13 and 14, that could result from an organization’s change in
activities, an organization must follow the procedures found in that revenue procedure for
requesting a private letter ruling. These procedures include the payment of the $10,000 fee. These
are the only procedures that provide any protection from retroactive revocation upon structural or
operational changes. Reporting a change on Form 990, Form 990-EZ, or Form 990-PF will not
prevent the retroactive revocation of a ruling or determination letter.

This letter is for informational purposes only and provides general statements of well-defined law. It
is not a ruling. (Rev. Proc. 2012-4, 2012-1 I.R.B. 125). We will make this letter available for public
inspection after deleting names, addresses and other identifying information, as appropriate, under
the Freedom of Information Act (Announcement 2000-2, 2000-2 I.R.B. 295). A copy of this letter with
the proposed deletions is attached.

I hope this information is helpful. If you have any questions, please contact me at * * * or * * * at * *
*.

Sincerely,

[signature omitted]

Manager, Exempt Organizations

Guidance

Private Letter Ruling: IRS Summarizes Purpose of Exempt Entities Code.

The IRS explained that the National Taxonomy of Exempt Entities code assigned to an exempt
organization to characterize the organization in terms of its primary exempt activity is not relevant
to any determination under the internal revenue laws or to tax-exempt status.

Release Date: 3/29/2013

Date: January 14, 2013

Dear * * *:

This letter responds to your letter dated July 31, 2012, requesting that we change the National
Taxonomy of Exempt Entities (NTEE) Code of ORGANIZATION. You stated that your current activity
code, as shown on the Exempt Organizations Business Master File (EOBMF), does not reflect the
activities of your organization.

The National Taxonomy of Exempt Entities (NTEE) Code is a three or four-character code that
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attempts to characterize the organization in terms of its primary exempt activity. The IRS began
issuing new exempt organizations an NTEE code as part of the determination process in 1995. The
determination specialist assigns an NTEE code to each organization exempt under I.R.C. § 501(a) as
part of the process of closing a case when the organization is recognized as tax-exempt. The many
variables involved in applying the codes, including the fact that organizations often have numerous
activities, can provide challenges when attempting to precisely capture an organization’s primary
exempt activity.

Prior to 1995, the exemption application provided space for the taxpayer to identify three activity
codes. EOBMF may contain an activity code for these organizations rather than an NTEE code.
These activity codes do not coincide with the newer NTEE codes.

The NTEE code is not relevant to any determination under the internal revenue laws or to tax-
exempt status. Accordingly, no procedures are currently in place by which an organization can
request a change to their self-identified activity codes, or an NTEE code, or to request the issuance
of a NTEE code when one was not previously issued.

In addition, there is no formal guidance issued by the IRS that either permits or requires any person,
or organization, to rely on NTEE codes for any purpose under the internal revenue laws. An
organization’s application for tax-exempt status and Forms 990 are required to describe in sufficient
detail the organization’s exempt purpose and activities.

This letter is for informational purposes only and provides general statements of well-defined law. It
is not a ruling and taxpayers cannot rely on it as such. (Rev. Proc. 2011-1, 2011-1 I.R.B. 1; Rev. Proc.
2011-4, 2011-1 I.R.B. 123). We will make this letter available for public inspection after deleting
names, addresses and other identifying information, as appropriate, under the Freedom of
Information Act (Announcement 2000-2, 2000-2 I.R.B. 295). A copy of this letter with the proposed
deletions is attached.

I hope this information is helpful. If you have any questions, please contact me at * * * or * * * at * *
*.

Sincerely,

[signature omitted]

Manager, Exempt Organizations

Guidance

Enclosure

Private Letter Ruling: IRS Rules on Liquidation of Subsidiary Into Country
Club.

The IRS ruled that a country club’s tax-exempt status will not be affected when its subsidiary is
liquidated into the club because there will be no recognition of gain or loss when the club receives
the subsidiary’s assets and liabilities.

Release Date: 4/12/2013
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Date: January 16, 2013

This is in response to your ruling request, dated October 21, 2009, requesting certain rulings with
respect to the income tax consequences to you of the complete liquidation and dissolution of your
wholly owned subsidiary that is tax exempt under § 501(c)(2) of the Internal Revenue Code (“Code”).

FACTS

You are a State nonprofit membership corporation organized in 1982 and recognized in 1984 as tax-
exempt under § 501(c)(7) to operate as a country club. State statutes prohibited stock ownership of
not-for-profit entities. Therefore in order to provide a mechanism for members to recoup all or part
of their investment in the country club assets upon withdrawal, death, or change in membership
classification, in 1984 the members formed Subsidiary, a State for-profit corporation recognized in
1995 as tax-exempt under § 501(c)(2) retroactive to its 1984 inception. Subsidiary owned all tangible
property for a country club (the “Property”), leased the Property to you for use in furtherance of
your exempt purposes, and paid all income to you less operational expenses. The amount of
Subsidiary income you received was typically less then 3% of your gross receipts. Only your
members could own stock in Subsidiary.

Your members were the only shareholders of Subsidiary until 2006. You state that this affiliate
structure was administratively expensive requiring, among other things, separate accounting,
auditing, and tax returns, therefore you decided to simplify and streamline the structure. On Date 1,
you bought one (1) share of the common stock of Subsidiary through an issuance of Subsidiary.
Immediately thereafter, Subsidiary redeemed all other shares of its stock, which shares were held by
your members. As a result, Subsidiary became your wholly owned subsidiary. You and Subsidiary
were eligible to filed consolidated returns but did not.

All profits derived by Subsidiary, after payment of all ordinary and necessary expenses, have been
turned over to you for your use and benefit in its operation as a social club. You propose to
completely liquidate Subsidiary (the “Liquidation”). A plan of liquidation was adopted in 2009. Under
the liquidation plan, all of the stock of Subsidiary will be redeemed and cancelled and Subsidiary will
be dissolved. You, as the sole shareholder of Subsidiary, will receive all assets and assume all
liabilities of Subsidiary in the liquidation. You will continue to use the assets distributed from
Subsidiary in the direct performance of your exempt function.

Upon the Service’s issuance of this private letter ruling, Subsidiary will make its first liquidating
distribution. At the same time, Subsidiary will cease to be a going concern and its activities will be
limited to winding up its affairs, paying its debts, and distributing its remaining assets to you.

Once all the assets of Subsidiary are liquidated into you, Articles of Dissolution will be filed with
State X with respect to Subsidiary, and Subsidiary will be dissolved.

REPRESENTATIONS

In connection with the proposed Liquidation, you represent as follows:

1. You, on the date of adoption of the liquidation plan and at all times until the final liquidating
distribution is completed, will be the owner of at least * * * percent of the single outstanding class of
Subsidiary stock.

2. No shares of Subsidiary stock will have been redeemed during the three (3) years preceding the
adoption of the plan of complete liquidation of Subsidiary.



3. Subsidiary has adopted a liquidation plan specifying that the final liquidating distribution is to be
completed within 3 years from the close of the taxable year of Subsidiary in which the first
liquidating distribution is made.

4. Subsidiary will retain no assets following the final liquidating distribution.

5. As soon as the first liquidating distribution has been made, Subsidiary will cease to be a going
concern and its activities will be limited to winding up its affairs, paying its debts, and distributing
its remaining assets to its shareholders

6. Subsidiary will not have acquired assets in any nontaxable transaction at any time, except for
acquisitions occurring more than 3 years prior to the date of adoption of the liquidation plan.

7. No assets of Subsidiary have been, or will be, disposed of by either Subsidiary or you except for
dispositions in the ordinary course of business and dispositions occurring more than three (3) years
prior to adoption of the liquidation plan.

8. The liquidation of Subsidiary will not be preceded or followed by the reincorporation in, or
transfer or sale to, a recipient corporation (“Recipient”) of any of the businesses or assets of
Subsidiary, if persons holding, directly or indirectly, more than twenty percent (20%) in value of the
Subsidiary stock also hold, directly or indirectly, more than twenty percent (20%) in value of the
stock in Recipient. For purposes of this representation, ownership will be determined by application
of the constructive ownership rules of § 318(a) as modified by § 304(c)(3).

9. Prior to adoption of the liquidation plan, no assets of Subsidiary will have been distributed in kind,
transferred, or sold to you, except for (i) transactions occurring in the normal course of business and
(ii) transactions occurring more than 3 years prior to adoption of the liquidation plan.

10. Subsidiary will report all earned income represented by assets that will be distributed to its
shareholders such as receivables being reported on a cash basis, unfinished construction contracts,
commissions due, etc.

11. The fair market value of the assets of Subsidiary will exceed its liabilities both at the date of the
adoption of the liquidation plan and immediately prior to the time the first liquidating distribution is
made.

12. There is no intercorporate debt existing between you and Subsidiary and none has been
cancelled, forgiven, or discounted, except for transactions that occurred more than three (3) years
prior to the date of adoption of the liquidation plan.

13. All other transactions undertaken contemporaneously with, in anticipation of, in conjunction
with, or in any way related to, the proposed liquidation of Subsidiary have been fully disclosed.

14. You have satisfied all the requirements to be classified as tax exempt under § 501(c)(7).

15. Subsidiary receives tax-exempt status under § 501(c)(2) and holds all tangible Property of the
country club which is leased to you for use in connection with your exempt purpose.

16. Subsidiary has not engaged in activities that would give rise to unrelated business taxable
income within the meanings of §§ 511 and 514.

17. All assets (including proceeds of sales of assets) distributed to you by Subsidiary in the
liquidation will be used by you in the performance of your exempt function.



18. You will not use any of the assets received in the liquidation, or the proceeds from the sale of
such assets, in any activity that would give rise to unrelated business taxable income within the
meanings of §§ 511 and 514.

19. You represent that you intend to continue to use the assets distributed from Subsidiary in the
direct performance of your exempt function.

20. If Property is sold by Subsidiary or by you, you will, within the period beginning one year before
the date of such sale and ending three years after the date of such sale, reinvest the entire amount
of the proceeds from the sale in the purchase of new exempt function property.

RULINGS REQUESTED

1: You will recognize no gain or loss upon the receipt of the assets and liabilities of Subsidiary in the
liquidation. Section 332.

2: No gain or loss will be recognized by Subsidiary on the distribution of its assets to, or the
assumption of liabilities by, you. Sections 337(a) and 336(d)(3). In particular, § 337(b)(2)(A) will not
apply to the liquidation.

3: Your basis in each asset received from Subsidiary as a result of the liquidation will be the same as
the basis of that asset in the hands of Subsidiary immediately before the liquidation. Section
334(b)(1).

4: Your holding period in each asset received from Subsidiary as a result of the liquidation will
include the period during which that asset was held by Subsidiary. Section 1223(2).

5: That the liquidation of Subsidiary into you will not adversely affect your tax exempt status.

LAW

Section 332(a) provides that no gain or loss shall be recognized on the receipt by a corporation of
property distributed in a complete liquidation of another corporation. Section 332(b) sets forth
various requirements that must be met in order for a distribution to be considered in complete
liquidation for purposes of § 332.

Section 337(a) provides that no gain or loss shall be recognized to the liquidating corporation on the
distribution to the 80-percent distributee of any property in a complete liquidation to which § 332
applies.

Section 337(b)(2)(A) generally provides that §§ 337(a) and (b)(1) shall not apply where the 80-
percent distributee is an organization (with limited exception not relevant on these facts) which is
exempt from the tax imposed by Chapter 1.

Section 337(d) authorizes the Secretary to prescribe regulations as may be necessary or appropriate
to carry out the purposes of the amendments made by subtitle D of title VI of the Tax Reform Act of
1986, including regulations to ensure that such purposes may not be circumvented through the use
of a tax-exempt entity. The legislative history concerning a 1988 amendment to § 337(d) explains
that the grant of authority in § 337(d) “includes rules to require the recognition of gain if
appreciated property of a C corporation is transferred to . . . a tax-exempt entity in a carryover basis
transaction that would otherwise eliminate corporate level tax on the built-in appreciation.” S. Rep.
No. 445, 100th Cong., 2d Sess. 66 (1988) (footnote omitted).



Section 501(c)(2) provides for the exemption of corporations organized for the exclusive purpose of
holding title to property, collecting income therefrom, and turning over the entire amount thereof,
less expenses, to an organization which itself is exempt under § 501(a) of the Code.

Section 501(c)(7) provides for the exemption from federal income tax of clubs organized for
pleasure, recreation, and other nonprofitable purposes, substantially all of the activities of which are
for such purposes and no part of the net earnings of which inures to the benefit of any private
shareholder.

Pub. L. 94-568 amended § 501(c)(7) in 1976 so such organizations could receive some outside
income without losing their exempt status.

S. Rep. No. 1318, 94th Cong., 2d Sess. 4 (1976) explains how Congress intends the amended §
507(c)(7) work including limits on gross receipts from outside sources and non-members, and
certain exclusions such as unusual income.

Section 1.337(d)-4(a)(1) of the regulations sets forth the general rule that if a taxable corporation
transfers all or substantially all of its assets to one or more tax-exempt entities, the taxable
corporation must recognize gain or loss immediately before the transfer as if the assets transferred
were sold at their fair market values.

RULINGS

Based solely on the information submitted and representations provided, we rule as follows:

1: You will recognize no gain or loss upon the receipt of the assets and liabilities of Subsidiary in the
liquidation. Section 332.

2: No gain or loss will be recognized by Subsidiary on the distribution of its assets to, or the
assumption of liabilities by, you. Sections 337(a) and 336(d)(3). In particular, § 337(b)(2)(A) will not
apply to the liquidation.

3: Your basis in each asset received from Subsidiary as a result of the Liquidation will be the same
as the basis of that asset in the hands of Subsidiary immediately before the liquidation. Section
334(b)(1).

4: Your holding period in each asset received from Subsidiary as a result of the liquidation will
include the period during which that asset was held by Subsidiary. Section 1223(2).

5: As there is no recognition of gain or loss as described in rulings (1), (2), and (3), the liquidation of
Subsidiary into you will not adversely affect your tax exempt status.

This ruling will be made available for public inspection under section 6110 of the Code after certain
deletions of identifying information are made. For details, see enclosed Notice 437, Notice of
Intention to Disclose. A copy of this ruling with deletions that we intend to make available for public
inspection is attached to Notice 437. If you disagree with our proposed deletions, you should follow
the instructions in Notice 437.

This ruling is directed only to the organization that requested it. Section 6110(k)(3) of the Code
provides that it may not be used or cited by others as precedent.

This ruling is based on the facts as they were presented and on the understanding that there will be
no material changes in these facts. This ruling does not address the applicability of any section of



the Code or regulations to the facts submitted other than with respect to the sections described.
Because it could help resolve questions concerning your federal income tax status, this ruling should
be kept in your permanent records.

If you have any questions about this ruling, please contact the person whose name and telephone
number are shown in the heading of this letter.

In accordance with the Power of Attorney currently on file with the Internal Revenue Service, we are
sending a copy of this letter to your authorized representative.

Sincerely,

Theodore R. Lieber

Manager, Exempt Organizations

Technical Group 3

Private Letter Ruling: Extinguishable Conservation Easement May Qualify as
Conservation Contribution.

The IRS stated that granting a deed for a conservation easement that allows the easement to be
extinguished under state law if circumstances change to make the easement impractical or
impossible may nonetheless be a qualified conservation contribution under section 170(h).

Release Date: 3/29/2013

Date: September 18, 2012

Attention: * * *

Dear * * *:

This letter responds to your request for information dated July 19, 2012.

In your request, you asked whether a contribution of an easement can be a qualified conservation
contribution if the easement deed simply allows for extinguishment under applicable State law upon
subsequent, unexpected changes in the conditions surrounding the property that make impractical
or impossible the continued use of the property for conservation purposes.

Property rights have been described “as a ‘bundle of sticks’ — a collection of individual rights which,
in certain combinations, constitute property.” U.S. v. Craft, 535 U.S. 274, 278 (2002) (citations
omitted). State law dictates what rights make up a person’s bundle. Id. Once a person’s property
rights are established under State law, the tax consequences of a transaction involving that property
are decided under Federal law. Patel v. Commissioner, 138 T.C. No. 23, slip op. 16, 2012 WL
2427326 at *7 (2012) (citing Commissioner v. Estate of Bosch, 387 U.S. 456 (1967); Aquilino v.
United States, 363 U.S. 509, 512-513 (1960); Morgan v. Commissioner, 309 U.S. 78, 80-81 (1940)).

A “qualified conservation contribution” is a contribution of a qualified real property interest to a
qualified organization exclusively for conservation purposes. I.R.C. § 170(h)(1). A contribution is not
exclusively for conservation purposes unless it protects the conservation purpose in perpetuity.
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I.R.C. § 170(h)(5)(A).

Under the Treasury regulations, a conservation purpose may be treated as protected in perpetuity if,
upon a subsequent change in conditions that makes impossible or impractical the continued use of
the subject property for conservations purposes, the easement is extinguished by judicial proceeding
and all of the donee’s proceeds from a subsequent sale, exchange, or involuntary conversion of the
property are used by the donee in a manner consistent with the conservation purposes of the
original contribution. Treas. Reg. § 1.170A-14(g)(6)(i). The donee’s proceeds must be at least equal
to the proportionate value of the perpetual conservation restriction. Treas. Reg. § 1.170A-
14(g)(6)(ii).

State law may provide a means for extinguishing an easement for State law purposes. However, the
requirements of § 170(h) and the regulations thereunder must nevertheless be satisfied for a
contribution to be deductible for Federal income tax purposes.

This letter has called your attention to certain general principles of the law. It is intended for
informational purposes only and does not constitute a ruling. See section 2.04 of Rev. Proc. 2012-1,
2012-1 I.R.B. 7 (Jan. 3, 2012). If you have any additional questions, please contact me or * * * at * * *.

Sincerely,

Karin Goldsmith Gross

Acting Branch Chief, Branch 1

(Income Tax & Accounting)

IRS: Published Volume Cap Limit for Tribal Economic Development Bonds.

In Notice 2012-48, 2012-31 I.R.B. 102 (July 30, 2012), the Treasury Department and the IRS
provided guidance regarding applications for allocations of the available amount of national bond
volume limitation authority (volume cap) for tribal economic development bonds. The Notice
provides that, except as otherwise provided in the Notice, for applications filed with the IRS that
meet the requirements detailed in the Notice, the IRS will allocate an amount of available volume
cap equal to the amount requested in the application on a first-come, first-served basis by order of
submission date (as defined in the Notice).

The Notice also provides that no Indian tribal government will receive an allocation of volume cap
that would cause the aggregate amount of volume cap allocated to that Indian tribal government
pursuant to the Notice (not including certain amounts forfeited as described in the notice) to exceed
the Published Volume Cap Limit in effect for the period that includes the submission date. The
Published Volume Cap Limit for any period is the greater of (1) 20% of the amount of available
volume cap as of the first day of such period (determined as described in the Notice); or (2) $100
million

The Published Volume Cap Limit for the period commencing April 1, 2013 is $308,726,846 (20% of
the amount of available volume cap of $1,543,634,230 determined as described in the Notice).

For purposes of this limitation, an Indian tribal government includes the Indian tribal government,
together with any political subdivisions of the Indian tribal government, and any entities controlled
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by the Indian tribal government. An application that requests an allocation of volume cap in an
amount that would cause the Published Volume Cap Limit in effect on the date of submission to be
exceeded will be treated as incomplete until the day the applicant supplements the application in a
manner that complies with the requirements of the notice and does not cause such limit to be
exceeded.

IRS: Proposed Collection; Comment Request for Regulation Project.

Currently, the IRS is soliciting comments concerning qualified conservation contributions (§
1.170A–14).  Written comments should be received on or before June 11, 2013 to be assured of
consideration.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, room 6129, 1111
Constitution Avenue NW., Washington, DC 20224. Requests for additional information or copies of
the regulations should be directed to Katherine Dean at Internal Revenue Service, Room 6242, 1111
Constitution Avenue NW., Washington, DC 20224, or at (202) 622–3186, or through the Internet at
Katherine.b.dean@irs.gov.

IRS: Comments Sought on Regs on Qualified Conservation Contributions.

Internal Revenue Code section 170(h) describes situations in which a taxpayer is entitled to a
deduction for a charitable contribution for conservation purposes of a partial interest in real
property. This regulation requires a taxpayer claiming a deduction to maintain records of (1) the fair
market value of the underlying property before and after the donation and (2) the conservation
purpose of the donation.

Request for Comments: Comments submitted in response to this notice will be summarized and/or
included in the request for OMB approval. All comments will become a matter of public record.
Comments are invited on: (a) Whether the collection of information is necessary for the proper
performance of the functions of the agency, including whether the information shall have practical
utility; (b) the accuracy of the agency’s estimate of the burden of the collection of information; (c)
ways to enhance the quality, utility, and clarity of the information to be collected; (d) ways to
minimize the burden of the collection of information on respondents, including through the use of
automated collection techniques or other forms of information technology; and (e) estimates of
capital or start-up costs and costs of operation, maintenance, and purchase of services to provide
information.

IRS: Comments Sought on EO Reporting Requirement Guidance.

The IRS has requested public comment on information collections under Rev. Proc. 98-19, which
provides guidance to tax-exempt organizations on exceptions to the reporting and notice
requirements under section 6033(e)(1) and the tax imposed by section 6033(e)(2); comments are due
by June 11, 2013.
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Direct all written comments to Yvette Lawrencde, Internal Revenue Service, room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.  Requests for additional information or copies of
the revenue procedure should be directed to Katherine Dean at Internal Revenue Service, Room
6242, 1111 Constitution Avenue NW., Washington, DC 20224, or at (202) 622–3186, or through the
Internet at kathernie.b.dean@irs.gov.

Comments are invited on: (a) Whether the collection of information is necessary for the proper
performance of the functions of the agency, including whether the information shall have practical
utility; (b) the accuracy of the agency’s estimate of the burden of the collection of information; (c)
ways to enhance the quality, utility, and clarity of the information to be collected; (d) ways to
minimize the burden of the collection of information on respondents, including through the use of
automated collection techniques or other forms of information technology; and (e) estimates of
capital or start-up costs and costs of operation, maintenance, and purchase of services to provide
information.

IRS: Comments Sought on Reimbursement Bond Regs.

The IRS requested public comment on information collections under final regulations (T.D. 8394)
under section 150 that provide rules to tax-exempt bond issuers for allocating proceeds of
reimbursement bonds; comments are due by June 11, 2013.

Direct all written comments to Yvette Lawrence, Internal Revenue Service, room 6129, 1111
Constitution Avenue NW., Washington, DC 20224.  Requests for additional information or copies of
the regulation should be directed to Katherine Dean, at (202) 622–3186, or at Internal Revenue
Service, room 6242, 1111 Constitution Avenue NW., Washington, DC 20224, or through the Internet,
at Katherine.b.dean@irs.gov.

This regulation clarifies when the allocation of bond proceeds to reimburse expenditures previously
made by an issuer of the bond is treated as an expenditure of the bond proceeds. The issuer must
express a reasonable official intent, on or prior to the date of payment, to reimburse the expenditure
in order to assure that the reimbursement is not a device to evade requirements imposed by the
Internal Revenue Service.

Which states and counties have the highest taxes?

With taxes a hot topic in Washington and around the dinner table in millions of American homes, this
analysis features interactive maps that look at how states and counties stack up against one another
when it comes to income and property taxes. There is also a map that shows the ZIP codes
throughout the U.S. where residents are most likely to use tax software to prepare their returns.

The map is available at:

http://smartblogs.com/finance/2013/04/12/tax-day-cometh/
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IRS Issues Proposed Regs on Community Health Needs Assessment
Requirement for Tax-Exempt Hospitals.

The IRS has issued proposed regulations (REG-106499-12) that provide guidance to charitable
hospital organizations on the community health needs assessment (CHNA) requirements and related
excise tax and reporting obligations. The regs also clarify the consequences for failing to meet these
and other requirements for charitable hospital organizations.

Comments and requests for a public hearing must be received by July 5. The regs are proposed to be
effective for returns filed on or after the date they are published in the Federal Register as final or
temporary regulations.

Section 501(r)(1) imposes four additional requirements that organizations described as hospital
organizations must satisfy to be tax exempt under section 501(c)(3), one of which is to conduct a
CHNA every three years. In July 2011 Treasury and the IRS issued guidance (Notice 2011-52) on the
anticipated regulatory provisions.

As a general rule, the proposed regs provide that a hospital organization operates a hospital facility
if it is a partner in a joint venture, limited liability company, or other entity treated as a partnership
for federal income tax purposes that operates the hospital facility. A hospital organization also
operates a hospital facility under the proposed regs if it does so through a wholly owned entity that
is disregarded as separate from the hospital organization for federal tax purposes. A hospital
organization is not required, however, to meet the requirements of section 501(r) for any activities
unrelated to the operation of a hospital facility.

The proposed regs provide that a hospital organization meets the requirements of section 501(r)(3)
in any tax year for a hospital facility it operates only if the hospital facility has conducted a CHNA in
that tax year or in either of the two immediately preceding tax years. Also, an authorized body of the
hospital facility is required to have adopted an implementation strategy to meet the community
health needs identified through the CHNA by the end of the tax year in which the hospital facility
conducts the CHNA. The regs include extensive rules for conducting a CHNA and developing
implementation strategies.

Under the proposed regs, a hospital facility’s omission of required information from a policy or
report described in reg. section 1.501(r)-3 or 1.501(r)-4 or error regarding the implementation or
operational requirements described in reg. section 1.501(r)-3 through 1.501(r)-6 will not be
considered a failure to meet a requirement of section 501(r) if the omission or error was minor,
inadvertent, and due to reasonable cause and the hospital facility corrects the omission or error as
promptly after discovery as is reasonable given the nature of the omission or error. Also, the IRS will
consider for purposes of determining whether revocation of section 501(c)(3) status is warranted the
relative size, scope, nature, and significance of any failures to meet the section 501(r) requirements
as well as the reasons for the failures and whether the same type of failures have previously
occurred. The proposed regs include rules that apply if one hospital facility within a hospital
organization fails to meet a section 501(r) requirement during a tax year, even though the hospital
organization as a whole continues to be recognized as a section 501(c)(3) organization.

http://www.irs.gov/Charities-&-Non-Profits/Charitable-Organizations/New-Requirements-for-501(c)(3
)-Hospitals-Under-the-Affordable-Care-Act
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Tax Analysts: Joint Strategies for Meeting Community Health Needs Possible
Under Proposed Regs.

Tax-exempt hospital facilities that collaborate with other facilities and organizations to develop ways
to meet the healthcare needs of their communities could in some cases also adopt joint
implementation strategies, according to proposed regulations released April 3.

Tax-exempt hospital facilities that collaborate with other facilities and organizations to develop ways
to meet the healthcare needs of their communities could in some cases also adopt joint
implementation strategies, according to proposed regulations released April 3.

Under REG-106499-12 , which provides proposed guidance under section 501(r) on rules requiring
nonprofit hospitals to conduct community health needs assessments (CHNAs) at least once every
three years and develop strategies to meet identified needs, a hospital facility may work with other
facilities and organizations to develop its implementation strategy but must document its strategy in
a separate written plan. The facility could adopt a joint implementation strategy if it also adopts a
joint report of its CHNA and the strategy is clearly identified as applying to the facility, identifies the
facility’s role in developing the strategy, and includes a summary or other tool to help people find
the portions of the strategy that involve the facility.

Douglas M. Mancino of Hunton & Williams LLP told Tax Analysts the provision recognizes that
“there is a lot of joint planning that gets done even among unrelated hospitals in a particular
region.” T.J. Sullivan of Drinker Biddle & Reath LLP said the provision reflects an IRS effort to
provide added flexibility to hospitals while ensuring that the intent underlying the statute is carried
out. Although only a few systems are likely to choose the approach, it may save them a lot of time
without undercutting the contributions of the CHNAs, Sullivan said.

Also under the proposed regs, only significant health needs identified through a CHNA would have
to be addressed in an implementation strategy, which would have to describe how the hospital
facility would address the health needs and what the expected result would be. If a hospital facility
does not plan to address a particular need, it would need to explain why not. Some of the reasons
could be resource constraints, lack of expertise, or that the need is being addressed by other
facilities or organizations.

The proposed regs also would require a hospital facility to adopt an implementation strategy by the
end of the tax year in which the CHNA is conducted. Commentators responding to Notice 2011-52,
2011-30 IRB 60 , which spelled out the expected provisions in the proposed regs, asked for more
time. The proposed regs deny that request, although they offer transition relief for hospitals that
may not have had three full years during which to conduct their first CHNA.

Sullivan said that while he did not like that approach, “the definition of when a CHNA is ‘conducted’
that is keyed to when it is posted on the Web makes it much easier to control the timing than it may
have initially appeared.”

Reporting Requirements
A hospital organization also would have to attach to its Form 990, “Return of Organization Exempt
From Income Tax,” the most recent implementation strategies for each of its hospital facilities.
Alternatively, it could report on the return the URLs of the Web pages on which the implementation
strategies have been posted.
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“Widely Available” Requirement
The proposed regs would require CHNA reports to be posted conspicuously online and remain there
until two subsequent CHNA reports have been added. Also, a hospital facility could not require an
individual to create an account or otherwise provide identifiable information to access an online
report, which also would have to be available in paper format.

Mancino said he doubted making multiple reports available online would be burdensome and that he
did not think there would be many requests for paper copies because the documents are available
electronically. It’s also unlikely many people will ask to see the reports, he said.

“There will be some public health advocates and people who are advocates for different
disadvantaged classes of individuals that will be interested in this,” Mancino said. “But by and large
I think the general public probably will have little or no interest in the community health needs
assessment documentation.”

Sullivan also said he did not think the requirements will be too burdensome, adding that the IRS is
becoming increasingly deft at balancing the interests of the hospital community and those of patient
advocates.

Self-Correction
The proposed regs say Treasury and the IRS will publish guidance to help hospital facilities correct
failures to fulfill CHNA requirements and other rules under section 501(r) and disclose how the
errors were corrected.

Mancino commended the government for offering clear guidance on self-correction and self-
disclosure.

“That aspect of the proposed regulations is probably the most welcome, in my mind,” Mancino said,
adding that in his experience, it is rare for a nonprofit hospital to intentionally break laws.

Public Health Departments
In conducting a CHNA, a hospital facility would be required to seek input from state or local public
health departments. Sullivan was pleased that the proposed regs eliminated a provision in Notice
2011-52 that would have required consultation with a public health expert, explaining that having to
identify particular individuals consulted by hospitals probably would not have been well received.

Revocations, Excise Taxes

The proposed regs also say that although section 501(r) empowers the IRS to revoke the exempt
status of noncompliant hospitals, the agency should consider all facts and circumstances when
considering revocation, including the scope of and reasons for the noncompliance and whether the
same sorts of violations have occurred before. Willful or egregious violations ordinarily will lead to
revocation, according to the proposed regs.

Hospital organizations that do not meet the CHNA requirements face a $50,000 excise tax. The tax
is applied on a facility-by-facility basis, meaning a hospital organization with multiple facilities could
be taxed $50,000 on each facility.

IRS: Upcoming Workshops for Small and Medium-Sized 501(c)(3)
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Organizations.

IRS Exempt Organizations offers one-day workshops for small and medium-sized 501(c)(3)
organizations around the country  in collaboration with colleges and universities as part of our
Academic Institutions Initiatives in an effort to help develop the nonprofit leaders of tomorrow.
These popular workshops  are presented by experienced IRS Exempt Organizations specialists and
explain the nuts and bolts of what 501(c)(3) entities must do to keep their tax-exempt status and
comply with tax obligations.

http://www.irs.gov/Charities-&-Non-Profits/Upcoming-Workshops-for-Small-and-Medium-Sized-501(c
)(3)-Organizations

NABL Seeks Guidance on Tax-Exempt Status of Debt Issued by Accountable
Care Organizations.

Scott Lilienthal of the National Association of Bond Lawyers has written to Treasury and the IRS
requesting guidance on what constitutes private business use when a tax-exempt bond borrower
participates in an accountable care organization.

H.R. 1268 Would Provide Flood Mitigation Expenses Credit.

H.R. 1268, the Flood Mitigation Expense Relief Act of 2013, introduced by Rep. Steven M. Palazzo,
R-Miss., would provide a tax credit for qualified flood mitigation expenses incurred for homes with
increasing premium rates under the national flood insurance program, and increase funding for
mitigation programs.

Firm Seeks Guidance on Reinvestment of Redemption Proceeds in Treasury
Bills.

Alexander Deland of Winston & Strawn LLP has urged Treasury and the IRS to immediately issue
guidance to relieve some qualified and recovery zone facility bonds from a significant risk created by
a recently enacted law suspending the debt limit that could cause the loss of tax-exemption or the
premature redemption of the bonds.

IRS: Government Grants for Railroad's Crossing Improvements Are Tax Free.

In field attorney advice, the IRS concluded that grants a railroad received under Transportation
Department regulations governing railroad crossing safety improvements did not constitute gross
income to the railroad.

The railroad received one type of grant for constructing a grade crossing and installing train-
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activated warning devices. Those grants included a statement that the funds provided no net benefit
to the railroad. A second type of grant was for installing active warning devices and required the
railroad to pay no more than 10 percent of the construction costs. That portion, according to the
grant, would represent the railroad’s net benefit. The railroad argued the grants were not taxable
income because it did not receive a net benefit as described under the Transportation Department
regulations and that therefore it had no accession to wealth.

The IRS agreed with the railroad, finding that any benefit it received was incidental and not an
accession to wealth. The IRS explained that the Transportation Department provisions governing
railroad crossing safety improvements appear to be a cost-sharing arrangement between the federal
government and the railroads and imply that Congress views the grants as having a public rather
than a private purpose.

White House Announces Plan to Encourage Private Infrastructure
Investment.

President Obama’s “Rebuild America Partnership” plan to stimulate private infrastructure
investment would exempt foreign pension funds from taxes on gains from U.S. real property
investments, create a new permanent bonds program, and modify some of the restrictions on
qualified private activity bonds, according to a March 29 White House release.

IRS Addresses Reporting Requirements for Condemnation Payments.

In e-mailed advice, the IRS concluded that a state’s transportation department that makes payments
for property acquired through condemnation proceedings has a section 6045(e) reporting
requirement and must issue Forms 1099-S reflecting the entire cash payments unless the
transaction or recipient is exempt from the reporting requirement.

IRS Publishes Population Figures for Housing Credit, Private Bond Purposes.

IRS Publishes Population Figures for Housing Credit, Private Bond Purposes.

Notice 2013-15, page 739. This notice advises State and local housing credit agencies that allocate
low-income housing tax credits under section 42 of the Code, and States and other issuers of tax-
exempt private activity bonds under section 141, of the population figures to use in calculating: (1)
the 2013 calendar year population-based component of the State housing credit ceiling (Credit
Ceiling) under section 42(h)(3)(C)(ii); (2) the 2013 calendar year volume cap (Volume Cap) under
section 146; and (3) the 2013 volume limit (Volume Limit) under section 142(k)(5).

Generally, § 146(j) requires determining the population figures for the population-based component
of both the Credit Ceiling and the Volume Cap for any calendar year on the basis of the most recent
census estimate of the resident population of a State (or issuing authority) released by the U.S.
Census Bureau before the beginning of the calendar year. Similarly, § 142(k)(5) bases the Volume
Limit on the State population.
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Sections 42(h)(3)(H) and 146(d)(2) require adjusting for inflation the population-based component of
the Credit Ceiling and the Volume Cap. The adjustments for the 2013 calendar year are in Rev. Proc.
2012-41, 2012-45 I.R.B. 539. Section 3.03 of Rev. Proc. 2012-41 provides that, for calendar year
2013, the amount for calculating the Credit Ceiling under § 42(h)(3)(C)(ii) is the greater of $2.25
multiplied by the State population, or $2,590,000. Further, section 3.07 of Rev. Proc. 2012-41
provides that the amount for calculating the Volume Cap under § 146(d)(1) for calendar year 2013 is
the greater of $95 multiplied by the State population, or $291,875,000.

For the 50 states, the District of Columbia, and Puerto Rico, the population figures for calculating
the Credit Ceiling, the Volume Cap, and the Volume Limit for the 2013 calendar year are the
resident population estimates released electronically by the U.S. Census Bureau on December 20,
2012, in Press Release CB12-250. For American Samoa, Guam, the Northern Mariana Islands, and
the U.S. Virgin Islands, the population figures for the 2013 calendar year are the 2012 midyear
population figures in the U.S. Census Bureau’s International Data Base (IDB). The U.S. Census
Bureau electronically announced an update of the IDB on June 27, 2012, in Press Release CB12-118.

IRS Confirms Excludability of Income Derived From Essential Governmental
Function.

The IRS has ruled that the income of a nonprofit corporation created to coordinate the operation of
electric generation resources and the purchase and sale of electricity on behalf of members will
continue to be excluded from gross income under section 115(1), even if the corporation enters into
proposed transactions with nongovernmental entities.  Letter Ruling 201310010.

IRS Releases New Required Form for TEB VCAP Submissions.

The Internal Revenue Service has released Form 14429, Tax Exempt Bonds Voluntary Closing
Agreement Program Request, which is a new form required for a Tax Exempt Bonds Voluntary
Closing Agreement Program submission request. The purpose of the new form is to assist issuers in
organizing submission requests and to ensure that their submissions are complete and in
accordance with the requirements under Notice 2008-31, 2008-11 I.R.B. 592 and IRM 7.2.3.

http://www.irs.gov/pub/irs-pdf/f14429.pdf

IRS: Trust's Income Excludable From Gross Income.

The IRS has ruled that the income of a trust established to fund post-employment health benefits for
the employees of a government entity was excludable from gross income under section 115(1)
because the income was derived from the exercise of an essential government function. Citations:
Letter Ruling 201310026.
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