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Some had inheritel substantial interests in business, as
was the case with the Ford Foundation. Others had pur-
chase control of businesses. A Tax-exempt cancer research
organization, for example, had acquired a variety of
industrial firms. Mr. Royal Little and the operations of
his Textron trusts were given due attention. In fact,

the record lists about 4O different types of businesses
controlled by-educational and charitable organizations.®
Patman Report, Page 1., (1962)

“Many foundations have become a vehicle for trading in
securities and dodging the capital gain tax., Capital gains
of foundations are not only tax exempt but they are permit-
ted to place them in the principal account instead of the
income account.” -- Patman Report, Page 130 (1962).

The Foundation may provide ~‘FRIENDLY: loans.

Speaking of loans to persons allowed by the tax law, the
report says: +The advantages to the borrower of such a .
loan by a foundation -~ and the corollary value of the
favor done by the foundation to the director or donor who
arranged the loan - can, nevertheless, be considerable.

The delays, inconveniences, and formalities of applying
for a bank loan can be eliminated: embarrassing questions
can be avoided: the assurance that one's obligation resides
in friendly hands can be secured.,” - Treasury Report,

Page 51.

B. benefits in operating business resulting from control over an
exempt foundation.

B-1

Keep control in friendly hands over the generations.

"Foundations have commonly been established as convenient
vehicles for maintaining control of a private corporation
within a family while substantially diminishing the burden
of income, gift, and estate taxes for the family," -
Treasury Report, Page 37.

"It is true of course that the foundation®s donor is

parted with legal title to the money, securities or property
donated and in that sense is no longer beneficial owner |
of the foundations, but there can be little doubt that the
typical family foundation exists solely to accomplish the:
donor's goals., Its funds come-indirectly from him and,
were it not for the foundation, they would come directly
from his pocket. 1In either case, the foundation's assets
are directly and totally within his control. If the founda-
tion owns securities, the donor-controller in effect can -
vote the securities, can cause them to be sold or pledged,
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or direct the disposition of. their income. Thus, to a
very great extent he has benefits substantially equivalent
to those of ownership.® U.C.L.A. Law Review, May, 1966,

Page 960.

"For all practical purposes, they are subject only to the
authority of their own directors or trustees, who are not
accountable to stockholders or to public regulatory
agencies. . . . After the death of Edsel Ford in 1943,
the Ford Foundation was used to save the Ford family from
losing control of-the Ford Motor Company. If not for the
foundation device, they would have had to sell stock to
the public long before they did in order to pay estate
taxes. The foundation permitted Henry Ford®’s heirs to run
the company for many years without the inconvenience of
answering to stockholders or the Securities and Exzchange
Commission." - - Patman Report, Page 73. (1962)

B-2 Provide through deductions or other arrangements for
rFeduction of corporation tax but keep money available.

"Mr. Ewing further testified that under the provisions of
such a trust indenture, it would be feasible for a-manu-
facturer in collusion with such a charitable trust, to
avoid tax and thereby accumulate millions of dollars to
gain a competitive advantage over orthodox manufacturers.
He further contended that under such trust indenture, it
would be possible for a manufacturer to create trusts
with a preconceived plan of having their foundations at
its beck and call with little of the trust capital ever
paid to the beneficiaries." - -- Senate Report #101, 8lst
Congress, lst session, Page 13, 1949.

"The Internal Revenue Code contains no provision to prevent
large funds from being built up by foundations from contri-
butions received by them. Since a corporation®s annual
contribution to its foundation is capital in the hands of
the foundation and only the income from these contribu-
tions need be distributed, the Internal Revenue Service
cannot prevent large funds from being built up by corpora-
tion-created foundations. And, since contributions are-
not subject to the provisions for distribution annually,
the prohibition against-unreasonable accumulations does not
apply." --Patman Report, P. 16. (1962)

"Foundations have loaned money to their creators, traded
stock and property with them, paid for insurance policies

on the life of the donor, financed benefit programs for a
contributor's employees, and engaged in many other activities
whosé relevance-to charity and social welfare seems remote."
--Patman Report, P, 71 (1962) C
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Provide "eood-will" assistance to keep workers happy,.

wAllegedly, the provisions of the Scholler trust also
inelude the right to use the foundation as a conduit

for employee benefits. VWhen a foundation-controlled
company is able to use tax-free funds for the benefit

of its employees, the inherent competitive advantages

to the company are obvious.” ---Patman Report, P. 15 (1962)

#OQther foundations have been used to pay benefits to
employees of a private company: The Harnischfeger
Foundation, Ine., of Milwaukee, has regularly contri-
buted sums from ﬁlOO to $10,000 to employee organizations
of the Harnischfeger Corp. From 1952 to 1958, the
Harnischfeger Employees Benefit Assoclation received -
$L0,500 from the foundation, The benefit association,
the foreman®s club, the engineers club, and the trap club
and all benefited from the foundation®s largess in 1959.
Mr, -Walter Harnischfeger, himself, received a loan of
$40,000 at L percent interest in 1955 from the foundation.”
~-~Patman Report, P. 80 (1962)

"The operations of the three Baird Foundations, of New
York City, indicate clearly that control of foundation
funds affords boundless opportunities for lavishing
favors-upon business acquaintances and friends."--Patman
Report, Page ITI, (1963)

"The corporate foundation is formed for convenience, or,
more likely, as an entity into which excess profits can

be funnelled for later use,. On the business side, it can
be used as a source of loans to the corporation or its
officers, or to other corporations with which closer-
dealings may be desired." --U,C.L.A. Law Review, May, 1966
Page 9L5.

Use it as source of 'friendly financing® from tax-free
accumulations.

In December, 1945, the Rhode Island Charities Trust-
(foundation controlled by Textron, Inc.)-purchased the
Manville Mill, consisting of real estate, machinery and
fixtures belonging to the Manville-Jenckes corporation,
which was a wholly owned Textron subsidiary, for
$1,200,000, In this manner, Textron was able to secure
a substantial amount of money from the trust to be used
as working capital against its various operations. The~
Manville Mill was then leased back to Textron so that its
use thereby could be continued without interruption.?”
Zi;;g?nate Report #101, 8lst Congress, lst Session, P.13,
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nPhe Sears Foundation is controlled by the Sears Company
. . .the relationship of the foundation to the company
should not be taken lightly. When Sears needed a loan
of 1.2 million dollars, it went to the Sears Foundation
_and obtained the money at 3% interest." . . . U.C.L.A.
Law Review, May, 1966 Page 9L7.

"It is to be noted that these trusts were particularly
helpful to Textron during the period of rapid expansion

in 1945 and 1946, It was during this period that Textron's
credit was strained to the limit, It was questionable
whether the company would have been able to complete this
expansion program, except by the use of these trust-funds:"
- - -Senate Report #101, 8lst Congress, 1lst Session, 1949,

. P. 16.

#1Such sale and. lease-back deals are the equivalent of
providing these companies with instant ¢apital with which
they can accelerate their growth in competion with inde-
pendent.- service -station operators, and small retailers:

- This enables these big oil .companies, General Electric,
and the Woolworth chain to expand without having to go
into the money market for capital.' ---Patman Report,
Page 14, (1962)

uIt is alleged that the Scholler Foundations® deed of
trust, as amended, permits the foundation to make loans

to the business corporations, which it controls, at such
rates of interest as the- trustees see fit., This permits
funds earmarked for charity to be used as venture capital.
The foundation's business corporations are thus givén a
great advantage over other private business corporations
by being able to make taxfree contributions to the founda-
tion and thus build up a large reserve -which they may

tap at will. How can private business-especially small
business-compete with such an arrangement." ----Patman
Report, Page 15. (1962) :

wAt least three of the four Mott Foundation wholly-owned
department stores, all competing with numerous small
retailers, have used the Foundation as a handy source of
cash. This of course adds up-to quite a competitive
advantage.” ----Patman Report, Page XII. (1963)

B-5 Foundation's name on public service activities can create

ood will for business (e.g.. Ford Foundation & Ford Motor
Compani.i

Bob Hope sold rights to publication of Béb's life story to
Bob & Dolores Hope Foundation. Publicity to private party
was an ancillary benefit not affecting exemption. (1961)
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Foundations can accumulate income and income so accumu-
lated not subieet te tax m; 8 us or internal

)
Improvements.

"Another advantage which foundation businesses have over
their taxable competitors is their freedom from the
demands of shareholders for current distributions of
earnings. A remarkable number of foundation-owned
enterprises proceed from year to year realizing substantigl
profits, but making negligible or no distributions to their
parent organizations." - Treasury Report, Page 33.

"This common willingness of foundations to defer inde-
finitely the realization of profits from their commercial
operations -- an attitude frequently not shared by the
shareholders of other businesses -- makes it possible for
the profits to be invested in modernization, expansion, and
other programs which improve the competitive posture of

the foundation-owned business." -- Treasury Report, Page 33.

Tax on accumulation of profits may not apply to foundation -
owned businesses., "The restrictions of existing law upon
accumulations of incoéme by businesses become operative-”
only where a corporation is "formed or availed of for the
purpose of avoiding the income tax with respect to its
shareholders"; where the shareholders of the business are
themselves tax exempt, the limitations may not apply.
Similarly, the statute which prohibits unreasonable accumu-
lations of income by foundations applies only to accumula-
tions within the foundation itself;-it does not prevent
retention of earnings in a separate, though controlled,
entity. As a consequence, many foundations have permitted
large amounts of income to accumulate in their business
subsidiaries.'" --Treasury Report, Page 3i. g

B-7 It is many times the case that a business may be itself
operated as an exempt organization.
For example, Educational Testing Service of Princeton
sells educational testing materials and enjoys tax exemp-
tion, yet the California Testing Bureau of-Monterey,

California sells the same type of material, yet must pay
taxes. Patman Report, Page 9 (1962)

It is well known that the Rand Corporation of Santa Monica
performed research work yet because of its relation to its'
purpose it is tax free. --~Patman Report, P. 13 (1962)

Business Week and Fortune report on American business-scene
and must pay tax on the operations. Nations Business; a
publication of the U,S, Chamber of Commerce performs the
same services in competition yet it is tax exempt. A

- 13 -
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similar situation obtains between the tax exempt Journal
of the American Medical Association which last year had
$10-1/2 million of advertising revenue and the tax pay-
ing Medical Economics and Medical World-News. Thus, in
large part due to its tax exempt status, the National
Geographic is able to offer lower advertising rates-than
its competitors-Holiday and Venture. Time Magazine,

October 7, 1966, p. 6k.

Advantages accrue to both the foundation and the donor:
. The foundation pays no Federal income tax.

2. The donor neither pays gift tax nor estate tax
on contributions to the-foundation.

3. For income tax purposes, an individual donor 1i$
granted a deduction up to 30 percent 6f his net
income; a corporate donor is allowed to deduct
up to 5 percent.

L. The donorf's contributions constitute capital to
the foundation - not income -- so they need not
be distributed. --Patman Report, Page 15-16,(196%)

.C. Miscellaneous Benefits of Exempt Operation °

Cc-1

Cc-2

Favorable_PostaEe Rate.,

Non-profit organizations often are eligible for reduction
in postage rates, Eligibility may depend upon the type of
organization, and the class and content of the material to
be mailed. Reductions are available in 3rd and second
class mailings. Specific details may be obtained from
your postmaster.

May be exempt from certain state taxes, e.g., sales and
realty taxes.

A foundation®s exemption from the state taxes depends on
the various state laws, but as a general rule will follow
the results of a Treasury Department determination of your
exemption from federal taxes.

It is often the case that an exempt organization will
voluntarily pay an amount in lieu of taxes to cover the
benefits it receives from police and fire protection.
This not-only seems a just arrangement to foundation -~
managers, but also may cause the local taxing authorities
to be more co-operative in recognizing a property tax
exenption.
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C-3 An exempt organization may be eligible to receive
surplus government property.

Both real and personal surplus government property may’
be obtained at preferential rates by certain exempt
organizations, Through a program administered by the
Department of Health, Education, and Welfare, surplus
federal property is allocated to state agencies for
surplus property which distribute it for health or
educational purposes. The Federal Property and
Administrative Services Act of 1949 governs the dona-
tion of surplus property to non-profit organizations,

C-l, A foundation need not pay social security tax, (i.e.,
the Federal Insurance Contributions Act.)

The fourth paragraph of the standard determination letter
issued by the Internal Revenue Service recognizing a claim
for tax exemption provides:

"You are not liable for the taxes imposed under
the Federal Insurance Contributions Act (social
security taxes) unless you file a waiver of
exemption certificate as provided in such act.
You are not liable for the tax imposed under
the Federal Unemployment Tax Act . . .7

C-5 An exempt organization can receive special fares on
overseas flights.

Generally speaking, these lower group fares may be
available to membership organizations whose members

have more in common than a mutual desire to travel
cheaply, Details on the terms of special rates

authorized by the Civil Aeronautics Board for overseas
flights as well as an advisory opinion as to a groupts
eligibility for special fares may be obtained from the
Bureau of Air Opinions, CAB, Washington 25, D.C. Arrange-
ments may also be handled through a travel agent.

Savings-on such arrangements may be substantial, For
example, round trip charter flights from New York to

London or Paris are available for less than one-half

the usual minimum for such a trip,

- 15 -
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C-6 Miscellaneous Benefits of Foundation

Your n-f-p exempt status has financing advantages,

(a) pFedergl financing under Small Business Act,
National Housing Act, the National Institutes
of Health, Hill-Burton Act and numerous others. -

(b) Financing through private sources is assisted
by the foundation's freedom from tax liens and
its inability to milk corporate assets through
excessive salaries or high dividends. There is
also the availability of not only your own un-
taxed surplusses but that of other foundations.

"Despite the fact that the IRS disapproves of the use of
borrowed funds for the purpose of financing purchases of
mortgages and other types of investments, the Noyes
Foundation has been constantly engaged in churning monéy
by borrowing at one rate and lending it at a higher rate.
From 1951 through 1962, the foundation borrowed over

$5 million for such purposes., (See page 6L for details
of such transactions.” ~~Patman Report, Page VII.

2nd Installment,

0n March 29, 1957, the Noyes Foundation borrowed from-

the Bankers Trust Co., $550,000 on a note due March 31,
1958, bearing interest at 4~1/2 percent annually, Payment
of the note was guaranteed by Mr. Charles F, Noyes. This
sum was borrowed fof the express purpose of making a loan
in the same amount to the Glickman Corporation, of New York
City, at 10 percent interest. The transaction enabled the
Foundation to receive interest of $55,000 per year at an
interest expense of only $24,750 annually. Hence, with no
cash outlay the Foundation received a net return of
830,250 per year. At these interest rates, it is not
surprising that the Glickman Corporation has been in

deep financial distress. The loan was paid off in full

by the Glickman-Corp. on February 1, 1960. (See pp. 61, 61)"
--Patman Report, PP, VII and VIII, 2nd,

Some Ford Foundation loans were made at what appear to be
preferential rates of intéerest., Why, for example, was the
Duke Power "Co., of Charlotte, N. C,, charged-only 2,65
percent interest on $3 million, 20 year lean, whilé other
borrowers paid 6-1/2 percent? Duke Power, incidentally, is
owned 57% by Duke Endowment, another tax-exempt foundation."
-~--Patman Report, Page 79., lst installment.
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Newspapsr Articles

U-1

12 Partl-MON,, FED.27,1967  Zog Sngeled Thmed 24

HIS OWN FOUNDATION..

Taxpayer Tempted to Become Exempted

WASHINGTON. — Ac-
‘eording to reports circu-
lating here, John T.. (for;
Tired): Taxpayer Is threats
‘ening to set’ up his own
private ‘tax-exempt- foun
-dation and operate it on’
.the theory that ~charity’
beging at home. - )
* If the reports were true,
ft would be enough to’
-panic Washington officlal-
dom, )
~ For If every faxpayer
“were to sot up his own pri:
.vate foundation and oper-
ate {t selfishly, there might
,be a significant drop-in el
 ther federal tax revenue or
-In the flow of money Into
_charity, or both. Certainly,
more money wouid go into
the pocket of ‘John T.
Taxpayer.
John Qulz;cd
in view of the fiscal and.
gocial implications, John
‘P, Taxpayer Wwas ques-
‘tloned about his plans by &
reporter in the following’
interview: :
Question—John, you're
not serious about setting
.up your own private tax
exempt foundation?
Answer—I sure am. At
ftst, it was just a joke.
When I read about the
CIA using foundations as
¢onduits: to send money
abroad, I told Mrs. Tax-
.payer that if there's any
more surplus CIA money
around, we might as’well
get our share. A private
“tax-exempt foundation
provides one of the few’
i ways still around of hav~
" fng your cake and eating
: it too. :

BY VINCENT J. BURKE
*Yimes StEd Wirlter -

. Contributes $2,000

For years I've been
contributing $2,000 a year
to my church and to
charities and I have noth-
ing to show for it but some
used~up tax deductions
and a feellng of having
);'erformcd my duty.

wenty ycars ago I should
have se¢t up my -own
foundatis and appointed
myself, :-., wife and child-
ren as ti...ces. Anybody
.can-de ‘+ You fill out
Internsi zevenue Service

, Form N. i023.

w2 that for the
-ars you had
given your $2,000 in con«
tributions to church and
charity to the John T.
Taxpayer Charity Fund,
and claimed tax deduc-
tions for it. What differ-
ence would it make?

A. Well, by now I would
have control of a fund of
_perhaps $60,000. As a trus-
tee, I would have bought
stocks and honds for the

. fund with the $40,000 I
~had contributed to the

fund and I would have
plowed back into. fund
{nvestments the tax-free
earnings of the fund.

How About Charity?

' Q How about charity?
Wasn't your fund set up to
make grants to religious
charitable and. educational
institutions?

A. Sure, but not right
away. In the first place the
Internal Revenue Service
isn't likely to know what
my,fund is doing. There's
no .penalty for failing to
file reports cvery Yycar.
Some foundations don't
bother to file reports. And
the revenue agents inspect’
very few reports. Besides -

the law ‘merely bars un~
reasonable accumulations
of capital in a private
:foundation. Who's to say
what's unreasonable? One
federal judge upheld a
foundation's right to go
for 10 years without mak-
ing any grants. I would go |
for 20 years. o
Q. What would you have
‘done, with the $60,000
fund? You ‘couldn't spend
,any ,of the .money on
.';/our;)elf.
& . $8,500 Profit
“7".A. Don't be so sure about
_that, Right now I would
ke .to sell my house, I
“pald ~ $20,000 for it. It
‘probably would bring $30,-
000 on today's market,
-After the brokerage fee,
I'd. net only $8,500 in
profit. But if the John T.
Taxpayer Charity Fund
held $60,000, I would sell
my house to my founda-
tion. I'm sure that the
house is worth $40,000 to
the foundation. So we'd
“have a $20,000 profit on
‘the house—no brokerage
fee and no tax on the
“Jyrofit because we'd invest:
il of the $40,000 ina
‘bii?'er‘house;, AR

y_. foundatlon - the n

would lease the old house
to me for $150 a month
and I would sublease It to
a thitd party for $250 a
month. After mahagement
expenscs, I'd be making a
modest sum every month
as a management fe2

Q. But John, is that

" legal?

A. The law says you

‘mustn't have dealings

with ‘your own foundation
that result In a substantial



diverslon of its funds into

your pocket, and that your
foundation mustn't pay
you more than adequate
prices for anything you
sell to it, but who's to say
what's substantial.or ade-
. quate.. The Treasury says
that many foundation’
operators have gotten:
away with much worse
than that.
Charity Grants
Q. What about some
grants to charity?
. A. Yep. At this point, the
fund would be earning
$1,200 a year in rent on
the house and we'd decide
* to grant that much to
church and charity every.
year, Iny addition, the fund
would be earning ~about
$1,000 a ycar on its Invest-
ment of-about $20,000 in
stocks and bonds. But
we'd - divert the $1,000 a
year into our own pockets.
Q. How could you do,
that? . -
A. The trustees (Mrs.
Taxpayer and the kids and
1) would vote to award a
salary of $1,000 a year to
Mrs. Taxpayer as a consule
tant fee, or salary, for.
reading the financial pa-
ges -to keep us posted on
,what securities we should
buy or sell. The law allows
-a reasonable allowance for

gervices rendered to- the.

foundation. .

- Q. It sounds pretty im-®
moral to me. When are
you going to set up the
John T. ‘Taxpayer Foun-
dation and start your
.wheeler-dealer operation?

A. I'm not sure I will,

Q. Why not? L.

A. I'm afrald my cone
science would bother me,
;l‘here'u another " reasoi,:

00. . B B
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.Congress,
Taxpayer

U-2

" Q. What's that? -

~A.. The Treasury has
asked Congress to bar
transactions between.
foundations and their do-
nors and to generally
tighten laws to climinate
what President Johnson

.says are foundation abu-
‘seg. 1f the Treasury's pro-

.posals are approved by
the John T.
‘Charity TFund
won't be able to wheel
and deal for my own
profit. I think I'll wait and
see what Congress'does.
And a final point I'd like
to make: Most foundations
are conscientiously run
and do a lot of good. It's
the minority that are
whealing. and dealing for
their own profit.. :



How Families Create
Or ganuatlons to Cut -
A[‘hen leb[llty for T a\

Group (nves 30-Hour Lourse
That Teaches Its Members
Way to Revamp, Finances

But Prober D:ouri;t:s' Legélit}}

By BYRON E. CALAME

Rlnp Rr,m, tev nf TP WALL Streer JogaNat
. Dr. M. R. Saxon, a general practitioner in
Aurora. L., took a job last year as the salaried
*medical admlmstrator" of a nonprofit founda-
tion engaged in research and development in
the ﬂelds of “health, education and welfare.”
Though his salary is less than the revenues
from his medical practice, Dr. Saxon concedes
that taking the job was no financial sacrifice.
Why not? Dr. Saxon has continued to treat
‘I the same patients with the same equipment in
the same office building as before. However.,
there's one big difference: Now, the nonprofit
foundation collects all his fees. in turn provid-
ing him with a house, a car, a retirement plan
and insurance-all tax free. Mrs. Saxon. her
husband's nurse, is employed as the founda-
tion’s “assistant medical administrator.” And
[the Saxons’ four children are attending college
on educational grants from the foundation.

The foundation contributes more money to
charitable causes than Dr. Saxon did person-
ally. But,  the doctor says, he winds up paying
“gubstantially’”’ less in mcome taxes than he
did before.

Easy as ABC .-

Where did a medical man pick:up such so-
phistication in the nation’s complex tax laws?
From a nonprofit membership trust called
Americans Building Censtitutionally, or ABC.
De. Saxon paid a $7,000 membership fee to join

]

(The tee was raised to $10,500 last May L)

An ABC trustee ‘says the organization i3
“Henry Fordizing''—or mass producing—legal
and tax expertise long available only to the
wealthy. In little more than a vear of exis-
tence, this trustee says. ABC has helped more
than 200 members in nearly all 30 states es-
tablish nonprofit foundations and related trusts
that lessen the income, property and estate
taxes the members pay.

ABC's purpose is to *‘awaken’ the averaze
creative person' to the benefits of “‘restructur-
ng" his business and estate on a not-for-profit
basis, says Pobert D. Hayes. a Barrington, Tl.,
sales training expert and one of ABC's trus.
tees. Wealthy familia3 recoznizad early in this
century, Mr. Hayes says. that the principle of
tax exemption for nonprofit endeavers *‘pro-
vides a means of ziving people 2 chance to
benefit mankind and have certain advai-
tages.” He adds: “[t it's legal, moral and ethi-
‘cal for them, it ought to be ethical for everyone
else.”

At a. time when Congress is eonsidering
tighter controls over lax-exempt [(oundations,
ABC is attracting the attention of some state
and Federal officials. Califernia and Illinois nf-
ficials and a Congressional subcommittee are
known to be poking inte ABC's affairs,

ABC shortly after it was formed early in 1966.°
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Foundation Twist -,

’

Unenswered Questions

taken legal steps to try to require two ABC
members, B. Douglas Fahy and Charles R.
Billings, both Long Beach insurance nien, to
answer 33 questibis about the trust’s opera-
tions. The members so far have declined. Dep-
uty attorney general Lawrence R. Tapper has
told a state court that he *“had reason to be-
Heve that information furnished by ABC to its
members regarding the creation and use of
charitable trusts and foundations was false and
misleading and thereby inclined to lead its

them to civil and criminal liability."”

Messrs. Fahy and Billings have denicd that
Mr. Tapper's statement is accurate. In a reply
flled in the court by an attorney for the twa
members, they deemed it “shocking that the
citizens of the state of California should be
summoned to sweeping and undefined inquisi-
tions such as is sought by the head of the
{state) departmenz of justice.” Mr. Hayes, the
ABC trustee, calls the organization's activities
“legal and sound.”” James R. Walsh Jr. of Chi-
cago, a law school graduate who plays a big
part in ABC though he has no title and isn’t one
of its three trustecs, says the California attor-
ney general is “whistling in the dark.”

Mr. Walsh emphatically denies any sugges-
tion that ABC's pian is a tax dodge. "“I'm going
to program that out of your mind,” he says to
an interviewer.

The consumer fraud section of the Illmon
dttorney general’s office is investigating ABC,
which has its main office in Barrington, Ill. A
spokesman for the attorney general's office
says the organization’s activities were brought
to its attention this year by the Ilinois Bar As.
sociation, which had investigated the group.
“We still are not sure what the plan consnst:
of,” says the spokesman,

Wright Patman, Too -

A House of Representatives small business
subcommittee, which has been studying pri-

about to consider ABC's operations. “T am
deeply concerned about it,” says Rep. Wright
Patman of Texas, who is chairman of the sub.
committee. H. A. Olsher, the subcommittee’s’
director of foundation studles, has gone to Ilii.
nois to learn about ABC first hand.

A spokesman for the Internal Revenue Ser‘
vice says the IRS is “‘apprehensive” about
ABC. But the IRS has taken no position toward
it. “*We expect an investigation of the whole or-
ganization by the IRS,” says ABC's Mr, Hayes.

ARBC’s growing membership list is kept con-
fidential, but it is known to include newly es.
tablished foundations of some prominent
protessional men and women. It includes one
foundation of some national repufe, the Phi-
lippa Schuyler Memorial Foundation, on whose
advisory board sits Henry Cabot Lodge. Offi-
cials of ABC have approached the National
Farmers Organization (NFO) about the possi-
bility of helping farmers establish tax-exempt
toundations for themsclves. One orzanization
has been set up in Iilinois to help foster such
foundations. The NFO, however, has declined
to connect itself with the ABC program.

ABC recruits members by word of mouth.

In California, the state a(lomey gcncral ha1

members into activities which would subject.

vate tax.exempt f{oundations since 1962, is!

u-3
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Foundation Twist: How Families
‘Use Non profit Groups to Cut Taxes

%
. . Continited From Firat Paye
Prospects get invited to an introductory meet-
ing. An ABC representative spends lhree to
four hours explaining the plan, It the prospect
decides to join ABC, he makes an Initial pay-

. ment of $1,050. This pays for 30 hours of in-
struction in how to use the complex legal web

* of foundations and trusts that ABC can create
for him. But he is supposed to promise never to
divuige any of the “‘methods, procedures or
techniques™ used, or the identity of any other
member. X

X After instruction, the new member has the
option of paying $4.200 more to have a non-

profit foundation created fov his benefit, or
paying $3,5¢0 more for the entire AEC Lrpack-,
age” that would take over his business and as-
+ gets. The package normally would include sev-.
. eral related foundations and trusts. ot
{ : A recent prospect for membership in ABC
describes what took place at his introductory’
tneeting. He tirst was introduced by an ABC
member who told him the ABC plan was *‘not &
program to evade ar avoid taxation, but rather
& philosophy, a veritable way of lite. by which
one through serving himselt and his family
would uitimately render a greater than normal

. ‘benetit to mankind." o
: Then the prospect was given a paper of quo-
tations about citizenship, including an excerpt
from a decision by the late Federal Judge
Learned Hand on taxation: ‘Anyone may ar-
range his affairs that his taxes shall be as low
as possible; he is not bound to chosse that pat-
tarn which best pays the Treasury; there is not
gven a patriotic duty to increase one’s taxes.”
The prospect says the ABC package plan
was explained something like this—First,
you establish a trust for a “recognizec beneti-
cial purpase’ under your state’s Jaw. Yot give

. your home and car and possibly a money en- |’

dowment to the trust; these assets are no Jon-
ger subject to state or local real or perscnal
property taxes. R

-~ Thé trust establizshes a nonprofit corpora-

- tlon, or foundation. You sign a contract with
the non-protit corporation that permits it to sell
your servires as a doctor, lawyer. engineer or
whatever. Your patients, clients or employers
pay the nonprofit coarporation 'foc your ser-
vices; the income to the corporation isn't tax-
able income. .

The nonprofit corporation pays you a small
salary and reimburses you for most of your liv-
ing expenses (“‘just about everything except
your booze and cigarets,” says one man famil.
far with the setup). The rest of its income is

" transferred tn a2 second nonprofit organization.
The transaction by which it is trans{erred sup-
posedly changes the income into capital, which
is tnvested.

The capital accumulated hy the second non-

protit organization prezumably could be used
from time to time for your benetit or ysur fam-
fly's—aa in Dr, Saxon's case, [nr example, in
the form ot educational granis to chiidren in
eollege,
‘ Joining ARC bringzs other benefils. T( ‘one
memher can convince another individual to
Join, his foundation reccives a $2,000 “endow-

" ment’ out of the fees paid by the new member.
The tivst member's foundatinn also gets $1,000
of the fees paid by any members attracted by

" the tecond member, and $500 of the fees paid

bv the next “gencration™ of members, .

’

- mre handled by lawyvers in his state who are

_ber of ity members are medical men—chiro-

/

‘of ABC says, I thought this (endowrment plan)

“for ABC. (33500 is reserved for “endow-

This arrangenient, says ABC’s Mr. Walsh,
is much like the “referral” system' in many
professions. *“The incentive (to bring in new
members) had to be strong.” he says.

- An Eastern jawyer critical of ABC says, on
the other hand, “IU's the chain letter idea on a
big xcale.” An Tllinais doctor who is a member

was not very professional.”
Legal services in setting up a aew mem-
ber’s foundation or foundations, and his trusts

recommended by Rarrington Institute, a non-
protfit organization that is itsell a member ol
ABC. Mr. Walsh says the legal instruments
that these lawyers tailor to each membher's in-
dividual situation are an “"amalgam® of knowl.
edze that he—and an assnciate he declines to
name—pieced together nver 40 years. Some of
the 1égal expertise, he says, came indirectly
from lawyers involved in some well-known
foundations and trusts.

Mr. Walsh tigures it would take the average
lawyer a year to duplicate the ABC package,
and it would cost between $25,000 and $30,000 in
legal tees.

One ABC member says a significant num-

practors, dentists. general practitioners. and
osteopaths, He says that members are able to

turn over their assets to the ABC-created trust.

yet still control them.

ABC membhers, hnwever, say thal salaried
individuals alsn could utilize the ABC concept
by assigning future earnings to their founda-

tion and having it “vend” their services toy

their employer. The key is to relate the tounda-
tion's tax-exempt purpose to the business or
protession of the member. For example, an in-
surance man who is a member nf ABC controls
a foundation created for “research and devel-
opment In the utilization and insuring of human
life values, both material and non-material.
. . . This, he says, describes his insurance
sales work for a California insurance agency.

Mr. Walsh says nonprofit *civic organiza-
tions™ are to be set up in every county in Titi-
nois. These civic organizations would recruit
members, many of them farmers who would
set up foundations for research and develop-
ment in fond nutrition and related areas such
as caltle-feeding and soil impr 3

Ot the $10.300 membership tee paid tn ABC.
Mr. Walsh says, $3,300 zoes in the form ol an
endowment to Barringten Institute and 33.500

ments™) Mr. Walsh says that Mr. Hayes and
the two other trustees—Richard J. Stephenson
and J. Alton Lauren, both of Chicazo--use the
$3.500 paid to ABC to achieve the **highest and
best good™” [nr ABC's members. Nane of the
trustess receives any maneyv from ABC. says
Mr. Walsh, However, Mr. Walsh says his own
foundation, a member at ABC, receives money
trom ARC for certain services that his founda-
tion provides. He declines to say how much
money.

Mr, Hayes' foundation is called Sales Analy-
sis Tnstitute Foundation ot [tinois Inc. Its em-
ployes teach the 30-hour course for new ABC
members arnund the country. The (oundation
offices are in the same building in Barrnizton
as ABC. The institute is much otder than ABC.
and miieh of its buziness consists of providing

training services for large companies such as
General Motors Corp.
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 Mr. Hayes says the Sales Analysis Institute
I'jundation pays no income taxes and never
has applied for a ruling from the Internal
Revenue Service on its tax-exempt status,
Many tax lawyers believe that a regular corpo-
rate tax return has to be tiled, and income

: taxes paid, unless an organization submits anj |,

. application for 2 ruling. -
. That doesn’t bother Me. Walsh. ""One group

is interpreting the law cne way, and one group

. ]is interpreting the law another way,” he sayvs.
JHe and Mr. Hayes both say they think the
question will wind up in a court sonte day, Mr.

Hayes says an IRS representative has *'vis-

ited” his foundation. R

i A disagreement over “the treatment of cer-

itain tax items” has caused a falling.out be-

! tween Mr. Hayes’ institute and the big account.’

‘ing tirm of Ernst & Ermnst, according to an

Ernst & Ernst spokesman in Chicago. The firm
+ dropped Mr. Hayes’ outfit as a client six to
nine months ago.

Mr. Hayes is not the only ABC member who
has not applied for a tax exemptinn ruling
from the IRS. The Saxon foundatinn hasn’t
filed either. “I don’t have any intention to
file,”” says Dr. Saxonr, who says he is taklng
that position on ABC's advice.

. Mr. Walsh says part of the $3,500 which goes
to ABC from a membership tee is set aside in a
legal delense fund. Money from the fund gnes
to protect ABC members {rom legal attack by
the IRS or any other governmental agency. he
=ays. ABC is paying the legal expenses of Mr.
Fahy and Mr, Billings, the two Long Feach,
. Calif., members who have been subpnenaed by
. the California auorney general in his mvemga-
'don.
_' Mr. Walsh says a summation of the infor-
. mation given new members in the 30-hour ABC
jtraining - course will be made available
; “*shortly” to all state attorneys general.

In its only formal public anncuncement to
-date, ABC said last month that more than 50
M member organizations had made grants total-

ing about $30,000 fnr various research and de-
velopment projects in Vietnam. The grants
were rll made to the Dhilippa Schuyler Meme-
rial Faundation, which will supervise the use of
the grants through a program called *Winning
the Peace.” :

Though he has a law degree, Mr. Walzh iz
not a practicing lawyer. Neither is Mr, Ste-:
phenson, 2 trustee of ABC. though he alzn has®
’a law schoot degree. Mr. Lauren, also an ABC
trustee, is a real estate man.

A person close to the operations of ABC
jsays Mr. Walsh originated the ABC concept !
and went looking for the “best training outfit m|
- the country" to sell it. Thus he met Mr. Hayes |
iand learned about his sales tralning institute.!
Mr. Walsh says his own Walsh Foundation was;
*formed in the District of Columbia in 19¢7. He
- hasn’t paid any Federal income taxes since, he:
*says. He says his father, now dead, was active !
Yin the cstablishment of pension funds, and’
Idealt with snme aof the New York law ficms-
that handled the establish t of nonprofit,
- toundations. B .

Vv The Sales Anralyziz Tnztitule of Mr, HawN:
Twas operated as a profit-making cﬂtpnratmn
until it became part of the Sales Analysis [nsti.)
Jtute Foundation last year. "Boh Haves iz a’
s very shrewd :entlvman." sayz an old acquain.
1tance, hut he has never lied once in his tite.™"

', Mr. Hayes says he had many douhts abaut {
fthe ARC plan whea Mr. Walsh (irst explamned it
to him, but he says he is wholly convinced now |
Tthat it is perfectly legal. ,

. —
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IRS Is Starting Inquiry Into F oundations

Set Up by Individuals to Pare F ederal Tax

By RICHARD F, JANSSEN
. Staf Reporter of THE WALL STREET JOURNAL

WASHINGTON .— The Internal Revenue
Service is starting an intensive investigation of
& plan promoted by a Barrington, IiL., group
for individuals to minimize Federal income
taxes by sctting up foundations to manage
their business affairs, 2 high IRS official said.

As detailed in ‘yesterday’s Wall Street Jour-
nal, the Illinois group, called Americans Build.
ing Constitutionally, or ABEC, advises individu.
alg on how to channel-most ol their income
through such foundations. .

Particularly in light of the new attention fo-
cused on the operation, the IRS official said,
“we will attack ... we sure as hell aren’t
going to let these things go unchallenged.” -

For one thing, the official said, IRS agents
will seck the membership list of ABC, which
claims more than 800 members in nearly alt 50
states. The agents then will study the situations
of the Individual riembers to see if tax-exempt
ow rulings they’ve received should be kept In
force or revoked In a civil proceeding. If any
false statements are found in exemption . appli-
catlons, crigninal action could result, officials
sald.

Robert D. Hayes, ABC trustee, noted in

PR

Barrington that the organization had expected
the IRS Investigation to conte “Sooner or
Jater.” He said IRS officials had contacted

ABC “about three days ago.”” The IRS has indi-
cated it will submit 2 list of questions it would
like to have answered about ABC's activities,
the trustee said.

“We haven't done anything illegal,”” Mr.
Haycs declared. “*And we're going right ahead
with what we're doing,” he said.

J(r. Hayes said ABC, officials had told the
IRS that its membership list was regarded as
“confidential” and that ABC ‘‘wouldn’t di-
vulge' any names.

Some of the individuals, according to the ac-
count, haven't ever sought IRS rulings con-
ferring tax-free status on their foundations.
“Without a ruling, they're completely wul-
nerable,” the official maintained.

The organization’s commnients indicate,
though, that it disputes the idea that such rul-
ings are necessary, and officials suspect ABC
or its members might well tight any IRS chal-
lenges in court. .

The IRS, however, maintains that Federal
law authorizes the service’s ruling on tax ex-
emptions. I suspect we're going to have 2
good tight on our hands, but we won't lose it
for lack of trying,” an officlal said.

When advance rulings are requested, the
IRS usually issues them on the strength of the
organizers® own statements on the purposes of
the foundation without taking time to thor-
oughly check them out. Such requests, rum-
bering more than 14,000 annually, usually ap-
pear to be very “innocent,” an official said,
but he noted that whether a group is permitted
to retain its exemptlon depends on its ‘“‘actual
operation” rather than just its stated purposes.

- The matter of determining when tax-ree
status 1s justitied by an organization’s activi-
tles Isn't 2 simple one, analysts conceded, and
they aren't ruling out the possibility that they
may have to seek a tougher law from Con-
gress.

. As an example of the foundations’ workings.
the Wall Street Journal story described one set
up by a Midwest doctor who said his foundation
collects all his fees and in return provides hint.
tax.tree, with a2 house, 2 car, a retirement plan
and insurance, and is providing grants with
which his four children are attending college.

Revenuemen believe the providing of tax-
free housing leaves a foundation open to ques-
tion. Genevally, the only situation in which

 houtsing can be provided without giving rise to

a tax liability, they say. is when the nature of
the job requires the person to tive on his duty
post. A doctor ordered to live in a2 hospital
wouldn’t be taxed on the value of his quarters.
tor example, onc says, “'but if he starts tiving
down the street, he's open to challenge.”

Another red flag to revenuers is when a
foundation gives some of its money to mem-
bers of the family that created it. They alse
are particutarly skeptical when a fundation
“pays’ benefits that recipiznts in the family
consider to he tax-lrce.

U-~6
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CAVEAT: i#ost of the material offered by the Russell
Sage Foundation in their philanthroplc library does
not apply to present-day methods, nor to the type of
foundations you will create. If, however, you wish
to do scholarly research in the fileld, the R.S.F.
material is of the highest caliber.

A more complete 1ist of Government Publications
available from the U, S. Govermment Printing Office
is available on request. In addition, selected
reading lists concerning any special topic will De
compiled upon a request relating the nature of the
problem encountered by associate counsel,

Excellent Basic Review material may be found in
Prentice-Hall, American Jurisprudence Second, and
the Treasury Pamphlet on How to Apply for Exemption.
We must remind you, however, that this materilal

15 basic and sometimes misleading. The scope of
permissable foundation activity and "aw" far
exceeds the scope of this review material.

L

3
*
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American Jurisprudence.Summary

34 Am Jur 24

?

q 7900—Excmpt Orgaliim(ioxis

34 Am Jur 2d _

- 7900, Exempt Organizations and 'faxablc Acti('v‘i(ics.,

The Code exempts from income tax many types of organizations includ- |
ing religious, charitable, and educational organizations. Exemption depends

_on the facts of each case and is generally determined on application and

may be revoked. The conditions for exemption vary. Some organizations
are exempt only if they don't engage in certain prohibited transactions or
don't unrensonably accumulate Income, In addition, the unrelated business
income of some otherwise exempt organizations is taxable. And business
organizations all of whose profits are paid to exempt organizations are geti- '

erally fully taxable.

g 7901. Scopc of tax excmption, So-called
tax-exempt organizations consist of a long
Iist of organizations specificd in the Code
. traditionally regarded as not organized for
private profit, In general, these organizations
are exempt from income tax.!

But some of them are oxcmpt only if they
refrain from engaging in certain prohibited
transactions and from unreasonably’ accumu-
lating income, and others are exempt if they
just refrain from prohibited transactions.?

Also, some exempt organizations are never-
theless taxed on their unrelated busiriess in-

.« . Scientific :

+ + . Testing for public safety -

.. . Prevention of cruelty to children or
animals? . .

But neither the prohibited iransaction
nor the rule against improper 1
use, or investment of income applies to the
foliowing: )

. . » Religious organizations other than trusts
% .. Educational organizations with regulae
faculty, curriculum, and enrolled student body

rule

tome?
Exemption_is denied to cdmmunist-con-
trolled organizations. .

 observation: The fact that an organiza-
tion is exempt from income tax doesn’t relieve
it from the obligation to withhold income
tax from its employee's wages.

1. Code Sec, 501(s).

2. Code Secs, 303 and 304,
3, Code Sec., 511(2)(2).
4. Regs. §1.501(¢e)-1.

q 7902. Orgenizations exempt if they
don’t engage in prohibitcd transactions and
don’t accumulate income. The religious, charit-
able, and educational organization group is
perhaps the most important category of ex-
empt organizations, With certain exceptions,
suc.. or%anizations are exempt only if they
refrain from engaging in prohibited trans-
actions and also refrain from improper ac-
cumulation, use or investment of income,
*These restrictions apply to corporations, com-

munity chests, funds, or foundations, organized
and operated for eny of the fo}lowing pur

poses:
« « « Religious

« « s Charitable

« ' » Educational
eooLiterary ... _.

640 °

in at a regular place.

. . » Organizations normallﬁ receiving, from

the U.S. or the gencral public, a substantial

portion of their support (other than income
* from their exempt activities). S

. . . Organizations operated, supervised, cone
trolled, or principally supported by an exempt
religious organization that isn't a trust.

. . . Organizations the principal purpose of
which is to provide medical or hospital care,
medical education, or medical or agricultural
research? This doesn’t include an organiza-
tion engaged primarily in making contributions
to tax-exempt hospitals but not itself providing
medical or hospital care?

1. Code Scc. 501(e)(3).

2. Code Secy, SMsh) and 504(a).

3. Rev. Rul._ $4.137, CB 1954-], 289; Samuel
Priedland Foundation v, U.S., 144 F. Supp, T4,

@ 7903, Other organizations exempt if
they don't engage in prohibited transactions,
Two catcgories of employee trusts are exempt
only if they don't engage in prohibited trans-
actions, namely:t .

. . . Employees’ supplemental unemploymcnt.
benefit trusts.?

. . . Qualified employee pension, profit shar-
ing, or stock bonus trusts.® :

is rule is subject to certain exceptions of
limilec‘l application with respect to employes
trusts.

Reproduced by épecﬁi per{niésion

of the copyright owners,
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Excmpt Organizations— § 7905

. i3
The rule against improper accumulation, use,
or investment of income docsn’t apply to either
of these two types of employce trusts.

1. Code Scc. 503(a)(1)(B) and (C).
. 2. Code See, 501(c) (i7),

3, Code Scc, 401(a).

4. Code Sec. 503(b).

8. Code Sec. 504,

7904, Other exempt organizations. The
additional organizations listed below, which
are excmpt from income tax, aren’t subject to
the rules against engaging in prohibited trans-
getions or improper accumulation, us¢ or ine
vestment of income. These organizations are
generally of such a character” that it isn’t
ordinarily possible for them to engage in those

ractices. This group of exempt organizations
includes: .
. . . Religious organizitions other than trusts.!

. . . Religious or apostolic associations or cor-’

porations that have a common or community
treasury and are engaged in business for the
common bencfit of the members but only if
the members include in their gross incomes
their pro rata sharc of the taxable income.
The in-.ci2c must bé reported by the members
o pot it is distributed, and it is
'+ = dividend received.?
: - rional organizations with regular
- iculum, and enrolled student body
in atten at a regular placed .
.+« Orgarizations normally receiving from
the U.S. or the gencral public, a substantial
?orﬁon of their support {other than income
rom their cxcmpt activitics) £

. » . Organizations opcrated, supervised, con-
, trolled, or principally supported by an exempt

religious organization that isn’t a trust.®

. » + Organizations the principal purpose of

which is to provide medical or hospital care,

medical cducation, or medical or agricultural

rescarch.S

. . . U.S. corporate instrumentalities organized

under Act of Congress granting income tax

exemption.” :

. . » Corporations merely holding title to prop-

erty and collecting and turning over income,

_ less expenses, to an exempt organization.?

~"+.. . Nonprofit civic organizations operated

exclusively for social welfare.?

+ « o Labor, agricultural, or horticultural or-

ganizalions,10

« + « Chambers of commerce, business leagues,

real estate boards, or boards of tradc not os-

ganized for profit or private benefit.}t

.+ . Social and athletic clubs not organized

{!oxi dproﬁt or for the benefit of private share-

. 0] N

faculty,

ers.1d

Reproduced by special permission

2

e frglcrnal bencficiary socicties, orders, or
associations operating under the lodge system

" and praviding for benefit payments to members

and their dependents.t3
« . . Local employces’ associations whose nct
earnings are uscd solely for charitable, cduca-
tional, or recreational purposes.i
+ . . Voluntary employees’ bencficiary associ-
ations providing for bencfit payments to mem-
bers and their dependents provided 85% or
more of the income is collected from members
and the employer:.16

... Voluntary employces’ bencficiary associa-
tions limited to U. 8. government officers and
employecs.!®
. . . Local teachers’ retivement fund associa-
tions.1?
. . . Local bencvolent life insurance associa-
tions, mutual ditch or irrigation companics,
mutual or cooperative telephone companies or
like organizations but only if 85% or more
of the income is collected from members.1®
. . . Nonprofit cemctery companies and burial
corporations.!?
. . . Credit unions and certain nonprofit cor-
porations organized before Scpt. 1, *57 to
provide reserve funds and insurance of shares
or deposits in building and loan associations,
cooperative banks, and mutual savings banks.2°
. . . Mutual insurance companics other than
life or marine whose premium and investment
income  (other than  capital gains) doesn't
excced $150,000.2! .
... Farmers cooperatives meeting certain
qualifications.22 These organizations are only,
technically exempt.?* For circumstances in
which they are taxed, see § 7627 et seq.

1. Code Sec. 503(B)(1).
2. Code Scc. 501(d).

3. Code Scc. $03(b)(2).
4, Code Sce. 503(b)(3).

. Code Sec. S03(b)( .
. Code {
. Code

BRI s e
Q
2
&
g
3

ec. $21.

¢ 7905. Excmpt organizations taxable on

" unrealized business income. Some, but not all,

exempt organizations are neverihcless taxable
on their unrelated business income. The fol.
lowing exempt organizations are 50 taxable:!

641

of the copyright owners.
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34 Am Jur2d

P
+ . . Corporations merely holding title to
property and collecting and turning over in-
come, léss expenscs, to an exempt organiza-
tion but only if the income is payable to an
organization taxable on its unrelated business
income or to a church or a convention or
association of churches.?

« « . Corporations, community chests, funds,
or foundations and trusts organized and
operated for religious, charitable, educational
(including state colleges and universities),
literary, scientific, testing for public safety, or
prevention of cruelty to children or animals
other than a church or a convention or asso-
ciation of churches.?

The tax on unrelated business income
applies only to certain religious organizations.
It doesn’t apply to churches and conventions
or associations of churches, or to religious
organizations  (including religious orders)
carrying out the functions of a church by en-
gaging in the ministration of sacerdotal func-
_tions and conduct of religious worship. The
exemption extends to activities conducted
through a scparate wholly owned corporation
other than one operated for the primary pur-
pose of carrying on a trade -or business for
profit. :

Only other religious organizations that
don’t satisfy the above requisites are taxable
on unrelated business income. It doesn’t mat-
ter that they are operated under church aus-

lces® A religious order engaged primarily

teaching rather than the ministration of
sacerdotal functions was held to be taxable
on income from operation of a wingry.®

« » » Labor, agricultural, or horticultural or-
~ ganizations.”

« . » Chambers of cor ce, b g

real estate boards, or boards of trade.?

. . . Employees’ supplemental unemployment
benefit trusts.?

. « « Qualified employee pension, profit shar-
ing, or stock bonus trusts.}

. .. PreSept. 1, '57 corporations or asso-
ciations operated to provide reserve funds or
both reserve funds and deposit insurance for
building and loan associations and other coop-
crative or mutual banking institutions.t?

: 1

"Code Sec. S11.

Code Sec, 511(a)(2).

Code Scc. S11(a)(2) and (b&.

Code Sec, 511(3)(2)(A); Regs. §1.511:2(s)
gt § 1.511:2(a) (3) (1), .
“La’sule an(x.il)u(le)s.

5. 195 P, Supp, 851,
Code Secs $11(a) (2 195 F.Supp.
Code Sec. SHZai 2

&

PIFH pupe

2}’ snd
2) and
2)(A).

9, Code Sec, 11
. Codo Seo. 511
Codo Sec. 511

.:.:5

8

Reproduced by special permission

@ 7906. Fcedcr organizations arcn’t excmpt
An ‘organization isn't cxcmpt mercly because
allcof its profits arc payable to exempt organi-
zations. If such an organization is operated
for the primary purpose of carrying on a, trade
or business for lproﬁt, it is fully laxable It
is taxable on all its income including passive
investment income. Since ft isn’t an exempt
organization, its taxability isn’t limited to its
“unrclated busincss income.”?

The regs provide that an organization

.owned by several unrelated exempt organiza-

tions and operated for the purpose of furnish-
ing essential services to each of them isn't
exempt and that cxempt organizations aren't
related mercly becausc they engage in the
same type of excmpt activities.3 But the Court

" of Claims allowed the exemption to an organi-

zation owned by a group of unrelated hospitals
for which it bought hospital supplies under
jobbing arrangements with suppliers. This
case was decided before the regs expressly
provided that organizations aren’t related
rperfly because they engage in the same activi-
ties.

The Treasury allows the exemption only if
the organization is controlled by and furnishes
its services solely to:

... A single tax exempt organization.

.+ . A parent organization and one or mors
of its subsidiaries all of which are exempt.

.« . Exempt subsidiary organizations having
a common parent.®

An organization that doesn't. engage in a
trade or business but merely holds title to
property and turns over its income to an
exempt organization isn’t a feeder organiza-
tion and is exempt, but it may be taxable on
unrelated business income.8

1. Code Scc. 502; Regs. § 1.502-1(s).

2. Sico Foundations v, .SS.. 295 P. (2d) 924,

reh. den. 297 F. (2d) 557
3. Regs. § 1.502-1(b). B
4, Hospital Bureau of Standards and Supplies,
nc, v. U.S., upp. 560.
. Regs. g 1.502-1 (b;.
6. Code Secs. 501(c)(2) and 511(a)(2)(A).

7907. What is a fecder organization
trade or busincss. For the purpose of the
feeder organization rule, the following have
been held not to be trades or businesses:

... Rental of real property, including per-

sonal property leased with the real property.}

. . . Investments in oil and gas production
payments.?

. o+ Casual sales of real estate acquired by
gift or for charitable purposes.?

But an organization was held -to be engaged
in business where it sold at wholesale and re-
tail used clothing and household objects which
were contributed to it by the public. It do-
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nated to an exempt charity its profits over and
above -amounts paid on the purchase price of
its stores.*

Sec. 502; Regs, § 1.502-1(a)

1. Code .

2. Bright Star_Foundation, Inc, v. Campbell, 191
F. Supp. B84S; Southwcst Endowment Corp.
v. US., D.C. Tex., 5/28/58.

3. Marian Foundation, T.C. Memo. 1960-18.

4. Veteran's Foundation, 38 T.C. 66, afl'd (CA-
102 $/14/63; Veteran’s_ Foundation v. U.S.,
178 F. Supp. 234, afl’d 281 F. (2d) 912.

—_—

@ 7908. ‘Investment activities may affect
exemption. The investment of its principal and
income by an otherwise excmpt charitable or-
ganization in_stocks, bonds, mortgages and
other personal property or in rcal property

dividend in kind paid on corporate stock
docsn’t affect its cxemption.?
But the excmption may be lost,if:

. . . Irivestment activitics constitute a trade or
business. The Ninth Circuit so held where a
foundation with a vague charitable design
traded in highly speculative sccuritics which
activitics were conducted on its behalf by the
grantor in the same manner as they had been
conducted for his personal benefit before creat-
ing the foundation3

. . . Investments of income are made in such
a manner as to jeopardize the charitable pur-
posc of the organizationd This rule is fully
d at 7995

- won't ordinarily deprive the organization of its
exemption. It is generally recognized that a
charitable organization must invest its funds.
This is only an incidental activity to its chari-
table purpose.! And even a temporary invest-
ment in merchandise (whiskey) acquired as a

_—
.- Samucl_Friedland Foundation v. US, 144 F.
Supp. 74,

Ahr%l.ev‘in Foundation, 24 T.C. 15,
Riddell, 244 F. (2d)

3 g!oajndall Foundation v.
. Code Sce. 504() (3).

P I

. g 7910. licﬁgious, Charitable, Educational, and Similar Exemj! Organizations.
The largest category of exempt organizations consiz' of those with

“religious, charitable, educat’. .al, literary, scientific, ci:"
cruelty prevention, and testing for public safety purposcs.

and animal
e exemption

applies only if the organization is both organized and ope:-icd exclusively
‘for one of these exempt purposes and doesn't engage in subsiantial propa-

" - ganda. .

One group of religious organizaiions, namely
religious and apostolic associations may be
exempt even though not operated exclusively
for rcligious purposes.

q 7911. Requisites for ex¢mption. Cor-
porations, community chests, funds or foun-
dations and other organizations are exempt ift
.« they support religious, charitable, sci-
9ntnﬁc, literary or educational activities, test-
ing for public safety or the prevention of
cruelty to children or animals.

... they are organized exclusively for these
purposes. .
. . they operate exclusively for these pur-
poses so that none of the net earnings bencfits
private shareholders of individuals.

.« » they do not in substantial ways attempt
to influence legislation and do not intervene
in political campaigns in support of a candi-
date.2

1. Code Sec. 501 )
2. Code Seg SOI((cc))((J))

: Regs. §.1.501() ()1,

@ 7912, Organized exctisively for the ex-
empt purposcs. To be ex.u:pt as a religious,
charitable, educational organization or the like,

the document which sets up the organization,

"Reproduced by special permission

whether it be a trust instrument, corporate
charter, articles of association or any other
written document must meet certain Treasury
standards. The regs say that the documents.
must be drawn so that they:

- limit the organization’s purposes to one or
more of the exempt purposes and

+ do not expressly empower the organization
to engage, otherwise than as an insubstantial
part of its activities, in activities which are not
in themselves in furtherance of one or more
excmpt purposes.
. The instrument can express the limitation to
excmpt purposes by reference to the Code.
For example a charitable corporation’s charter
may say that it is formed “for literary and
scicntific purposes within the meaning of Sce.
501 (c) (3) oF the '54 Code.” Or the instru-
ment may specify a particular activity such
as the operation of an adult education center
and provide the details of the method of
operation. Or the instrument may simply
state that the organization is being formed
“for charitable purposcs” and that will or-
dinarily be sufficient.!

The organizing instrument cannot give the
organization the power to carry on in a sub-
stantial way activities which are not in further-

643
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ance of its cxempt purposes. Sq, if its charter
gives the charitable organization the power
to engage in a manufacturing business or to
operate a social club, the organization would
generally not qualify for exemption. This
would be so, even though the charter stated
that its purposcs were exempt2 However,
an organization may be exempt even though
a trade or busincss is a substantial part of its
operation, provided it is not organized and
operated primarily to carry on an unrelated
trade or busincss and the.trade.or business
furthers its exempt purposes. There are no

hard and fast rules for dctcrmining whether .
c

the trade or business is related to the exempt
purposes. Among the factors to be considered
are the size and extent of the trade or busi-
ness and the extent to which its activitics
further the exempt purposcs® The Treasury
has said that renting a commercial building
which the organization maintains to finance
its charitable activities is sufficiently related to
the exempt purposes.t For further discussion
* of when a trade or business is unrelated, see
4 8002 et seq.

Another aspect of the organizational test is
the disposition of the exempt organization’s
assets on its dissolution. To quafify for ex-
emption, the charter cannot provide for a
transfer to anyone except another exempt
organization, or the federal, state, or local
ﬁovernment for a public purpose. It is not,

owever, necessary to provide for a disposie
tlon of the assets on dissolution if local law
would require their permanent dedication to
an exempt organization.®

The Treasury set up its organizational re-
* quirements in '59. OQrganizations which were
granted exemption before July 27, ’59, will
not have their exemptions revoked solely on
the basis that their charters do not meet the
organizational requirements., However, organis
zations applying for exemptions after that date

must meet these tests.®
1. Regs. §1.301(c) (3)-1(b).
2 Regs l,SOl(c)(J)-léb;.
3. Regs. § 1.301(e) (3)-1(¢).
Rev. Rul. 64-182, CB 1964-1, 186,
5. Regs, § 1.501(c) (3)-1(b)(4).
Regs. § 1.301(c) (3)-1(b) (63,

q 7913. Operatcd cxclusively for the ex-
empt purposes. In addition (0 becing organe
ized for an exempt purpose, a religious, chari-
table; educational, etc., organization must op-
erate as an exempt organization, The regs say
this means:

.+« it engages primarily in activities which

accomplish one or more exempt purposes.

. ¢, it does not function as an action organe
ization. -

: -+ MO part of its net earnings inure to the
_benefit of private shareholders or individuals.

644

"made a

An-organization that makes grants to indiv-
iduals (writers, composers, painters, sculptors,
scholars, etc.) for the purposc of assisting them
to corry on their creative cfforts quahffcs for
the excmption, where the results of the ree
scarch and the rights to the artistic and schol-
arly work belong to the recipient of the grant.?
But an organization which makes funds avail-
able to authors and editors “for prepating
teaching materials and writing textbooks does
not qualify for the excmption where it receives
a portion of the royalties earned by the authors
and cditors.? . i

Organizations werc not considered operated
exclusively for exempt charitable purposes
where long-term credit was extended td the
organization’s founders after refusal by a bank
even though the charity was rcpaid with an
ample return3 Publishers of educational and
economic materials who operated on a com-
petitive basis with other companies were held
not to be operated exclusively for exempt pur-

oses.$
P An essential of qualifying for exemption is
that no part of the organization’s net earnings
inure to the benefit of any grivate shareholders
or private individuals® The by-laws may not
permit the directors to declare dividends from
profits,? fix sharcholders’ salaries in proportion
to- their holdings? or give them discretion to
make or not make distributions to charities,
0 that the dedication is less than irrevocable.$

Many private schools will be taxable since
they arc operated for the owncrs’ profit.? This
will also be true ¢f many private hospitals.1

The benefit to the individual may be indi-
rect such as excessive maintenance or similar
allowances,!t excessive rent to the organiza-
tions's 5,12 reimbur of expenses
incurred by the founder before setting up the
organization.13 The private benefit has taken
the form of promoting the works of an author
who was one of the organization’s founders.1¢
On the other hand a foundation devoted to the
spread of scientific knowledge did not lose its
exemption because an unrelated publisher
profit from the distribution of its

books. 18

The payment of reasonable compensation to
the trustee, even though he is related to the
founder will not disqualify the trust.® Nor
will the organization be J;squaliﬁed for rea-
sonable payments to or on behalf of staff mem.
bers who are needed to achieve the organiza-
tion’s exempt purposes.1? .

The charity should keep records of its dis-:
bursements, showing the names and addresses
of the payees and_their relationship to the
organization or its founder, the amounts and
the purposes of the payments1®

A charitable organization may have an obli-
gation to make annuity or other payments to

Reproduced by special permission
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the founder or his relations or heirs. “In one in-
stance the annuitics paid to the founder and
his wife were large in comparison to the
amounts distributed to charitics and so the

" foundation was not exempt.}® However, the

obligation to make payments 10 private persons
need not aflect the organization’s excmption.
Some courls, distinguishing between annuities
which arc charges on property given to the
organization and those which arc_not, have
allgo\ved exemption in the case of annuitics
which arc charges on the donated propesty.?
An annuily payable from a testamentary chari-
table trust to a relative of tic testator was con-
sidered a legacy rather ¢ an interest in the
trust’s carnings.?t A fc. -iation did pot lose
lts exemptlon beeause b voas required to pay
out annuities at the founer’s death. Since the
annuities werc comparatively minor in relation
to the foundation’s asscls, tax exemption would
not primarily benefit the annuitants.?? How-
ever, {he charitable organization should scg-
regate the asscts which arc charged with an
annuity unless the difference between the in-
come from the asscts and the annuity is rela.
“tively slight.2 . . :

Rev. Rul. 66-103, IRB 1966-18, 9.

Rev. Rul, 66-104, IRB 196618, 10, -

3. Stevens Bros. Foundation, Ine. v, Com,, 324 F,
(2d) 633, cert. den. 376 U.S, 769, reh. den.
317'us. 90, -

4. American Institute for Economic. Rescarch v.

U.S,, 302 F. (2d) 934, cert. den. 4/22/6), reh.

cn."6/3/63; Rev. Rul. 60-351, CB 19602, 169,

$. Code Scc. 501(c)(3). R

& LT. 2937, CB XIV-2, 123 (1935). .

7. Carter, T.C. Memo. 1958.166.

8. €. F. Smith Co., T.C. Memg, 1954-86.
9. 2esrnpcr Mititary School v. Crutchicy, 274 Fed.

10. Kenner v, Com,, 318 F, (2d} 632,

1. Riker v, Com., 244 F. (2d) 220, aff’e T.C,
Memo. 1955-225, cert. den. 355 U.S. 839; Help

© The Childien, Inc., 28 T.C, 1128,

1. I'zcxas,‘g;ade School, 30 T.C. 642, afl’¢ 272 F.

14, Rev. Rul. 55231, CB 19651, 72.

15, Scicnce and Research Foundation, Inc. v, U.S.,
81 F. Supp, 526.

16. Home Oit Mill v. Willingham, 68 F, Supp. 525.
17. St. Germain Foundation, 26 T.C. 648.

18, Rev, Rul, 36-304, CB 1956-2, 306

] v. Nicho-
as, 106 F, (2d) 352, cert. den. 308 U.S. 623.
. Com. v. Edward Orton, Jr.. Ceramic Founda-
tion, 173 F. (2d) 48}, aff'e 9 T.C. 533; Daven-
port _Foundation, T.C. Memo, 12/24/47, aft’d
170 F. (2d) 0. .

1. Lewis v. U.S., 189 F. Supp. 950. 5
is _Edward McGillick  Foundation v.
Com., 278 F. (2d) 643, aff'g and rev'g 30

Wilitam L. Powell Foundation v. Com., 222
F. (2d) 68, .

-~
b

q-79i4. Action or propauganda ‘organiza-
tions. A religious, charitable, etc., organization
isn't exempt if, as a substantial -part of its
- Tlivities, it carries on propaganda, attempts
to influence legislation, or participates or inter-
vencs in any political -campaige on behalf of
any candidate for public office.! The Treasury
desctibes an organization which carries on

Reproduced by special permission

any of thesc activitics in a substantial way as
an action organization and denics it excmp-
tion.? "An organization cnters the political
arcna by contacting legislators or urging the
public to contact legislators in support of or
in opposition to legislation, by advocating the
adoption or rejection of legislation, by making
statements, writien or oral, for or against a
candidate for public office. Legislation means
action by Congress, a state Icgislature or a
local legistative body as well as action by the
public in a similar procedure.

These activitics. must be a substantial part
of the organization’s total activitics in order
to bar excmption. Insubstantial political activi-
tics will not disqualify the organization, nor
will activities which are in furtherance of Its
basic exempt purpose.

In some instances it may be difficult to dis-
tinguish between an organization which aims
at influcncing political opinion and an educa-
tional organization. The Treasury admits that
an organization which advocates a particular
position may be cducational provided it pre-
sents all the pertinent facts (not merc un-
supported views) so that ~an independent
judgment can be made? But it \vifl deny
exemption if the doctrine advocated by the
organization can bceome effective only by the
enactment of legislation.

./ observation:  Whether an organization is
an action organization must be decided in the
light of all its activities and all the surrounding
circumstances.

1. Code Sec. 501(c)(3),

2. Regs. §1.501{c)(3)-1(c)(3).

3. Regs. § 1.501(c) (3)-1(d)(3) (ii).
4. Rev. Rul. 62:71, CB 1962-1, 85.

7915. Charitable organizations. *Chari-
table” is given its generally accepted legal
meaning. It includes relicf of the poor, dis-
tressed or underprivileged, the advancement
of religion, education or science, erccting and
mainlaining Fub]ic buildings, monuments and
works, and lessening the burdens of govern-

rent,  The regs also say that the term may
apply to bodies that promote social welfare
by casing neighborhood tensions, eliminating
prejudice and discrimination, defending human
and civil rights or by combating community
deterioration and juvenile delinquency. The
organization may advocatc social reform and
attempt to form public opinion on contro-
versial issues, provided it docs undertake the
functions of an action organization.! Gen-
erally the charitable activities must benclit
more than a narrow class such as a family.
However, the needy employces of a particular
business is a sufficiently public group.? But
a trust to provide pensions for all retired
employees regardless of need doesn't qualify.?

645
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The beneficiaries of a charity may make
contributions to it, but the orgardization can-
not bc an instrument for distributing addi-
tional compensation and qualify for cxemption
es a charity.t
. E gl::éﬁﬁsgn‘e?xé;?éc? Ay Fund, 90 F. @y

3. Watson v. U.S,, 355 F. (2d) 269,
4. Dufly v. Birmingham, 190 F. (2d) 738.

q 7916. Educational organizations. The
regs say that education is the instruction or
training of the individual to improve or devel-
op his capabilities or the instruction of the
public on subjects usclul to the individual
and beneficial to the community.! The organi
zation nced not be a‘formal institution such
as a college; it may promote cultural appreci-
ation, for example, on an informal basis?
Nor will the organization {ail to qualify be-
cause of incidental entertainment or recreation
especially where these activitics promote in-
terest in the organization's educational pur-
poses.?

The regs give these examples of tax-exempt
educational organizations.t

. . . Any school, whether primary, sccondary,
a college or university, professional or trade
with a regular faculty and a student body
regularly in attendance

« + « A correspondence school
... An organization which offers lectures

and discussions, including broadcasts and tele-
casts

. . . Muscums, zoos, plantariums, symphony
‘orchestras and the like. :

Thesc organizations have also been held to

be tax exempt.

. . . Organizations which opcrated a touring
repertory theater company® or which encour-
aged interest in repertory theater without ac-
tually opcrating one.®

. . . Organizations for promotion of group
harmony singing;? of an appreciation of jazz
os an American art form;®

. . An organization dcvoted to improvin
the quality of radio and TV programs an
raising the public’s standards.®

. « » Organizations devoted to teaching sail-
boat racing!® and other sports.i!

Auxiliary organizations. An organization
may be cxempt because it performs a function
of an educational institution. Exempt organ-
izations of this sort have: ’

+ + « Published a law journal for & university.!2
+ + « Made low-interest loans to students.?

646

. .. Opcrated a campus * - store and rcs-
taurant under joint facult;. .‘ent control}
. . . Run a high school int.:.: holastic athletic
associgtjon.1
. .. Awarded fcllowships to the undergrad-
uate members of a fraternity.1¢
. . . Organized an alumni association under
the control of the university’s administration.t”
. . « Made “scholarships available to the em-
ployces or children of employces of business
or group of businesses!® provided there is no
discrimination in favor of the owners or their
children.i?
. . . Provided post-graduate training for doc-
tors through scminars and lectures.#®

Exemption has been denied to:
. . . fraternitics, although they may be exempt
as social clubs.2!
. . . an undergraduate discussion club whose
members were chosen on the basis of com-
patibility, rather than scholarship.?*
. . . schools run to produce a profit for the
operators and owners.?

1. Regs. m

2. LT, 1475, CB 12, 184 (1922).

3. I'T. 3330, CB 19392, 185,
4. Regs. § 1.501(¢) (3)-1(4) (3) (i),
. Rev. Rul. 64-175, CB 1964-1, 185,
6. 1,183,
7
[

11. Rev. Rul. 652, CB_1965-1, 227,
12. Rev. Rul. 63-235, %Ii 1963-2, 210.
v,

13, Rev. Rul. 6157, CB 1961-1, 191; Rev. Rul.
63-220, CB 1943-2; 208.

14, Rev. Rul. $8-194, CB 19581, 240, revoking
LT. 2636, CB XI-2, 102 (1932).

15. Rev. Rul. 55-587, CB 1955-2, 261,

16. Rev. Rul. 56-40), CO 1956-2, .

17. Rev. Rul. 56-436, CB 1956-2, 309; Rev, Rul.
60-143, CD 19601, 192, revok'g G.C.M. 22116,

CB 1940-2, 100.

18. Chase, T.C. Memo. 1960-49; Gimbel v, Com.,
54 F. (23) 780; Sibley, Exr, 16 BTA 915;
T. J. Moss Tie Co., 18 T.C. 188, pet. for rev.
dism’d 201 F. (2d) S12,

. Charleston Chaic Co, v. 203 F. Supp. 126.

20. Rev. Rul, 65-298, CB 196. 163.

21. Rev. Rul, 64-118, CB 1964-1, 182,

22. Rev. Rul. 64-117, CB 19641, 180.

23, Bi Dusiness College, Ine. v. Com.,

76 F. (2d) 476.

¢ 7917. Professional organizations. Bar
associations are not exempt as charitics;
scientific or educational organizations, accord-
ing to the Treasury, even though they maintain
a library and an auditorium for discussion of
legal topics.! However, the Second Circuit
ruled that contributions to bar associations
were deductible as gifts to charity for cstate
tax purposes? and the estate tax provision ‘is
similar. to the income .tax provision. The
Treasury has ruled that American Bar Founda-
tion® and the American Bar Association Fund
for Public Education® are exempt educational
organizations.

Reproduced by special permission
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. The Amecrican Institute of Accountants is
not a charitable organization for the deduction
of contributions.®

1. G.C.M, 4805, CB VI1.2, S8 (i928).
- 2. Dulles, Exr, (Cromwell Will}, v. Johnson, 273
F. (2d) 362, tev'g 155 F. Supp. 275.
3. Letter 1o Foundation 12/24/52.
4, Letter ruling 12/15/61,
S. Rev. Rul. 60-143, CB 1960-1, 192, revok'g
G.C.M. 22116, CB 1940-2, 100.

@ 7918, Scientific rescarch organizations,
The scientific rescarch may be basic or applied
but it must be in the public interest rather than
for the benefit of a private person or industry.
The Treasury has tf)csc tests for determining
whether rescarch is in the public intercst:

(1) The results (including any copyrights,
patents, processes or formulac) arc made avail-
able to the public on a nondiscriminatory
basis; or

(2) the rescarch is performed for the Unitec!
States, its instrumcntalitics or agencics or ¢
state or its subdivisions; or

(3) the rescarch is directed toward benc-
fiting the public.!

Among rescarch which is directed toward
benefiting the public, the Treasury lists:

. .. rescarch in conncction with the ‘scientific
education of college and university students

. . . rescarch for obtaining scicntific informa-
tion which will be published or otherwise
m~ "2 available to the public .

. . . research to cure a discase

. .. rescarch to help a community attract, de-
velop or retain an industry.

Rescarch for these purposes is carried on for
the public benefit even though a contract or
agrecnient gives the sponsors the right to any
resulting copyrights, patents or the like?

Research organizations will not be cxempt if
they perform work only for their cveators
which are not themsclves exempt charitics.
Nor will they be exempt if they do not make
the results of their rescarch available to the

* public on a nondisct i
ever, if the rescarch is
ment or for one of .-
rescarch organization:
tion by turning ove. -
person wherc this is v

t not losc its exemp-
=+ results to only one
- only practical way of
exploiting the discovery Tor the public?

An exempt organizsiion such as a university
or a colicge may carry on non-cxempt research.
Tt will not losc its excmiption if the non-exempt
rescarch remains secondary to its exempt pur
poscs. However, any income from the non-
exempt rescarch may be taxable as unrelated
business income, Sec § 8006. And in this con-
nection the distinction between basic and ap-
plied rescarch may be significant.

Here's how the Treasury has applicd these
rules.
. . . An organization which performed social
scicnce research and madc its findings avail-
able to the public was exempt.t
. . . An organization which designed and de-
veloped machinery in conncction with a com-
mercial operatian wasn’t excnpt.t
.. . Anorganization that prepared and distrib-
uted frec abstracts of scientific and medical
Jiterature was exempt.S

1. Regs. §1.051(c)(37-1(8)(5). N
2. Regs. § 1.501(e}(3)-1(d)(S)(iii) (c).
3. Regs. 6§ 1.301(c) (3)-1(d) (S) (iv).

4. Rev. 60, CB 1965-1, 231.

s. B_1965-1, 226,

6. Rev, Rul. 66-147, IRD 1966-22, 15.
e —

7919. Hospitals and homes for the aged.
An exempt hospital must be organized as a
non-profit organization for the carc of the sick.
While it may charge fees for ils services, to the
extent of its financial ability it must admit for
treatment those unable to pay. It may not
restrict the usc of its facilities to a particular
group of physicians. Pravisions for dividends
in the by-laws automatically disqualifics a hos.
pital. And a hospital will not be exempt if
the salaries paid to its managers are designed
to siphon off most of the income.! While the
hospital may have a prepayment plan, the use
of its facilitics must be open to all the resi-
dcnt: of an area including those unable to
yA hospital won’t be denied cxemption
merely because it charfes doctors rcasonable
and non-discriminatory fees for use of its facil-
itics in order to obtain funds fo build a new
hospital.?
A nonprofit hospital which fails to qualify
as a charitable organization may be cxempt
as a civic organization.*

Homes Jor the aged will be exempt if serv-
ices arc rendercd to all the residents or a
reasonable portion of them for fces substan-
tially below cost to the extent of the organiza-
tion’s financial ability.” To determine whether
the fees are below cost, entrance fecs and any

. other lump sum fees may be prorated over the

resident’s lifc expectancy based on the Treas-
ury’s annuity tables. However, the home will
not be denicd excmption because some pay-
ment is demanded of all residents.?

— - O
1. Fore Seott Clinic and Hospital Corp. v. Brod-

tich, 99 F. Supp. 515, N

2. Rev. Rul. $G-185. CB 19561, 202,
3. Rev. Rul. 65:269, 7 1965.2, 159.
2 (10/65), p. 5.
s, Rev. Rul. 61-73, CBb 1961-1,"185.
6 Rev. Rul. 64231, CB 1964.7, 139,
7. Rev, Rul. 61:72,'CB 1961-1, 183,

@ 7920, Testing for public safety. An
organization which does testing for public
safety is exempt! This includes testing con-

]
a

<

x
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sumer products to dcterminc whether they
may be used by the public.2 An example of a
consumer product would be commercially

the scct was exempt.?

1. A. A. Alien Revivals, Inc,, T.C. Memo. 1963-
for Divine

manufactured safcty cquipment for pl c
boats? !
1. Code Sec. 501(c)(3)

2. Regs. § 1.501(c) (3)-1(d) (4).
3. Reﬂ Rul. 65-61, IRD 1965-11, 14,

7921. Recligious organizations. Exemp-
tion under this label permits great latitude for
differences in creed and practices. However,

- tho scet's income must be used for achicving its
rofesscd aims and not for the profit of an

" individual. Thus, an organization which prac-
ticed miraculous healing was exempt! while
an organization which published sclf-improve-
ment booklets for profit was not.2 One re-
_ligious organization operated several commer-
- cial enterpriscs such as a nursery, a laundry
and a hotel. However, they were not operated
for profit but to demonstratc how the scct’s
teaching might be put into practice and so

. F if Inc, T.C.
Mcemo: 1965-177. .
3. Golden Rule Church Ass'n, 41 T.C. 719.

g 7922. Religious or apostolic associations
or corporations. -
Religious organizations which carry on busi-

" ness activities aren’t exempt as organizations

organized and operated exclusively for religious
purposes. But- such organizations may be
exempt under a different classification, namely
as treliglous or apostolic associations. - This
exemption applies only if:

. . . the associations have a common or com-

.munity treasury;

. . . each member includes as a dividend his
share of the income whether or not distrib-
uted for the organization’s taxable year end-
ing with or within his tax ycar.!

1. Code Scc. 501(d); Regs. § 1.501(d)-1.

@ 7985, TYlling Requirements of Exempt Orgﬂ:lizmi(nls.

An organization isn't cxempt from income tax merely because it claims
an cxcmption. Until the exemption is established, the organization must
con‘inue to file regular income tax returns or face possible penalties. Once

the
inlo

-typ . { exempt organization.
Gencrally, =::nual returns must report gross
income, recuipts, disbursements, etc. Informa-
tion rcturns required because the organization
is privately supported must also include many
other items, such as distributions for excmpt
purposcs out of income and out of principal,
accumulated income, contributions and gifts
reccived during the year, and a balance sheet.

All exempt organizations must also keep the -

records required by the Treasury.!

Though exempt employee trusts must file
annual information rcturns, the trustec needn’t
include any information in the rcturn which
the employer states, in a written notice to him,
will be or has been reported in the employer’s
return.? -

Annual returns must be filed by exempt or-
ganizations regardless of the amount or source
of income or reccipts and regardless of whether
it's a member of a group, unless it is included
in a group rcturn, sce § 7957.

The return must be for the organization’s
established accounting period, or if it has none,
for the calendar year.

The tax exemption may be revoked for fail-
ure to file the required returns or statements
or keep the required records.

Identifying numbers. Excmpt organizations
need an employer identifying number for any
required information returns.® They mwust also
furnish that number to payers of dividends or
Interest, etc., and use it on payroll tax returns.

For a discussion of whosc number to use
where an organization is required to file an

«:=mpt status is established, the organization must generally file annual
~tion returns. The type of annual return required depends on the

information return with respect to ‘payments

to or transactions with third parties, sce § 2471,
How to obtain numbers and the penalties

for failurc to usc or furnish numbers where

required, are explained at s 1434 and 1435.

1. Code Sec. 6033: Regs. § 1.6033-1.

. Reps. § 1.6013-1(a).

. Regs. § 1.6633-1(b)

ReS Rl 5999, 0B 1955-1, 627,
§ 1.6109-1(b). :

“naw,

. Regs.

g 7956. Exempt organizations  which
needn’t file annual returns. The following
exempt organizations needn’t file annual in-
formation returns:?

1) Organizations organized and operated
exclusively for religious purposes, including
exempt organizations which they supervise or
control.

2) Educational organizations which main-
tain a faculty and curriculum and which have
a regular student body in attendance. If an
organization meets these requirements, it
needn't file even if it temporarily must discon-
tinue or curtail such activitics. o

3) Charitable organizations, or organiza-
tions for the prevention of cruclty to children
or animals if they (a) are wholly or partly
supported by state or federal funds or (b)
receive half their income from voluntary public
contributions. "For (a) to apply, the govern-
ment funds must be contributed without re-
quiring specific services of the charity. For
(b) to apply, the 50% contributions must be
from the gencral public and not from those
connected with the organization.
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4) Fralernal organizations opcrating under
the lodge system and furnishing life, sick, acei-
.. dent or other benefits to members and depend-
ents. ‘

5) Organizations wholly owned by the U.S.
or its agencies (and their wholly owned subs) .

Changes in the character, operation, or

urposc of the above organizations must be
immediately reported in writing to the district
dircctor for th.: district where the organization
has its principz! office.

All other information returns must be filed
by the above organizations in the same way
as any other taxpayer. They arc excused only
from the filing of the annual returns described
in 7957, The information returns which all
organizations must file include returns:

. . . on payments of $600 or morc in connec-
tion with its opcrations, scc § 1413.

. .. on payments of dividends and interest,
see s 2472 cf scq.

... on tax withheld, sce ¢ 3700.

For information rcturns on the payment of
patronage  dividends by cooperatives,  sce

1.6033-1(g).
1 of excmpt organi-

1. Code Scc. 6033; Re

g 7957. Annual retv
zations,

Form 990 is the principal information return
of exempt organizations, and must be used
unless the organization is required to file one
of the special forms described below.!

Labor organizations may usc copics of De-
partment of Labor Forms LM-2 and LM-3 in

lace of specific information required on the

orm 990, though the Form 990 must other-
wise be completed and filed.

Form 990-A must be used by charitable and
other Code Scc. 501 (¢) (3) organizations which
arc required to file because they aren’t sup-
ported by government or public contributions,
sce 7956. .

A charitable foundation which leases prop-
erty rent-frec to an cducational organization
may deduct the rental expenses on Form 990-A
as operating cxpenscs or as a gift, providing
the item is consistently trcated.

Form 990-C is used by “exempt” farmers’
cooperative marketing and purchasing associa-
tions. Form 990-C is actually an income tax
return, since farmers’ cooperatives are subject
to tax and arc only nominally exempt.2

Forin 990-P is used by exempt cmployee

trusts. .
* Form 990-T is used by otherwise excmpt
organizations which have wnrelated business
taxable income, sce § 800C. This toc is really
an income tax return, since the unrclated busi-
ness income is taxed on the Form 930-T.

656

Form 1065, the regular partnership return,
must be filed by tax-cxempt religious or apos-
tolic assaciations or corporations having a com-
mon or community trcasury whose mcmbers
include in their gross incomc their pro rata
share of the organization’s taxable income. As
any partnership return, the Form 1065 must
show gross income, deductions, taxable income,
and members’ names, addresses, and distribu-
tive shares.

Group returns. A central or parent exempt
organization must filc a separate annual return
for itsclf, but it may also file a group return
on Form 990 or 990-A for 2 or more of its
local chapters, branches, etc., in place of their
scparatc returns.  The parent’s year is the
reporting period.

To be includible in a group return the local
organization must be (a) chartered by or asso-
ciated with the parent at the close of its
year, (b) subject to the parent’s supervision,
and (c) cxempt under the same law provision
as the parent.

The parent must advise each district director
where a local would ordinarily file as to
whether the local will or won't be included
in a group return.

Federal credit unions may have a group
return filed with the district dircctor, Balti-
more, Md.?

State-chartered exempt credit unions may
have a group return filed by the state agency
controlling and supervising the group. The
slate agency must notify each appropriate dis-
trict director, as-explained above.*

For information returns of trusts claiming a
charitable deduction under Code Scc. 642(c),
sce § 1955.

1. Regs. § 1.6033-1(a).

2. Codc Scc. 522.

3. Rev. Rul. 60-169, CB 1960-1, 621
4. Rev. Rul. 60-364, CB 1960-2, 382.

7958. When and where annual returns
arc filed. Otherwisc cxempt organizations
which are taxable as corporations on their un-
related business income must file their. Form
990-T on or becfore the 15th day of the 3rd
month following the close of the taxable ycar
(by the following March 15th for calendar
year organizations).!

“Exempt” farmers’ cooperatives must file
their Form 990-C by the 15th of the 9th month
after the closc of the taxable year (by the fol-
lowing Scpt. 15th for calcndar year coopera-
tives) .2

Religious or apostolic associations or cor-
porations required to file Form 1065 must file
by the 15th day of the 4th'month following the
close of the faxable year (by the following
April 15th for calendar ycar associations).
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Other exempt organizations must file their
information returns (Forms 990, 990-A, and
990-P) by the 15th day of the 5th full/calendar
month following the close of their annual ac-
counting period (by the following May 15th
for calendar ycar organizations) 3

Annual returns arc filed with the district di-
rector for the district where the organization’s

principal place of busincss is located.$

For the rules as to filing extensions, payment
(where applicable) and filing requirements
gencerally, sce 2445 ef seq.

1. Regs.(§1.6072-1.

20 Regs. § LO0T22,

4

Regs. § 1.6033-1(¢c).
Regs. § 1.6033-1.

q 7960. Determination, Revocation, and Recovery of Exempt Status.

An-organization can't be sure it is exempt until a ruling or determination
letter so stating is issued by the Treasury. This will ordinarily be issued only

after the organization has filed a

detailed application; although tentative ot

advance rulings will frequently be isued. Exemptions may be rovoked or
modified, and application may be filed to renew revoked exemptions.

q 7961. How cxemption is determined.
An organization isn’t excmpt from income tax
merely becausc it is neither organized nor op-
erated for profit. It is excmpt only if its or-
ganization, purposes, and activitics fall within
onc, of the exempt categorics listed in the Code.
The exempt categorics and the extent of the
exemption applicable to each, have been pre-
viously noted (§ 7900 et seq.)

The fact of exemption must gencrally be es-
tablished by applying- for and obtaining a
Treasury ruling or determination to that cfiect.
Until such a ruling or determination letter is
issucd, the organization must file an income
-tax return and pay any tax due. But when it
is issued, the ruling or determination letter is
effective as of thc date the organization was
formed if its purposes and activitics satisficd
the exemption requirements from its inception.?

1. IRS Doc. No. $551, (10/64), p. 3.

q 7962. Application for exemption ruling
or detcrmination letter.  All applications for
exemption rulings or determination letters arc
filed with the local district director for the
district in which is located the organization’s
office or place of business.! Only requests for
‘qulings concerning feeder corporations, pro-
hibited transactions, income accumulation, and
unrelated business income should be sent to
Washington by the taxpayer. These should be
addressed to the Commissioner of Internal
Revenue, Washington, D. C. 20224.2

Excmption applications must always be writ-
ten, even where no official forms are provided.
Oral requests won’t be considered.

Official application forms are provided for
most cases. Where provided, the form should
be used and the accompanying instructions
should be followed. : -

Two copics of cach major document required
0 be furnished by the official application form

should- be attached to the application. These
include:

. . . Articles of incorporation or trust agree-
ments. :

. . . Bylaws.

.. . Classified receipts and expenditures for
each year of operation and assets and liabilities
at the end of each year.

If the organization has capital stock, the
application also should show:

.. . The number and par valu. of shares of
each class of stock.

. . . Consideration for which s
sued. )
. . . By whom held. Give sharchu'dur's names
and number of shares held if less than 10 share-
holders. .

. . . Whether organization certificate author-
izes payment of dividends and whether any
have been paid.

. . . Copy of stock certificates.

Group rulings are issucd for national organ-
izations including churches,” Boy Scouts, and
fraternal organizations. Local branches or
lodges don’t have to file separate cxemption
applications if covered by the group ruling.t

Applications for exemption may be with-
drawn at any time before issuance of a ruling
or determination letters. But the information
submitted won't be returned and may be used
by the district director on audit of the organi-
zation's tax returns.®

Regs. §1.501(2)-1(2)(2); Rov. #roc. €23,
SiPla s g 1@ Rev '

were is-

1.

2. Rev. Proc. $6:8, CB 19561, 102.. IRS Doc.
No,'5551, (10/64).

3. IRS Doc. No. 5551, (10/63), p. 4.

4. IRS Doc. No. 5531, (10/64)"

5. IRS Doc. No. 5551, (10/64).

§ 7963. Additional information rcquired
from charitable, rcligious, educational, ctc.,
organizations. The exemption application
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must include a detailed statement of the activ-
itics or proposcd activitics of thc following
types of organizations:!
« « . Religious organizations. -
« « « Hospitals.
«.. . Clinics.
.+« . Old agc homes.
. . . Community nursing burcaus.
.« . Community funds.
. » » Charitable and cducational loan organi-
zations. )
oo Charitable organizations supporting edu-
cation.
+ . . Educational - organizations including 2
museum, zoo, planctarium, symphony orches-
tra and similar organizations.
. . . College campus organizations.
. . . Alumni associations.
. « . Athletic organizations.
. . . Scicntific organizations.
. . . Litcrary organizations.
. . . Associations' for prcvention of cruclty to
children or animals.

Consult your local district dircctor for the
specific information required with respect to
any particular type of organization.

1. Regs. §1.501(a)-1(b)(1)(iii); IRS Doc. No.
5s°sp|’, (9[0/64)9) {b) (1) (iii) o 0.

@ 7964. Official application fornis. Offi-
cial exemption application forms are provided
for the following categorics:
ae Charitable, rcligious, educational, literary,
scientific, etc., organizations. Form 1023.

. . . Civic leagucs, labor unions, local employ-
ec’s .associations, agricultural or horticultural
organizations, chambers of commerce and sim-
ilar organizations, and fraternal bencficiary
socictics. Form 1024,

.« . Social and athletic clubs. - Form 1025..

. . . Title holding companies, cemetery com-
panics, local bencvolent life insurance associ-
ations, mutual ditch, irrigation or telcphone
companics. Form 1026.

.. . Voluntary cmployees’ beneficiary associ-
ations and supplcmental unemployment benefit
trusts. Form 1027.

In any case when no official form of applica-
tion is provided, the local district dircctor
should be consulted for the information to be
submitted and the procedure to be followed
in cstablishing exemption.!

1. IRS Doc. No. 5551, (10/63). .

. g 7965. Tentative or advance determina-
tion letters and rulings. In most cases, tentative

658

o
determination letters or rulings will be issued -
in advance of operation provided the organi
zatign can describe its proposcd opcrations in
sufficient detail to convince the Treasury that
they will be clearly exempt under the law.!

1. Rev. Proc. 63-30, CB 1963-2. 769, superscding

?lgi:s 2 and 4 of Rev. Proc. 62:30, CB 1962-2,

@ 7966. Revocation or modification of
cxemption. Exemption rulings and dctermina-
tion lctters may be revoked. Causes for revo-
cation include failure to file annual informa-
tion returns and material changes in the organ-
ization’s characler, purpose, or mcthod of
opcration.?

The revocation may be retroactive and defi-
cicncics (and penaltics) may be claimed for
open years. But the Treasury may not abuse
its discrction in this respect.?

The gencral policy of the Treasury is to limit
retroactive revocaiion to cases where:?

- ... A material fact was omitted or misstated.

... The organization opcrated in a manner
materially different than that represented.

. . . The organization engaged in a prohibited
transaction.

The forcgoing policy is gencrally supported
by the cascs. It also has bcen held that the
Commissioner isn’t barred from revoking an
excmption retroactively to the time of material
change in relevant facts or applicable law
occurring after the ruling was issued.®
Proc, l;ulcs § 601.201(n) (10); Rev. Proc, 62-

30, Scc. 8.03,,CB 1962:2, 512,
Automobdile Ciub_of Michizan v. Com., 353
U.S. 180, 1 L_ed 2d 746, afl’t 230 F. (2d) S85.
. Proc. Rules § 601.201(n) (10) (iii); Rev. Proc.
62-30, Sce. 8.03, CB 19622, 512

i Com., 238 F. (2d) 589
1 T.C. 141

n, Inc., 39 T.C. 93,
cert. den. 376 ULS. 969,

w oo

>

Lesavoy Foundation v.
Loraino Avenuc_Cli
. Stevens Bros. Foi

afld 324 F, (2d)

reh. den. 377 UL

7957. Proiesting adverse and revoked
or modified determination letters and rulings.
A taxpayer is entitled to file a protest with the
district dircctor if the determiration letter or
ruling issued denies his exemp application
or il an exemption is later revo s modified.
A timcly protest starts the ad trative re-
view of the particular determination.!

J observation: A protest consisis of a state-
ment of the facts and the law and the tax-
payer’s arguments in support of his contention.

If the taxpayer's protest is unsuccessful a
deficiency will ‘eventually be assessed against
him. At this point, the taxpayer will have the
usual alternatives of. cither contesting the defi-
ciency in the Tax Court or paying it and filing
a refund claim and thercafter suing for refund
in the district court or the Court of Claims.

1. Proc. Rules § 601.201(n).

“
Quw

Reproduced by special permission
of the copyright owners.



427

FEDERAL TAXATION

W-13

Prohibitcd Transactions— ¢ 7972

g 7968. Rencwed exemption applications.
An organization whose cxcmption -application
has been denicd or revoked can always file a
new one.. But if it is denicd or revoked because
of a prohibited transaction, a new cxcmption
application can’t be filed before the taxable
year following that in which noticc of denial
or revocation was issucd. And a ncw exemp-
tion won't be granted before the beginning of
the taxable ycar following that in which the
new application is filed.! i

/ Mustration: In the casc of a calendar year
organization, exemption is revoked in '65. New
application may not be filed before '66. If it
is filed in 66, the first ycar for which cxemp-
tion may be granted is-'67.

1. Proc. Rules § 601.201(n)(7)(vii).

g 7969. ‘Returns during excmption and
after revocation. In general, exempt organiza-
tions must file annual information returns. But
certain religious and charitable organizations
arc excmpt from cven this obligation.! This
subject is more fully discussed at § 7956.

The filing of information returns by an or-
ganization that honestly belicves itself to be

q 7970. Prohibited Transactions.

cxempt starts the period of limitations on as-
sessments and collection.?

But cxempt organizations aren’t excused
from fifihg information or other returns con-
cerping "payments to employces and others.?

An organization whose cxcmption is revoked
must file income tax returns. Such returns
must include all income thercafter reccived or
accrued even though derived from contracts
issued or assets acquired before the exemption
was revoked.# .

Loss of its cxemption doesn’t affect the or-
ganization’s accounting gcriod. Unless the or-
ganization becomes taxable on the first day of
its taxable ycar, it must file a short taxable
year returin beginning with the flrst day 1t Is
taxable and cnding with the last day of that
taxable year5 The income for such a short
year may not be arrived at by prorating the
full year’s income.®

N C)?dc Scc. 6033(a); Regs. §1.6033-1(g) and

. éodc Sec. 6501(r) (2).

. Regs. § 1.6033-1(h) (3).

. Royal Highlanders, 1 T.C. 184(A), rev’d on
other grounds 138 F. (2d) 240.

. Royal Highlanders, 1 T.C. 184(A), rev'd on
other grounds 138 F. (2d) 240.

. Economy Savings & Loan Co., 5 T.C. 54
iNA). afl’d and rcv'd on other issues 158 F.
2d) 472.

o Y ALN =

Some organizations will be denicd any exemption if they engage in
so-called prohibited transactions. These are transactions with an organiza-
tion from which its creator or a substantial contributor to it may benefit
financially. Only real, not potential, prohibited transactions bar exemption.

q 7971. Organizations affected. A requisite
for exemption of an important group of organi-
zations is that they don't engage in prohibted
transactions." This rule applics to:

. . . Organizations in the religious, charitable,
educational, literary, scientific, testing for pub-
lic safety, and prevention of cruclty to children
or animals category, subject to important -ex-
ceptions, listed at € 7902. .

. . . Employees’ supplemental unemployment
benefit trusts and qualificd employee pension,
.piroﬁk sharing or stock bonus trusts, listed at

The prohibited transaction rule docsn’t apply
to the large group of excmpt organizations
listed at § 7904.

§ 7972. What'are prohibited transactions.
The object of the prohibited transactions rule
is to prevent the creator of, or a substantial
contributor 10, an exempt organization from
dircctly. or indircctly recciving financial benefit
from dealings with the organization.

The prohibition applies to any transaction,
between the organization and the creator or
a substantial contributor to it or certain related
persons, in which the exempt organization:

. .+ Lends any part of its income or corpus
without adequate sccurity and reasonable in-
terest.
. . . Pays any compensation in excess of a
reasonable allowance for personal services
actually rendered. .
. . . Makes any part of its services available
on a preferential basis.
.. . Makes any substantial purchase of sccu-
rities or any other property for more than
adequatc consideration.
. . . Sells any substantial part of its securities
or other property for less than .an adequate
consideration. .
. . . Engages in any other transaction which
results in substantial diversion of income or
corpus!

he_prohibition applies only when the per-
son who is the other party to, and who re-
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ceives the benefit of, the transactipn is one of
the following: .

", .. The crcator of the organization (if a
trust). o

. . . Asubstantial contributor to the organiza-
tion.

... A mcmber of the family (brother, sister,
spousc, ancestors, or lincal descendant) of the
creator or of a substantial contributor.

... A corporation controlled by the creator
or a substantial contributor through direct or
indirect ownership of 50% or morc of the total
combined voting power or of the total value
of all the stock.?

1. Code Scc. 503(c).
2. Code Scc. 503(c).

@ 7973. Potential prohibited transactions
don’t bar cxemption. Thc prohibited transac-
tion bar is against aclually engaging in pro-
hibited transactions. The mere fact that an
organization has authority under its govern-
ing instrument to enter into what would be
prohibited transactions won't deprive it of its
excmption as long as it doesn’t actually en-
gage in any prohibited transactions.!

1. Waller, 39 T.C. £65(A). .
@ 7974. Dccisions, rulings, ctc., on pro-
hibited transaciions. The following have been
held not to constitute prohibited transactions:
. . .andircct benefit derived, from distribu-
tions by an cxempt trust, by rclatives of em-
ployces of the creator corporation.!
... A loan by an excmpt trust to a corpora-
tion which controls the crcator corporation.®
... A loan to the creator who gave his note
which required him to deliver as sceurity, on
request, mortgages on specific eal estaie worth
several times the amount of th- Tran. The loan
wasn't without adcquate seci ~?
But the following have bee:

hibited transactions:
. .. An unsccurcd loan to th- creator of an
exempt trust notwithstanding that the creator
was solvent and in sound fingnzial condition.
Adequate security refers to collateral not to
the creator’s financial condition.t
.. . Loan to partnership by an exempt organ-
ization to wiich the gencral partner was a
substantial contributor, notwithstanding that
the loan was the joint and several liability of
all the partners and cach partner had sufficient

. asscts to satisfy the entire loan, where it wasn't
otherwise secured.®

J ebservatlon: The Sixth Circuit. suggests
that where an exempt trust purchascs cquip-
ment by borrowing under a chattel mortgage
arrangement and then leascs the mortgaged

"4 to be pro-

660

cquipment to the creator of the trust, the trans-
action may constitute a prohibited loan.®

J obscrvation: Somc decisions have allowed
employkt’s deductions for their unsccured notes
given o an cmployec trust in payment of their
contributions. Where the deductionis al-
lowed in one ycar and the note isn't paid until
the following year, the effcct is the same as if
the employcr had borrowed from the trust for
the period from the cnd of the year in which
deduction is allowed until the note is paid.

1. Rev. Rul. 96, CB 19631, 264,

2. Rev. Rul. 8‘—526, CB 19582, 269. .
3. William Clay, Jr., Foundation v. U.S., 23) F.
Supp. 628

4. Van Products, Inc., 40 T.C. 1018.

5. Rev. Rul. 65202, CB 1965-2, 172.

6. Cooper Tire & Rubber Co. Employec’s Retire-
ment Fund v. Com., 306 F. (2d) 20.

Ty .

7975. Sccurity for loans by employce
trusts. A special rule cxempts certain loans
by employce trusts from the adequate security
requirement. This exemption applics only to:
... Employces’ supplemental uncmployment
benefit trusts, described in Code Sec. 501(c)
(17).

. . . Qualificd employce pension, profit sharing
or stock bonus trusts, described in Code Scc.
401 (a).

A bond, decbenture, note, or certificate or
other evidence of indebtedncss a.quired by
such an employee trust won't be treated as
a loan made without adequate sccurity if:
... The obligation is, in gencral, acquircd by
the trust ecither in the market at thc market
price or from an uaderwriter in an SEC regis-
tered offering at the public offering price at
which a substantial portion of the same issue
is acquired by persons independent of the is-
suer or from the issuer at a price that isn't
higher than that paid currently for a substan-
tial portion of the same issuc by persons inde-
pendent of the issuer. These rules are spelled
out in detail in the Code and regs.!

. . . Immediately following the trust’s acquisi-
tion of the obligation, it holds not more than

"25%, and persons independent of the issuer

hold at least 50%, of the aggregate amount of
obligations jssued, in such issue, and outstand-
ing at the time of acquisition.?
. . . Immediately foliowing the trust’s acquisi-
tion of the obligation not more than 25% of
the trust's asscts is invested in’ obligations of
the creator of the trust or any other person or
corporation with whom a prohibited transac-
tion is barred.? .

A change in the ferms of an obligation is
considered as the acquisition of a new obliga-
tion to which the foregoing requirements ap-

ply.*

Reproduced by special permission
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+ 1, Code’ Scc. S503(h)(1); Regs. §1.503(h)-1(b)
and § 1.503(h)-2(b). /

. Code Scc. S03(h)(2).

. Code Scc. 503(h)(3); Regs. §1.503(h)-2(d).

. Regs. § 1.503(h)-2(c).

FY=re)
.

q 7976. Sccurity for loans by stock bro-
kerage employce trusts. A sccond exemption
from the adequate security rcquirement applies

only to loans by the qualificd cmployee pen- -

sion, profit sharing, or stock bonus trusts. This
rule is aimed at giving relicf to stock brokerage
firms which are barred from pledging regis-
tered securitics they own as collateral for loans
from persons other than banks or brokers.

The rulc exempts from the adequate security
requirement, a loan (or rencwal) by a qualified
employce trust to an cmployer-creator who is

rohibited by any U.’S. law or applicable regs
rom dircctly or indirectly pledging as sccurity
for a loan from the trust, any of his asscts
representing more than half of the value of all
his asscts. :

But this cxemption from the adequate sccu-
rity requircment applics only if the following
conditions arc satisficd:

. .. The loan bears a rcasonable rate of inter-
est. .

. . . Itis approved in wriling as an investment
consistent with thc excmpt purposcs of the

trust by a trustec independent of the employer.

If the trust has morc than onc indepcndent
trustce a majority of them must give the re-
quired approval.

. . . Immcdiately after the loan” (or rencwal)
the amount loancd to the cmployer, without
adequatc- sccurity (including loans excmipt
from that requircment), doesn't cxceed 25%

. .of all the asscts of the trust.! N

1. Code Scc. 503(i); Regs. § 1.503(i" L

q 7977. Owner-cmployce®
hibited from cngaging in oth.-
A qualificd cmployce pension, ji:
stock bonus trust that includ
ployces who control the trade or i
respect to which the plan is

" are pro-
-sactions.

barred from cngaging .in a second ‘group of |

prohibited transactions in addition to thc reg-
ular prohibited transactions described at

Under this sccond group of prohibited trans-
actions, the trust may hot, directly or indirect-

. . lend any part of its corpus or income to;
. . . pay any compensation for personal serv-
ices to;
. . . make any
on a prefcrential basis’ to;
. . . acquire any property from; or
. .. sell any property to,
Any of the following:

art of its services available

87-444 O-68—28

. ..any person with whom a regular pro-
hibited transaction would be barred (§ 7971);

. . . thc-owncr-cmployce, his brothers, sisters,
spousc, investors, and lincal descendants; or

. . a -corporation controlled by an owncr-
cemployce through dircct or indirect ownership
of 50% or more of the combined voting power
or of the total value of all the stock.!

The prohibition against acquisition of prop- .
erty by the trust doesn’t include moncy. But
it bars contribution of any othcr property to
the trust by the ecmployer.?

An owncr-employce is either:

. .. an employce who owns the cntire inter-
est in an unincorporated trade or business, or

. . . is a partncr who owns more than a 10%
intercst in cither capital or profits.3
Onc or more owner-employees control an
unincorporated trade or business if they:
. . . own the entire interest in the business; or
. . own morc than a 50% interest in either
capital or profits of a partncrship that owns
the. trade or business or of a partnership that
directly or indircctly owns such a 50% interest
in a partncrship that owns the trade or busi-
ness.4
. Code Scc. 503(j).
. Regs. § 1.503(j)-1(b).

. Code Sec. 401(c)(3).
. Code Sec, 401(d) (9)(B).

e

7978. Bank dcposits as prohibited loans.
Savings accounts and ordinary checking ac-
counts aren’t loans for purposcs of the pro-
hibited transactions provisions. This rulc ap-

lics to such deposits in national banks, state
ganks, savings and loan associations, and build-
ing and loan associations whose deposits are
insured by the Federal Deposit I[nsurance
Corp., the Federal Savings and Loan Insurance
Corp., or their state equivalents, It applics
notwithstanding that the bank reserves the
right to require 30 days’ notice prior to with-
drawal!

Savings accounts in such banks aren't pro-
hibited loans notwithstanding that they exceed
the amount of dcposit insurance.? But ordinary
checking accounts to the extent of any excess
over the insured maximum apparently may be
treated as violating the prohibition against
other transactions resulting in substantial diver-
sion of income or corpus if left on deposit for
longer than the period required for reasonably
prompt investment.3 .

A time deposit, namely one made for a fixed
period of time, is considered to be a loan. But
the ruling so holding docsn’t indicatc whether
such a deposit would be considered to* be
adequately secured to the extent insured by the
Federal Deposit Insurance Corp. or the Fed-
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eral Savings .and Loan Insurance Corp., or
their statc cquivalents.! ‘
1. Rev. Rul. 62-183, CB 1962-2, 143; Rev. Rul
$9-29, CB' 1959-1,' 123,
2. Rev. Rul. 62-183, CB 19622, 143.
30 Rev. Rul. 59-29.'CD 1959-1,/123.
& Rev. Rul. 62183, CB 19622, 143,

g 7979. Penaltics where cxempt organiza-
tion engages .in prohibited transactions. An
otherwisc exempt organization that cngages in
a prohibited transaction won't be granted an
excmption application and, if-it has previously
becn granted an excmptlion application, will
have its cxemption revoked.

Revocation isn’t automatic. It applics only

- after notification by the Treasury and only for
- taxable ycars aftcr that'in which the organiza-
tion is notificd. But the revocation may apply
to any taxable ycar during or prior to which
the organization commenced the prohibited
transaction if it entered into the transaction:
... with the purpose of diverling corpus or
income of the organization from its cxempt
purposes and
.. . the transaction involved a substantial
part lol‘ the corpus or income of the organiza-
tion. )
Engaging in a prohibited transaction also re.
sults in disallowance of the charitable contri-

butions deductions for income, gift, and cstate *

tax purposcs to individuals, corporations, or
estates or trusts that make donations to the
organization that engaged in the prohibited
transaction. ‘il date from which deduction
is denicd de, s on whethet or not the or-
ganization ¢:- -1 into a prohibited transac-
tion delibera! nd whether or not the donor
was a party t transaction.

* If the pro! d transaction was engaged in
with the purpose of diverting corpus or income
of the organization from its excmpt purpose

and the transaction involves a substantial part
of the.corpus or income, charitable contribu-
tion deductions arc denicd for donations made:
... In. the organization’s taxable ycar in
which if commenced such prohibited transac-
tion or thercafter, by a donor who was a party
fo it. This includes an individual who wasn’t
a party himself if any member of his family
was. Family includes brother, Sisters, spouse,
ancestors, and lincal descendants.

. . After the organization’s taxable ycar in
which it engaged in such prohibited transac-
tion, by a donor who wasn’t a party to it (and
no member of whose family (as defined above)
was a party to it). Apparently the ycar in
which the organization engaged in such pro-
hibited transaction is that in which the diver-
sio]n of the corpus or income becomes substan-
tial.
If the prohibited transaction wasn’t engaged
in for the purpose of, and didn't involve, di-
version of a substantial part of the organiza-
tion'’s corpus or income from its cxempt pur-
poscs, charitable contribution deductions arc
denicd only for donations made in the organ-
ization’s taxable ycars after that in which it is
notificd by the Treasury that its exemption has
been revoked.?

Although a transaction " between an other-
wisc exempt organization ard onc in a fidu-
ciary relation to it may not in particular cir-
cumistances constitute a prohibited transaction,
it may still result in loss of the organization’s
exemption if it violates any of the basic reg-
uisites for exemption. Thus the transaction
may show that the organization isn't in fact
being operated for the requisitc exempt pur-
poseS .

1. Code Sec. 503(:\;; Regs. §1.503(a)-1(b).

2. Codc Scc. 503(e) and (f); Regs. § 1.503(e)-1.
3. Regs. § 1.503()°1(a). (03 Reg

@ 7990, Unreasonable Accumulations and Improper Use or Investment of Income.

Exemption is denfcd to certain organizations in the broad religious,
charitable, educational, etc. category if they improperly accumulate, use, or

invest their income.

An cxempt organization that does this will lose its

exemption, but may file a ncv cxemption application when-the improper
accumulation, ‘use, or investme  has been corrected.

g 7991. Organizations affccted. The Coxic
bars improper accumulation, use, or investment
of an exempt organization’s income. This rulc
applies to a smaller group of cxempt organi-
zations than the prohibited transactions rule.
The unreasonable accumulations rule applies
only to organizations in the religious, charita-
ble, educational, literary, scientific, testing for

public safety, and prevention of cruclty to

- children or animals catcgories, subject to im-

portant exceplions, listed at § 7902.

It doesn’t apply to employees’ supplemental
unemployment benefit trusts or qualified em-
ployce pension, profit sharing or stock bonus
trusts (§ 7903); or to the group of exempt or-
ganizations listcd at § 7904,
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g 7992. Barrcd accumulations, ‘uses, and
investments of income. The rule against im-
proper accumulation, usc or investment of in-

. come is violated if the amounts accumulated
out of incoine in or prior to the taxable ycar
and not actually paid out by the end of year arc
either:
~+. . Unrcasonable in amount or duration in

order to carry out the exempt purpose of the
organization. This provision docsn’t apFIy
(a) to income attributable to ‘properly of a
decedent dying before ’51 transferred under
his will to a trust crcated by it and (b) to in-
come accumulated after the end of 21 ycars
following the death of the last life in being
designated in a trust created by the will of a
decedent dying after 50 if income must be ac-
cumulated by the terms of the will creating the
trust.
... Used to-a substantial dcgrce for non-
exempt purposes. R
. .. Invested in a manner that jcopardizes
the tax exempt purposcs of the organization.?

The following aren’t income for purposcs
of the improper accumulations rule:
. . . Contributions rcceived by the exempt or-
ganization.? :
... Gain on sale or cxchange of donated
asscts to, the cxtent of the excess of the fair
market value of the asscts when donated over
their substituted basis to the organization.
This gain docsn't have to be paid out?

1. Code Scc. 504(a); Regs. 51.52%.1(6)(!).

2. Rev. Rul. $8-535, CB 1958-2,
3. Regs. § 1.504-1(c)(1).

q 7993. Unrcasonable accumulation of in-
come. The principal prohibition of the rule
against iniproper accumulation, use, or invest-
ment of income bars accumulations of income
that arc unreasonable in amount or duration
in order to carry out the purposes or functions

_constituting the basis for the organization’s ex-
emption.! The mere fact that an excmpt or-
anization may accumulate income won't bar

- 1ts exemption. There must be an unreasonable
accumulation.? ‘

Accumulations of income were held to be
unrcasonable where they were excessive in rela-
tion to current cxpenditurcs and weren’t other-
wisc justificd by any specific program.?

But the following have been held not to be
unreasonable income accumulations:

. . . Temporary accumulation of any gain on
sale or exchange of income producing invest-
ment property, but only if such gains arc rein-
vested within a rcasonable time in other in-
come producing investment property.

« « JAccumulations to restore capital distrib-
uted in prior ycars®

Reproduced by special permission
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. . . Accumulations held as a reserve for a
specific and unconditional charitable grant to
be paid dver a fixed period, or over the period
necessary to accomplish the specific ‘purpose
of the grant, cxtending beyond the year of the
commitment to make the grant. Apparently any
undistributed balance of the rescrve would be
treated as distributable income for the year in
which the commitment was otherwisc satisficd
or released.

. ... Accumulations to build a reserve fund for
an employec pension plan.?

. . . Accumulations to pay off dcbt on corpus
of an othcrwisc bona fide exempt organiza-
tion.?

. . . Accumulations over a period of six or
seven years to build up (through income plus
additional contributions) a fund to be donated
to Brandcis University for construction of a
medical rescarch center.?

y/ recommendation:  To protect deduction for
charitable contributions to privatc foundations
don’t contribute more property than the foun-
dation nceds to meet the income requirements
of its existing charitable program. The founda-
tion, of course, can always prevent accumula-

. tions of excess income by contributing it to

other excmpt organizations.

1. Code Scc. 504(a)(1).

2. John Danz Charitable Trust, 32 T.C. 469, afl'd
on other issucs 284 F. (2d) 726.

3, Stevens_ Bros. Foundation, Inc, 39 T.C. 93,
afl'd 324 F. (2d) 633, cert._den, 376 US.
969, rch. dan. 377 U.S. 920; Eric Endowment
v. US., 316 F. (2d) 151; Danforth Founda-
tion v. U.S., 222 F. Supp. 761, afi’'d 347 F.
(2d) 673.

4. Regs. §1.504-1(c)(2).

5. Rev. Rul. 54-137, CB 1954-1, 289; Rev. Rul.
54227, CB_1954-1, 291.

6. Rev. Rul, 55-674, CB 1955-2, 264.

7. Truscott v, U.S,, D.C, Pa,, 4/1/58.

Tell Foundation v. Wood, D.C. Ariz., 11/26/57;

Randall Foundation v. Riddell, 244 F. (2d)

803,
Samucl Friedland Foundation v. U.S., 144 F.
Supp. 4.

b

@ 7994, Substantial nonexempt usc of in-
come. One of the prohibitions of the rule
against improper accumulation, use, or invest-
ment of income bars use of income to a sub-
stantial degree for purposes or functions other
than thosc constituting the basis for the organ-
ization’s exemption.!

It has been held that use of income to pay

indebtedness wasn't an improper use, where:
. . . The indebtedness paid was incurred in
acquiring income producing. property, the in-
come from which was uscd to make the debt
payments.?
.. . The indcbtedness paid was securcd by
mortgages on income producing property that
the organization received as a gift subject to
such mortgage debt.3 _
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1. Code Scc. 504(a)(2).
2. Shiftman, 32 T.C. 1073(A).
3. Tell Foundation v. Wood, D.C. Ariz., 11/26/57.

~ g 7995. Investment of income jeopardiz-
ing ‘exempt purposc. Part of the rule against

" improper accumulation, use, or investment of
income bars investment of accumulated income
in such a manner as to jcopardize the carrying
out of the purpose or function constituting the
basis for cxcmption of the organization.!

The test under this rule has been held to be

whether whatever loss is likely to occur would
imperil the capability of the organization to
clalu-ry out its charitable purposes. It was held
that: : .
. . . Investments which would have no sub-
stantial adversc cfiect on the organization’s
continued opcration even if totally lost could
be-disregarded.
. . . A very substantial stock investment made
with borrowed funds wasn’t objectionable,
even though a 15% decline in the price of the
stock would have wiped out the foundation,

" where the investment was made on the recom-
mendation of the grantor and principal stock-
holder of the corporation who had ‘inside
knowledge of its affairs and unquestioned in-
vestment acumen.. .

€ 8000. Unrclated Business Income.

. . . Investment in amply sccured sccond and
third~. mortgages subject only to limited
amounts of prior mortgages in rclation to the
value of the property.? i
1. Code Sce, S04 ().
2. Samucl_Fricdland Foundation v. U.S., 144 F.
Supp. 74.

@ 7996. Penalty for improper accumula-
tion, usc or-investment of incéme. An excmpt
organization that improperly accumulates, uscs,
or invests its income in violation of the rule
against unrcasonable accumulations is denicd
cxemption for the taxable year in which the
improper accumulation, use, or invesiment
occurs.! An organization that has lost its cx-
emption under this provision may file a new
application - for exemption showing that the
causc for the loss of the exemption no longer
exists.?

But a contributor to an otherwise exempt
organization isn’t denicd a charitable contri-
bution’s deduction for a donation made in the

- year in which the organization lost its excmr-
e

tion solely for violation of the unreasonab
income accumulation rule.?
1. Code Scc. 504(a).

2. Regs. § 1.504-1(¢).
3. Regs. §1.504-1(f).

Virtually all exempt organizations, other than churches and certain
other religious organizations, are taxable on their unrelated business income
over $1000. In general, the tax applies to a trade or business that isn't sub-
stantially rclated to the organization’s exempt purpose. Special rules apply
to trusts that qualify as exempt organizations. Unrelated business income
includes so-called “busincss lcase” income.

q 8001. Organizations taxcd on unrclated
business income. The Code imposes income
tax on thce “unrelated business taxable in-
come” of exempt organizations! without
otherwise affecting their tax exempt status.?
The tax applics only to unrclated business
taxable income -over $1,000.2

The exempt organizations’ that arc ncver-
theless taxable on their unrelated business
taxable income are listed at { 7905.

1. Code Scc. 511,

2. Code Scc. 501(b).
3. Code Scc. 512(b)(12).

q 8002. Unrelated trade or business of a
trust. In the case of trusts, unrelated trade
or busincss means any trade or business regu-
larly carried on by the trust or by a partner-
ship of which it is @ member. This rule ap-
plics to:

Reproduced by special permissior

. . . Exempt employces’ supplemental uncm-
ployment compensation benefits trusts.

... Exempt qualified employee pension,
profit-sharing, and stock bonus plan trusts.
.. . Non-exempt trusts.!

Under the foregoing rule, the following
have been held to be taxable unrelated trades
or businesses of trusts:

. . . Leasing of railroad tank cars for a term
of years with renewal option, by an exempt
employee trust.?

. . . Leasing of tire manufacturing machinery
by an exempt cmployee trust to the employer
tire manufacturer.®

|/ observatlon: Noncxempt trusts are tax-
ablc under the general rules for taxation of
estates and trusts. Those rules allow a de-
duction for charitable contributions made by
the trust. A limitation on that deduction bars

of the copyright owners,
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.any deduction allocable to income of the trust
that would be unrclated busincss taxable in-
come if the trust were tax excmpt.!  For tax-
ation of non-cxempt trusts, scc § 1700 ef seq.
1. Code Scc, 513(b).

2. Rev. Rul. 60206, CB 1960-1, 20

, 201 -
3. Cooper Tire & Rubber Co. Employces Retire-
ment Fund v, Com,, 306 F. (2d) 20, all’g 36

.C. 96.
4. Code Sec. 681(a).

€ 8003. Unrclated trade or business of
excmpt organizations other than trusts. In the
case of all cxempt organizations other than
trusts a tradc or business is unrelated only if
it isnt substantially related (aside from the
need of funds) to the exercise or performance
of the purpose or function that is the basis of
the organization's excmption.?

The Code expressly excludes from classifica-
tion as an unrelated trade or business any trade
or business:

. « . in which substantially all the work is per-
formed for the organization without compen-
sation;? or
. « » which is carried on by an organization-in
the religious, charitable, educational, etc., cate-
ory primarily for the convenience of its mem-
ers, students, paticnts, officers, or employees;?
or . .
.+ » which is the selling of merchandisc sub-
stantially all of which has been feceived by the
orgranization as gifts or contributions.t
he foregoing rules don't apply 1o trusts.®
, Code Sec. 513(a); Reps. § 1.513-1(a),
Code See. 513{a)(1); Regs. § 1.513-1(b); Rev.
Rul, $6-152, CB 1956-1, 56,
. Code Sce, S13(a)(2): Regs, § 1.513-1(b); Rev.
Rul, $5.676, CB 19552, 266,
Code Sce. 513(a) (37 Regs. § 1.513-1(b).

A Cooper Tire & Rubber Co. Employces Retires
¥1s1l9l;und v, Com,, 306 F. (2d) 20, afl'g 36

w

[Ty

 8004. When is a trade or businesss sub.
stantially rclated to exempt purpose, A trade
-or business is substantially related to an organ-
ization’s exempt purposes, and its income,
therefore, isn't taxable, if the principal purpose
of the trade or busincss is to further (other
than through production of income) the organ-
ization’s exempt purpose. This usually requires
8 comparison otP the nature and size of the
trade or business with the nature and extent
of the exempt activities.!

The following have been held to be taxable
unrelated trades or business:

Photography and electro-encephalography
work performed by an exempt medical and
scientific research foundation. The work was

rformed at rates comparable to those charged

y commercial enterprises and accounted for
75% of the foundation’s gross reccipts.?

« « « Radio station opcrated by an exempt uni-

-versity which carriecr its educational programs

but was, largely ‘operated as a commercial
station.?

. « . Cinder block plant originally acquircd by
an cxempt university to supply its own con-
struction nceds and thercafter chicfly supplying
the gencral public. ]
. ... Manufacturing business operated by an’
exempt college in which the students as part
of their educational program perform clerical
or bookkeeping functions.®

. . . Building and sclling houses where an
exenipt foundation bullt and sold 80 houses in
18 months to raise revenue for a church.®

. . . Buying supplies for resale to members by
an exempt agricultural organization created for
the purpose of improvement and advancement
of agriculture.” .
. . . Farms and orchards operated by a char-
itable trust.®
.o Binio ames, open to the public, run
semi-weckly by an exempt labor organization.?
. . . Restaurant, bar, and cocktail lounge
which accounted for more than 50% of the
income of an exempt horse-breeding organiza-
tion 10
. . . Insurance promotion and property man-
agement done for remuncration by an exempt
agricuitural organization.!®
. . . Accounting and tax services performed
for fees by an exempt labor organization for
some of its members.32 - g
.+ » Management, for a fee, of health and wel-
fare programs Yor cmiployees of its members by
an exempt business league.3
... Salc of “call” options on stock invest-
ments owned by an exempt organization,!*
But the following have been held to be non-
taxable related trades or businesses.
. .. Laundry operated by a university pri-
marily for students and faculty though also
open to the public.’
. . . Renting farms and orchards to tenants by

-a charitable trust.18

. . Sale of articles made by handicapped per-
sons as part of their rchabilitation training by
an exempt organization engaged in rehabilita-
tion of the handicapped.!?

. . . Championship tournaments, grants of
radio and television broadcasting rights, and
sale of booklets on rules of the game by a
national sports organization exempt as a busi-
ness league. The income from radio and tele.
vision rights was relatively insignificant.18

. .. “Bowl” football game arranged annually

by an exempt community organization.1®

. » » Lease of a building to 2 clinic by a foun-
dation, organized in part for medical pur.
poses.2°0
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S

Regs. § 1.513-1(2) (4).

3 RevRuls710, b 19572, 3167
Regs. § 1.513-1(2) ().

Rev. Rul. $5-676, CB’ 1955-2, 266,
Regs. § 1.513-1(a)(4). -
Rev, Rul. 554449, CO 19552, 399,
Rev. Rul. 57466, CB8 1957:2, 311,
-Rev, Rul. s843, B 1955

N 1960-1, 200.
1, CB 1962-2, 146.
IRD 1966-22, 20.
Rev. Rul. 6647, IRB 1966-9, 10,
Rev. Rul. 55-676, CB 19352, 266.
Rcv. Rﬁ“‘l 55‘83-413(1.)(:5 1958-2,-222,
LS. - -1(3, .
Rev. Rul, 58502, én 1958-%, 271,
Mobile_Arts and Spotts Ass'n ¥, U.S, 148 F.
Upp. . N
Hul;gn Clinic Foundation v, U.S., 212 F. Supp., -
tem'd on stip. 324 U.S, 43.

q 8005. Unrelated business taxab!
Excludes incowie of K
regularfy carricd on, e “unrelate
taxable income” of an otherwise exempt or-
ganization is comparable to the “taxable in-
come” of a {ully taxablc organization.! Start.
- ing with the gross income and deductions of
the unrclated trade or business, the computa-
tion of unrelatcd business taxable income is
the same as the computation of taxable income
subject to the additional exceptions, additions,
and limitations “hereafter explained, In the
case of a foreign cxcmpt organization only in-
come (and related deductions) from U. S.
sources is included in the computation.?

One of the principal cxceptionsis that only
the gross income and deductions of an unre-
latcf trade or business regularly carried on by
the exempt organization arc included in com-
puting its unrclated busincss taxable income.d
A trade or busincss activity is regularly car-
tied on if it is conducted with sufficient con-
sistency to indicate a continuing purpose to
derive some of the organization’s income from
that activity even though'infrequent or sea-
sonal.4 Casual sales of real property were held
not to amount to a trade
carried on®

1. Code Sec. 511,
Codc See. $12(a).
z. Code Sec. 512(a;

).
Regs. § 1.513-1(a) (3). -
s Migr’ia: Four.da(tiors. T.C. Mcmo. 1960-18.

»

@ 8006. Rescarch income excluded from
unrelated busincss taxable income. Income
from. rescarch activities and directly connected
deductions are excluded from unrelated busi-
ness taxable income in the following cases:

. . . Income derived by a college, university,
or hospital from research performed by any
persont . .. -

. . » Income derived from rescarch performed
for any person by an organization primarily
carrying on fundamental research the results-of
which are frecly available to the general pub-

or business regularly

lic2 Fundamental research doesn't include re.
scarch carricd on for the primary purposc of
commercial or industrial application®
. .. Income derived by any exempt organiza-
tion from rescarch performed for the U. 8. or
state or local governments.$

The regs state that excludable rescarch
doesn’t include activities incident to commer-
cial or- industrial operations, such as ordinary
inspection or testing of materials or products
or the dcsignin§ or construction of buildings,
equipment, etc.

— e
Code Sce. 511%11)(8),

Code See. S12(b)(9).

Regs, § 1.512(b)-1([)(4).

Cao

alo Se¢. 5!2(h)('l;.
Regs. § 1,812(b)-1¢7) (4),

I $857. lacome for labor or agricultural
crganization’s retivemacat home or hospital, In
the case of an excmpt labor, agricultural or -
horticultural organization all income used to
establish, maintain, or operate a_retirement
home, hospital or similar facility is excluded
from unrelated business taxable income pro-
vided all of the following requirements are
met:

. .. The facility is for the exclusive use and
benefit of the members of the exempt organ-
ization.

... The income is derived from agricultural
pursuits conducted on grounds contiguous to
the facility. .

... Such income doesn’t.provide more than
75% of the cost of maintaining and operating
the facility.

. . . All deductions directly connected with
such income must be excluded.!

3. Code Scc. 512(b)(14).

¢ 8008. Other income ijtems excluded
from unrclated business taxable income. The
following items of income and all deductions
directly connected with such income are ex-
cluded in computing unrclated business tax-
able income:
. .. Dividends, interest, and annuities.}
This includes ordinary distributions by real
estate investment trusts.? Capital gain distri-
butions apparently also would be excluded
from unrclated business taxable income under
the rule excluding gains and losses from sales
or exchanges.
.« . Royalties (including overriding royal-
ties) whether based on production or on gross
or taxable income from the property.?
. . < Rents from real property (including per-
sonal property leased with it) other than busi-
ness lease rents and deductions.

The Treasury holds that whether an item
of income falls within onc of the excluded

Y
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categorics is to be determincd from all the
facts and circumstances of cach casc. Thus
it will disallow exclusion of rents or royal-
ties if it finds that they are in fact:

. .. aeturn of profits by a person operating

the property for the benefit of the exempt.

organization or
. . . a share of profits retained by the exempt
organization as a partner or joint venturer.®
But the Treasury's attempts.to bar exclu-
sion of mincral royaltics received by exempt
organizations on the theory that, undér the
articular facts, they weren't really royalties
Eavcn’ﬁ been sustained by the courts.®
i Sode Seee FL 1966-18, 12,
3, Code Scc. 512(b)(2)

4 Code Scc, 512(b)(3) and (4).
% Reg. gis1200)-1: Rev. Rul, 54420, CB

6 US. v. Robcrt A. Welch Foundation, 334 F.
gd) 774, aft'g 228 F. Supp. 881; Amon G.
rter Foundation v, U.S,, D.C. Tex., 1/31/58.

@ 8009. Gains and losses from certain
sales and exchanges arc excluded. Unrelated
business taxable income doesn't include gains
or losses from sale, exchange or other dispo-
sition of property other than:

. ..stock in trade, inventories, or property
held primarily for sale to customers in the
ordinary course of business.

.. . timber cutting trcated as a Code Scc.
631 sale or exchange.! .

But unrelated business taxable income in-

cludes recapturable depreciation gain realized

- on sale or exchange of depreciable property.
The regs so provide with respect to Sec. 1245
personal property and apparently the same
rule applies to Scc. 1250 real property.?

1. Code Sec..$12(b)(S).
2. Code Sec. 1250; Regs. § 1.1245-6(b).

§ 8010, Deductions allowed in computing

- unrclated business taxable income. In com-

puting unrelated business taxablc income, all

the same deductions as apply to the computa-

tion of taxable income are aﬁowccll subject to
the following special rules:

... A $1,000 spccific deduction is allowed?

. . . The net operating loss deduction is com-.

uted by taking into account only those items
included in the computation of unrelated busi-
ness taxable income. Thus an unrelated trade
or business operating loss isn't diminished by
dividend income. Only years in which the
exempt organization is stibject to tax on unre-
lated business taxable income arc included in
computing an unrelated trade or business oper-
ating loss, But all years are counted in deter
mining the span of years for which the loss
may be carried back or forward.?

... The charitable contribution deduction
limitation js 5% of unrclatcd business taxable
income (before the charitable contribution de-
duction) for those exempt organizations taxed
at corporate rates and 20-30% for those exempt
trusts taxed at individual rates.$ . .
. . . Bad debt.deduction may be taken as spe-
cific deductions or under the rescrve metho
subject to the same rules as apply to other tax-
paycrs. The exempt organization may choose
either method in its first return of unrelated
taxable income but only if it hasn't already

. selected a method in a prior year in which it

made a return of income subject to tax. In that
event, it can’t change its method without the
Conunissloner’s prlor consent.®

. Code Scc. 311,

Code Scc. 512(b)(12).

Code Sce. 512(b)(6); Regs. §1.512(b)-1(e).

fg)del(Sc)C. 512{b) (10) and (i1); Regs. § 1.512
-1(5). .

. Regs. § 1.511-3(¢).

v swpn

q 8011. Partnership unrclated trade of
business taxable income. If an exempt organi-
zation is a member of a partncrship that carries
on an unrelated trade or business, the exempt
organization’s share of the partnership income
and deductions is included in the computation
of its unrelated business taxable income, sub-
ject to all the exceptions, additions, and limita-
tions applicable to that computation. The part-
nership items inclued in the computation of the
exempt organization’s unrelated business tax-
able income are those for the partncrship tax-
able ycar ending with or within the organiza-
tion’s taxable year.!

A special rule applics to certain trusts cre-
ated by the will of an individual who died
after Aug. 16, '54, and before ’57 where by
virtue of the provisions of the will the trust is
a member of a limited partnership. Under this
rule, the trust excludes its share of the partner-
ship’s income from an unrclated trade of busi-
ness, but only to the extent that partnership
income is actually distributed.? )

1. Code Scc. 312(c).
2. Code Scc. $12(b)(13).

q 8012, “Busincss lease” income and de-
- ductions are included in unrclated business tax-
able income. Business leasc rents and deduc-
tions are included in the computation of unre-
lated business taxable income. »

A “business lease” is a lcase of real property
for a term of more than 5 years, by a tax ex-
empt organization or by 4 partnership of which
the exempt organization is a member. The lease
is a business lease only if at the end of the
lessor’s taxable year there is ‘business lease
indebtedness with respect to the leased prop-
erty? Real property includes personal prop-
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* . s
crly Jeased under or in connection with the
leasc of real property.?

Distributions received on shares of a quali-
fied Code Scc. 856 real cstate investment trust
aren’t treated as Iease income cven though the
real estate investment trust derives its income
from rents received from mortgaged real estate.

The distributions are treated as corporate dis-

tributions which are excluded from unrelated

business taxable income.$
Business Jcase deductions include:

. . . Taxes and other expenses with respect to

the leased real property.

. . . Interest on thc business lcase indcbted-

ness. .

.. ..Depreciation on the leased property.®
In gencral, only that percentage of the reats

and deductions allocable to the business lcase

indebtedness is included in computing uare-
lated business taxable income. This is the same
ercentage (not over 100%) as the business
casc indcbtedness is of the adjusted basis of
the leased premises, at the close of the taxable
year.$

The-adjusted basis of the leased premiscs is
determined under the rules applicable to tax-
payers generally for-the enltire peried since ac-
quisition of the property by the excmpt organi-
zation. Thus depreciation must be deducted
for all taxable years whether or not the organi-
zation was cxempt in any ycar. And the entire
amount of dcpreciation must be deducted from
basis notwithstanding that only a portion of
the depreciation is taken into account in com-
puting unrclated business taxable income.?

The Treasury regs contain examples illus-
trating thc computation of business lease in-
come.®

Code Sccs. $12(b)(4) and 514¢a).

Code Sec. $14(b)(1).

Code Seéc. S14(d).

Rev. Rul. 66-106, IRB 1966-18, 12.

. Code Scc. 5t4(a}(3).

e, 514(a),
. 1.514(a)-1(2) (D).
Regs. § 1.514(a)-1(b).

1.
2.

g
23
?E
N

q 8013. Leases related to exempt purpose
arcn’t business leases. The following aren’t
*“busincss leases”:

. . . Leasc entercd into primarily for purposes
substantially related (apart from need for
funds) to the purpose constituting the basis
-for the organization’s exemption.

. . . Lease of premises in a building primarily
designed for occupancy, and occupied, by the
exempt organization.!

A lease, under ordinary commercial arrange-
ments, by an exempt foundatipn of a school
building to an exempt educational institution
was heFd not to be for.a purpose substantially
related to the foundation’s excmpt purposes
notwithstanding that the foundation was or-

ganized in part for educational purposes.2 But
Jease of a building by a foundation, organized
in partor medical purposcs, to a clinic was
held not to be a business lease by a district
court which found the lease to be within the
ambit of the foundation's execmpt purpose.
This decision was later reversed on stipulation
without consideration of its mcrits.?

1. Code Scc. 514(b)(3).

2. Rov. Rul, $8-547, CB 1958:2, 275.

3. Huron Clinic Foundation v, U.S., 212 F. Supp.
847, rem’d on stip. 324 F. (2d) 43,

¢ 8014, When is term of lcase over 5
years. Only a lease for a term of more than
5 ycars is a business lease. The term of a lease
includes:!

. . . Any period for which a rencwal or exten-
sion option may be cxercised, This includes a
renewal option in a separate agrecinent.?

. . . The period of the prior lease, in the case
of a lcase made by exercisc of a rencwal or
extension option.

If real property is acquired by the cxempt
organization subject to a lease, the term is
deemed to begin on the date of acquisition.

Even though therc is no over-5 year lcase or
any lcasc at all, real property will be deecmed
to be occupicd under a lease for a term of more
than 5 ycars beginning with the 6th ycar of
continuous occupancy by the same tenant. Sue-
cessive tcnants arc considered to be the same
tenant where they are so related that losses on
sales or exchanges between them would be dis-
allowed under the Code provision barring rec-
ognition of losses in transactions between re-
lated taxpayers.? '

/ observation: The mere fact that the lease
term isn’t over 5 ycars doesn’t necessarily
mean that rents received by the tax exempt
organization aren’t taxable. The rents may be
taxed under the general definitions of unre-
lated business taxable income unless they fall
within the Code Sec. 512(b) (3) exclusion for
rents from real property. The Treasury may
attempt to tax such rents if it determines that
they arc really profits rather than rents, as
noted at ¢ 8008.

—_——
1. Code Sec. 514(b).
2. Chamber of Commiceee of Kansas City, Kans.,

35 T.C, s62,
3. Code Sec. 514(b)(2).

@ 8015. Property only partly Ieased for
over 5 years. If real property is partly lcased
for a term of over 5 years and -partly for 5
years or less, the over-5 year leases will be
considered business leases during the taxable
year only if one of the following requisites is
satisfied:

... The over-5 ycar leases account for 50%
or more of the rents for the year.
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. .. The over-5 year leases account for 50%
or morc of the total rented arca at any time
during the year.

« .. Any tcnant (or group of tenants that are
members of the same consolidated return affil-
fated group or partnership) under an over-5
year lease accounts for more than 10% of the
rents for the year.

. .. Any tenant (or group of tenants that are
members of the same consolidated return affil-
fated group or partncrship) under an over-5
year lcasc accounts for more than 10% of the

total rented arca at any time during the year. .
Over-5 years continuous occupancy by the

samo tenant s trcated as an over-3 year lease
under the two 10% rules above, but not under
the two 50% rules.

Under the 50% ruies only, the unexpired

rtion of a Icase on the date that a new lease
s made isn’t tacked on to the sccond lease in
determining whether the term of the second
lease is over 5 years. But this rule applies only
if the sccond leasc takes effect after the end
of the first lcase and is made during the last
half of the term of the first lease.!

1, Code Sec. 514(b) (3)(B).

] 8016. Busincss lease indebtedness. Busi-
ness lease indebtedness is the unpaid amount
of indcbtedness with repect to real property
leased for a term of over 5 years. * It includes
indcbtedness:

. .. Incurred by the lessor in acquiring the

property. )

+ «» Subjcct to which the property was ac-
uired (whether the acquisition was by gifts,
evise, or purchase).

- . . Incurred by the lessor in improving the

property.

« .« Incurred before acquisition or improve-

ment of the property if it wouldn't have been

incurred but for such acquisition or improve-
" ment, .

« . Incurred after acquisition or improve-

ment of the property if it wouldn't have been

incurred but for such acquisition or improve-
ment and its incurrcnce was reasonably fore-

sccable at the time of the acquisition or im-

. provement.? A

Whether indebtedness subject to which
property is acq’;ﬁred-on liquidation of a cor-
oration in which the exempt organization
eld stock is business lease indcbtedness
isn't scttled. A district court held that it
isn't basing its decision on the ground that
indebtedness subject to which property is ac-
uired is business lcase indebtedness only if
e property was acquired by gift, devise, or
purchase and that none of these includes prop-

V crty acquircd on liquidation of a corpora-

tion.? But the Trcasury holds that property
reccived jn a corporatc liquidation is “ac-
quircd” within the meaning of the business
leasc indchtedness ﬁrovision.3
 If only part of the real property is subject
to a busincss lcasc, only part of the indebted-
ness with respect to the property -is business
leasc indebtedness. This is determined by
making a proper allocation.t :
Special rulcs apply in the following cases:
. . . Property subjcct to indebtedness acquired
by gift, bequest or devise before July 1, '50.8
. . . Property subject to a lease requiring im-
provements, acquired by gift, bequest, or
devise before July 1, '50.9

... Certain Code Scc. 501(c) (2) title hold-

ing corporations.”

. . . Certain Code Scc. 401(a) qualified pen-
sion, profit-sharing, and stock bonus trusts,?
.+ . Code Sec. 501(c) (17) employees supple-
mental unemployment compensation trusts.?

1. Code Sce, 514(¢) (1) and (2).

2. Broderick v. U.S., D.C. Wash., 6/19/64,

3. Rev, Rul. 66-107, IRB 1966-18, 13.

4. Codc Scc. $14(c)(6).

3. Code Scc. 513(c)(2).

6. Code Sec. 514(¢) (3).

kN (Co)d(l; ‘Scc‘ 514(c)(4) and (S5); Regs. §15.514
¢)-3(i).

g. Code Sce. 514(c)(3) and (7).

. Code Sec. 514(c)(8).

8017. Tax on unrclated business taxs
ablc income. The tax on unrelated business
taxable income is computed at the corporate
income tax rates as if the exempt organization’s
“unrelated business taxable income” is its “tax-
able income.”? But if, except for its exempt
status, the organization would be taxable as
an estate or trust, its tax on unrelated business
taxable income is computed at the income tax
rates applicable to individuals.?

In computing the limitation on the credit for
taxes of foreign countries and U. S, possessions,
the exempt organization’s “unrclated business
taxable income" is used- instcad of “taxable
income.™

v obscrvation: The investment credit allowed
by Code Sec. 38 apparently also is allowed
since that credit applics to the tax imposed by
Chapter I of the Code, and Code Sec. 511
which imposes the tax on unrelated business
taxable income is part of that chapter.

1. Code Sec. SI1(a01).
2. Code Sce, $11(b).

3. Code Sec. S13.
P

g 8018, Returns and payment of tax,
Form 990-T is used to report and pay tax on
unrclated business taxable income.” The same
form is used whether the tax is computed at
corporate or individual income tax.rates.!
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= ¢ roturns are duc and the tax due must be  year organizations). Always consult the latest
. paid at the same time that corpdratc returns official instructions to Form 990-T, obtainable
and income tax payments arc duc where the from your local district dircctor.

unrelated business income is taxable at the cor- The rules on asscssment, collection, and
porate rates (Mar. 15 for calendar year organi-  penaltics applicable to ordinary income tax
zations) and at the same time that individual  also agp]y to the tax on unrelated business in-
returns and income tax payments arc duc come:

where the untelated business inconic is taxable 1. Regs. § 1.60122(c) and § L.OOIZ3(a) ().
at the individual rates (Apr. 15 for calendar 2. Regs. § 1.511-3(a). T

Reproduced by special permission
‘of the copyright owners.
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' TREASURY PROPOSALS ON PRIVATE FOUNDATIONS

A summary of the Treasury Proposals regarding
changed in the law on prlvate foundations from a
report prepared by the Senate-Finance Committee,
dated February 2, 1965.

I. There should be a general prohibition on self~
dealing more stringent than the present Section .-
503 which would be expanded to include officers

as well as donors and other related parties.'

This prohibition would be subject to the
following exceptions'

(a) A foundation may purchase Inci-
dental supolles from such parties

(b) Related parties may buy at fair
market value assets from the
foundation In forced sales.

(¢c) Related parties may make interest-
free loans where such loan 1s to be
used for a bonafide charitable
purpose.

II. Private non-operating foundations should be

required to distribute all of their current net
income on a reasonably current basis.

The purposes for which income would have to be
expended are:

(a) To publicly supported charities.

(b) To privately supported bperating organ-
izations.

(c) On direct expenditures for charitable
programs conducted by the foundatlion.
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(d) For the purchase of assets which the
foundation uses as part of 1its program
of charitable activities.

"Tncome” would include short-term capital gains.

- Current operating expenses would be treated
as current expenditures for charitable purposes.
Otherwise, net ordinary income is defined as total
income (less capltal gains), less expenses incurred
in earning such income,

The income would have to be expended within
one year after the year of receipt. This would be
subject to two exceptions - (1) Funds could be
accumulated for a definite charitable purpose, and
(2) Funds could be accumulated to make up for past
expenditures in excess of income.

INCOME EQUIVALENT

Because foundation ownership of growth assets
or unproductive property may result in 1little
"income" within the scope of this rule, the Secre~
tary of the Treasury should have regulatory authority -
to set a percentage rate called an "income equivalent",
which will be charged on a foundation'’s assets and
which would become a floor for distributable lncome
under this rule. This would be figured at the falr
market value of the foundationts investment assets.

III, A foundation should not own over 20 percent
of the voting stock or equity of a corporation
engaged in an unrelated business.

Stock held "for the benefit of" a foundation
should be attributed to it but that owned by officers,
donors; etc., for thelr own benefit should not.=

IV. Because a glift to a foundation of stock in a
family business lacks a true element of finallty,

1t would not be counted as a deductible contribution
until: . (a) The stock was sold by the foundation.
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(b) ‘The property was directly applied to charitable
uses, (c? Donor control of the business ceases.

These three occurrences are called "qual-
1fying actions®, Until one of these qualfying
actions occurs there would be (a) No charitable
deduction. (b) No recognition of a gift. (c)
Property would be included in the donor‘s gross

estate.
V. Restrictions should be placed on financial

transactions unrelated. to the foundation's char-
itable functions,

A.. Borrowing

All borrowing for Investment purposes would
‘be prohibited. e

B. Loans '

»

Loans of private foundations should be iimited
to categoriles which are clearly necessary, safe and
appropriate for charitable fiduciaries,

C. Trading and Speculation -

All trading and speculating, either with
corpus or income, should be prohibited.

VI, After the first 25 years, donor related parties
should make up no more than 25 percént of the managing
board of the foundation.

ADDITIONAL PROPOSALS

A, No deduction (or recognition of contribution)
for unproductive property will be recognized until
that property is ?a) made productive; (b) disposed
of; (c) applied to charitable uses.

B. Any contribution will be diminished by the
amount of ordinary Income which the donor would
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have received had he sold it., This would include
particularly Section 306 stock, collapsible corp-
oration stock or inventory.

C. The marital estate tax deductlon would be fig-
ured without reference to amounts contributed to
charity by will, etc.

D. There should be workable sanctlons for fallure
to file annual returns., Specifically, there should
be a fine of $10,00 a day, up to $5,000.00, levied
upon both the foundation and the officer responsible.
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Jus.622 BTATE OF CALIFORNIA
OFFICE OF THE ATTORNEY GENERAL, .
REGISTRAR OF CHARITABLE TRUSTS
RooM 300, 923 12TH STREET |
BACRAMENTO, CALIFORNIA 5814

PERIODIC REPORT OF CHARITABLE TRUST

1. Name T ) . o
Address
City

2, Covering period of ) s19—_to

3. Financial Statement (Please refer to other side for instructions before preparation.)

4, Income:

§. Expenditures:

6. Name, address and amount of benefits to recipients under Charitable Trust.

sy 19—
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7. 1f during the period of this report there have been any changds in the provisions of the Trust, piease
~ explain, Attach list of present officers and directors with addresses,

§ certiy Gor declirg) wader penilty of perjury hut this eepare {including aay secompuning schedsles end sstements) bot bees exemiod by me 9nd 1o tbe bse of 7

Roowledgs aod belief {1 8 woe, correct eod complete feport.
o~

Title C Date Registrar’s Use Only
“Trustee Date

Audit by:
Teustee Date Date:

INSTRUCTIONS FOR PREPARING AND FILING
- PERIODIC REPORT OF CHARITABLE TRUST

WHO MUST FILE

Pursuant to Scc. 12586 of the Gov. Code and Sec. 301 of the Calif. Adm. Code, Title 11, every
Trustee except those exempt under Secs. 12583 and 12586 of the Gov. Code must file with the
Attorney General a periodic written report under oath or by declaration under penalty of perjury.

WHEN TO FILE

The first periodic report shall be filed as required by paragraph (d) of Section 12586 of the Gov-
ernment Code, Subscquent reports should be filed on an annual basis not later than four months and
fiftcen days following the close of each calendar or fiscal year petiod,

ALTERNATIVE METHOD OF FILING :

Section 12586, paragraph (a) of the Government Code and Section 303-b o.f the California Admin-
istrative Code, Title 11, provide for an alternative method of filing report.

CONTENTS OF ﬁEPORTS—Sections 3, Financial Statement; 4, Income;
and 5, Expenditures ‘

Detailed statements of financial condition and operations are required which will resultin 2 com-” ¢
disclosure of the activities of the organization during the reporting period. )
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(2) A balance sheet including all assets, liabilities and a staternent of the net worth at the end
of the reporting period. Securities in an investment portfolio with a total market valuation in excess
of $100,000 sbalr be scheduled on a form provided by the Attorney General.

(b) A statement of all receipts or income during the period classified as business income, interest,
dividends, rent, gain or loss from sale of assets, contributions, gifts or grants received, giving amount
i ga it 8 8
and source.

(c) A statement of all disbursements and operating expenses during the period classified as
salaries and wages, interest, taxes, rent, depreciation, contributions, and miscellaneous.

(d) A statement of the purposes for which the distributions, donations or payments have been

made giving the name, address and amount disbursed to each recipient of benefits under the
Charitable Trust.
Other pertinent information concerning the Trust and its administration. When requested by the
Attorney General any periodic report shall be supplemented to include such additional information
as the Attorney-General deems necessary to enable him to ascertain whether the corporation, trust
or other relationship is properly administered.

MODIFICATION IN TRUST STRUCTURE (Item 7)

Please submit a detailed report of any changes in trust indenture or any change of Trustee. In the
case of a corporation formed for the administration of a charitable purpose, please submit any
amendments to the Articles of Incorporation or changes in By-Laws; andp any changes in officers
or directors of the corporation, )

."CERTIFICATION

An officer of the organization, authorized to execute such documents, must certify to the correct-
ness of the periodic report in the manner provided on the form under penalty of perjury, showing
the date and place of such certification, or in lieu thereof may swear to the same before a notary
public or other officer authorized to administer oaths.

WHERE TO FILE
Please forward (1) copy of completed form to the Registrar of Charitable Trusts, Room 300, 923
12th Street, Sacramento 95814,

If additional information is required, please refer to the Uniform Supervision of Trustees for
Charitable Purposes Act (Secs. 12580-12595, Gov. Code) and the Administrative Rules and Regu-
lations pursuant to the aforesaid Act (Secs. 300-310, Title 11, Calif. Adm. Code). )

87-444 O-68—29
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STATE OF CALIFORNIA
OFFICE OF THE ATTORNEY GENERAL
REGISTRY OF CHARITABLE TRUSTS
Room 306, 923 127H STREET
BACNAMENTO, CALIFORNIA DSB14

REGISTRATION OF CHARITABLE TRUST

wis S Dates

Charitable Trust
1. Name of or
Charitable Cotporgtion
Address of headquarters: o

2. Charitable Trust under: . ‘ B
A, Estate of . v_ s . v‘ . )
. Will probated County of Probate No.
° Last account rendered on -
B. Inter vivos trust of
Date of instrument

" C. ‘Charitable Corporation or corporation formed for the administration of 2 Charitable Trust

Name of corporation: o Address:
3. Names and addresses of trustees or directors and officers of corporation:

’

4. Attached hereto are the following documents:

=4
" $. Description and value of Trust assecs:

6. Purpose of the Trust:
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[T
7. Accounting Period:
Calendar year ............ Fiscal year ending
c ’ : oonth . day
Registration No. CT.
Executed by

Date of Registration....u.eeomecereee
For use of the Registrar's office only Fame Title

Addren

SEE OTHER SIDE FOR INSTRUCTIONS

. INSTRUCTIONS FOR PREPARING AND FILING
REGISTRATION FORM OF CHARITABLE TRUST

WHO MUST FILE .

Pursuanc to Sec. 12581 of the Gov. Code and Sec. 300 of the Calif. Adrn. Code, Title 11, all Trustees
holding property for charitable purposes in the State of California must register with the Registrar
of Charitable Trusts except those pasties exempt by Sec. 12583 of the Government Code.

WHEN TO FILE

" Pursuant to Sec. 12585 of the Gov. Code and Sec. 300, Calif. Adm. Code, Title 11, every Trustee i
subject to.the Uniform Supervision of Trustees for Charitable Purposes Act shall file with the
Attorney General within 'six months after any part of the income or principal is authorized:or

required to be applied to charitable purposes.

NAMES AND ADDRESSES OF TRUSTEES OR CORPORATE OFFICERS (Item 3)
In the case of a testamentary or inter vivos trust, please submit the names and addresses of all indi-
vidual and corporate trustees.

In the case of 2 Charitable Corporation or corporation created for the administration of a Chari~ * e

Trust, please submit names, titles, and addresses of all corporate directors and officers.
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DOCUMENTS REQUIRED TO BE ATTACHED (Item 4)

Testamentary Trust: A certified copy of Will and Decree of Distribution

Inter Vivos Trust: A certified copy of instrument creating Trust

Corporate Trust: A certified copy of the Amcles of Incorporation and amendments
thereof and By-Laws.

"FINANCIAL STATEMENT (Item 5)

Please present a detailed description of all assets and Habilities, including cash on hand and in banks,
name and number of investment securities at cost or book value, personal and real property, etc.
Atctach separate sheets whcn necessary, to supply all information.

EXECUTION OF REGISTRATION FORM
Where there isa single trustee, the form is to be executed by that individual.

Where there is a group of individuals or corporation holding as trustecs, any one of the trustees may
exccute the form. In the casc of a charitable corpotatxon the form should be executed by an author-

ized officer.

WHERE TO FILE

Please forward (1) copy of completed form to the Registrar of Charitable Trusts, Room 306, 923
12th Street, Sacramento. ,

If additional information is required, please refer to the Uniform Supervision of Trustces for
Charitable Purposes Act (Secs, 12580-12595, Gov. Code) and the Administrative Rules and'Regu-
lations pursuant to the aforesaid Act (Secs. 300-310, Title 11, Calif, Adm. Code).
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EXHIBIT 1 (PART 2)
(Section 1 has not been submitted to the subcommittee.)
Section 2
ORGANIZATION QF 501 (gl)ld(:%) PRIVATE FOUNDAT ION
DISCUSSION OF CIVIC IEAGUE 501 (c) (4)
NFP_FOUNDATION MANAGEMENT

Preface

Last evening you began work on your foundation
by briefly discussing the legal purpose of your found-
ation. In addition, the preliminary reading material
which you completed prilor to the semlnar gave you
insight into the proper philosophy for managing found-
ation activities to avoid gquestions, harassment or
trouble., With these principles in mind, we would
1ike to discuss and teach in a seminar style the
procedures and principles which would best be employed
to operate a small NFP tax-exempt corporation.
These procedures will be discussed In three
classifications:
1. The organization of the foundation
2. The operation of the fomdation

3%, Miscellaneous principles and rules to
provide protection or ease of opemtion.

This will be basic material but it will be dis-
cussed in some detail. Some subjects, however, may
not be discussed as extensively as you desire., If

you desire a deeper understanding of any subject,
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we would suggest that you hold your cuestions until

the end of this session or uniil the follow-up guestion
meetings. We do not, however, desire to restrict

vour qQuestions.

THE _CRCANMIZATTION OF THE FOUNMDAT TON

From this point on I recommend that ycu ask
any and all questions that may occur to you as we
discuss each subject, and that if you have an ldea
for a solution or an answer to the question or a new
idea that the Instructor is not aware of, don't
hesitate to bring it up, raise your hand or blurt
it out. There are only 30 or 40 provisions In the
federal code and elght or ten laws in each state which
apply to non-proflit organizations with any force or
effect. There may be solutions to problems that are
simply not covered by the law and require more prac-
tical discussion than legal counsel often consider,
and since we are here to discuss basic principles
which will guide a person to properly operate a found-
ation, we desire that each of you ask questions until
the method or procedure under discussion 1s completely

understood.

2~2
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We will try to save your time and logically
develop your understanding of the material by fol-
lowing a general outline. If you see that some
immediate question you have will be covered later in
the seminar, you might write the question out and
save 1t for that time. If we don't answer your ques-

.tlon In the course of discussion please ask it then.
Here is the outline, would you glance at it for a

few minutes and then we will begin.

DISTRIBUTE EXHIBIT #1

Federal Reguirements of Creation of a Foundation

Tax-exemption of a non-profit organization is
based upon two things:

1. That you are organized expressly for
certain purposes

2. That you are operating exclusively for'
these same purposes.

Basically this 1s a simple test, as the words indi-
cate. Starting with your purpose you must be recog-
nized under Section 501 (¢) (3) of the Internal
Revenue Code as being organized exclusively for one
2-3
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EXHIBIT 1
OUTLINE OF SEMINAR

I. Preface

A. Overall objective of foundation material (to give basic
information on management).

B. Outline of foundation material.
II. Organization of the founﬁatién
A. Explenation of the federal requirements for exemption.
B. Articles of incorporation
C. The board of directors
D. Officers
E. Bylaws
F. Meetings of the board of -directors
G. Foundation bank account
H. Additional corpofate paper work

1. Waiver of notice to members of the board of
directors .

2. Corporate seal
3. Newspaper notices
L. Membership certificates

I. The employment relationship between the foundation
and the executive director

J. TFederal tax exemption of the foundation
K. Special ¢ypes of foundations

1. Medical foundation

2. Agricultural foundation

3. Relilgious foundation

-1-
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I, Educational foundation
5. Scientific foundation
IIT. Civic League
A. Benefits
B. Organization
C. Operation
IV. The operation of the foundation
A. Foundation income sources
1. Contributions
2. Fees
3 Investments, etc.
4, Buying and selling proéerty
5. Other properties '
6. Taxable income
B. PRestrictions of foundation activity
1. Prohibitive transactions
(a) Political activity
(b) Endangering foundation funds
(¢) Self-dealing
2. Distribution requirements
C. Outgo
1. Grant programs and charity
2. Salary (relating to organizational material)
3. Fringe benefits
a) Insurance
b) Foundation business
c) Hobbies
d) Retirement
e) Advertising
f) Other normal related expenses

2
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Continuing Management
1. Accounting practices

(a) Corporate accounting
(b) FPoundation fund accounting

2. Continuing control

Federal and state regulations

1. nRocldl security and federal withholding
2. State reporting requlrements

3. State membership requirements

4, FPederal reporting requirements

5., State tax requirements

Review of foundation material using structural chart

TRUSTS

Trust outline

A.

B.

Introduction

1. Difference from foundation
2. Historical background

3. Purposes

Organization of the trust
Operations of the trust

1. Privacy

2. Economic operations

Trust foundation

1. Organization

2. Operation

Tandem cperations outline

A.

Introduction

-3
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1. Purpose
B. Management of property
C. Management of activity

D. Management of income

¥R % X %

.
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or more of the following purposes:
1. Education
2. Scilence
3. Religion
4, Charlty
5. Literary
6. Testing for public safety, and

7. Prevention of cruelty to
children and animals.

Your desires for foundation activity will probably
£al1l within the areas of education, religion, science,
or literary. If you decide to form your own founda-
tion and are a Junilor or Senior member, an attorney -
and there are a number who are members of ABC and
acquainted with foundatlons, who can help yourcreate
the proper purpose and other technical language
required on your artlcles of Incorporation.

Articles of Incorporatlion

The first step in organizing your foundatlon is
to execute the articles of incorporation for a non-
profit or non-stock corporation. In most states this

is quite simple. Attorneys who are familiar with
2-4

Copyright {c;1967
Americans %uilding Constitutionally
(A Trust) Printed in U.S.A.



459

foundations, especially attorneys who are members of
ABC, are aware, however, of many fine points which
can ald the efficiency of your foundation without
disclosing unnecessary Information. For example,
your foundation's purpose would conform to the require-
ments of federal law, Federal law 1s accepted by
every state. Your attorney would know the precise
words necessary to most efficiently qualify a foundation -
under both state and federal law. You, on the other
hand, might have to read several books or‘try in-
corporation a few times to develop the most efficient
organization. Once the articles of incorporation
have been executed they are usually filed with the
Secretary of State of your state with the proper fee,
A complete charter is then issued by the Secretary of
State and once this has been recorded under state law,
your foundation is in business. Your next step 1s to
complete the paper organization of your foundation.
The attorney agaln is prepared to perform most
of the paper work which will include the creation of
your foundation records (l.e. the minutes of your

board of directors, by-laws, the membership rules and

2-5
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The msmbership certificates and any other records
required by state law). In thls paper work your
primary concern will be with choosing the right
course of action and the right personnel to accom-
plish your desires. An attorney who is knowledgeable
in foundations 1s tralned to use these ldeas and
personnel to create the proper paper work for your
foundation.

Even though the attorney will accomplish most of
this organizational work, 1t is wise that you have
personal understanding of some of the principles
involved so that you will not be confused by legal
language or be afraid to touch your corporate record

books.
The Board of Dirsctors

The board of directors of your foundation (not-
for-profit corporation) has the ultimate control over
the activities of the foundation. The minimum number
1s dictated by the state law although maximum numbers
are usually not limited. We recommend however that a
comparatively small number of persons be placed on
the board of directors. The husband and wife of a

2-6
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p;rticular family may both be on the same board of
directors as will children who have reached the age of
maturity and perhaps collateral relatives such as
aunts, mothers, cousins, etc. The board of directors
would be chosen with two ideas in mind:

1. The compatibility of the individuals, and

2. The geographlic convenience of the individuals.
Your board of directors may be required to "meet"
frequently in the initlal forming stages of the found-
ation and thereafter would meet regularly at a rate of
once a month or four times a year. This would normally
require that the individuals be within the same geo-
graphic area to facilitate the meetings and to avoid
the so-called "paper meetings" that are conducted
entirely by mail. However, compatibility of the
members is much more 1lmportant than the geographic
convenience, and if you desire four or five members

" on the board of directors who live in three or four

states, this is proper provided that they are compat-
ible with your deéires as founder and a director of
the foundation. Even though you might obtain an

undated letter of resignation from other members of

2-7
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the board of directors, you would wish that they be
familiar with and in accord with the purposes of the
foundation as you have chosen them without forcilng

you to use the "influence" of the letter of resignation.
Since it is more difficult to find five or seven
compatible individuals than it is to find three or

four, we recommend a minimum number.

Your purpose as a director of the foundatilon
should be distinguished from your possible position
as an officer or employee of the foundation. Your
powers as a director are superior to that of an
officer or employee, but are usually not exerclsed
in any capacity other than ratification of the acts
of employees and officers.

The initial meetings of your board of directors
will accomplish standard organizational acts enabling
your foundation to operate. These acts will be dis-
cussed later. Thereafter the minutes of the meetings
of your board of directors will usually reflect only
those activities which your foundation has accompllished.
Attorneys are trained to maintain these minutes In

proper language, but once the legal form is mastered,
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everyday English 1s quilte sufficient to record the
minutes of the board of directors. We will discuss
the se minutes in a few moments.
Officers

The officers of your foundation may be the same
people as the board of directors. Just remember to
keep the many hats of the various individuals on
their proper racks. The capacities of the officers
are different and distinct from those of directors.
Officers are empowered by the board of directors to
conduct the day~to-day activities of the foundation.
You will probably have five officers under our recom-
mended procedures. You may have more or less depending
upon state law and your own desires. The five of-
ficers recommended by ABC are president, vice~
president, secretary, treasurer, and executive director.
You are probably familiar with the general dutles of
the first four officers and we won't spend any time

discussing the dutlies unless there are questions.

Distribute collateral EXHIBIT #2 on
duties of officers.
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EXHIBIT 2

COLLATERAL EXHIBIT ON DUTIES OF OFFICERS OF CORPORATION FOUNDATION

The duties of the various officers and the authority of the
various officers of a corporate foundation are generally similar,
if not identical, to those of the officers of a business corpora-
tion. If a person is held out to the general public as a princi-
pal officer of a corporate foundation, such as the president, vice
president, secretary or treasurer, then that person has inherent
powers and duties which would enable him to accomplish activities
without further minutes or actual authorization from the board of
directors. In other words, if you deal with a man who has offered
a business card stating that he is president of the Smith Founda-
tion, and you have no reason.to doubt thils, then for all practical
purposes he 1is the president of the Smith Foundation and can do
all things that any president of any foundation can do. 0ddly
enough, the legal view of the authority and powers of the various
officers of a corporation is much more limited than that of the
ordinary conception of the powers of presidents and other offi-
cers. We will discuss briefly the duties and powers of each
major officer, first in the strict legal sense, and second, in the
general common understanding of such officers. Ve will not dis-
cuss the authorities of the officers in terms of parliamentary
procedure. If you are interested in discussion along these lines
we recommend the appropriate sections of Roberts Rules of Order.

The President: The strict legal rule is that the president
of any corporation does not have by virtue of his office alone
any power to act for the corporation. His authority must be de-~
rived from the articles of incorporation, minutes of the board of
directors or by state. You should check with your state's non-
profit corporation act to determine if any statute gives the presi-
dent any power. However, the broad view taken in most cases is
that in the absence of a charter or bylaw provision to the con-~
trary, the president of the corporation is the general manager of
the corporate affairs with the authority to act for the corpora-
tion in its business. The president of the corporation is usu-
ally presumed to have full authority to do acts within the general
" domain and business of the corporate purpose and objective.

Of course, the board of directors may always vest the presi-
dent with full authority to act as the chief executive officer of
the company, and in fact, the initial bylaws of most corporate
foundations do this automatically. Any person dealing with the
president of a corporate foundation in the usual manner is en-
titled to assume that the president has actually been vested with
full authority to manage the general affairs of the corporate
foundation. In other words, a corporate foundation's president is
usually considered its general manager and has the implied authority

~1-
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to perform any act in the ordinary course of business. In many
foundations, the executive director may be expressly given su-
perior powers to that of the presldent, but since in these same
cases the president and executive director are the same individual,
there should be no conflict. . ’

The Vice-President: The inherent power of the vice presi-

- dent would seem merely to be to act in the absence of or during
the vacancy in the office of the president. Frequently, however,
the vice-president of a corporate foundation is given certain
executive duties by the board of directors or bylaws of the corpo-
ration. In addition, authority may be given to do whatever is
necessary to effectuate the main authority conferred or duties
delegated by the board of directors. In other words, the board of
directors usually sets out the duties of the vice president and

he has the authority to carry these out. If, however, the office
of the president is vacated or he is absent when some necessary
business arises, the vice-president has the authority to take over.

In some states, by law, a single individual may not be both
president and vice-president. You should check with your own state
statutes. - :

The Secretary: The primary function of the secretary of any
corporation or corporate foundation is that of keeping a record
of the business transactions conducted at membership, directors
or committee meetings. The secretaries of most corporations, how-
ever, are considered more than mere clerks or record-keepers.
Secretaries of corporations often have the power to sign contracts
and conduct other business. Secretaries of corporate foundations
have been usually considered to be jJust as much general managing
agents of the corporation as the president. In fact, the dutiles
and powers of the president have often been conferred on secre-
taries in interchangeable fashion. It is difficult to state pre-
cisely what the implied powers of a secretary of a corporate
foundation are. They seem to be fairly extensive, although not
as extensive as those of the president.

The Treasurer: The ordinary duties of a treasurer are to
receive, safely keep,. and disburse the funds of the foundation
under the supervision of the directors. The treasurer ordinarily
does not have the power to sign contracts for the foundation with-
out the express approval of the board of directors. The treasur-
er, like any other officer, however, may be given special duties
by the board of directors which may involve matters of general
corporate business.

Executive Director, Administrator, Managing Director,
Superintendent, etc.: The individual taking office under one or
more of these titles or similar titles has only the power vested
in him by the board of directors. These are specilal offices
which are created under the power of the board of directors and
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are solely dependent upon the minutes of the meeting of the
board of directors which created the office. These offices may
be created by bylaw or by corporate minute, and in no case have
any implied powers under their title.

If the offices and duties of the officers are created by
bylaws, the powers are usually set out in these bylaws. An ex-
ample of such a bylaw is included below.

(a) The president shall manage the affalrs of the foundation,
except as shall be reserved by the bylaws or action of the directors
He shall preside at the meetings of membership, and shall be vested
with the powers and duties incident to the office of president.

(b) The vice-president, in the absence of the president, or
his inability or refusal to act, is empowered to act in lieu of and
in the stead of the president, and shall thereupon be vested with
all the powers and duties of the president.

(¢) The secretary shall keep the minutes and a record of other
matters transacted by the members and the directors; mail or cause
to be mailed all notices required by the bylaws; have custody of
the corporate seal and records; maintain and have custody of names
and addresses of the membership; and perform such other duties as
are incident to the office of secretary.

(d) The treasurer shall have custody of the funds of the
foundation, collect dues and other monies owed the foundation, and
perform such other duties as are incident to the office of treasur-
er. In the discretion of the directors, the treasurer may be
required to furnish bond for such amount and under such conditicns
as the directors may see fit to impose.

If you have any question concerning the duties, powers, or
- authority of any officer, you should consult with your attorney
or a good book on corporate organization.

# ¥ ¥ X K
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The executive director, however, is an unusual
position. Under our recommended procedures the
executive director is empowered with general authority
to conduct and oversee all foundation activitiles,
Under the ABC recommended bylaws the executlve director
if the only officer working under an employment con-
tract for a salary. The other officers are merely
titular heads. The executive director is clothed with
the power to hire and fire all cther employees,

‘ sign checks and other contracts and genemlly run the
business. This office 1s created to centralize
active authority in one individual. If you, as
founder, decide not to be director and not to be a
regular of ficer, you might wish to be executive
director in order to maintain control over your found-
ation. We will discuss this employment shortly,
Bylaws

The bylaws of your foundation are the rules and
regulations of the corporation. The bylaws set out
the rights and dutiles of the corporation.members,
officers and directors and may be considered as

statues. Bylaws may be amended by the board of
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directors but are usually not amended with any fre-
quency.

Bylaws must be distinguished from resolutions.
While a bylaw or a set of bylaws may be adopted by
a resolution, a resolution is not necessarily a by-
law. A resolution may authorlze a single corporate
act or transaction where a bylaw is permanent and
continuing rule, If a resolution of the board of
directors 1s inconsistent with a bylaw, the bylaw
must prevail. The bylaws are secondary only to the
charter of the organization; that is, the articles of
Incorporation. In some states, the law requires that
bylaws be adopted. These bylaws should govern the
powers, rights and duties of various persons con-
nected with the organization and the proper procedure
for exercising these powers, rights and duties.

Tailor your bylaws to your organization purposes

and capabilitles and make them realistic. Create

only a charter and bylaws and do not créate a third
constitution. It only causes confusion. Once your
bylaws are adopted, 1If any amendments are made, be

certain to include these at the positions in your
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corporate records. Keep your bylaws up-to-date to
avoid conflict. Outsiders are not bound by what 1s 1n.
your foundation bylaws unless you can prove that they
had actual or constructive knoWledge of their con-
tents. Careful drafting of your original bylaws is
important because amendments should be made Infre-

quently, if at all.

Distribute EXHIBIT #3 - illustrating bylaws

It is suggested, for exemption purposes, that your
bylaws be as simple and concise as possible and that
the language be drafted iIn general terms. You should
have considered all possible activities without setting
out special rules and limitations on each separate
activity. Even though your foundation bylaws are
general in nature your foundation may act in a limited
way. For example, we have passed out an 1llustrative
set of bylaws., In this 1llustration you will notice
in article 3, sectlon 2 that almost everybody in the
world may be elected a member of your foundation. It

is obvious, however, that you will not elect
2-12
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EXHIBIT 3
ILLUSTRATIVE BYLAWS OF A PRIVATE FOUNDATION

(T-ese bylaws are fof educational purposes only and are not
to be used for any legal purpose. These bylaws are incomplete
and are not necessarily applicable in any state.)

The bylaws of a private foundation form tne constitution of
the foundation. Although they may be amended frequently and gener-
ally at the will of the directors or members they should not bte
treated lightly. The bylaws will govern the operation of the
foundation, particularly in terms of who has what powers to do what.
Therefore, the bylaws should be general in nature in order to pro-
vide for flexibility and freedom of actlon. Bylaws seldom apply
to any specific situation with detailed lanruage but usually give
general guidelines to govern every situation.

The following are some examples of bylaws about which you may
have question or which might help you in drafting additions or re-
visions to the initial bylaws of your corporation. The initlal
bylaws of your corporate foundation will usually be drafted by the
attorney who helped you create your foundation.

ARTICLE I - DEFINITIONS
The following words and terms, as used in the Bylaws of

, an Alaska corporation not~for-profit, shall,
Unless the context shall otherwise require, mean and be defined as:

(a) “Foundation': the aforesaid corporation.

(b) ‘''Member": the persons who are qualified and elected to
membershiv as hereinafter provided.

(¢) “Directors"': the duly constituted members of the Board
of Directors.

(d) "Certificate of Membership®: a written instrument
signed by the designated officers evidencing that the
person named therein is a dulv elected member.

(e) "Registered Office”: that office maintained by the
foundation in this state, and the address which is on
file with the 3ecretary of State.

~1-
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ARTICLE II - MEMNBERS

Sec. 1. Election of Members: Application for membership may
be presented by members, and shall be elected by a vote not less
than a majority of the Board of Directors.

Sec. 2. Class of Members: The Board of Directors may estab-
1ish more than one class of members and determine the designation
and their qualifications.

(a) Sustaining Members: Sustaining members shall be those
members who enter the foundation upon payment of a membership fee
and approval by the Executive Director.

(b) Family lMembers: Family members shall be non-dues paying‘
members of the foundation upon election by the Board of Directors.

Sec. 3. No class of membership, however created, is entitled’
to vote on any matter.

* ¥ ¥ i

Sec. 5. Transfer of Membership: Memberships may be trans-
ferred only upon the consent of, and upon such terms as shall be
fixed by the Board of Directors.

(a) Transfer of sustaining membership may be permitted upon
the approval of the Board of Directors.

(b) Family membership may not be transferred under any condi-
tions. PR

ARTICLE IV - HMEETING OF MEMBERS

Sec. 1. Place of Meetings: All meetings of the membership
shall be held at the registered office of the foundation or at such
other place as the Directors or President shall, from time to time,
designate.

Sec. 2. Meetings: The annual meeting of the membership will
be held at a place designated by the Board of Directors on the__
day of of each calendar year. Failure to hold such a meet~
ing will not cause forfeiture, failure or penalty on any rights,
duties, power or obligation of the foundation, officers, directors
or members.

2.
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ARTICLE'V - THE DIRECTORS

Sec. 1. Powers: The Board of Directors shall:

. (a) Manage the affairs of the foundation, except as other -
wise provided in thes Articles of Incorporation or Bylaws.

(b) Adopt a corporate seal as the seal of the foundation.

(¢) Designate a banking institution or institutions as deposi-
tory for the foundation's funds; and the officers authorized to
make withdrawals therefrom, and to execute obligations on behalf
of the foundation.

Sec. 2. HNumber of Directors: The number of directors shall
be in number.

Sec. 3. Election and Term: Directors subsequent to the
initial Board of Directors named in the Articles of Incorporation
shall be elected or appointed by the existing members of the Board
of Directors at the time such election or appointment is neces-
sary. Directors shall serve for a term of years and may be
reelected.

Sec. 4. Qualifications: A director subsequent to the ini-
tial board, shall be a family member of the foundation, shall be
aged twenty-one or over and a citizen of the United States.

% ¥ %

ARTICLE VI - THE OFFICERS

Sec. 1. The officers of the foundation shall be: a Presi-
dent, Vice-President, Treasurer and Secretary and Cxecutive Direc-
tor, and such other officers as the directors shall designate. As
hereafter determined by the directors, any one or more officers
nay be made ex-officio members of the Board of Directors.

Sec. 2. Election and Term: The officers shall be elected
at the meeting of the directors held immediately after the an-
nual meeting of the members or at such other meeting of the
directors as shall be called for such purpose, and officers elected
shall hold office for the ensuing year and until their successors
shall be elected..

-3-
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ARTICLE VII - CERTIFICATES OF MEMBERSHIP

Sec. 1. Certificates of Membership: The Board of Directors
may, as it sees fit, provide for certificates of membership to be
issued to duly elected members in good standing, and in such form
as they shall determine. Such certificates shall be signed by

the president and secretary and shall bear the seal of the founda-
tion.

ARTICLE VIII - THE FISCAL PERIOD

The fiscal year of the foundation shall begin on the ___day
of and end on the day of

ARTICLE IX - AMENDMENTS
The Bylaws of the foundation may be amended, repealed or
new Bylaws adopted by the directors.

¥ Ok % % ¥
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everybody in the world to membership in your foundation,
but only those you desire as members. In article 5,
section 4 of the 1llustration it seems that your
foundation can elect anybody in the world as director.
If this were the Smith -Foundation, even though Jones
and Anderson and others might qualify as directors,

it would not be improper 1f only Smiths were elected
as directors and only Smiths of a certain family,
Broad by-laws give freedom to an operation without
forcing you to employ the entire scope of each by-
law. Regardless of what the particular bylaw is you
may act as restrictively as you wish within the scope
of the bylaw.

The illustrative bylaws for the private foundation
are designed to create and vest control in one in-
dividual. They create a dictatorship. A second
example of foundation bylaws, however, 1s that of
a civic club, which you as a class may or may not wish
to form. The civic club does not vest control in
one person but acts on democratic theories with

decisions being made by consent of the majority.
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Minutes of the licetings of the Board of Directors

Distribute EXHIBIT #4 - Minutes of the
meeting and some illustrative resolutions

Minutes of the meetings of the board of directors
of your foundation are among the most importanf records
you will keep. The minutes will show clear authorization
of the acts of the officers, employees and members
of the foundation. The minutes should be kept up-
to-date and accurately. They should not be abused
or neglected.

ilinutes of your board of directors meetings will
reflect only general statements of the activities of
the board of directors. These minutes are not intended
to be word-for-word records of discussions, nor should
they contain any details of foundatlon activities with
the possible exception of amnual financial report.

Your minutes may in fact be prepared In advcnce of
every meeting and agreed upon by the directors when
they meet.

As you may have noticed, all of the business of
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EXHIBIT 4

ILLUSTRATIVE CORPORATE FOUNDATION MINUTES

Corporate minutes of the meetings of the board of directors
are usually general in nature and summarize what occurs at each
meeting. Word-for-word discussions are almost never published
in the minutes, nor are detailed discussions of the results of
any transactions ever discussed. There are usually two kinds of
corporate minutes. First, the authorizing minute, or that minute
which empowers a director, officer or employee of the foundation
to do something; and, second, the ratification minute, or a minute
that approves of something already accomplished.

(a) Examples of authorization minutes that might occur in
the first few meetings of your foundation's board of directors
might be as follows:

(1)

Upon motion duly made and seconded and carried, the

following resolution was adopted:

RESOLVED: That the foundation open a bank account

with the First Hational Bank which 1is hereby desig-
nated as the depository of the funds of the founda-
tion. That the forms of resolution required by the
bank be hereby approved and adopted as a resolution
of the directors as though set forth verbatim in
these minutes.

FURTHER RESOLVED: That the followins officers are
authorized in the name of the foundation to with-
draw funds from said depository, and to make loans
on behalf of the foundation and to do and transact
such other business with the depository as shall be
required: the president, secretary, and treasurer.

(2) Upon motion duly made and seconded and carried

unanimously the following resolution was adopted:

RESOLVED: That certificate of membership of the
foundation shall be in the form of certificate sub-
mitted to this meetinz and that this certificate

be inserted in the minutes of this meeting.

As you will note, each of tanese minutes autnorizes somebody

to do something in the future or at the time the minute is passed.

Such minutes may be specific or zeneral as required by the busi-
ness of the foundation.

-1
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(b) The following are examples of ratification minutes that
might be passed by your foundation's board of directors at the
initial meetings.

(1) Upon motion duly made and seconded the follow1ng
resolution was unanimously adopted.

RESOLVED: That the articles'of incorporation filed
with the Secretary of State and the provisions therefor
be and the same is hereby approved.

(2) Upon motion duly made, seconded and carried, the
following reso;ution was unanimously adopted:

RESOLVED: That the actions of the president and.
secretary in executing a lease with the John Smith
Realty Corporation for the premises in which the
principal office of the foundation is located is
hereby ratified and approved under the terms of said
lease. The secretary 1s ordered to retain a copy of
the lease in the foundation's permanent files.

Ratification minutes may also be specific or general in nature
as each .case or situation indicates. Ratification minutes should
never be passed more than six months after any act. In other
words, your board of directors should meet at least annually to
review the foundation's business. Your board of directors, how-
ever, should not meet any more frequently than 1s necessary to
efficiently conduct foundation business.

Other suggestions on corporate minutes:

(1) Corporate minutes should be written as clearly as
possible to avoid confusion.

(2) Corporate minutes need not contain legal jargon.

(3) 1If a vote on any proposition put before the board of
directors 'is less than unanimous the dissenting directora
should be named.

(4) Corporate minutes should always be signed and dated by
the secretary of the organization.

(5) The corporate seal is not necessary but lends a touch
of authenticity and finalization to any minutes.

(6) Usually, several resolutions are included in every
meeting. There is no need to hold a separate meeting
for every resolution that you wish to pass.

-2-
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(7) You should obtain a waiver of notice of the board of
director's meeting signed by every director prior to
holding any meeting. This serves as written evidence
of the approval of the meeting by all directors and
eliminates the necessity of sending registered notices
of each meetinz. Your attorney can explain this in
detail.

(8) Attendance of every director at each meeting should be
kept by the secretary.

The following language is commonly used to open and close a
meeting of the board of directors. Included in this languace is
an illustrative resolution that was used to approve the emnloyment
of an executive director. (This resolution is incomplete legally,
and should not be used verbatim in any case.)

MINUTES OF TEE REGULAR MEETING OF THE BOARD OF DIRECTORS

A meeting of the Board of the Directors of the
Foundation, Corporation Not-for-Profit, duly authorized under the

laws of the State of , said Directors properly
holding office under the Bylaws, was held on
at the hour of , at

pursuant to waiver of notice executed by all members of the Board
of Directors.

The following members of the Board of Directors were present
in person:

Upon motion duly made and seconded, the following resolution

was unanimously adopted:

RESOLVED: That the offer of to serve
as Executive Director of the Foundation, com-
municated by letter dated is hereby accepted.

The Executive Director shall serve until further notice is
given by either the Board of Director or the Executive Di-.
rector to terminate their relationship.

There being no further business to come before the meeting, a motion
duly made and seconded and carried, the meeting was declared ad-
journed.

(SEAL)

Secretary
ENE I O
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the foundation 1s conducted in the form of resolutions.
The resolutions of the board of directors have the
strength of contracts and do in fact empower and
accomplish all the activities of the foundation,

The resolutions of the foundation may be as specific

or general as is required by the type of activity. For
example, a resolution to enable the president of the
foundation to create a grant program or a scholarship
program may be a general resolution, but the resol-
ution accepting the proposed program of the president
or declaring the winner of a scholarship contest will
be specific In nature. An attorney can always deter-
mine what type of resolution will be required and even
to write the resolution. However, so called legal
language and "whereas" and "wherefore" are not really
required 1f the form is properly followed. If you write
your own minutes, simple sentences and simple words are
preferred to complex statements. If you refer the
matter to your counsel, and if he has been properly
trained, you need not concern yourself with the word-
ing. 7You ought to be able to review the minutes of

your foundation board of directors and understand
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everything that has been accomplished or authorized.

Foundation Bank Accounts

Included as part of the organizatlon of your
foundation 1s the requirement that your foundation have
a depository for 1ts funds. This depository usually
amounts to a checking account in the bank of your choice.
Again, counsel or the man at the bank would be able
to complete these simple papers at your request,
but it is just as efficlent for you to do it yourself.

If you do decide to open your account without
advice from counsel, then ABC suggests the following

procedures:

Distribute EZHIBIT #5

1. Shop around for a bank. Many banks do not
charge not-for-profit corporations for
checking services, but this is a local option
with the bank and has nothing to do with
state and federal law, Other banks charge a
small fee which is usually less than charges
made for a normal corporation account. Still
other banks charge regular fees.

2. When you decide upon a bank obtain the proper
complete bank resolution papers Ior cpening
an account and for authorizing a ican, oSt
banks do not have specific resolution papers
for not-for-profit corporations. If your
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EXHIBIT &
FOUNDATION 3ANK ACCOUNTS

The following steps may help you open a foundation bank ac-
count. Your corporate foundation would use the standard forms
available for other corporations. It is recommended that you pick
a bank where your affairs will be kept private and not be discussed.
generally. If you do decide to open your account without advice
from counsel then ABC suggests the following procedures:

1. Shop around for a bank. Many banks do not charge not-
for-profit corporations for checking services, but this
is a local option with the bank and has nothlng to do
with state and federal law. Other banks charge a small
fee which 1s usually less than charges made for a normal
corporation account. Still other banks charge regular
fees.

2. Vhen you decide upon a bank obtain the proper complete
bank resolution papers for opening an account and for
authorizing a loan. lost banks do not have specific reso--
lution papers for not-for-profit corporations. If your
choice of banks does not use not-for-profit forms, then
use normal corporate forms. Do not use the papers sup-
plied for churches, clubs or hospitals. If business
corporation resolution forms are used, then interline
the words “not-for-profit" or "non-stock” in front of the
first few lines where the word "corporation® is used;
that is, replace all words “corporation' with the term
"not-for-profit or non-stock corporation.”

3. ABC recommends, for simplicity, that only one signature
be required, but that at least two signatures be recog-
nized.

4, Printed checks, if they are to contain the name or names
of the directors or officers, should be printed so that
the foundation's name appears in a discernibly larger
type than the names of the officers or directors.

5. It is suggested that a business bank book rather than a
pocket bank book be obtained for your foundation's check-
ing account for clarity in record keeping.

6. Your foundation account should not be opened initially
with any great sum. No more than $50 to $500 should
ever be placed in the foundation initially. Larger
transfers would only cause the counsel additional and un-
necessary work in obtaining exempt status recognition
for your foundation.

# % ¥ % &
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chalce of banks doss not use not-for-profit:
forms, then use normal corporate forms. Do
not use the papers supplied for churches,
clubs or hospitals. If business corporation
resolution forms are used, then underline
the words not-for-profit or non-stock in
front of the rirst few lines where the word
"corporation" is used, That 1s, replace all
words "corporation" with the term "not-for-
profit or non-stock corporation”.

3, ABC recommends, for simpllicity, that only one
signature be required, but that at least two
signatures be recognized.

4, Printed checks, if they are %o contain the
name or names of the directors or officers,
should be printed so that the foundation's
name appears in a discernibly larger type
than the names of the officers or directors.

5. It is suggested that a buginess bank book
rather than a pocket bank book be obtained
for your foundationts checking account for
clarity in record keeping.

6. Your foundation account should not be opened
initially with any great sum. No more than
450 to $500 should ever be placed in the
foundation inltially. Larger transfers would
only cause the counsel additional and un-
necessary work in obtaining exempt status
recognition for your foundation,

Additional Corporate Paper Work to Complete Organization

Most of the remainder of the corporate paper work,

with the exception of the employment contracts, will
be prepared or edited by couﬁsel, but you should have

some idea of what is involved and the significance of
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each of the documents.

1. Waivers of notice to meetings of the
board of directors: These are simply papers which

give written evidence that all the directors of the
foundation had knowledge that a meeting of the board
of directors was held. It does not mean that all of
the directors attended the meeting, but simply that no
secret or "railroad" type meetings were held.

2. Corporate Seal: The corporate seal 1is
an historic remainder from the days when seal rings
were used by illiterate kings to sign papers. Since
most business men, even kings, in the world today are
literate, the use of the seal has lost importance.
Nevertheless, the corporate seal still remains the
legal signature of your foundation and it should
be respected in its use Just as you would respect your
own signature and its use. Do not 1dly impress blank
sheets of paper with it or allow your children to use
it as a nut cracker. You should use your corporate
seal to endorse all publicaly filed material, major

contracts and meetings of the members and board
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of directors. The seal should be entrusted to one
person, preferably the secretary of the foundation.
If your counsel 1s chosen to maintain the formal
records and the corporate record book of the found-
ation then he may have possession of the seal.

Some states do not require corporate seals.

3. Newspaper Notices: In most cases legal
notice of the creation of the foundation In newspapers
is not required. There are however isolated Jjuris-
diction and isolated circumstances that do require
public notice of the creation of foundations. These
situations usually occur when a foundation takes
over an existing business, not only in terms of own-
ership, but also in terms of operation. You should
consult with counsel to determine whether such legal
notice is necessary. If it is, counsel 1s trained
to prepare such notice.

Public notice through classified advertisments
in newspapers may be necessary to inform creditors,
suppliers and customers or patients of a change of
business form or business name. It is necessary to

2-19
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Inform such persons to avold confusion in business
transactions. A published notice in a dally newspaper
circulated locally is usually sufficient to .con-

structively notify the necessary persons.

4

4., Membershilp Certificates: Your foundation
will issue membership certificates to all members of
the foundation. These certificates will be Initially
of two or three classifications and may eventually be
of many classifications. Your counsel will help you
draft a membership certifcate that will conform with
your state 1aw requirements and your foundation's
structure. These certificates are similar to stock
certificates. In the event of a dissolution of the
foundation, members, as represented by the membership
certificates, may have property rights in the assets
of the foundatlon. Because the rights and identity
of the members will be Important to your control of
the foundation, you will want to keep clear and care-
ful records of the foundation's membership and you
will want to issue distinctive membership certificates.
These may be as detailled and elaborate as stock

. 2-20
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certificates and bonds, or they may merely consist of
a clearly typed letter on your foundation's stationery.
The language of the certificate may vary from state

to state, but each certificate should be numbered and
signed by both the secretary and president of the
foundation, regardless of fhe state. One example of

a membership certificate will be distributed for

illustrative purposes.

Distribute EXHIBIT #6 showing membership
certificate example

|

The Employment Contract Between the Foundation and

the Executive Director

One of the primary benefits of control of a
private foundation 1s that you may be employed by
that foundation and thereby obtain salary and fringe
benefits in return for services actually rendered.
The creation of this employment relationship may be
handled in many ways. However, ABC suggests a three
step approach to create a proper relationship, pro-
viding flexibility in the relationship and providing
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the clearest evidence of the relationship. These three
steps include:

1. A letter from the individual offering his
services to the foundation in return for an employment
or management contract.

2. A resolution by the board of directors ac-
cepting this offer and authorizing the creation and
execution of a contract.

2. The execution of the contract itself. Alternate
methods for creating this employment relationshlp are:

1. The simple exchange of letters between
the foundation and the individual which
set out and confirm the tems of the
contract.

2. The execution of a contract without an
offer or acceptance between the board
of directors or secretary of the
foundation and the employee.

%. The deliverance of a memo from the found-
ation to the employee evidencing 1in
writing the existence of an oral agree-
ment or working relationship.

These methods are all legally sound and are being used
all over the United States today. The first method,
although more compleX, provides better evidence and
more flexibility for the relaticnship. An attorney
2-22
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acqualnted with foundations would have the proper
language to be used in all three of the above doc-
uments, Your primary Jjob, as an individual, will be
to determine what fringe benefits you desire so that

counsel may write them into the emplqyment contract.

|
| Distribute EXHIBIT #7 discussing the possible
contractual benefits and what factors one must
consider concerning each fringe benefit.

|

We will discuss "fringe benefits" in detall at a
later section of this seminar.
Foundation Tax-Exemption

ABC has available through 1ts members extensive
research material in the field of tax-exemption of
foundations. Under section 501 (a) of the Internal
Revenue Code, every organization which 1s properly
organized and operating is tax-exempt. This particular
Internal Revenue Code provision does not require found-
ations to apply for exemption, nor does the Code give
any authority to any government agency to absolutely
determine a tax-sxzempt status. In other words, under

the law you are exempt 1f you have been properly
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EXHIBIT 7

FRINGE BENEFITS

There are benefits to being an employee of a foundation that
are not stated in the employment contract. Among these are:

1. Educational opportunities

2. Research projects

3. Research grants

4, Use of foundation facilities and equipment

Other benefits are specifically stated in the employment con-
tpact and are usually governed by the Internal Revenue Code. Among
these are: .

1. Insurance (disability, life, professional liability,
health, accident, medical)

2. Vacations

3. Adequate houéing

Iy, Reimbursement for business expenses
5. Time for educational activities

6. Professional membership fees
7

. Retirement

# F % ¥k ¥

Copyright 1967
Americans Building Constitutiomally
(A Trust) Printed in U.S.A.



491

organized and if you continue to properly operate.
Up to this point in our coverage of foundation pro-
cedures we have been properly organizing your found-
ation. The next section will give you guides in how
to properly operate. You may operate under the
definitions of the Internal Revenue Code for as long
as you wish without paying taxes; without paying social
securlty and take advantage of all not-for-profit
tax-exempt beneflts without going to court or to the
Internal Revenue Service for prior determination of
tax-exempt status. - A‘

The primary disadvantage of 41ack of governmeﬁt
"notice" is that the federal, state and local tax
agencles might not recbgnize‘this tax-exemption with-
out some inconvenience. Ii: is therefore advantageous
to obtain tax-exempt recognition from your federal,
state and local governments. Of the many methods
that ABC has researched and developed, only four re-
present practical methods to obtain tax-exempt re-
cognition. These are determinations by:

1., State agencies

2., State courts
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3. Federal courts
4, TFederal agencles.

State Agenciles

State agencies may determine whether your found-
ation is exempt or simply recogniZe the foundation's
tax-exempt status. If you have not received prior
recognition of the exempt status from other agencies
or courts, then your state treasurer, secretary of
state or state attorney general might be empowered
to determine the exempt status of your foundailon.
This recognition or determination however is usually
only valid as to that particular state agency and
neither the federal government or other state agency
is forced to recognize this determination. In prac-
tice 1t is not unusual for the state treasurer to
determine that a foundation is tax-exempt, while at
the same time the attorney general finds that the
founidation.is not tax-exempt. Applicaticn to state
agencies 1s usually slow and 1is not efficient, It
1s, however, a valid method and has been employed by
some rather large and famous foundatlons.
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State Courts

In most states a Probate or Surrogate court is
empowered to determine the taxability status of a
not-for-profit corporation or determine the tax-
exemption of an organization owned or controlled
by a decedent. Since this method of obtalning tax-
exXempt recognition usually requires that a director
or officer of the foundation die, we don't recommend
it. The death is often irrevocable and the deter-
mination is often slow,

Federal Courts

For the iIndividual who desires the most freedom
from regulation and has the patience and courage to
withstand pressure, the federal courts offer the most
satisfactory place to adjudicate tax-exempt recogni-
tion. The court order may be obtained from a federal
court to determine whether an organization foundation
i1s, in fact, both organized and operated exclusively
for proper purposes., Such an order may be obtained
upon petition by a single party (ex parte action),
or may be obtalned in an adversary proceeding (e.g.
an attack by the Internal Revenue Service on the exempt
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status of your foundation). The court order 1s the
strongest determination of exempt status.

The disadvantage to this procedure is that the
strongest pressure occurs when the Internal Revenue
Service attacks, Great patience by the foundation
executives is usually necessary before the Internal
Revenue Service does attack.

During the last few years foundatlons have grown
from approximately 7,000 in 1952 to an estimated 106,000
in 1966. During thils time the Internal Revenue
Service has followed the activities of less than a
thousand foundations. The Internal Revenue Service
has audited less than 500 foundations each year.

The Internal Revenue Service has brought less than
100 cases or attacks against foundations each year.
This would mean that unless your foundatlon was one of
the fewer than 100 chosen out of 100,000 each year
you would have to walt to get your court order. As
you can see, the odds are against the IRS litigating
your foundation, but, 1f you choose this procedure
alwayvs keep in mind that you are exempt without a
court order if you are organized and are operating
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properly. You do not require determination by the
court.

Federal Agencies

The only federal agency prepared to determine
your foundation's exempt status is the United States
Treasury through the Internal Revenue Service. The
Treasury has in fact set up mechanical procedures to
determine this exempt status, but the use of these
mechanics 1is not required. Due to these mechanical
procedures, however, determination by the Treasury
Department is the fastest and most efficient means to
obtain exempt recognition. Organizations formed under
code Section 501 (c¢) (3) should use form 1023 to apply
for exempt determination. Counsel who worked with
ABC are often acquainted with the most efficient ways
t complete and apply form 1023 to your foundation.
If you choose form 1023, you will have to think out
certain projects and assignments so that the counsel
may in fact present a proper picture of your foundation's
structure and intent to the Treasury to obtain a
favorable determination. The primary disadvantage
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of form 1023 is that a great amount of information
must usually be exposed for public record and that
form 990-A must be filed by May 15th of each calendar
year after Treasury determination., Form 990-A 1s a
pain in the neck, but may be completed without too
much trouble by a competent accountant.
Determination through form 1023 usually takes
about four months in a normal situation and might be
completed in a shorter time. The time depends upon
the speed of the IRS in receiving the application.
In unusual situations where politics has entered the
picture, form 1023 has taken up to three years, but
because normal administrative procedures may be
employed, determination can usually be forced one
way or the other. The Treasury Department section on
tax-exempt organizations has advised our research
staff that they are most happy to help in any way
they can in bonfilde attempts to form foundations.
(If you have questions you might obtain some inform-
ation from the Internal Revenue Service itself such
as “reasury Document #5551). We have foond no hos-

tility from the Treasury on this matter.
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Once tax-exempt determination of your foundation
has been made it is wise to immediately pursue all
procedures required to get exempt recognition from
state and local taxes. While the "tax-exempt number"
on your federal letter is still avallable (that is,
if 1t hasn't been lost in your files), all the pro-
cedures should be completed to eliminate future red
tape. Such completlion of procedures on a federal,
state and local level will often prevent unnecessary
harassment or questioning by government officers simply
by having as evidence, letters by superiors or pre-
decessors of these offices. What methods you will
actually use to obtaln exempt recognition locally
depends entirely on your own circumstances. The
"legal strategy" should be determined after a con-
ference between you and your counsel
Special Types of Operating Foundations (foundations

with limited purposes)

Special structures or fypes of foundations have

particular advantages In the view of the Internal
Revsnue Code when the organization is dl-ected to one

particular activity or to one particular purpose.
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Some of these advantages may make one or more of these
structures desirable to you. One thought should be
kept in mind; however, that because these specilal
structures have limited purposes they also have
1imited scope of activity and flexibllity.
A. Medical Foundations
Foundations formed primarily for medical or
health purposes are sometimes given exemption
from self-dealing and accumulation of income
prohibitions.
The Hughes lMiedical Institute was formed to
take advantage of some of these advantages.
Medical foundations may either conduct
medical activity, (research or treatment)
or primarily support organizations carrying
on medical activity. The Salk Institute
and the Mayo Clinic carry on direct medical
activity. The Searle Foundation supports
medical activity through medical contributions
or scholarships. The granting of medical
scholarships or nursing schola-ships may be

one means of obtaining a medical exemption
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recognition. The advantages of a medical
foundation are simply a lessening of appli-
cable regulations, but the "disadvantage"
is that medical activities must be supported

as a primary purpose of the foundation.

B. Agricultural Foundations

Foundations formed for agricultural research
purposes have the same advantages as medicél
foundations (freedom from same regulations).
Agricultural research, however, must be
performed by the foundation. Support of ’
agricultural research alone is generally not
consldered to be sufficient to meet the
definition. ABC recognized that many persons
working in agriculture seriously consider
doing research and development to help solve
the present food problem and the potential
food problem that 1s being caused by the
population explosion., New and effective
methods have increased both the quantity and
quality of agricultural produz:ions, both

plant and animal. This is a valid research
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purpose which is especially recognized by

the federal government and some individual
states such as Wisconsin and Illinois through
privileges granted under the law.

C. Religious Foundations

Foundations formed exclusively for religious
purposes or for actively advocating a
religious philosophy are exempt from certain
reporting requirements of the Intemal
Revenue Service. Such foundations may not
advocate a philosophy developed by the founder
alone, but must advocate an accepted reli-
giousvphilosophy or a philosophy with a
broad base, The Billy Graham Crusade,

the Black Muslims, Tim O'Leary's L3D Reli-
gion, the Knights of Columbus, the Btnal
Brith, the Luther League and store front
churches fall Into this category. They all
are considered religlous foundations. If
you have a real interest in a religious
philosophy and wish to dedicate your 1life and

activities to this purpose, then a foundation
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formed exclusively for religious purposes,
would glve you freedom and flexibility and
would give you relief from annual 990-A

reporting requirements.

D. Educational Foundations

A foundation formed exclusively for ed-
ucational purposes may secure many benefits
if it meets the further test of being an
"BEducation Institution". To do so 1t must
have a faculty, an established curricula
and a student bady that meets regularly for
a portion of the year at the place where
the educatiohai activities are normally
carried on. This fype of 501 (¢) (3) or-
ganization 1s excused from annual reporting
requirements set by the Internal Revenue
Code (990-A). The foundation, however, must
be a regular, bona fide institution to
qualify for these advantages. All colleges
and universities are, of course, this type
of institution. Many training institutes,
2-34
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however, elther are tax-eXempt or could
qualify for such tax-exemptions 1f they were
organized under this law. The Sales Analysis
Institute Foundation of Illinois, Inc. is

one such organization.

E. Scilentific Foundations

There are no particular advantages to belng form-
ed exclusively for scieﬁce, but there are some
special requirements. A scientific foundation
must make the results of its research
available to some portion of the general
public on a non-discriminatory basis. Such

a scientific organization must demonstrate
upon inguiry that its methods are directed

to some scientific cause and that its methods
.are sclentific in nature. A sclentific
foundation must be formed for cne of the
following three purposes.

1. For doing research exclusively for the
United States Government.

2. For doing research exciusively for a
recognized educational institution.

3. For accomplishing research for the
benefit of all mankind,
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We recommend that your foundation qualify
for a sclentific organization in the third
category.
ilak ing research available on a non-discrim-
inatory basis does not mean that you must
give away your reports. You may charge
for your findings or sell patent rights on
your developments but you cannot prefer one
company or individual over others. Soclal
Science, Management Science, the Science of
Finances and other "pseudosciences" have
been recognized by the Treasury as beling
valid sciences for the purposes of the
section.
Clivic lLeague
Before we go on to more detailed discussion of
the foundation methods and benefits, ABC wishes to
offer as a membership benefit to this class ald and
service In creating a Section 501 (¢) (4) organization,
known technically _as a civic league or club, This is

a tax-exempt structure which consists of two or more
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persons interested In furthering "social welfare"
or furthering an employment status. The members of
this civic club vwould include those members of this
class, who would qualify elther as employees of
foundations or through interests in "social welfare".
The purpose of the organization could be any com-
munity project or purpose decided upon by the members,
but would normally include some phases such as com-
munity uplift, education of civic responsibilities,
or to promote a better community and civic service.
In terms of such emphasis the club would accomplish
or improve itself and the communiity through many
worthwhile projects. A 501 (c¢) (4) civic club has
certain advantages and disadvantages that a 501 (c)
(3) foundation does not have. For example, a civic
club may participate in some political activities.

A c¢ivic club may lobby for or against legislation
where it affects the club's program. However, con-
tributions to a civic club are not tax deductible.

Income, however, to the organization itself 1is tax-
exempt . '
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Your civic club may decide not to participate in
politics, and will probably not do so. However, the
club may be formed for solely educational purposes.
Your civic club could be a vehicle to bring special
lecturers or programs from many sources, Iincluding,
by the way, the ABC membership. Your civic club might
declide to meet and discuss more detailed foundation
and trust activity, once these official seminars have
been completed, Your civic club might obtain the
services of a knowledgeable local attorney to further
instruct on the methods of estate and foundation
management and structure. Outsiders could be (perhaps
should be) invited.

A civic club is a non-profit corporation and is
formed exactly like your private foundation. It
varies, however, in the stated purpose of the organi-
zation and in the bylaws. A civic club is normally
a democratic organization rather than an organization
controlled by a single person like ycur private found-
ation. The board of directors of your civic club will
probably be elected by the members, and, In fact,
the board of directors could conceivably be all of
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the members. The civic club would have officers who
would probably be elected annually. The civic club
would have bylaws that would resemble those of many
other similar organizations, with which you might be
familiar. ABC would, through a friendly local counsel,
be happy to form such a legal organization for the
benefit of its members, provided they have this
desire; but ABC does not wish to force any person to
join anything. If any educational; junior or senior
member in this seminar does not wish to join thié
particular civic club he will not have to do so.

ABC will provide the organization of the club and will
help suggest ways and means for founding the club

and accomplishing its initial desires, but ABC will
not control the club in any way. The civie club will
be considered an associate member of ABC for com-
munication purposes only. If any of the class are
interested in forming such an organization within
your own ranks, then a local attomey will discuss the

organization briefly with you now.
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gbistribute EXHIBIT #8 on civic club and
attorney will explain detalls., Articles of
incorporation will be drafted but other
organization material will be left to a
subsequent meeting. Suggest future pro-
Jects to be undertaken by Civic Club,

L
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EXHIBIT 8

CIVIC LEAGUES

Organization

Civic leagues are tax-exempt organizations created under
section 501(c)(4) of the Internal Revenue Code. This section
defines the types of groups that are either employee organiza-
tions or social welfare organizations. Most people are primarily
concerned with the second definition, social welfare organizations.
Civic leagues formed for social welfare are usually created in the
same way that corporate foundations are; that 1s, they are created
through the formation of a non-profit corporation. The purpose
clause of these civic league corporations, however, differs from
that of a section 501(c)(3) private foundation. If the purpose
clause of a non-profit corporation's articles of incorporation
contain the word "welfare' or gives enough scope so that the
organization can deal with soclal welfare outside of the limits
of science, education, etc. (section 501(e¢)(3), then the Treasury
will usually consider the organization to be a civic league.

Differences Between a Private Foundation and a Civic League

Other than the purpose clause difference, the clvic league is
generally more flexible in terms of operation than the private
foundation. A civic league may participate in most business ac-
tivities without tax problems and a civiec league may, to a limited
extent, participate actively in politics. The rule concerning
political action is: if legislation would affect the ultimate
social purpose of the civic league, then the organization may
lobby for or against that legislation or support candidates who
tend to support the objective of the civic league. Private founda-
tions, as you might know, are barred from such activities.

Civic leagues, however, cannot receive deductible charitable
contributions; that is, an individual donating to a cilvic league
may not deduct that donation from his income tax liability for
that particular year. Civic leagues are not considered charities
and are usually not controlled by any charitable trust acts.

Common Examples of Modern Civic Leagues

The following organizations have been found by the Treasury
to be 501(c)(4) civic leapgues:

1. American Legion

2. U. S. Lawn Tennis Association

3. An organization concerned with the suppression and
punishment of crime

—1-
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4, An organization to promote financially sound
and economical government

5. An organization created for the purpose of assisting
members in time of sickness or distress

6. An organization to rehabilitate unemployed persons
over a stated age .

7. An organization to encourage greater participation
in governmental or political affairs

8. An organization formed for the purpose of giving
aid and advice in connection with the location and
construction of homes for sale to low and middle in-
come families in an area where no adequate housing
existed.

The fﬁllowing brganizations wére found not to be.tax~exempt
civic leagues:’

1. A non-profit organization organized to provide

) low-~-cost cooperative housing to veterans and other
~eligible tenants through the purchase and operation
of a housing project.

2. An organiéation formed to provide television
reception to its members for a fee on a cooperative
basis; in other words, a community antenna.

3. An organization formed to operate a semi-professional
baseball club.

4, A non-profit organization that conducted social wel-
fare activities but whose primary function was the
operation of a summer home open to the general public
at competitive rates.

5. An organization of women buyers of ready-to-wear
accessories which carried on no community-oriented
functions and used its annual income to service 1ts
members.

What a Civic League Can Do

Your civic league, if you should decide to form one with
your fellow classmates or others, would be able to accomplish a
great deal of good in your community without becoming a chari-
table organization. You could foster education, both of the
members of the civic league and other persons in the community.
You could promote legislation that would better your community
or promote the repeal or defeat of legislation that would be
detrimental to individuals and their freedoms. Your civic league
would be a democratic society formed by those who wish to partici-
pate in it for the sole purpose of accomplishing community uplift.
The precise details of any project could be worked out by the
boards of directors involved.

D
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Your civic league could be a vehicle for providing benefits
in terms of self-education and practicing foundation techniques
without endangering or implicating your own private foundation.

Funding the Civic League

Since contributions to a civic league are not tax-deductible,
it is recommended that those interested in funding a civic league
loan money to the league on a low-interest or interest-free basis.
Another alternative would be to charge membership dues on an an-
nual basis and begin funding in this method. If a small capital
fund could be created, subsequent investments and operations might
increase this fund through earnings and provide a broader base on
which to operate.

Principles of Civic League Management

This topic is scheduled to be discussed in great depth at a
later seminar which is being developed at the present time. How-
ever, the general principles of private foundation management will
apply in most cases to those of a civic club. Remember, however,
that a civic league or civic club is not limited by unrelated busi-
ness income, unreasonable accumulation of income, or the prohibited
transactions that will be discussed in your foundation management
education. These statutory laws only apply to section 501(c)(3)
organizations and not to section 501(c)(4) civic leagues.

Starting Procedures

Your attorney is more than capable of creating a non-profit
corporation based on section 501(c)(4). He would also be able to
supply you with the proper bylaws and minutes to begin your organi-
zation. The following language, however, could be used for the
bylaws of a civic league or civic organization. This language
should, however, be discussed with an attorney before it is used
to enable all the participants to understand the language in depth.
These bylaws should never, in any case, be used as the bylaws for
a private foundatilon.

BYLAWS OF A CIVIC LEAGUE
1. Name: The name of this club is

incorporated under the State of under the
: law on the day of , 1967.

2. Objects: Objects of this club shall be to protect and promote
) the best interests of the citizens of the nation, the state
and this area, hereinafter set forth: to promote and strive
for the improvement and betterment of all public facilities
and services; to promote and encourage a better community
and civic spirit and to foster good will and friendship
between and among all the residents of said area, to cooperate
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with county, town, village, state and federal officials and
with other civic and public organizations for the general
welfare of the entire community.

3. Membership: Membéréhip may -be of -several classes as provided
by the Board of Directors and shall be initially of one class.

(a) The initial class of members shall be those persons
elected by the board of directors. -

4, Dues: Annﬁal dues may be assessed from each member equally
by the bvoard of directors. :

5. Fiscal Year: The fiscal year of the club shall commencé on
the day of and end on the day of __~ .

6. Meetings:

(a) The annual meeting of the members shall be held on the
day of : , of each calendar year for the ex-
press purpose of electins directors and officers and for
conducting such other business as may come before the
members at that time. . : :

(b) Régular meetings of the members shall be held as per agree-
. ment and resolution of the members. T

(¢) Special meetings of the membership may be called by the
président, whenever he shall deem the same necessary or
.whenever he shall be called upon to do so by two members
of the board of directors or four members of the club.

(d) Notices of all such annual and special meetings shall be
in writing given or mailed to each member not less than
five nor more than ten days before the date set for any
such meetings, but such notice may be walved in writing
Dby agreement of 2/3 of the members at any .such meeting.

o notice is required for a resular meeting of the member-
ship. Two-thirds of the members shall constitute a
quorum of the membership. Voting shall be by a majority
vote cast in person or by proxy. Proxies shall be in
writing subscribed by the member and shall be presented
by the presiding officlal of the meeting, to be qualified.

7. Directors: The affairs and business of this club shall be
managed by a board of directors elected by a plurality
vote of the members present, at the annual meeting or such
special meeting as may be called. Such directors shall serve
for the ensuing year or until their successors have been
elected and qualified.
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Special or regular meetings of the board of directors shall
be called by the president whenever he deems them necessary
or whenever he is called upon to do so by two of the directors.

8. Officers: The officers of this club shall be four in number;
a presldent, vice-president, secretary and a treasurer. No
one person may hold more than one office. All officers must
be members of the club.

(a) The president shall be the chief executive of the club,
charged with the duty of supervising all of its functlons
subject to the orders of its board of directors. He
shall be an ex-officio member of all committees.

(b) In the president's absence or in the event of his inability
to act, the vice-president shall perform the duties of
the president. He shall also perform such other functions
as the board of directors may from time to time assign.

(¢) The secretary shall conduct the correspondence of the
club, issue notices and keep minutes of all meetings of
the club, be custodian of the records, keep the roll of
members and discharge such other duties as may be assigned
to him by the board of directors or the president.

(d) The treasurer shall collect all dues and shall have the
care and custody of all funds and property of this club,
which shall be disbursed by him only upon the order of
the board of directors or of the president. He shall
submit a report for the preceding year at the annual meet-
ing of the members and shall render special reports when-
ever requested to do so by the board of directors. le
shall deposit all funds in the name of the c¢lub in such
bank or banks as may be designated by the board of direc-
tors.

(e) Should any vacancy occur by death, resignation or other-
wise, the same shall be filled without undue delay by
the board of directors.

9.  Committees: Committees shall be desipgnated and appointed by
the president or the board of directors as may be required.

10. Seal: The board of directors is empowered to deslign and ac-
cept a seal for the club and an impression thereof must be
made at the margin of this page.

11l. Amendments: Bylaws of this club may be amended or revised by
the board of directors, by 2/3 vote of all directors and ap-
proval by the affirmative vote of a majority of the members
present at the annual meeting or at any regular or special
meeting, provided that notice of any such meeting contains a
summary of the proposed amendment or amendments.
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Section 3

Foundation Income Sources

The Operation of the Foundation

Under section 501 of the Internal Revenue Code

an organization properly organized and operating is
entitled té tax-exemption for federal Income tax
purposes. Up to now, we have referred to the prin-
ciples and some of the documents 1lnvolved in organ.-
izing a foundation for tax-exemption purposes. For

the rest of thils portion of the seminar we will conslder
methods applicable to proper operation of the found-
ation. Your local counsel will accomplish much of

the work in organizing your foundation, using your

ideas. But your counsel will not be able to operate
your foundation. He will only be able to advise

and guide you in the proper operaticn of the foundation.
The greater knowledge of the operational methods ’ |

of foundations that you have, the greater will you
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potentially benefit the world and yourself as founder
and executive director. The better you know how a
foundation ought to operate the more chance there is
thmt your foundation will significantly benefit man-
kind, Again I will welcome any questions on the
material that we will discuss. Perfect understanding
of these methods by you is an objective of ABC., Ve
hope to answer every question. We will cover the

following areas of management.

Instructor should refer to EXHIBIT #1

Normal Business Functions of the Foundation

Your foundation, as a lsgal structure, is only
an alternate form of organization. Legally your
foundation is no more special than a corporation, a
partnership or a sole proprietorship. There are no
particular mystic2l or magical business methods that
apply to foundations which dvifi'er in any way from
conventional responsible busineés management, You
may, in fact, with very few differences, properly
operate a foundation with the same business methods
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that you use for a stock corporation. Our purpose,
however, in spending the time in this seminar
discussing operating methods is not to teach you con-
ventional good business practices, Instead we would
like to make you aware of certain applications of
normal buginass practices that would be beneficial to
the overall operation of the foundation either in
terms of security from government regulations or

the efficient production of benefits.

In each of our seminars we bring together indi-
viduals of a wide variety of backgrounds. Due to this
avallability of talent, I would like to conduct the
management portion of this seminar on the basis that
each of us contributed ideas to the others. That is,
I do not have all the answers to questlons of manage-
ment, and perhaps some of you have ideas that would
work within the framework of the foundatlon principles.
I suggest that we go through the written material for
each subject and then discuss some ideas of practical
application of the general rules of thumb that are

presented which might personally apply.
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Foundation Income Sources

The first order of management of any business 1s
capitalization., Your foundation is no different.

In other words, before your foundation can begin to
dperate it must have capital assets wlth which to
finance the operations. These capital assets will
come primarily from one or more of three sources.
The sources are:

1. Contributions

2., Loans

3. Purchases
Contributions .

The first tax-exempt source of income 1s capital
gains, which will be briefly discussed In the section
on "buying and selling property". A more familiar
concept of capitalization, however, is from contribu-
tions. Contributions may be derived from many
sources. It 1is recommended, however, that you do
not create your foundation with intent to become a
general solicitor. That 1s, ABC does not recommend
that your foundatlon become a *4in cup" foundation.
There is usually no reason for an operating foundation
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to make general solicitations for contributions from
the public at large. ABC does not recommend that a
source of "charitable" activities, such as foundatlons
should become the subject of charity. Your foundation
should be dependent only upon its efficlent operations
and the energies and resources of its founders and
employees. This 1s not to suggest, however, that

ABC discourages foundations from receiving unsollcited
endowments or from applying for special research
grants from larger private and public sources. In
addition, ABC also recommends that in some sltuations
contributions from the founder to the foundation
might be highly desirable to other parties. Wwe will
discuss contributions in this section only in terms

of contributions to the foundation and we will
reserve the procedures of contributions by the found-
ation to the section on grants and charity.

We recommend that your foundation begin 1ts
activities with borrowed money rather than contri-
butions. This is a general statement and, of course,
has exceptions. But our reasoning for this general
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statement 1s as follows:

You wiil start your foundation by placing some
amount of money in your foundation's bank account.
This money will either be from your private income or
from your business income. In either case, it is
recommended that a promisory note should be executed
by the foundation to the lender. Technically your
foundation has not yet been recognized by the U.S.
Treasury as a qualifying organizatlon to recelve
deductible contributions, and this original amount
might not be recognized as a deductible charitable
contribution. If these original funds are a loan
then you will not be penalized iIn the event the
amount is not recognized as a charitable deduction.
This loan may or may not carry interest, may be short
term or long term and may be converted invo a contri-
bution simply by marking the note "paid" and giving
it back to the foundation. The foundatlon would then
send a "thank you" note for the contribution as
evidence of the transaction., Your foundation would
then have capital to begin its operations.

Another reason for loaning noney to the founda-
tion at first rather than contrivuting to it 1s that
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this technically cuts down paper work on the form
1023 application for exemption determination.
Section 170 (b) of the Internal Revenue Code governs
normal contributions to a foundation. There are also
other sections of the Internal Revenue Code which
govern special contributions in terms of the Federal
@Gift Tax, the Federal Estate Tax, niembership and Club
dues, and certain trust procedures. Section 170
(b), however, will govern most of your activities in
terms of contributing to your foundation. Under section .
170 (b) you, as an individual, are allowed to deduct
up to 20 percent of your adjusted gross income for
contributions made to private charities. You are
allowed to deduct up to an additional 10 percent 1f
the contributions were made to a church, school or
hospital. This does not mean that you are not allowed
to contribute more of your salary or income, but only
that you are allowed to deduct these percentages
above for income tax purposes. In other words, there
is no limit on what you can give - only on what you
can deduct.
3=7
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Corporations may contribute up to 5 percent of
their adjusted gross income to any charity. It 1s
recommended that corporations never exceed this limit
in their gifts.

A mere pledge 1s not considered to be a contri-
bution and a contribution must actually be pald to
entitle the donor to a deduction. Gifts of appreci-
ated property generally avold a tax on the attributed
capital gains appreciation. All types of property
may be used as gifts - the most frequently used are
stock, 1ife insurance, bonds and other types of
intangible interest,

Life insurance may be glven where there is an
irrevocable assignment of the policy and the found-
ation is also named as Irrevocable beneflclary. A
transfer of property to a foundation may also be both
a sale and a gift simultaneously. Where property 1s
sold at less than market value the difference between
the actual sale to the foundation and market value
nmight be directed as a charitable gift; because recent
cases have criticized or questioned charitable glfts
made to foundations with limitations or strings
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attached, it is as a general rule recommended that
gifts be made to a foundation without restrictive
limitations. It must be pointed out, however, that
it is quite permissible and sometimes desirable, to
give property to a foundation or charity and retain
a 1ifetime interest in that property; that 1s, upon
your death the foundation or charity would gain out-
right control of the property, but you retain the income
of the property while you live. You may deduct the
value of the.foﬁndation's future interest in the
property immediately upon the creation of such a
contract.

It is recommended that in any unusual or complex
contribution you refer this to a local attorney or a
well qualified tax accountant. There are many special
types of contributions that have been recognized by
the Treasury as having tax consequences - Some
favorable and some unfavorable. Before completing a
contribution transaction of an unusual nature or large
amount, you should consult with an attorney. For ’
small amounts you would keep a'record in the same way
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that you presently keep a record of a contribution
to your church, college, or local charity.
Fees

The primary reason that your foundatlon may not
need to solicit contributions from the general public
is that it may earn most of 1ts initial capital through
fees for services actually rendered. In other words,
your foundatlon may provide certain services to the
community at large for which it will Dbe pald fees.
If your present vocation is that of a doctor of med-
icine or other member of the "healing arts", then
you may continue this type of service through your
foundation with a few changes in structure and
record keeping. You would -form a "elinia?, whether
you use this name or not. You might offer some of
your services to the general public, or a speclal
portion of the public, as you wish, and charge fees
based upon the services rendered to these people by
your foundation. These fees may be based on the
ability of your patients to pay. This standard 1s
the one used by the iayo Clinic in Rochester, Minnesota,
which is associated with the sayo Brothers Foundation.
Copyright (¢ 1967 8-10
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Both of these organizations are foundations.

If you are an educator or a scientist, or some
other type of "self-employed professional®, some, if
not all of your services, could be retained by your
foundation and your expertise used to offer foundation
services to the "general public". For example, 1f
you are an expert in sales or distribution of pro-
ducts, you might offer research and development In
sales communications or the science of transportation
through your foundation. If any other business de-
sired special research and development In these flelds,
they would contract with your foundation to provide ‘
them with answers to thelr questions. Your found-
ation would, however, have to make the results avall-
able on a non-discriminatory basis, and you should
check with a local attorney who could help you
decide if your proposed operations would gqualify as
a foundation activity.

We are simply suggesting that your foundation
could offef services to the general public or some
portion of the general public within the scope of the

express purposes of the foundation. If your foundation
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18 created exclusively for education, sclence,
religion and literary purposes, then you might offer
services within these fields. This is the precise
method of operation that Educational Testing Service,
for example, offers standardized nationwide tests to
enable students and institutions to judge the abllity
of any individual on a nationwide basls. ETS
administers the College Board examination, which is
offered to ever& high school junior and senlor in the
country for about $12 to $20 per examination. Nearly
half of the students in the country take this exam
during the course of their high school years. Ob-
viously, Educational Testing Service, a foundation,
does not need to solicit funds from the general public.
The one principle to remember in structuring

the services that your foundation might offer to the
public is that these services must be related to the
exempt purposes of your foundation or the income from
these services will not be tax-exempt under the
Internal Revenue Service Code., Normally, activities
outside of education, sclentific research, health
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care, or agricultural research are structured as
pure basic research and development in the "science"
of the subjsct matter most related to the interests
of the foundation staff.

In structuring the exact amount for the fees,
care should be taken to avoid direct competition with
local commercial institutions. Indirect competition
is permitted under the law. In other words, even
though you may charge exactly the same fees as a
local competitor for the services of your particular
foundation, you might structure it as fees based upon
the ability of the person to pay, or fees relating
to the costs of the foundation (costs, of course,
include the salaries necessary to pay foundation
employees), or fees based upon the research value of
the particular project for which the foundation

contracted to study.

. (13
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Investment Securities, Mortgages, Rentals, and

Savings
We have covered briefly two sources of tax-

exempt income for your foundation. These two sources
are contributions and related fees. There are five
other sources of tax-exempt income and these are:

1. Dividends

2. Most rents

3. Royalties

4, Interest

5. Short and long term capital gains.
These are the five "investment" sources of foundation
income.

Your foundation may invest in any security pro-
gram that is reasonably secure. That 1s, 1t may
invest in any listed security or approved bond and 1t
may deal in almost all of the major and minor sec-
urities in over-the-counter market. Probably the

only rule of investment that should be kept in mind
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is that the foundation is barred from "endangering
the capital assets of the tax-exempt organization."
In other words, the Internal Revenue Code prohlbits
foundations from endangering the foundatlon funds
through investment in extremely risky situations.
It could be illegal for the foundation to Invest in
highly speculative transactions such as wildcat oil
companies or pemny stocks in exotic mineral rights.
However, conventional speculative investments as well
as growth and blue-chip income Investments are quite
permissible. Dividends, capital gains and Interest
from these normal security transactilons are tax-exempt
to your foundation under the Internal Revenue Code.
The foundation through it's officers or directors
may personally administer these security transactions.
The foundation is not required to hold any Invest-
ment for any mandatory or minimum period of tTime.
Many foundations, in fact, do regularly trade on the
nation's stock exchanges. In the alternative, a
foundation may create a security account with an
established broker and have that broker administer
Copyright [3) 1967 3-15
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the account or give advice on various transactions,
When such accounts are opened and established, the
broker usually requires a resolution from the board
of directors authorizing the account and naming an
agent to represent the foundation. This named agent
1s usually the president or the executive director
of the foundation, and he is usually empowered to buy,
. sell or purchase securities and pledge them for loans.
Foundations may also invest in so-called un-
conventional investments. The average person believes
that mortgages must be made either by savings and
loan companies, banks or Insurance companies., In
fact, colleges and unilversities, churches and found-
ations execute and establish just as many mortgages
as banks and savings and loan companles, Your
foundation may properly "invest" in any mortgages,
whether they be first, second or third mortgages,
provided the security is sufficient to provide
safety. You should consult an attorney about these
transactions if you are not familiar with the proper
papers or if the mortgage is unusually large. Rem-
ember foundations may both loan funds and take
Copyright @) 1967 5-16
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mortgages as security and morgage foundation property.
Your foundation might purchase time savings de-
posit certificates in large amounts. In addition,
your foundation may have a normal savings account
up to certain limits., The Treasury Department has
indicated that they would frown on a foundation that
had more than $15,000 iIn an ordinary savings account.
In other words, the Treasury seems to Insist that
foundations invest. To open a foundation "savings
account" you would sign a corporate resolution si-
milar to the one you used to open your foundation
checking account., Banks usually provide thelr own

corporate resolutions for the foundation.

EXHIBIT #9 Some examples of current
foundation in investment activitles
should be discussed.

A

Buying and Selling Property

Your foundation will buy or sell property as
part of elther its inital or subsequent activities
in exactly the same way as any corporation.

Your foundation may purchase property in 1ts own

3=17
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EXHIBIT 9
FOUNDATION INVESTMENT

A foundation investment memo is being prepared by an informed
stock broker with a nationally-known firm. At the time of this
seminar this meo had not yet been prepared. It will be forwarded
to you as soon as 1t 1s avallable.

¥ ¥ % ¥ %
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name - that is the Smith Foundation will take title -
to land rather than Mr. Smith. ur, Smith, however,
as director or officer c¢f the foundation, will sign
the proper papers. Authorlzation for such a pur-
chase from the board of directors, 1s usually nec-
essary. The financing of such a purchase, where
necessary, would be conducted in the same way as the
financing for any purchase by any party.

The foundation, as a non-profit corporation,
is empowered to borrow money and pledge as securlty
foundation property. Thus any foundatlon may secure
a real estate loan with the real estate purchased
with the loan. The foundation may execute an Or-
dinary automobile loan.

The foundation may purchase or sell property
from or to the founder of the foundation or major
contributors of the foundation. In these cases,
however, all such transactlons must be at or near
fair market value. This rule is to comply with the
"self-dealing" provisions of the Internal Revenue
Code, It may be possible for your foundation to obtain
exemption from state sales taxes; where local law
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permits, your foundation should apply for and receive
such exemption in order to enjoy significant savings.
Such exemption is usually not automatic under the
state law. Applications should be made through the
State Treasurer, the Secretary of Stdte or Attorney
General, depending on local regulation. Please con-~
sult your associate counsel or write your State
Attorney for the exact procedures applicable in your
state.

Some major retail outlets or merchandise distri-
butors allow a discount to certain types of non-pro-
fit organizations, generally related to educational,
medical or welfare organizations., Nationwide concerns
such as Montgomery Ward, Sears and large local dis-
tributors such as iacy's, Hudson, and Marshall Field
have given small discounts to non-profit organizatilons
of these types.

These discounts are private privileges offered
by these companies and are not governed by any law.
You would generally have to apply to the Credlt Desk
of the store or business in question before each

purchase or series of purchases. If a store refuses
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such a request do not feel outraged - this is their
right. It is suggested that there should be no abuse
of these privileges or they may be lost to all., Most
foundations only take advantage of these discounts
when they are engaged in non-income producing
activities, such as youth projects, libraries, or
welfare,

Your foundation may occasioenally sell equipment
or small items of foundation property without a spec-
ial resolutiqn of the board of directors, but such
sales if regularly carried on, should be examined for
possible unrelated business income; which is taxabls,
or for collection and payment of state sales ‘taxes
from the purchaser. Major sales, such as the con-
veyance of real estate, large amounts or pieces of
depreciable equipment, or large holdings of secur-
ities or other investments should generally be au-
thorized by either a special resolution or general
resolution of the board of directors.

Careful records of capital gains on all sales and
purchases should be kept for two reasons.

1. The foundation should have accurate records

B3~0

Copyright691967
Americans Buildiug Constitutionally
(A Trust) Print:d in U.S.A.



534

to reflect its economic status at any given
time and

2. Such records are highly‘useful as protection
in the event of Internal Revenue Service
investigation.

In most cases, your foundation's purchases and
sales will be made by officers rather than by the
directors. If you are both an officer and director
of your foundation, remember to sign bills of sale or
contracts to purchase as an officer rather than a
director., That 1s, sign John Smith, Presldent, rather
than John Smith, Director., Generally, the executive
director, the assistant executive director, the pre-
sident, the secretary and treasurer are usually
empowered in normal practlice to buy and sell corporate
property. Often vice-presidents, assistant secre-
taries and treasurers are also empowered to sign
contracts in é large business. The authorization of
these other officers 1s generally made by express
resolution of the board of directors.

Your foundation may grow rapidly through the
propsr buying and selling of property, because cap-
ital gains, both short term and long term, are tax-

exempt sources of income and do not fall under any
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distribution qualifications under federal law. Such
income may be rapidly accumulated to increase the
foundation's net worth and optional endowment fund.
To review a few of the principles:

1. 1ilake certain the foﬁndation has auth-
orized the purchase or sale of property through a
proper resolution.

2. Use normal responsible business prac-
tices in completing any sale or purchase.

3. Investigate state tax advantages and
disadvantages

4, ilatch for self-dealing problems In
transactions with donors or founders.

5., Use, but do not abuse, discount privil-
eges offered by private concerns. '

Other Property, Purchases, Leases and Management

Your foundation may execute leases with any
other organization or individual. The only limitation
on leases is that of self-dealing. In cases where
the foundation leases from a contributor or the founder
of a foundation, the lease must be at local market-
value and may not be inflated. Just as sales contracts
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and other normal business transactions are signed and
executed by the officers, so will the leasss,

Generally, foundations own and operate all pro-
perty leasehold iInterests that they may acquire.
However, it is not unusual nor improbable for a
foundation to contract with a for-profit independent
agency to manage certain foundation property. For
example, a foundatilon may contract with a real
estate management company to manage foundation rental
property. The foundation wéuld recelve as rental
income that portion of the rents after expenses and
the management fee were deducted.

As stated earlier, a foundation has the power
to borrow money and pledge 1its assets to secure that
loan. The foundation, as a borrower, has certain
advantages that other corporate or individual borrowers
do not have. Because of its tax-exempt status, a
lender knows that he will not be in danger of takilng
a back seat to a government lien for taxes., Because
the foundation is tax-exempt, the lender knows that
his debtor cammot dissipate its assets, and the lender's

security, through large dividends or excessive salaries.
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The foundation may borrow from its creator or
officers. As stated earller, this is frequently
done to get the foundation under way and, because a
deduction for contributions cannot be claimed until
the IRS recognizes the foundation's exemption, the
lender does not want to make a gift of the money.
Such a loan should be shown by a simple note or
memorandum signed by the foundation, If made at
not more than fair interest, there will be nothing
wrong with such a loan.

If a third party is asked to loan money, he will
be mainly concerned about two gquestions:

1. Whether the person seeking to make the loan
is authorized to act on behalf of the
foundation, and

2. Whether the loan will be repaid.

When a person deals with any corporation, he must

be concerned with whether the person who seeks to
. make a contract (in this case a loan) binding the

corporation has power to do so. For this reason,

the form resolutions prepared by banks include an

optional resclution authorizing some person Or persons
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to borrow in the copporationts name. In many of the
foundation's initial dealings with such potential
creditors as banks, brokers, savings and loan, and
certain other large commercial institutions these
organizations may ask for a corporate resclution, so
that they can be sure that the foundation is really
going to be liable on the credit they are asked %o

advance.

Since these resolutions are for their own pro-
tection, the creditors or lendsrs willl usually
provide their own forms which the foundation will
merely £ill out and sign.

In most cases, especlally for small amounts or
with persons familiar with the creator or officer
seeking to open the account in the foundationt®s
name, nothing will be asked.

on the Toundation's part, it should authorize
certain of its officers to incur debts in the name of
the foundation to carry on the foundation'’s business.
This will usually be done by a resolution of the
board of directors at their first meeting. Like

all such resolutions, the attorney will prepare it
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ahead of time In exactly the form desired. There may
be as many people authorized by the foundation as
desired by the creator.

A potential creditor's second consideration is
whether he is likely to get his money back. _For this
reason he may ask the foundation to execute a mort-
gage or pledge assets. This can be done elither by
a resolution of the directors or by some offlcer
authorized by them and is done in exactly the same
way as any similar corporation.

In addition, since the foundation may not have
a great deal of equity to secure a loan, the lender
may ask for additlonal securlty or a personal
obligation from one of the officers or directors.
Once again tThere is nothing unusual or unigue about
such an arrangement in normal business practice.

Most experienced business people undoubtedly
have enough personal skill to exscute and administer
small loans. It is recommended, however, that in
all cases that involve large amounts of funds, complex '

transactions, significant purchases of real estate or
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major items of personal property (such as diamond
mines or major items of depreciable business equipment)
that you consult with an attorney.

A foundation may, under most state laws, own
anything and everything that is ownable 1n the world.
Once a foundation owns the world it may sell it. A
foundation may also manage or use any properties that
it owns or leases, Some rental transactions or leases,
however, may involve taxable consequences to the
foundation. These situations will be discussed later

in this seminar.
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Section 4
Legal Restrictions on Foundatlons

There are three areas of government regulations
which are limitations and restrictions on foundation

management. These three areas are:

1. Prohibited transactlons.

2. Unrelated business income or
taxable income,

3. The unreasonable accumulation of

Income or distribution requirements.

Prohibited transactlons are divided into three areas:

1. Political activities.
2. bBndangering foundation funds

3. Self-dealing

The first two are relatively clear and simple to under-.
stand. The third, that of self-dealing, 1s much more

complex and will require more detalled explanations.
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A. Political activities

Your foundation is prohibited from politcal activities.
Your foundation is prohibited by law from supporting
any public candidate. for office. Your foundation
is prohibited by law from 1nfluencing legislation.
If you desire to participate in politics, you may do
so as an individual, even though you are an officer
or director, but 1f your foundation participates in
political action, it will lose your tax-exemptilon.
In other words, you cannot support political act-
ivities through a 501 (c) (3) organization.
Education of the public about polltical 1deas,
however, 1s permitted. In other words, you may ed-
ucate the public on political economics, policital
‘science, jurisprudence or legislation, provided that

it is education material and not propaganda..

EXHIBIT # 10 The article on political
propaganda vs political education from
the 1957 conference on trusts might be
included as an exhibit.

_ 4- 2
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EXHIBIT 10
POLITICAL ACTION

Propazanda V. Political Education

.An organization qualifying. for tax-exempt status under section
501(c)(3) of the Internal Revenue Code may not participate in po- |
litical activity. Tax exemption is granted by the Internal Revenue
Code only to an organization where no substantial part of the ac-
tivities carried on by the foundation is concerned with political
propaganda to influence legislation or to influence any political
campaign on behalf of any candidate for public office. This in-
cludes a prohibition against publishing or distributing statements
that may have effect on legislation or a political campaign.

In addition, both the Treasury Department and the federal
courts have found that indirect contacts with individuals to in-
fluence legislation is also political activity. - In other words,
your foundation may not influence its contributors or members or
customers to write their Congressmen, There is nothing wrong with
these persons writing to thelr Congressmen, but the influence for .
the letter may not be derived from activities of the foundation.

Legislation has been defined to include action by Congress, any
state legislature, any local goverring body or the public in a
referendum, initiative, constitutional amendment or other similar
procedure. o . . ;

Under the Internal Revenue Code politiecal activity must be
substantial in order to bar an organization from exempt status, but
since this is a question of fact, no legal guidelines can be given
as to what is substantial or what is insubstantial. There have
been no cases to date defining what is substantial or insubstantial
political activity.

The term "propaganda" has also never been defined clearly by
the courts. It would seem that the legal definition of the word:
is much less general in scope than the dictionary meaning. However,
a general guldeline could be that propaganda is matter that is
disseminated or distributed not vrimarily to benefit the individual
receiving the information, but to accomplish the purpose or purposes
of the person who instigated the propaganda.

A 501(c)(3) organization, on the other hand, may be formed to
accomplish political education. An early court case involved an
institution that was organized and operated for the purpose of ad-
vocating good municlpal government and opposing measures of detri-
mental nature to the municipality. This organization was found. to
be a political action organization. However, when this case was

e
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decided it was stated that if there was some element of education
in the dissemination of information through the organization's
publications that at least this portion was valid. The organiza-
tion was the Civic Fund of the City Club of New York and they

were found not to be tax-exempt or educational. The courts, how-
ever, found that a foundation organized for the purpose of teach-
ing, expounding and propagating the ideas of a particular philos-
opher was a tax-exempt organization. Exemption was granted to the
League for Industrial Democracy even though it encouraged definite
social doctrines because it had no legislative program which it ad-
vocated. Exemption was also granted to the World League Against
Alcoholism because it had no legislative program and worked against
alcoholism, which was defined as the abuse or disabuse of alcohol.

The general guidelines that should be considered 1in political
education is that if the material that is distributed or the per-
sons involved in the semlnar present both sides of a political
issue so that an individual may reach his own conclusion from a
fair hearing of the information, then this is considered to be
education rather than propaganda. The fine line is not too clear.
What, to some people, may be propaganda would to others present
both sides of the story fairly.

DUE TO THE GENERAL CRITICSM OF POLITICAL ACTIVITY ACCOMPLISHED
BY FOUNDATIONS WE RECOMMEND THAT NO POLITICAL ACTIVITY OF ANY
NATURE BE ACCOMPLISHED BY A FOUNDATION.

This would not bar a foundation from creating a lihrary of
politically-oriented books nor would it prevent the foundation
from making this library available or even distributing books,
such as the Making of the President, or Profiles in Courage, but
no foundation activity should mention or indirectly advocate any
legislation, and in no case should any reference be made to a cur-
rent political campaign, either for or against any candidate.
(additional material on this subject may be distributed in the
future.)
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The teit of the material must present the facts
of an 1ssue in a falr way so that the reader might
reach an Independent conclusion based on fair infor-
mation. This type of material is consldered educational
and not political pr‘opaganda. Any other type of
political material will endanger the tax-exempt status
of the foundation.

The National Rifle Association has for years
distributed literature which educates the public on
the pros and cons of the statutory regulation of
rifles. The literature is "objective" and presents
both sides of the story. And yet few readers can
conclude that rifle legislation is good after reading
the literature. Perhpas the truth alone 1s the con-
vincing factor. I hope so.

Due to recent Treasury criticism (which has strong
legal basis) of politically active foundations, it 1s
not recommended that foundations participate in any
political activity which might lead to harrassment
or litigation.

B. Endangering Foundation Funds

A foundation may lose 1ts tax-exempt status 1f 1t

. 43"
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uses it funds in such a way as to seriously endanger
their application to proper tax-exempt purposes.

This would include unsecured loans, risky investments,
and unwise overall planning and structure of Invest-
ments.

The prohibition against endangering foundation
funds is an unusual prohbition which seems to indi-
cate that, by law, a foundation may not go bankrupt.
0f course there is no indemnity guarantee - 1t merely
means that 1f you do go bankrupt you become taxable,
The prohibition agalnst endangering foundation funds
was created to discourage foundations from entering
high risk ventures. The courts, however, have all but
nullified this prohibltion by consistently £inding
that if a venture is successful, 1t could not have
been risky. If your investment in mineral rights
turns out to be highly profitable, how could it have
possibly been dangerous? If your foundation's Invest-
ment in growth securitiles of a perpetual motion machine
makes miliions, how could it have bsen risky? In
other words, the courts have used hindsight to
determine the risk of a venture.
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A few years ago the Internal Revenue Service
attacked a foundation that had Invested In securities
In such a way and with such a risk that a 15 percent
drop in the price of the securities would have wiped
out the foundation Investment. The 15 percent drop
d1d not occur dnd the foundation made a healthy return
on its investment. The courts found that the foundation
had not endangered the funds of the foundation and
that 1ts tax-exemptilon would stand.

This»rule should only caution you against con-
sidering risks that are extremely unusual or even
shady. The rule would not prevent you from Investing
in any security on the stock exchange, nor from
investing in any bond of any registered company,
nor from investing in mortgages of any nature where
security was sufficient, nor from investment into
research and development of an unusual character.
Endangering foundation funds is essentlally a caution

sign against irresponsible activity.

4-5

Copyright (¢"1967
Americans Building Constitutionally
(A Trust) ©Printed in U.S.A.



548

C. Self-dealing

The most complex area of prohibited transactlons is
self-dealing. We have briefly discussed some of the
{ssues in prior sections of thls class but perhaps
we should review the rule in detail and even repeat
ourselves to make the distinction clearer.

The term "self-dealing" is misleading. The term
does not mean that a foundation 1s barred from dealing
with individuals who are closely related to 1t, but
only that the foundation 1s barred favoring these
individuals or sacrificing foundation funds. The
rule against self-dealing\simply states that a
foundation is barred from entering into certain trans-
actions with the founder of a foundation, the directors
of a foundation, the contributors to a foundation,
and their relatives, and, In some cases, the officers

of the foundation, in such a way as to glve preference
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to these individuals or to cause the foundation to
suffer a substantial loss In the transaction.

To be specific, all of these individuals may
sell or buy property from the foundation or borrow
from or loan to the foundation, lease to or from the
foundation, or exchange properties with the foundation,
provided that the terms of the transaction are with~
in the scope of the normal market values of a similar
transaction., A contributor to the foundation may
borrow money from the foundatlon provided that the
contributor pledges adequate security for the loan, ‘
pays a reasonable iInterest and promises to return the
loan by a specific date. .

Conversely, a director of the foundation may
loan money to the foundation and ask security and
charge a reasonable Interest, but may not charge an
exhorbitént interest outside the bounds of ordinary
financing sources nor ask double or treble normal
security.

A foundation may not be used by a contributor
or officers as a vehicle for personal galn -~ that is,
an officer may not sell securities to the foundation

4.7

Copyright,c 1967
Americans Building Constitutionally
(AR Trust) Printed in U.S.A.



550

at prices in excess of reasonable market valuation nor
may an officer, through the foundation, purchase
valuable securities or properties and have the
foundation sell them to himself at substantially less
than reasonable market value.

In all cases of foundation transaction or deallng
with officers, directors, founders or contributors
an arm's length status must be maintained. That is,
the foundation must deal with these individuals in
the same way that it might deal with unrelated in-
dividuvals.,

Some examples should help illustrate the rule.
An officer of the foundation may sell or buy
securities to or from the foundation, but he may
not purchase penny stocks today and sell them for
$20,00 a share tomorrow unless, of course, thelr
values have risen that rapidly in the established
market exchanges. In the same way, an executive
director of the foundation cannot have the foundation
purchase blue chip securities, like General Motors,

and then buy them from the foundation for a few dollars
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a share,

The officers, directors, employees and creators
may borrow some of the foundation funds but they must
provide security for the loan, sign proper papers
illustrating the debt, pay a reasonable intersst and
pay the loan back by a set termination date. If the
foundation borrows from a contributor, the contri-
butor cannot charge an unreasonable amount of inter-
est nor insist on double security . These related
persons are not allowed to manipulate foundation
mortgages so that individuals gain ownership of
foundation property at substantially less than
market value,

The foundation may not prefer one of these
related individuals in its activities - that is,
although founders, contributors, directors and
officers may win grants or awards generally they must
do so as if they were in competition with unrelated
individuals. The same standards and qualifications
for any grant or award must be maintained where a

"related" individual is an applicant or competitor.

4<9
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If a better qualified individual unrelated to the
foundation applies In competition with an employee

of the foundation, the employee should not be given
overriding preference. (In such cases the employee

may always be trained as part of a training program

of the foundation rather than awarded a specific grant).
In other words, the same arm's length status must be
maintained in grant or charity programs as it 1s In
other financial transactions.

These prohibitive activities only underscore the
requirement that you consider your foundation as an
independent person. Your foundation 1s not the same
as yourself. Qthers may confuse the identity of your
foundation and yourself, but you should avoid this
confusion.

For example, when the Ford Foundation gives a
major grant, most people think of the gift as coming
from the Ford family. There 18 nothing wrong with
this attitude, but the Ford Foundation maintains com-

plex separate records that are completely independent

of the Ford family.

4-10
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In the same way your foundation records and files
should be kept completely apszxt from your personal
files. Your foundation is under your control and
usually accomplishes your beneficial and philanthropic
desires, but it is pot you yourself and should not
be considered so.

Your foundation would deal with you in the same
way that it would deal with any other individual.

As long as this internal relationship is kept clean

and clear, 1t does not matter if the rest of the

world believes that every gift from your foundation

is a gift from you. In other words, evidence must

be maintained to prove that your non-profit corporation
is not confused with your personal existence. You

are a taxable person - your foundation 1s a tax-exempt
person. If your records and your foundatlon's records
are confused your foundation loses its tax-exemption,

The rules against self-dealing are really good
guides to prevent this confusion. No bona fide bene-
fits are lost through complying with the rules against
the existing prohibitive transactions.

4-11
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pistribute EXHIBIT #11.

Distribution Requirements

The Internal Revenue Code does require distri-
bution of income by a foundation. The rule is called
"the unreasonable accumulation of income prohibition".
The rule is a foundatlon may lose its tax-exempt status
from accumulating an unreasonable amount of Income
within a certain period of time without using, dis-
bursing or dedicating the funds for an exempt purpose.
This is the rule that seems to say that a foundation
must give all of its sarnings away each year. This
is not true. An examination of the various terms
used within the rule In the light of the Treasury
definitions and court decisions should be made.

First; the term "accumulation" means that the
funds in question must be surplus after expenses and
uses. A foundation might earn a million dollars,

but if it accumulates only $100,000 out of a million
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EXHIBIT 11

WHAT FOUNDATIONS CAN AND CAN'T DO

Being a corporation, the foundation normally will have all
the rights and powers enjoyed by similar corporate organizations
under State law and there is no need to enumerate them other than
to say that they are almost invarlably wide enough to allow any
act desired by the directors. For example, the Illinois General
Not-For-Profit Corporation Act provides "Each corporation shall
have powsr:...to have and exercise all powsrs necessary or conven-
lent to effect any or all of the purposes for which the corporation
is organized." IGNFPCA,J 5(n).

For our purposes here, a more relevant question 1s: what acts
should not be performed in order to preserve the foundation favor-
able tax status.

1. A foundation is prohibited from entering into the following
transactions with a substantisl donor or his family.

(a) 1lending any part of its income or corpus, wlithout the
recelpt of adequate security and a reasonable rate of
Interest;

(b) paying any compensation, in excess of a reasonable allow-
ance for salaries or other compensation for personal
services actually rendered;

(c) making any part of its services available on a preferential
baslis; : ’

(d) making any substantial purchase of securlties or any other
property, for more than adequate consideration in money
or money's worth; :

(6) selling any substantial part of Its securities or other
property, for less than an adequate consideration in
money or money's worth;

(f) engaging in any other transaction which results in a
substantial diversion of its income or corpus to such per-
son, .

2. The foundation is further prohibited from performing any of
the following acts:

(a) accumulating an unreasonable amount of Incoms;

(b) using 1ts income to a substantial degree for purposes un-
related to its exemption.
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(¢) investing 1ts income in such a way as te Jeopardize its
ability to carry out its purposes. (Note: these last
three prohibitions apply only to income and not to corpus
(c.g. gifts or donations received) and in practice present
no particular problem with good counseling.

3. A foundation may not endorse a particular political candidate
or -advocate passage .of & particular plecs of legislation. It
_may, however, advocate a particular point of view. E.G., &
“conservation group copld advocate the desirability of conserva-
tion but could not.advocate approvdl of a particular law.to
‘achieve congervation. =~ . - S

_ ,These are géheral descriptions of the sctivities which will... -
imperil a foundation's tax exempt status and are found ixn section
501 to 50l of the Internal Revenue Code.

Unrelated Business Incoms

There is a situation in which a foundation may be subject to
income .tax on certaln of 1its earning without affecting its exempt
gtatus. This 1s called & tax on unrelated business income. ..Al-
though there are a good many limitations on this tax, the general
rule is thet an exempt organization 1s taxable at corporate rates
on the income from g.trade or business regularly carried on by the
organization, the conduct of which 1s not substantially related
to the performance of the organlzation's exempt purpose.

‘For example, a tax-exempt clinic would pay no tax on its fees
from patients but mignt be taxable on the income of & restaurant
operated by the clinic in its building which served the public.

Of gourse, since incoms from investments is generally untaxed, the
clinic could incorporate the restaurant, own all the stock, and pay
no tax on the dividends received from the restaurant corporatlon.

This tax on ,unrelated income ‘does not apply to income from
interest, dividends, royaltles, most rents, and passive investments
generally. The only problem with rents may arise under certain
types of leases on property which is subject to a debt incurred in
purchasing it. . B

The unrelated business tax 1s apparently not a major item in
the tax treatment of exempt organizations. During the year 1962,
for example, only 1,648 report forms (990-T) -were filed with the
Intérnal Revenue Service.
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dollars, then only $100,000 is subject to the rule
and not the $900,000 that was earned and disbursed.

Second, the term unreasonable amount 1s entirely
dependent upon the size of the foundation. One milllon
dollars of accumulation might be unreasonable for
your foundation, but it would be a mere drop In the
bucket for the Ford Foundation and could not be con-
sidered unreasonable. The term reasonable tlme has
been construed to mean from one to ten years, so even
if you were to accumulate a large amount of Income
you would still have, according to some court rulings
up to ten years to use, disburse or dedicate the funds.

The term "income" also has a speclal definitlon.
Income does not include earnings or gains from
short or long term capital gains or contributions.
In other words, if you receive funds as contributions
or make capital gains earnings, these funds are not
subject to this rule. Only income earned from rents,
dividends, interest, rqyalties and related or unre-
lated sourééé4éré considered incope.

Finally, if you do use or disburse the funds
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within a reasonable time (1 to 10 years) the funds
are no longer subject to criticism. You may also
dedicate the funds to a specific purpose.

For example, let us state that you wish to
accumulate $2,000 a year to an educational fund for

educational purposes. The funds may be accumulated

for as long as the board of directors desire or the
fund may be periodically drawn upon to finance ed-
ucational activities, The board of directors under
present law is not required to use the funds for
educational purposes. The board of directors may
rededicate the funds to another exempt purpose. It
is not recommended that such rededication be accom-
plished without bona fide consideration and good
intent, It is recommended that if the fouwidation
wishes to dedicate funds for accumulative purposes
that it explore a valid and serious dedication purposs
prior to the dedication. It 1is -also suggested :that-
the foundation have an idea for what the funds will
be used prior to the dedication. Every time you

remove funds from a dedicated purpose without using
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them for the purpose, the foundation becomes liable
to criticism under the unreasonable accumulations rule.
Since the reallty of your foundation's long-range
dedication programs is relevant to the validity of
a large dedication, care should be taken to choose
projects that truly require a large amount of money
to succeed. Bullding funds, glant, speclfic sclent-
ific projects, and the creation of schools are some
conventional ideas, Libraries, museums, or large
non-profit facilities are some other ideas. Special
' funds, such as the educational accumulation fund,
tend to grow rapidly due to the exemption from tax-
ation, Nothing is wrong with this providedvthat the
funds are later used for a good purpose., The Ford
Foundation has more than doubled its endowment since
it was founded., This has been in spite of the rule
against accumulations and in splte of 1ts substantial
charitable activities, The Mottt Foundation has
grown nearly a thousand times since its fcunding
30 years ago. Accumulation of income is allowed
within the limits that have been stated. As long as
4-15
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the foundation board of directors maintains a proper
attitude no questions should be raised,

The growth of your foundation and 1ts endowment
to permit greater flexibility, and to provide greater
benefits to mankind, is not discouraged by the
Treasury, nor prohibited by the Internal Revenue
Code. Your foundation may accumulate large amounts
of funds., |

It is recommended that if you do not disburse
accumulated income to other foundations, that you
dedicate the funds to a specific realistic purpose.

It is also recommended that you review this fund
periodically for possible use or change of dedication.

It is also recommended that the funds be used for
that purpose, at least in part, within the lifetime

of any particular set of board of directors.

bistribute EXHIBIT #12.

-

Taxable income
Not all income to the foundation 1s tax-exempt.
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EXHIBIT 12
UNREASONABLE ACCUMULATION OF INCOME

Section 504(a) of the Internal Revenue Code states that a
section 501(c)(3) organization shall be denied exemption if the
amounts accumulated out of income during the taxablée year or any
prior taxable year and not actually paid out by the end of the-
taxable year are unreasonable in amount or duration in order to
carry out the charitable, educational or other purpose or function
constituting the basis for exemption under section 501 of the
Internal Revenue Code. ' B

This language seems to indicate that unless you -spend, ‘use or
give away all your money during any particular year, you will lose
your tax exemption. This is not so. Ue will analyze in the fol-
lowing paragraphs each of the elements.of this rule to explain in
detall what the rule says; what must be done under the rule; and
what might be done to avoid the rule.

(a) Income - The Internal Revenue Code has several definltions
of income., Each of these definitions apply in different situations.
The definition of income to a tax-exempt organization organized

under section 501(c)(3) of the Internal Revenue Code is as follows:

Income shall include all unrelated business income, rents,
royalties, dlvidends, interest and fees received related
to the purpose of your organization. :

Income does not include contributions or capital gains. The term
"income" then does not include all the sources of funds. or earn-
ings that your foundation might enjoy. Only those monies or pro-
perties that could be classified as income under the above defini-
tion are subject to the distribution requirements of the rule
against unreasonable accumulation of income.

(b) Unreasonable Amount -~ The amount of income accumulated
in any year must be unreasonable. The term unreasonable is viewed
in two lights. First, unreasonable in relation to the size of
the foundation. Five thousand dollars is certainly a great deal
of money. To many foundations, $5,000 would be an unreasonable
amount if accumulated in a one-year period. However, $5,000 would
be a drop in the bucket to the Ford or Rockefeller Foundations.
The amount must then be measured against the size and scope of the
foundation in question. Second, an unreasonable amount must be
unreasonable by other standards. The court standards used to
date have indicated that $500,000 might not be an unreasonable
amount. The Treasury has claimed that amounts as slow as
$330,000 have been unreasonable accumulations of income. The
courts have disagreed and have usually defined unreasonable accumu-
lation violations only in terms of amounts exceeding $1,000,000,.
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The actual limits of what "ynreasonable"” might be can only be
determined on a case-~by-case situation-by-situation basis. There
are no arbitrary or clear standards in the law.

(¢) Unreasonable Time - If your foundation should earn a
large amount of income within a single year it is given a reason-
able time in which to do something with it. What is a reasonable
time? Courts have construed this to be as much as ten years. We
recommend, however, that consideration of the proper use of the
funds, particularly in terms of dedication to a long-range pur-
pose which will be discussed later, be accomplished within two to
three years after the funds have been earned.

(d) Use, Disbursement, and Dedication of Income - If a large
amount of income is earned in any year, it is not subject to the
rule against unreasonable accumulation of income unless it is ac-
tually accumulated. To avoid accumulation, a foundation must either
use the funds or distribute the funds to other 501(c)(3) organiza-
tions or dedicate the funds to a proper long-range purpose.

Most people understand what present use of income means and
this will not be discussed in detail in this section. There
should also be no problem with understanding the concept of distri-
bution to other charitable organizations. In other words, your
foundation would simply give the money away.

The dedication of iarge amounts of income, however, is a
technical procedure and should be discussed in some detail. A
foundation may actually dedicate large amounts of income to a long-
range purpose and accumulate the funds until it has enough to ac-
complish that purpose. A famous example occurred when the Hulman
Foundation dedicated funds amounting to over $3,000,000 over a
period of several years toward building a racing museum at the
Indianapolis "500% Race Track. The Treasury Department didn't
think this was a proper purpose but the courts did. The Hulman
Foundation won its case for accumulation of income.

One principal guldeline should be mentioned in dedicating
funds. The dedication must be for a purpose that is realistically
long-range, feasible, and practical. The Treasury has strenuously
objected to ethereal dedications or long-range dedications for
short-term projects. Secondary guidelines to be considered for
dedicating funds for future purposes are:

(a) The funds should be kept in a separate account. (This
will enable the funds to be used for investment pur-
poses apart from the other investment programs or
savings programs of the foundation.)

(b) The dedication should be stated clearly in a minute of
the board of directors of the foundation and may even
be communicated to the bank or securities dealer where
the foundation account is kept. This is not required,
however.
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Conclusion

As you can see, the rule against the unreasonable accumula-
tion of income is not as strenuous as it first seems. You do
not have to give away all your money every year nor do you need
dedicate 1t unless you feel the amount itself is unreasonable.
Today, because the courts and the Treasury have never considered
relatively small amounts to be unreasonable, it is safe to as-
sume that accumulation up to a quarter of a million dollars could
be accomplished without question, even without dedication.

# ¥ # % #
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Some of the income of your foundation may be taxed
at corporate rates. This income is called unrelated
business income and 1s usually derived from sources
outside of the seven tax-eXempt sources.

To review, the seven tax-exempt sources of income

1. Related Fees:

2.. Royalties

3., Most rents

4, Capital gains

5, Contributions

6. Dividends

7. Interest

Unrelated business income is income that is not
derived from the exempt activities of the foundation.
The Treasury defines "unrelated trade or business"
as income from any business activity regularly car-
ried on that 1s not derived from an activity directly
related to tax-exempt purpose. Since this definition
might include your foundation's operations we must
look to the meaning of "unrelated". Unrelated business
4-17
Copyright {c*1967 .

Americans Building Constitutiomally
(A Trust) Printed in U.S.A.



565

activity or trade 1s trade or business not substantially
related to the organization's performance of 1its
exempt functions, where the trade or business is
regularly carried on by the organization. We should
break down the meaning of this definition in detail,
First of all, the unrelated business activitles
must be carried on regularly by the foundation., The
periodic sale of real estate by a foundation will
not necessarily make the foundation a real estate
broker, unless the activitles are carried on regularly.
In other words, if the foundation sells a plece of
property, this sale would be a trade or business
activity, but it is not a regular activity. There
must be a frequency and continuity with which the
activities productive of the income are conducted,
and a regular manner in which they are pursued.
Specific business activities of an exempt organ-
ization will be considered to be "regularly carried
on" if they occur frequently and may be compared to
commercial activities of non-exempt organizations.
But these business activities will only be taxable,
4-1B
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if they are unrelated to the exempt purposes of the
organization., For example, the regular sale of

drug supplies to the general public by a hospital
pharmacy is not taxable since the hospltal merely
furnishes supplies in accordance with 1its exempt
purposes. In the same way, sales of books by a
college book store to students or sales of goods,
where the exempt function of the organization involved
the sale of goods, would not be unrelated business
activity. If the trade or business is substant ially
related to the exempt purpose there 1s no tax liabillity.
The Treasury states that where the production or
distribution of the goods or the performance of
services does contribute importantly to the accom-
plishment of the exempt purpose of the organizatilon,
the income from the sale of the goods or the perform-
ance of the service is a related trade or business,
but the relationship is a matter of fact In each case
and the Treasury has refused to lay down substantial
standards of relation. They have chosen instead to

review each case as it occurs. The Treasury is
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unable to set out clear standards due to the variety
of permissible foundation activities.

iThere questions have occurred in the past, special
rulings have been requested and obtained by other
organizations, Considerabls pressure was placed
upon the Treasury for favorable rulings in these cases.
It is suggested that the standards set by the Treasury,
regulations are émbiguous and vague and, therefore,
may allow unreasonable arbitrary action by the
Treasury.

The Treasury, however, has given some examples
and a few rules which may be helpful in detemmining
relation of a business activity'to your foundation's
exempt purpose.

In one example the Treasury stated that where a
school existed for training children In the performing
arts, such as acting, singing and dancing, that income
derived from admission charges for the performences
of its students were tax-exempt and related, since
the students! participation in the performance was
an essentilal part of their training. In the same
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way, the sale of products and articles produced by
handicapped persons being rehabilitated by a foundation
was considered to be related income, since the sale

1h the production contributed importantly %o the
accomplishment of the rehabilitation of the handi-
capped.

In the case of an experimental dairy herd main-
talned for sclentific purposes by an organization
degcribed in section 501 (c) (3) foundation income
from the sale of milk and cream produced in the or-
dinary course of operation would not be gross income
from unrelated sources of income. On the other hand,
the Treasury stated that if the organization were to
manufacture ice cream, pastries and the like, that
the gale would be considered income from these pro-
ducts and would be unrelated trade or business income.

The Treasury is constantly attempting to reduce
the scope of related business income. In one of
their recent attempts they revised the regulations
on unrelated business income to include advertising

pevenue derived by tax-exempt mazazines. The

4.21
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National Geographic, Nation's Business, and Journal of
American iiedical Assoclation are three of the largest
magazines affected. If the regulation is upheld as
being proper then the organization involved will pro-
bably obtain special rules to exempt them from the
regulations.

This tends to show the sometimes arbitrary nature
of the Treasury's regulations and rules. Special
rulings may be obtained to exempt any person from any
regulation proposed or used by the Treasury.

Probably the most common situation which your
foundation might encounter is the so-called "business
lease". Briefly stated, the business lease 1s a lease
for longer than five years on property owned by an
exempt organization which is subject to a debt in-
curred in its acquisition. In such a "business lease"
situation, a portion of the rental recelved by the
exempt organization is taxed as unrelated busilness
income. While this rule may seem a bit artitrary,
its purpose is to discourage foundations from trading

on their tax-exemption and "empire building" by
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securing real estate purchases with long term leases,

Your foundation, however, may conduct unrelated
business activities without endangering or affecting
the foundatlon's exempt status, if

1. the unrelated business activity does not

constitute an overwhelming or primary part
of the foundation's activities

2. the foundation reports and pays corporate

taxes on the unrelated income by uarch 15
following every calendar fiscal year.
This mnrelated business income is reported and the
taxes are paid on form 990-T provided by the Internal
Revenue Service.

e do not have the time to discuss detalls of
taxation of unrelated business Income. It 1s recom-
mended that 1f you propose business actlvity that you
consult with counsel to determine the tax status and
reporting methods that are required. Your foundation
has an autometic $1,000 exemption from unrelated
business income, and since it is taxed at corporate
rates on the rest of 1ts unrelated business Income,

your foundation may also take advantage of all of

the conventional corporate tax deductions and
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advantages. These deductions would include normal
business expenses, capital losses, depreclation and
any and all other normal_business deductions. Your
attorney should be able to adviss you on what portions
of your foundation's expenses might be used to off-
set taxation of unrelated business income. The
Treasury regulatlons are quite liberal in what

they allow and quite often all or most of taxable
unrelated business income can be offset by business

deductions.

1~

I Distribute EXHIBIT #13.

LS R S
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EXHIBIT #13

. 5993

Proposed Rule Hamng o

DEPARTMENT OF THE TREASURY

Internal Revenve Service
{26 CFR Part 11

" YREATMENT OF INCOME FROM UN-
RELATED TRADE OR BUSINESS

Notice of Proposed Rule Making

Notlce is hereby given that the regula-
tions set forth In tentative form below
are proposed to be prescribed by the

of Internal R
the approval of the Scoretary of the
Treasury or his delegate. Prior to the

' final adoption of such regulations, con-
T.:" stderation will be gliven to any comments
* or suggestions pertaining '.hercbo which

ue, with -

(aside from the, nced of such organiza-
'.xon for income or funds or the use

t makes of the profits derived) to thé
exerclsc or performance by such organi-

“regularly carrled on,” withln the mean-

ing of section 5§12, regard must be had to
the frequency and continulty with which
the activmcs productive of the income
are ducted and the manner in which

zation of its charitable, ed 1 or
other purpose or function constituting
the basis for its exemption under scc~
tion 501 (or, in the case of an organiza-
tion described in sec. §11(a)¢2) (B), to
the excreise or performanee of ahy pur-
pose or function described in scc, 501
(¢)(3)). (For certain exceptions from
this definition, and a special rule for
certain publishing businesses, see par-
agraphs ¢¢) and.(f) of this scction. For
a special definition of "unrelated trade or
business” applicable to certain trusts, see
sec. 513(b).) Therefore, unless one of
the specific exceplions of section 512.or
513 is ble, gkoss Income of an ex-

. are submitted in writing, in dupli

empt orf tion subject to the tax

. ' the Commissioner-of Internal Ri 3
Attentlon: CC: LR: T, Washington, D.C,
. 20224, within the period of 30 days from
the date of publication of this notice in
.the FE0ERAL REGISTER. Any person sube
mitting written comments or suggestions
* who deslres an opportunity to comment
« orally at a public hearing on theso proe
posed regulations should submit his res
quest, in writing, to the Commissioner
- within the 3¢-day perfod. In such case,
& public heaving will be held, and notico
of the time, place, and date will be pub-
lished In a subscquent issue of the Fep-
.~* EnaL ReGISTER. The proposed regule-
tlons are to be Issued under the authority
contalned in section 7805 of the Internal
Rcvenuc Code of 1054 (68A Stat. 917; 26

. uUsc.
[sm.l BHELDON S. COHEN,

Ce of Internal

In order to clarlfy the meaning of the -

terms “unrelated business taxable in-
come” and “unrelated trade or business”
es they relate to certain exempt organi
~** gatlons, the Income Tax Regulations (26
* . CFR Part 1) undef sections 513 and 512
of the Internal Revenue Code of 1954
are amended as follows;: -

PARAGRAPH 1. Paragraphs (b) and (¢}
- of § 1.613-1 are respectively redesighated
as paragraphs (e). and .({), and § 1:513-1

*+ s otherwise amendeil to read 2)

" §1.513-1 Decfin
or husincas.

. (a) Ingeneral,: As ‘wsed In sccuon 512

the term "unrelated business taxable In-..

' . come” meuns the gross income derived by

anorganization from any unrelated trade

- or business regularly carrled on by it,

n-of unrclnlcv] rndc

+  Jess the deductlons and subject to the”
: additions and limitations”

exceptlons,

provided In sectlon 512, Sectlon 513

specliies with certaln exceptions that the
~hrase “unrelated trade or business”
eans, In the caso of an organization
\c(nbjcot to the tax Imposed by section
811, any trade or business the conduct -

y rclubed

imposed by secction 511 is includible In

they are pursued. This requirement . -

must be applied in light of the funda-
mental purpose of the unrelated business
income 8 to place the husiness activi-
tles of exempt organizations upon the
same tax basis as commercial endeavors
with which they compete. Hence, for
example, specific business activitles of an
exempt organization -will ordinarily be
deemed to be “regularly carrled on” if

.they manifest & frequency and conti-

nuity, and are -pursued in & manner,

generally similar to comparable com- ~
mercial activities of nonexempt orga-

nizations.
{2) ication pri i a .
Normal time span o/ activitics, Where

the computation .of unrelated b
taxable income if (1) it is 1ncome tron;

income pr activities are of a
kind normally conducted by nonexempt

trade or bus} {2) the

such trade or business {5 not substaritially
related (other than through the produc-
tlon of funds) to the organizatlon’s pers
formance of 1ts exempt £ and (3)

¢clal organizations on a yenr-

_round basls, the conduct of such activie

ties by an exempt organization over &
perled of only a few weeks does not
tltute the regular carrylng on of

such trade or business is regulaily car
rled on by the organization.

(b) Trade or business, "For the pur-
poses of section 513 the term “trade or
business” has the-same meaning it has

“trade or business.

For example, tho
operation of & sandwich stand by a
hospltal auxiliary for the 2-week period’

-of an annual state fair would not be the

regular' conduct of trade or business,

in section 162, and generally includes any
«activity carried on for the productlon
of fncome from ‘the sale of goods or
performance of services. The term
“trade or business” thus {s not limited
to integrated aggregates of assets, activ-
Itles and good-will which comprise busi-
nesses for the purposes of certain other
provislons of the Internal Revenue Code.
Actlvities of producing or distributing
goods or performing services from which
a particular amount of gross income is
derived do not lose {dentity as trade or
-business merely because they are car-
ried on within a larger aggregate of

* similar activitles or within a larger com-

:plex of other endeavors which may, or
may not, be related to the exempt pure
poses of the organization. Thus, for ex-
ample, the regular sale’of pharmaceuti~
. eal supplics to the general public by a
hospital pharmacy. does not lose iden~
: tity as trade or busi merely

t of year-round

business activities for one day each week <
would constitute the regular carrying on -

of trade or business. Thus, the opera-
tion of s commercial parking lot on Sat-

“urday of each week would be the regular
Where in- -
.come producing activities are of & kind ..
normally undertaken by nonexempt

conduct of trade or business.

commerclal organizations only on a sea=

.sonal basls, the conduct of such activities

by an exempt organization during a
significant portfon of the scason ordi-
narily constitutes the regular conduct of
trade or buslness. For example, the
operation of a track for horse racing for
several weeks each year would be con-

“'sldered the regular conduct of trade or

business because 1t is usual to carry on
such trade or business only during a
particular scason.

(1) Commercial atlributes of inter-

* the pharmacy also furnishes supplies to
+ the hospital in accordance with its ex-
“empt purposes. Similarly, activitles of
sollciting, selling, and publishing com-
merclal advertising: do not lose identity
es trade or business even -though the
advertlsing Is published in an exempt
organization periodical which contains
editorial matter related to the exempt”
purposes of the organization.

(e) Regularly carried on—-(1) General
principles., In  determining . whether
t..ade or business from which a particular

‘of ‘wnich 1s not ntiall

.FEDERAL REGISTER, VOL, 32, N

t of gross ;incomo derives is

Por
thc sale of advcmslng in programs (ot

or not intermittently conducted activi-
tles are regularly carried on, the man-

ner of conduct of the activities must be

compared with the manner In which

‘commerclal activities are normally pur-

sued by noncxempt organizations. In
general, . exempt organization business

getivitles which are engaged ‘In only -

discontinuously or perlodically will not
be consldered regularly carried on if
they ere conducted without the come
pguuvc and pro-notlonu‘l efforts typlcol
0
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r¥5ports events or music or drama per-
formances would not ordinarlly be
deenied to be the regular carrying on of
bust where no endeavors
arc made to develop and promote this
class of business in the manner of
a commercial publication. Similarly,
- where the exempt function of an orga-
nizatlon involves the sale of certain
. . types of goods or services to a particular
." class of persons (as, for example, sales
of books by a college bookstore to stu-
dents), casual sales in the course of such
. activity, which are not related to the
* excmpt function involved, do not gen-
erally constitutc the regular conduct of
unrelated trade or business. On the
. other hand, where the organization sys-
. tematically and consistently caters to a
customer class unrclated to its exempt
functions or seils products unrclated to
the performance of such functions, the
unrelated sclling activitics meet the sec-
tion 512 requirement of regularity.
(iif) Occasional or sporadic activities.
Income producing activities undertaken
only ocecaslonally or sporadically gen-
erally will not be regarded as trade or
. business regularly carried on. For this
purpose, an income producing or fund
raising cvent lasting only a short period
‘of time will not be regarded as regularly
“ucted

573
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poses of an organization, the Income
from the sale of the goods or the per-
formance of the scrvices docs not derive
from the conduct of rclated trade or
business. Whether activitics productive
of gross income contribute importantly
to the accomplishment of any purpose
for which an organization is granted ex-
ci:ption depends in each casc upon the
facls and circumstances involved. *

(3) Size and extent of activitics. In
determining whether activitics contrib-
ute importantly to the accomplisnment
of an exempt purpose, the size and extent
of the activitics involved must be con-
sldered in relation to the nature and
“extent of the exempt function which they
purport to serves Thus, where income is
realized by an exempt organization from
activitics which are in part related to

. the performance of its cxempt functions,
but which are conducted on a larger
scale than is reasonably nccessary for
performance of such funct the gross

patrons or viewers of the show. The show
18 not a sales facllity for individual exhibi-
tors; 1ts purposc is the promotion and stim* -
latton of Intcrest In, and demand for
industry’s products in general, and
conducted In a manner reasonahly calculu.cd
to achleve that purpose. The stimulation of
demand for the Industry's products In gen-
cral 15 onc of the purposes for which exemp-
tlon Is granted O. Conscquently, the activ- *
fties productive of O's gross Income from the
show—that Is, the promotlon, organization
and conduct of the exhibitlon—contribute
importantly to the achievement of an exempt
purpose, and the Income docs not constitute
gross Income from unrclated trade or
businecss. . C
(1) Disposition of product of exempt .
functions. Ordinarily, gross
from the sale of products which are a
direct result of tHe performance of ex-
empt functions docs not constitute gross
income from the conduct of unrelated
trade or business if the product is sold
in substantially the same state it is in on

income attributable to that portion of .

the activities in excess of the needs of
exempt functions cgnstitutes gross in-
+ come from the conduct of unrelated trade
or business. Such income is not derived
from the production or distribution of
goods or the performance of services
which contribute importantly to the ac-

carried on merely 1 tis
on an annually recurrent basls. Ac-
cordingly, income derived from the con-
‘duct of an annual dance or similar fund
. ralsing event for charity would not bo

.+ .income from trade or b_uslness regularly”

carried on.
(d) Substantially related—(1) In gen-
-eral. Gross income derives from ‘“‘un-
- related trade or business,” within tho

* meaning of section 513(a), if the con--

duct of the trade or business which pro-
duces the income §s not substantially
- related (other than through the produc-
tion of funds) to the purposcs for which

. exemption is granted. The presence of
* this requirement necessitates an ex-
amination of the relationship between
the business activitles which generate
. the particular income In question—the
actlvitics, that is, of producing or distrib-
uting the goods or performing the serv-
ices involved—and the accompiishment
of the orpanization's exempt purposes.
(2) Type of rclationship required,
Trade or business is "'related” to exempt
purposes, In the rclevant sense, only
where the t of the bust activi-

K t of any excmpt purpose of
the organization,

(4) Application of principles—(1) In«
come stemming dircetly from perform-
ance of exempt functions. Gross income
derived directly from the performance
of exempt functions docs not constitute
gross income from the conduct of unre~

of the exempt functions.
Thus, in the case of an organlzation de-
scribed in section 501(c) (3) and engaged |
in a program of rchabilitation of handi-
capped persons, income from sale of
articles made by such persons as a part
of their rehabllitation tralning would not
be gross income from conduct of un-
related trade or business. The {fncome i
such case would be from sale of prod-
ucts, the production of which contributed !
importantly to the accomplishment of |
purposes for which exemption is granted .
the organization—namely, rehabllitation |

,of the handicapped. On the other ha~

Af o product resulting from an exe
{unction

12
1s utilized or exploited In furtier -

lated trade or b e
examples illustrate the application
this principle: .
Ezample (1).°M, an organlzation de-
scribed In scctlon 601(c) (3), operates &
school for tralning children in the performe-
ing, arts, such ns acting, singlng, and danc-
ing. It presents performances by its stue
dents and derives gross income from admis-
elon charges for tho performances, Tho
por 3t n £ be-
fore audlences is an essentlal part of thelr
tralning. Since the incomo recallzed from
the performances derives from actlvities
which contribute importantly to the accoms
plishment of M's exempt purposes, it docs
not constitute gross income from unrelated
trade or business. (For specific exclusion
applicable in certaln cases of contributed
services, see sectlon 513(s) (1) and paragraph
(e) (1) of this scction.)

v
of,

ties has causal relationship to the
achievement of exempt purposes (other
* than through the production of income) ;
and it is “substantially related,” for pur-
poses of scctlon 513, only if the causal
relatlonship is & substantial one, For
the conduct of trade or business from
which a particular amount of gross in-
. come is derived to be substantially re-
lated 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
derlved must contribute importantly to
the accomplishment of those purposes.

‘Where the productlon or distribution of _

the goods or the performance of the serv-
ices docs not contribute importantly to
- the accomplishment of the cxempt pur-

87-444 O-68—37

{2). Ndsa trade union qualified
for exemptlon under scctlon 601(c) (5). To
improve the trade skllls of its members, N
conducts refresher training courses and sup-
plies and

recelves payments from its members for these
services and materlals,  However, the devel-
opment and improvement of the skills of ita
members {s one of the purposes for which
exemptlon is granted N; and the actlvitics
described contribute importantly to that
. Therefore, / the income derived
does not

.cream,

cendeavor beyond that reason-:
ably appropriate or necessary for dispo-;
sition In the state it is in upon comple-
tlon of exempt functlons, the gross in-' |
come derived therefrom would be from
conduct of unrelated trade or business. -
‘Thus, in the case of an experimental
dalry herd maintained for scientific pur-
poses by an organization described in
section 501(¢) (3), income from sale of
milk and eream produced in the ordinary
course of operatlon of the project would -
not be gross income from conduct of
unrelated trade or business, On the
other hand, if the organization were to
utilize the milk and cream in the further
manufacture of food items such as fce |
pastrles, etc., the gross Income *
from the sale of such products would be
from the conduct of unrelated trade or
business.

(iil) Dual use of asscts .or facilitics.
In certain cases, an asset or facility
necessary to the conduct of exempt func-
tions may also be employed in & commer-
clal endeavor. In such cases, the mere-
fact of the use of the asset or facility in
exempt functions does not, by itself,
make the income from the commercial
endeavor gross income from related

gross income
bustness.

Ezamplc (3). O Is an Indusiry trade ase

1 q; for under sec-

tlon 601(c)(6).. It prescnts o trade show

in which members of its Industry joln in an

of industry O derives

incomo from charges made to exhlbitors for

oxhibit space and admlsslon fees charged

from -unrclated trado or

B

trade or busl The test, instead, Is
whether the activities productive of ti~
Income in question contribute imp
tantly to the accomplishment of excm,
purposes. Assume, for example, that a
muscum exempt-under section 501(c) (3)
hes,a theater sudilorlum which s spe-
clally designed and

ing of ed lonal i

. "t
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+ with Its program of public education in
-+ the arts and sclences. The theater is a
principal feature of the museum and is in
continuous operation during the hours
the museum is open to the public. If the

- organization were to operate the theater
as an ordinary motion picture theater
for public entertainment during the eve-
ning hours when the muscum was closed,

. gross income from such operation would -

- be gross income from conduct of unre-
lated trade or business.
(lv) Ezploitation of exempt functions.
In certain cases, activities carried on by
an organization In the performance- of
exempt functions may generate good will
or other intangibies which arc capable
of belng exploited in commictclal endeavs
ors. Where an organization exploits such
an intangible In commercial activities,
. the mere fact that the resultant income

‘.. depends In part upon an exempt function
" of the organization docs not make it

~

7,

gross income from related trade or busi-
ness, In such cascs, unless the commer-

- clal activities themselves contribute im-
portantly to the accomplishment of an
exempt purpose, the income which they
produce s gross income from the con-
duct of unrelated trade or business. The

* application of this subdivision is fllus-
trated In the following examples:

Ezample (1). U, an cxempt sclentific or-
enjoys nn rep in
the ficld of blological rescarch, It exploits
this reputation regularly by solllng endorao«
ments of varfous itenis of laboratory equip-
ment to manufacturers. The endorsing of
laboratory ecquipment docs not contribute
importantly to the accomplishment of any
_purpose for which excmption s granted U.
Accordingly, the iIncome derlved from the sale
of endorscments i3 gross income from un-

" related trade or business.

PROPOSEb RU.LE MAKING

of the operation of the statlon the organiza-
tion derlves gross income from the regular

sale of ndvertising time and services to com-

merclal advertisers in the manner of an ordl-
nary commerclal station. Neither the sale
of such time nor the performance of such
services contributes Importantly to the ac-
‘complishment of any purposc for which the

1s granted p Notwith-
standing the fact-that tho production of
the advertising Income depends upon tho
existence of the llstening audicnce resulting
from performance of exempt functions, such
income is gross incorac from unrclated trade
or business.

Ezample (5). Y, an exempt university,
provides facllities, iastruction and faculty
supervislon for & CAMPuUs newspaper oper-
ated by 1G siudenta, In additlon to news
iteh1s bnd edlitorlal commentary, the news-
paper publishes pald advertising. The solic-
itation, sale, and publication of the adver-
tising are conducted by students, under the
supervision and Instruction of the univer-
sity. Although the services rendered to ad-
vertisers are of a commerclal character, the
advertising bustness contributes iImportantly

the university’s educational program
through the tralning of the students in-
volved. Hence, none of the Income derived
from publication of the newspaper constl-
tutes gross income from unrelated trade or
business. .

Frample (6). Z, an exempt trade asso-
clation, publishes a monthly journal. The
publication of the articles and other edltorial
content of the journal contributes im-
portantly to the accomplishment of purposes
for which exemptlon Is granted the organi-
zatlon, Incomo from tho galo of subscrip~
tlons fo members and others In accordanco
with ‘tho organizatlon's cxempt purposes,
therefore, does not constitute gross income
from unrclated trade or business, In con-
nection with the publication of the journal,
Z also derlves income from the regular sale of
advertising space and services to commercial

advertlsers. Nelther the publlcation of ad-
ver nor the rmance of services
for advertisers contributes im-

Ezample (2). V,anexcmpt ¥, has

a large regularly enrolled student body. Dur-
ing the schiool year, V sponsors the appear-
d

portantly to the accomplishment of any pur=
pose for which exemptlion is granted. There-

ance of p cater an
symphony orchestras which present drama
and musical per. to the

nding the fact that the pro-
income from edvertising utilizes

fore,
ductlon of
the 1 and in

"V advertises these performances to its stu-
- dents, provides & university theater building
for thelr presentation, and supervises ad-
*+ vance ticket sales at varlous unlversity facil-
tles, Including the cafeterla and the uni-
versity bookstore, V derives gross incomo
from the conduct of the performances. How-
ever, the presentation of drama - and muslc
events contributes importantly to the overall
educatlonal function of the university.
*Therefore, the income which V receives does
" not constitute gross fncome from the con-
duct of unrclated trade or business.
Ezample (3). W is an cxempt business
league with a large membership. Under an

< .arrangement with an advertising agency, W

. .regularly malls brochures, pamphlets, and
other commercial advertising materlals to
its members, for which service W charges the
rgency an ngreed amount per enclosure,

" The distributlon of the advertlsing materials
docs not contribute importantly to the ac-
complishment of any purpose for which W
18 granted exemption. Accordingly, the pay-
ments made to W by the advertising agency
constitute gross Income from unrelated trade
or L&Iness, :

Ezample (4). X, an exempt organization

for tho advanceraent of publlc intercst in
classical muole, owns a radlo station and
werates it in & monner which contributes
~—Anportantly to tho accomplishment of the
purposes for which tho organization ia
gmnwd exempilon, XHowaver, In tho coursd

the performance
such Income s gross income from unrelated
trade or business. Thet result follows even

though the advertising s of products and .

services within tho general area of profes-
slonal or business interest of tho members
and other readers. .

. . . o e

@) * * ¢

®) * o
" Par. 2. Section 1.512(a)-1 {s amended
to read as follows:

§ 1.512(u)~1 Definition.

(a) In general. Section 512 defines
“unrelated business taxable income” as
the gross income derived from any un-
related trade or business regularly car-

ried on, less those deductions allowed by -

chapter 1 of the Code which are directly
connected with the carrying on of such

trade or business, subject to certain ex- -

ceptions, additions and limitations re-
ferred to in §1.512(b)-1. To be de-
ductible in computing unrelated business
taxable income, thercfore, expenses, de-
preciation, and similar items not only
must qualify as deductions allowed by
chapter 1 of the Code, but also must be
directly connected with the carrying on

of ecxempt functions,.

B 5995

of unrelated trade or business. Except
as provided in subparagraph (2) of para-
graph (d) of this scction, to be “directly
connected with” the conduct of unrelated
business, for purposes of section 512, an
ftem of deduction must have proximate
and primary relationship to the carrying
on of that business. In the case of an
organization which derlves gross income
from the regular conduct.of two or more
unrelated business activities, unrelated
business taxable income is the aggregate
of gross income from all such unrelated
business activities less the aggregate of
the deductions allowed with respect to
all such unrelated business activities.

(b) Ezpenses abtvibtiable solely to uns
related business. Expenses, deprecia-
tion and similar items attributable solely
to the conduct of unrelated business are
proximately and primarily related to
that business and therefore qualify for
deduction to the extent that they meet

the requirements of section 162, section ~

167, or other relevant provisions of the
Internal Revenue Code. Thus, for ex-
ample, salarfes of personnel employed
full-time in carrying on unrclated busl~

ness are directly connected with the con- .-

duct of the unrelated business and are
deductible in computing unrelated busi-
ness taxable income If they otherwise

qualify for deduction under the require- |

ments of section 162, Simllarly, depre-
ciation of a bullding used entirely in the
conduct of unrelated business would be
an allowable deduction to the extent
otherwise permitted by s2ction 167.

(¢) Dual usc of facilities or personnel.
Where facilities or personnel are used
both to carry on exempt functions and to
conduct unrelated trade or business, ex-
penses, depreciation, and similar items

-attributable to such facllities or person-

nel (as, for example, items of overhead) .

shall be allocated between the two uses
on a reasonable basis. The portion of
any such item so allocated to the un-

related trade or business is proximately -

and primarily related to that business,
and shall be allowable as a deduction in
computing unrelated business taxable in-
come in the manner and to the extent
permitted by section 162, section 167, or

other relevant scctions of the Internal *

Revenue Code, Thus, for example, as-
sume that X, an exempt organization
subject to the provisions of section 511,
pays its president a salary of $20,000 a
year., X derives gross income from the
conduct of unrelated trade or business.
‘The president devotes approximately 10
percent of his time during the year to
the unrelated business. For purposcs of
computing X's unrelated business tax-
able income, & deduction of $2,000
($20,000 times 10 percent) would be
allowable for the salaty pald to fits
president.

(d) Ezploitation of exempt func-
tions—(1) In general. - In certain cascs,
gross income may be derlved from un-
related trade or business which exploits
an exempt funcilon. Except as spec
ified In subparagraph (2) of this para-
graph, in such cases expenscs, depreclas
tion and similar ftems attributable to the
conduct of the exempt function are not
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deductible in computing unreiated busi-
ness taxable Income, Since such items
are Incident to & function of the type
which it s the chief purpose of the or-

.ganization to conduct, they do not pos-

sess proximate and primary relationship
to the unrelated trade or business.
Therefore, they do not qualily as directly
ted with that i

(2) Allowedle deductions. Where un-
related trade or business is of a kind
carried on for profit by taxabic orga-
nizations and where the exempt activity

_exploited by the business is a type of ag-

tivity notmally conducted by taxable or-

ganizations in pursuance of such busle’

ness, the expenses, depreciation, and

similar items which arc attributable to .

the exempt activity qualify as directly
connected with the carrying on of the
unrélated trade or business to the extent
that:

) The aggregate of such ftems ex-
ceeds the Jncome (if any) derived from
or attributable to the related actlvilles;
and -

(i) The allocation of such excess to
the unreli.<d activities does not result in
& loss from_ such uniclated trade or
business.

Under the rule of the preceding sentence,
expenses, depreciation and similar jtems

. paid or incurred in the performance of

an exempt function must be allocated
first to the exempt function to the cx-
tent of the income derived from or atirib-
utable to the performance of that fune-
tion. Furthermore, such items are in no
event allocabie to the unrelated business
activities to the extent that thelr decuc-
tion would result In a loss carryover or
carryback with respeet to the partletiar
conduct of trade or businoss invoived.
Similarly, ithey may not w into
account in computing un v
taxable income attributable to the co
duct of uniclated trade or business riot
exploiting the same exempt cctivities.

(3) Examples. The provisions of this
paragraph are iliustrated by the follow-
ing examples:

Ezemple (1).

W Is an exempt buslness

. ‘league with o large membdership. Under an

arrangement with an advertising ageney W
regularly mails brochures, pam 5 and
other commerctal advertising ma
members, charglng the agens”
amount per enclosure, Tho 3
the advertising materials o
importantly to the accomp.
purpose for which W {5 granted cxemption.
Accordingly, the payments made o W by the
advertlsing agency constitute gross income
from unrelated trade or business.
puting W's unrelated business taxable in-

come, the expenses attriblutable colely to the

conduct of the business are aliowable s de-
duetions 1in accoréance with the provisions
of section 102, Such deductions Include the
eosts of handling and mailing, the saleries of
personnel wsad fulistime In the unrelated
business and an allgcable portlon of tho
salnries of personnai used both to casry on
exempt functlions rnd to conduct the unre-
Inted business, Howaver, costs of developing
W's membership rnd earcying on ita’ exempt
activitlos aro not deductibie, Those €Cals oro
necessary 10 tho maintenancoe of tho intane
gible asset explolted In tho unrelated Dusts

In com-
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ness—W's membership—but are Incurred
primarily In conncetlon with W's funda-
mental status and functioning as an exempt

] Aso they do not
have proximate and primary relationship o
the conduct of the unrclated business, and

.do not quallly as dircctly connected with it.

Ezemple (2). &, an cxempt business
leagite, publishes a monthly journal which
1t sclis by subscription to. members and
others. The articles and other editorial con-
tent of the journal coniribute importantly
to the accompilshment of Z's exempt pure
poscs. Therefore, the subscription {ncome
does not constitute gross income from une
related trade o business. In conncction
w*1th the publication of the journal, Z de-
rives Incoine from the sale of advertlsing
gpace to commerelal adverilsers. binco the
provision of commercial adverilsing spaco
docs not contribute importantly to ‘the ace
complishment of 2's exempt purposes, Z2's
income from advertising constitutes gross
income from unrclated trade or business.
In compuiing Z% unrclated business taxable
income, allowable deductlons would (sub-
ject to the rules provided In scction 162 and
other relevant scctlons of the Internal Rev-

enuc Code) Include the specific costs of the *

edveritsing actlvity, such as advertising copy
and mechanleal ¢osts, advertising sales come-
missions and similar expenscs, Also allow-
able would be items of deductlon (such as
general overhend expenses and deprectation)

allocable to the advertising activity In ac- -

cordance with the rute of paragraph (c) of
this sectlon. In additlon, since cxpenscs,
depreclation, and similar items related to
the production and distribution of tho edi-
torial content of the journal ard costs gens
erally Incurred by taxable organlzatlons

. publishing jouraals with adverilsing, such

stems will be treated as directly coanceted
with the conduct of the unreiated trade or
business. Thus, subjeet to tho limitatlons
of subdlvisions (1) and (}1) of subparagraph

(2) of thiz paragraph, they would be allow- ™

able as deductlons ih computing Z's un-,
rolated business taxable income to tho ex-
_tent provided 1n sectlon 162, sectlon 167, and
other relevant scotlons of the Internal
.Rovenuo Code,

11:16 aan.)

. - - B

{FR. Doc. 67-4206; Filed, Apr 18, 1007
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SECTION 5

Foundation Operation Guides

Grant_program and Charity
The most significant distinction between the

foundétion as an alternate business form and other
business forms is in the area of use of funds for
non-income~-producing purposes. 4 foundation, by
definition, has a wide variety of reasons for which

it may use its funds. The foundation may be active
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in the broadest application of the temms religilon,
education, science, charity and literature. All forms
of human progress and activity may be encouraged or
investigated by the foundatilon,

In order to avoild questions from the Internal
Revenue Service or Congress as to the propriety of
the disbursement of funds, proper procedures should
be employed In a consistent fashion. In other words,
although any reasearch development, inquiry, Invest-
igation, educational material, lectures, charity,
welfare or philosophy may be promoted by a foundation.
There are established methods for promoting these
things that are accepted today as a matter of course
by governments and others in this country. It is
generally known that if activities are carrled on in
such a way as to avold direct competition with the
commercial world, or to avoid foundatilon funds Inuring
t0 the benefit of any Individual, such procedures are
approved.

First, we should explore a few of the things you
might accomplish through a proper grant structure or
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Copyright '€)1967
Americans Building Constitutionally
(A Trust) Printed in U.S.A.



578

charity structure. We will then discuss how these
things are accomplished.

The most obvious foundation activities occur in
the field of education. Foundations give scholarshilps
and grants to students and educational institutlons
in great amounts. Any student of a bona fide educa-
tional institition may be awarded a scholarship to
pay tuition, books, fees and expenses incidental
to that educational experience. The Institution
itself may, in fact, recelve a grant or endowment for
its general fund or for a particular purpose.

In the same way, other educational experience
may be supported, such as seminars and short courses
in various subjects. The building or financing of an
educational institution, the creation of a library
in church, school, hospital or other institution,
or the gathering together of notable people in any
field to correlate information on that fleld for
educational purposes are all educational progects.
Grants may be given to accomplish research and/or
development in all areas of human endeavor. Ve are
all aware of grants for sclentific purposes, particularly

~ 5-3
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In the medical field, but other subjects may be supported:
with equal flexibility. Social science has been
recognized as a valid 3c1ence, This field iIncludes
economics, history, political science, business
relations, financial management, conservation and
psychology, both academic and applied among the

sub jects.

Sclentific tax-exempt grants have also been
given to research methods for discovering oil or other
valuable minerals, for developing higher yields of
grain, fatter cattle, for developing a new metal alloy
for a particular purpose or finding use for a part-
icular plastic.

Foundation grants have been used to preserve
dying or dead cultures, for establishing and pre-
serving historical landmarks, for researching methods
of preventing the extinction of certain animals or
plants, and of course, for pursuing basic research
in all accepted sciences.

We have briefly discussed what foundat.ions have
done to place you in a frame of mind to consider
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what your foundatilon might do in terms of grants,
scholarships or charity programs consistent with your

personal desires, hobbies or academic Interests.

Revelop possible outline for conducting
a snort discussion of not more than %
hour on possible foundation programs.
Primarily Objectives. This might also
be tied in with the possible programs
of the civic club or with an associlation
of several foundations to accomplish
a large projJect. The instructor should
stress the complete freedom of this
field, perhaps using humerous exam-
ples or discussing complex structures.
The possibility that this group might
continue to meet four, five, or six i
times a year to continue thls discus- !
|
|

sion might also be explored,

Having discussed what the foundation can do and
_ what your foundations want to do, our next step

is to discuss in detall how foundations accomplish
these things. Fortunately the basic structure for
all of these complex programs may be created through
a simple step-by-step framework that seldom needs to
be varied (only the details and the words used within
each step need be changed to reflect the specific

activity).
5-5
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Distribute EXHIBIT #14.

The Treasury Department has very minimal standards
to judge the propriety of grant procedures. The

Treasury requires only four types of information to

be maintained for evidence of foundation grant
activity. Grant programs do not have to be submitted
to the Treasury for approval prior to their creation

or operatlion. But if the Treasury should review a
foundation's activities 1t would require four types

of information about each grant., The Treasury requireé;

1. The name and address of the
recipient

2. The amount of the grant.

8. The purpose of the grant
disbursement

4., The relation, if any, of the
receplent to persons who granted
or contributed to the foundation.

Just as 1t 1s not 1llegal for a foundation to
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EXHIBIT 14
GRANTS ' AND- SCHOLARSHIPS

The fecords which the Treasury requires of grantors:
(a) Name and address of ré@ipient
(b) Amount of grant
(¢) Purpose of this disbursement

(d) Relation, if any, to persons who created or controlled
foundation

In addition to these skeletal records, good practice would
suggest a procedure for processing grants by the foundation. Such
procedures will both serve to assure the Treasury that you are ope-
rating a bona fide program (and this may be prudent since the ini-
tial recipients of your philanthropy may tend to be children and
relations, if not you, yourself) ‘and to make things easier in your
relations with strangers whom you might want to consider helping
(i.e., it can make it more impersonal and. easier to say no).

Mr. Harvey B. Matthews, Jr., of the Ford Foundation,. speaking
at New York University's Conference on Charitable Foundations,
suggested these steps for processing grants:

(1) A stated program containing’ some sort of guidelines
for determining what sort of grants will be con-
sidered (e.gz., tuition scholarship for college students).
(2) Application - require some written application which
makes clear that the person is applylng for a grant
and not just making an inquiry. The application should
make clear what the money is wanted for so that the
foundation can tell whether it falls within the founda-
tion's program and corporate purposes.

(3) Action Control - Mr. Mathews suggests that a piece of
paper be attached to the application to record every-
thing that 1s done regarding the application.

(4) Prelininary screening and review. At this stage the
foundation compares the request with its program to
see whether or not the request falls within the grant
program.

(5) Final consideration. The merits of a proposed grant
are conmnpared against the availability of funds and a
Judgment made whether it is really worthwhile or
desirable on the part of the foundation.

-1~
Copyright @ 1967
Americans Building Constitutionally
(A Trust) Printed in U.S.A.



583

As a matter of form, the initlal screening should be
done by one officer who then refers those he considers
worthwhile to the directors or some committee of
directors who make the final decision on the grant

and its terms.

(6) The person in charge of the grant program notifies
the recipient of the acceptance or rejection of his
application by letter.

(7) There should be in addition a follow-up on the grant,
a formal closing out of the terms of the grant, and an
evaluation of the benefits derived from the foundation's
use of 1its money in this particular instance.

As it was alluded to before, the test of the propriety of a
grant 1s whether it is in furtherance of the foundation's exempt
purpose. A child, spouse, or relative of a donor or foundation of-
ficer may properly receive such a grant (and, of course, in those
‘cases, adherence to form is more important). With proper planning,
the grant may be made in such a way as to result in no taxable in-
come to the recipient. See Section 117, Internal Revenue Code.

Of course, since this is a grant rather than an expense account,
the complicated rules relative to expense accounts have no applica-
tion.

Following are some illustrative forms to ald you in developing
your foundation's clerical work and necessary language to properly
manage your foundation's grant and scholarship program:

-2-
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" SAMPLE APPLICATION FOR GRANT.-TO STUDENTS
FOR SPECIAL TRAINING

THE R O A B FOUNDATION

APPLICANT'S NAME._

ADDRESS:

AGE OCCUPATION U.S. CITIZEN

GRANT FOR THE STUDY OF

INSTITUTiON WHERE STUDY IS TO BE MADE

PREVIOUS GRANTS, AWARDS

If student, complete the following:
PRESENT SCHOOL

MAJORING IN.

OTHER COURSES OF STUDY IN RELATED FIELD

Complete in own words, reason for request for grant and why you
are qualified to receive special training.

THIS FORM IS ONLY TO BE USED FOR ILLUSTRATIVE PURPOSES. INDIVIDUAL
FORMS FOR INDIVIDUAL GRANT PROGRAMS SHOULD BE DRAFTED. .

Recommendation of Present Teacher (If student)

~3-
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SAMPLE CORPORATE FOUNDATION RESOLUTION TO AUTHORIZE GRANT
AND SCHOLARSHIP PROGRAM

"BE IT RESOLVED: That to further the purposes of the
foundation that a program of grants, gifts, and endow-
ments be instituted by the foundation.

That said grants and endowments be awarded only for
such projects as serve to advance the stated purposes
of the foundation which are research development and
education in agriculture.

That preference be given students in agriculture or re-
lated fields but in no case shall such grants be for pur-
poses other than scientific, ecucation, religious or lite-
rary.

That such grants may be received by any citizen, person
or governmental unit of the United States.

That the Vice-President be appointed as Chairman of the
Committee on Grants, with the recommendation that other
members be chosen from business or the professions, to
serve at the Chairman's discretion. Said committee shall
prepare forms and information for prospective applicants
and screen all such applicants and recommend prospective
applicants to the board of directors as the committee feels
will best serve to further the purposes for which the
foundation was created.

That upon approval of such application, by the board of
directors, the chairman of the committee on grants may
proceed to administer such grant on such terms as are
calculated to maximize the benefits of the foundation's
expenditure.

That the board of directors or the committee on grants
reserve at all times the right to modify, withdraw or
cancel any part of any grant not paid out.

That the chairman of the committee on grants shall require
an accounting from each recipient on terms he thinks ap-
propriate regarding the expenditure of all grant monies and
evidence .of  the results accomplished.

That in the case of grants, gifts, or endowments not
amounting to more than $50 each, nor aggregating more
than $1,000 per fiscal year, such disbursements may be
made solely on the authority of the chairman of the
committee.® .

i
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ANOTHER SAMPLE APPLICATION

THE FOUNDATION

A Non-Profit Institution for Agricultural
Research and Education

APPLICATION FOR SCHOLARSHIP

To the Applicant: Please answer the following questions as
fully as possible, using the reverse side if necessary. Type
or print legibly. :

Hoover Scholarships are available.to any serious student, with
preference being given to students working in the field of agri-~
culture.

©1. Name . - ) . : : Age
2. Purpose'of Scholarship '

(This form is provided for educational purposes only)

3. Amount needed to supélement applicant's own funds _
(Note: Scholarships may be available only for fixed sum) .

4, Applicant's qualifications and past educational experience.

5. Has applicant every worked in agriculture?
If so, explain.

6. Give names of two persons, not relatives, who can testify to
applicant's character and ability.

(Name) (Address)

(Name) (Address)

Applicant understands that any grant made may be subject to such
terms as the foundation may provide to insure the maximum useful-
ness of the funds awarded and that any funds awarded but not ac-
tually paid out are subject to cancellation or reduction by the
foundation in its sole discretion.

(Signed)

Date_

(Applicant)
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SAMPLE PUBLICITY RELEASE

A PROGRAM OF GRANTS AND SCHOLARSHIPS

The Foundation was established to further
research, development, and education in agriculture, and in
furtherance of that goal has instituted a program of grants
and scholarships.

Grants and scholarships are intended primarily to assist
students working in the field of agriculture but will also be
available to students in the other sciences and the humanities
where qualified applicants are not found in agricultural studies.

Who May Apply: :
Grants and scholarships may be awarded to any person evincing!

a serious interest in education. It is not necessary that the ap-
plicant be in financial need although this factor will be con-
sidered.

Criteria for Awards:

Grants and scholarships are to be awarded to those students
or for those projects which, in the opinion of the foundation,
most satisfactorily serve the purposes for which this foundation
was created.

Terms of Awards:

Grants and scholarships shall be awarded on such terms as the:
chalrman of the committee on grants determines to be most likely
to maximize the usefulness and benefit of the foundation's expendl-
tures. Such terms may include among other things, periodic pay-
ments of grants, accounting for expenditures and evidence of
work accomplished. All grants and scholarships are subject to
revision or cancellation with respect to any monies not as yet
paid out to the recipient.

Amount of Awards:

Grants and scholarships may be made elther in fixed sums al-
located by the committee on grants or may be adjusted to the
individual financial need.

When and Where to Apply:

Applications may be made at any time although a 60-day delay
for processing should be expected. Applications should be ad-
dressed to:

Chairman, Committee on Grants
The Foundation
(Address)

6=
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SAMPLE REFERENCE FORM
THE __ FOUNDATION

A Non-Profit Institution for Agricultural
Research and Education
REFERENCE FORM .
To the Applicant: Fill in items 1-3.  Then give a copy of this
form to each of the persons whom you have
listedAon your application.

1. Name of Applicant

2. Home Address

3. School now attending ‘'~ Class -

To person filling out this form:
The above-named student has applied for a scholarship from the
_ Foundation. We will appreciate your assistance in
assessing this student's character and qualifications. All in-
formation will be held in confidence.
(This form is provided for educational purposes only).
4, How long have you known the applicant?
5. In what capacity have you known applicant?
6. What comments can you make regarding applicant's character
and qualifications?

7. Any additional statement regarding applicant's suitahility
for a foundation scholarship would be apprecilated.

(Signature) (Address) (Position)

e
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FOLLOW-UP EVALUATION OF GRANT PROGRAM

Dear
We of the Foundation hope you have been
successful in your chosen project or studies. To judge the ef-
fectiveness of our program of grants and scholarships,we would
appreclate your completing your obligation under this award and
giving us your comments on the value of your grant.
1. What did you accomplish through your grant?
2. Were you satisfied with the handling of this grant and have
you had any suggestions for improvement?

(This form is provided for educational purposes only)

Please include with this report any additional material under the
terms of your grant.

Yours very truly,

THE FOUNDATION

Chairman, Committee on Grants

# K % % %

S B
Copyright (c) 1567
Americans Building Constitutionally
(A Trust) Printed in U.S.A.

87-444 O-68—38



590

sell property to a contributor or founder of a
foundation, it is also not 1llegal or improper for a
foundation to award a grant to these persons or their
relatives, provided that a clear set of standards

for awarding the grant was established prior to the
application and these standards were met by the winning
applicant. In other words, if your foundation creates
a grant program with established standards and pur-
poses, and your child applies under these standards
and meets them, it is not improper or 1llegal if the
board of directors of your foundation should declare
the child a winner,

Among the major foundatlons in this country,
there are nearly as many differnt methods of grant
programs and procedures as there are foundations,
because of the minimal and ambiguous Treasury require-
ments, Foundations, in line with good business
practices, usually create grant procedures that are
much more complex than the Treasury requirements.

Of the many foundatlons that exist and their equally

many variations of grant programs, we have found that
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the Ford Foundation (the world's largest funded
foundation) has perhaps the grant program that could
be best applied to smaller foundations. We
recommend that; if any foundation uses the methods
suggested by the Ford Foundation, such a grant pro-
gram would meet 1ittle or no questioning from any
regulating government. In your Exhibit you will find
the seven steps that are recommended by the Ford
Foundation in establishing the proper processing of
a grant program. We willl discuss each of these
steps in detail.

1. A detailed stated program for the grant should
be created by the executive director and approved by
the board of directors. This program may be very
broad or very limited depending upon the desires of
the board of directors. We suggest that a broad

program provides more flexibllity and less red tape.

Several examples of existing grant pro-
grams, both of members and non-members,
should be Included as an exhibit and
perhaps a "model" grant program might
be drafted.
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Your application for grants which are available
through the grant program may be as detailed or simple
as you desire. The application is evidence that the
person involved is applying for funds and not merely
making an inquiry as to the availability of funds.

Your application may be 10 pages long and filed
in triplicate or be one page long and filed 1n a
single copy. That 1s, 1t may be as simple or complex
as your board of directors desires. The application
should realistically apply to the situation, that 1s,
the more complex the grant program 1s the more exten-
sive the application should be to meet the standards
of the program. The information required by the
Treasury should be a part of every application, but
the application should also reasonsbly provide enough
information so that the board of directors can intel-
ligently determine 1f the applicant meets the stan-
dards of the program. For example; an application
from a student for a scholarship should include where
the student went to school, where he intends to go to

school, copies of transcripts of prior education,
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references by teachers, what.the student intends

to study, time of study and statements or mater
showing why the student believes he should receive
the award. In other words, the application should not
be ambiguous or facetious or overly complex for its
purpose. You Would,vfor example, not require that
an applicatioh for a $17.00. scholarship to a YMCA
weekend youth conference Include a 50 page essay or
be 10 pages long. It would also be inappropriate 1if
your foundation awarded a $15,000 research grant on
the basis of a one page application.

2. It is highly recommended that a third-party
reference or references be required of all applicants
for whatever portion or nature your grant program
might cover. That is, a student would be required to
submit references or names of teachers or prominent
friends. In the same way, a scientist or researcher
would be required to submit references who would be
able to verify the applicant's qualifications for the

,grant and/or the ability of the applicant to accomplish

the proposed pesearch. Third-party references serve
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three purposes:
1. They establish valid information to make a
proper determination on the applicatlon by
the board of directors.

2, They lend credence to the actual award and
lend status to your foundation's activities.

%, They publicize your foundation's grant pro-
gram without cost.

In fact, many subsequent applications are made through
such third-party references once these references

discover that the grant program exists.

%. Action Control - This part of your grant's
procedures depends entirely upon your need for
"erutches" in completing procedures. In this case,
action control procedures include a check list of
proper steps concerning every grant application.

This check 1ist would be attached to every file and
application. The applicant's papers would be considered
by the proper persons in the proper order, and notations
would be made on every activity or action taken
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regarding application. It 1s only good business
practice to keep close records of all ldeas or letters
sent to your foundation. In some cases your found-
ation may receive unsclicited applicaticns from
unrelated third-parties. Many of these applica-
tions might include original ideas created by the
applicant. To avoid potential copyright, patent or
other infringments, action or actions for negli-
gence, great care should be taken in the handling of
all letters and applications regarding grants. In
order to provide consistency the same care should be
taken for all grant applications, even though the
applications may be from persons closely related to
the foundation. It 1s recommended that correspond-
ence be maintained with all persons who apply regard-
less of the final determination of the board of
directors; that is, that a "thank you" note should be
sent to all losers and all original material should
be returned unless a grant is awarded.

If your foundation 1s small and has only a
limited endowment and limited desire to gilve away
money, it is recommended that publicity about
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your grant program be limited., Foundations that get
into newspapers are often subjected to hundreds of
unsollcited applicants - most of these will be serious
and wellmeaning, some will be humorous, some may
have great potential snd some may have no potential
whatsoever, In any case, the time spent in processing
these applications 1s considerable, and even though
the evldence 1s desirable, the expense in time and
funds may not justify the work. It is recommended
that your foundation continue its grant program by the
recommended methods, personally solicit applicants
in specified areas, or inform a select group of
students, 1f your program Includes college scholarships.
There are no Treasury requirements for publicity
and we recommend that unless you wish a great number
of applicants you do not publicize through an exten-
sive, formal publlc relations program. The word
will be passed fast enough by the people who write
the references for your origihal applicants, regard-
less of any public relation activity on your part.
4., The foundation should now begin preliminary
5-13
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screening anc rsview. That is, the directors or
officers should consider all the applications. They

should see:

1., VWhether the applications fell within
the purpose of the foundation.

2. Vhether the applications are covered
by the existing grant program.

3, ilhether the standards of the grant
program are met.

4, Whether applicant both qualifies for
the grant and looks 1like a good
reclpient,

5. One officer or director usually chooses the
best or the best of the applicants for final screening
by the board of directors. The board of directors
reviews the recommendations of the presildent or other
officers. A decision to grant or not to grant is
then made.

6. A person in charge of the grant program
should then notify the winners and the losers by
letter. The winner should be informed of the next
procedures to be taken, depending upon the nature of
the grant program.
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7. ATter all the applicable procedures relating

to the actual grant itself and the accomplishment of

the grant itself, there should be a closing out of the

grant, This formal closing should Include one or more

of the following elements:

1o
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It 1s highly recommended that a complete
accounting of the use of the grant funds
be submitted by the winnmer.

It is highly recommended that a review
of the grant program be made by one or
more of the following persons: the
officer In charge of the grant program,
the recipient of the grant, or a third.
party reference who would have knowledge
of the grant and who would be qualified
to make such an appraisal, such as a
dean of students, when a scholarship is
awarded, or an expert scientist unrel-
ated to the project, where an appraisal
of original research has to be made,

Except in cases of general scholarships,
a detailed report by the grant recipient
of the grant concerning the results of
the grant 1s, of course, highly recom-
mended, as evidence of proper foundatdon
activity.
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