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§1.02 Tax Compliance for Tax-Exempt Organizations 

advancement of a particular group of persons. Others may promote industry or 
economic development. Some may be affiliated with or subsidized by the govern­
ment. Some may be national organizations. Others may limit their attention and 
activities to a specific state or county. The federal tax afford special treatment 
for EOs in order to support their activities and purposes and because the Congress 
treats some EOs, those enumerated in the lntemal Revenue Code (IRC) Section 
50l(c)(3) in particular, as essentially partners with the federal goverrunent.1 

The common thread rurming through all types of EOs is the absence of private 
ownership and profit motive. An EO is generally a nonprofit organization that 
does not operate primarily to further the self-interest of its founders but rather 
engages in activities that further a proper exempt purpose. There are myriad types 
of EOs; the purposes for which an EO rnay be formed are diverse and essentially 
limited only by the founder's imagination. 

Some nonprofits relieve the burdens of government by performing some of its 
functions. For example, many EOs have as their primary purpose the training 
disadvantaged persons. Such activities are thought to serve to reduce the amount 

governmental expenditures that would be required provide 
Many nonprofits are thus exempted from the levies that finance 

ment in.eluding income, sales, ad valorem, and other local property taxes. This spe· 
cial status recognizes the work they perform on behalf of the government. 

The personal income tax deduction for dues and donations paid to certain 
of further evidences the federal favorable inclination 
toward EOs. At the same time, this deductibility provides EO with a major 
fund-raising tool. However, not all payments to an are deductible, as ex­
plained in Chapter 8. 

§1.02 TYPES OF TAX-EXEMPT ORGANIZATIONS 

Exen1pt organizations were first established by the Tariff Act of 1894, which pro­
vided for a single category of exempt organizations. These included charitable, 
religious, educationaC fraternal, and certain building and loan, savings, and insur­
ance organizations. Since then, the number of categories has expanded to include 
more than 30 distinct types of EOs. 

TI1e Internal Revenue Code (the Code) currently exempts from federal income 
taxation more than 30 types of organizations.1 These organizations engage in a 
myriad of activities that touch on all aspects of American society. 

Statutory exemptions indude:2 

• Section 501(c)(l): United States instrumentalities 
• Sections 501(c)(2) and (c)(25): Title-holding organizations 

§1.01 1 See generally Steven D. Simpson, Tax-Exempt Organizations: Organiwtiona! and Operational 
Requirements, 869 T.M. A-1 et seq. (2000) 

§1.02 tUK §§501(a), (c), 521-530. 
2 Append\x D contains the Service's Publication No. which lists the various categories of ex· 

empt organizations. 
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§1.02[A] Tax Compliance for Tax-Exempt Organizations 

[A] Section 501(c)(3) Organizations 

Section 501(c)(3) tax-exempt organizations are among the most prevalent. Such 
organizations include religious organizations, charitable organizations, educa­
tional organizations, scientific organizations, and certain other types of organiza· 

Section 501(c)(3) organizations include both public charities and private 
foundations. 

[11 Religious Organizations 

The "religious organization" under Section 501(c)(3) is not 
with term "church" found in Code Sections 509(a)(1) and J 70(b)(l)(A)(i). 
religious organization may qualify as a church or it may not. For example, a 

purposes by a controlled affiliate of a church, which is 
by members of the denomination, would qualify as a 

but is not a church. This is an irnportant distinction. It would 
to qualify as a public charity tmder Code Sections 509(a)(l) and l70(b)( 
since it would not qualify under Code Section 170(b)(l)(A)(i) as a church. On 

all churches necessarily are religious organizations.5 

lntcrnal Revenue Service (the Service) has enumerated the following 14 
an attempt to adopt a definition of a church.6 church must have: 

L A distinct legal existence; 
2. A recognized creed and form of worship; 
3. definite and distinct ecclesiastical government; 
4. A formal code of doctrine and discipline; 
5. A distinct religious history; 
6. A membership not associated with any other church or denomination; 
7. An organization of ordained ministers; 

Ordained ministers who are selected after completing certain prescribed 
studies; 
Its own literature; 

10. An established place of worship, such as a sanctuary; 
11. A congregation; 
12. religious services; 
13. Sunday schools for the religious instruction of the young; and 
14. Schools for the preparation of its ministers. 

Charitable Organizations 

There are many types of charitable organizations w1der Section 501(c)(3). 
regulations state that the term "charitable" includes the following organizations:1 

LaSalle Inst v. U.S., 195 F. Supp. 891 (N.D. Cal. 1961) 
/, lR.\1 §321.3. 

§1.501(c){3)-1(d)(2). See also American Guidance Found. v. US, 490 F. Supp. 304 {D.D.C 
1980), aff'd in unpublished opinion (O.C. Cir. 1982). 
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§1.02[Bl Tax Compliance for Tax-Exempt Organizations 

[SJ Other Organizations 

Other types of Section 501(c)(3) organizations include literary organizations1 

organizations that test for public safety, and organizations that are formed and 
operated exclusively to prevent cruelty to children or animals. Certain amateur 
athletic organizations are also exempt.n 

[BJ Social \Velfare Organizations 

Another important category of exempt organizations consists of social welfare 
under Section 501(c)(4). Section 501(c)(4) provides exemption for 
organizations that are operated exclusively to promote the social 

exernpt under Section 50l(c)(4) include organizations 
loans to businesses to induce them. to locate in economically de­

for housing for low-income or moderate-income 
hon1eowners' associa tions. 12 

[CJ Trade Associations 

Trade associations are exempt under Section 501 (c)(6). 'l11ese organizations 
generally promote a particular line of business rather than perform particular 
services for members. 13 For example, the American Bar A:;sociation is a Section 

association whose members are attorneys. 

§1.03 CHARACTERISTICS OF TAX-EXEMPT 
ORGANIZATIONS 

An EO is distinguished from a nonexempt (i.e., taxable nonprofit or taxable 
its ownership structure, the motivation or purpose for 

its operations, its activities, and the sources of revenue with which it finances its 
Under state law, EOs are commonly called nonprofits or not-for-profit 

organizations, which leads to a certain amount of confusion. 
The complexity of this subject is illustrated by the simple fact that the Code 

not contain the word "nonprofit." It refers only to exempt organizations. 
The term "nonprofit," or "not-for-profit," describes the type of organization cre­
ated under the laws of most states and is widely used to identify tax-exempt 
organizations. The terms are often used interchangeably. 

Legal requirements for organizing an EO vary from state to state. Most state laws 
prohibit nonprofit corporations from issuing stock In some states, such as Califor· 

me 
"Reg. §L501(c)(4)-l. 
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§l.03[C] Tax Compliance for Tax-Exempt Organizations 

An EO can generate revenues in excess of its expenses and accumulate a reason­
able amount of working capital or unrestricted fund balances. It can save money 
to purchase a building, expand operations, protect itself with a reserve for lost 
or uced funding, ensure a flow of cash to pay for continuous operations, or for 
any other valid reasons that serve its underlying exempt purposes. Many private 
foundations are heavily endowed with assets vastly exceeding annual expendi­
tures, since they are required to pay out only 5 percent of the value of their invest­
ment assets each year.3 

is no specific tax limitation on the amount of assets that an EO can accu­
mulate as long as the amount not so excessive as to indicate that the is 
organized or operated other than for a proper tax-exempt purpose. A common 
rule thumb is that an unrestricted reserve equal to one year's income budget 
is considered permissible. Smaller organizations may need to conserve a larger 
portion of their incomes. Larger organizations such as hospitals or universities 

have a reserve that at first glance constitutes a large dollar amount, but which 
the of the organization's governing board that 

to ensure its survival. On the other hand, public chari-
business leagues/ and other membership organizations that depend 

annual support may have modest asset levels. 
An EO can also borrow money from private lenders to finance its activities, 

such as to establish a new office or acquire an asset. It can pay salaries and 
to those of ;1 nonexempt As long as 

compensation is reasonable,4 an exempt can 
to employees. The federal tax prohibits many from paying 

funds to individuals or businesses other than as reasonable compensation 
goods sold or services rendered to the organizations. The net earnings of an EO 
are not permitted to inure to the benefit of any private shareholder or individual. 

[CJ Competition ivith For-Profit Entities 

Although nonexempt businesses do not often operate soup kitchens or house 
the poor, they do operate schools, hospitals, theaters, galleries, and publishing 
companies and conduct other activities that are also carried on by EOs. The nature 
of activity or business is often the same for both. is the very real possibil· 

that entities and may engage in the san1e or similar re· 
competition between the tv~ro sectors. 

On a limited basis, an EO is allowed to compete directly with nonexempt busi­
nesses and to operate a business that does not advance exempt purposes. The 
Code, however, places such an exempt organization on the same footing as com· 
peting nonexempt businesses by imposing an unrelated business income tax 
(UBIT)5 on profits from an activity that constitutes an unrelated trade or business. 

1IRC 
Sec §3.02[BJ[1J ii~fra 

§§511-515. See Chapter 5, which considers the question of when a business activity is unre­
lated, describes the level of business activity allowed, and presents the myriad of exceptions a.nd 
modifkations !hat allow much of this type of income to escape taxation. 
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§1.05 Tax Compliance for Tax-Exempt Organizations 

ence. Those who control an EO are expected to manage the organization so as to 
accomplish a proper tax-exempt purpose, not to benefit themselves or their fami­
lies. The net income of the organization may not inure to the benefit of the EO's 
officers and directors or other private persons.7 If so, such persons may become 
subject to a tax on certain excess benefit transactions.8 Specific rules, which pro­
hibit self-dealing transactions between the foundation and its governing body, 
apply to private foundations.9 

A common question concerning the exemption is -vvhether paid members 
can serve on the organization's board of directors board). There is no federal 

that prohibits a paid staff member from also serving as a board 
, such a dual po,sition creates a potential conflict of interest and state 

laws differ on the issue. This question should be investigated under the laws of 
the state which the EO was formed or in which it conducts its activities. To 
demonstrate that the interests of the organization rather than the individual are 

paid directors should not participate in votes approving their compensa­
tion or in other financial transactions that affect them. 

has pronrnlgated certain conflicts of interest 
tax-exempt health care These guidelines do not 
law are indicative of whether a tax-exempt hospital is operating 

the health of the community that it serves (the comrnunity 
or primarily to further the interests of local physicians. 

A private foundation may compensate its nongovernmental officials for ser-
vices subject to a tax for self-dealing on unreasonable compensation.ii Public char­
ities and Section SOl(c)(L!) organizations are subject to both the inurement 
proscription and intermediate sanctions. The activities of a Section 501(c)(3) 
nization are also subject to the additional restriction that exemption may be lost 
if they confer excessive private benefit upon private persons or entities. 12 

§1.05 THE ROLE OF THE INTERNAL 
REVENUE SERVICE 

Tne Service does not grant or confer the exemption; it only recognizes an exemp­
tion granted by t.he Codc.1 Organizations that derive their exempt status from 

501(c)(3) must apply for and receive the Service's recognition of exempt 
status. 2 To obtain recognition of exempt status, an organization applies for a "de-
termination" from the Tax-Exempt I Governmental Entities Operating Division 

10 

infra. 
Hllawrence M. Brawer and Charles F. Kaiser III, Tax-Exempt Healllt Care Organiwlions Revised Con-

l11terest Policy, 2000 CPE Text at 44. This is an annual publication from the IRS. 
11 lRC §49<H(d)(2)\E), 
\lReg, §§L501(c)(3)-l(c)(2), (d)(l}{ii). 
§1.05 1 lRC §501 (a), 
IRC §508(a}. See §7Jll infra, for a discussion of the recognition nr111·"''"' 



Introduction to Tax-Exempt Organizations 

Division) of the using Form 1023 or 
from inception, a prospective Section 50l(c)(3) organization 

mination application within months of its creation.3 

a determination effective only of filing, 
relief. 

For most other common 
characteristics described 

§1.06 
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published ambiguous and 
pretations. Because annual tax compliance responsibilities 

of profit-motivated taxpayers, professional 
accountants familiar with nonprofit matters should 
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§1.06 Tax Compliance for Tax-Exempt Organizations 

determine whether a proposed organization is suitable for qualification for tax­
exempt status and ongoing operation as a nonprofit project. 

Qu.estwn 1 - ls a New Organization Really Necessary? Could the project be car­
ried out wider the auspices of an existing organization? Several factors will often 
indicate that a new organization is not necessary. If it is a short-term or one-time 
project with no prospect for ongoing funding, it probably is not worth the trouble 
to set up a new EO to handle it. Perhaps the project can operate as a branch of 
an existing EO. Perhaps there is a state or local affiliate of a national EO that could 
be persuaded to sponsor the project. Overall, if there would be a costly duplication 

administrative effort, or if the cost of obtaining and maintaining independent 
exemption 'vould be excessive in relation to the total budget1 it makes sense to 
opt for another route. 

Qw:slion 2 --- Which Category ~f Exemption ls Appropriate? If the proposed orga­
nization passes the first test, the category of exemption best suited to the goals 
and purposes of the project must be chosen. Due to the rigidity and limitations 
of the Section 501 (c)(3) exemption rules, certain activities may be suitable only 
for other categories of exemption. The Section 501(c)(3) rules include a complete 
prohibition against involvement in political campaigns and limitations on legisla­
tive activities and grassroots lobbying, as explained in Chapter 4. For such proj-

a Section 501(c)(4) organization may be more suitable for the purposes of the 
founding group. The downside is that contributions to Section 501(c)(4) entities 
are deductible as charitable contributions under Section 170. 

Some projects can conceivably qualify for more than one category. There are 
clubs classified as charities under Section 50l(c)(3), social welfare organi­
under Section 501(c)(4), and social clubs under Section 50l(c)(7). An associ­

ation of businesses in the same or similar line of business may qualify as a business 
league. If the activity of the group involves educational and/ or charitable efforts, 
Section 501(c)(3) status, rather than Section 501(c)(6) status, might be sought, or 
two organizations - a Section 501(c)(3) and a Section 50l(c)(6) might be suit­
able. A breakfast group composed of representatives of many different types of 
businesses may not qualify under Section 501(c)(6) but might instead qualify un­
der Section 50l(c)(7). 

The choice of category is driven by a nurnber of different factors. Often the 
choice is influenced by the organiza.tion's desire to be eligible tu receive contribu­
tions or dues that can be deducted by the donor or member. To be an eligible 
recipient of charitable contributions, an organization must have status as a charita­
ble organization 1 or a veterans' organization.2 Furthermore, Section 501(c)(3) orga­
nizations are subject to strict limitations on their lobbying activities.3 Other types 
of EOs are the product of special interest legislation with limited application, such 
as Section 501(c){21) black lung benefit trusts. 

§1.06 1 IRC §501(c)(3). 
1 IRC §501(c)(19). 
"Section 501 (c)(4) organizations should be utilized for goals that can be accomplished only through 

the passage of legislalion. See §4,01 infra. 
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§1.07[AJ Tax Compliance for Tax-Exempt Organizations 

fAJ Preliminary Planning 

important start-up question concerns the type of entity to be created . 
. Founders must decide the type of organization that should be formed: a corpora­
tion, a trust, or an unincorporated association. Each structure has its benefits and 
drawbacks. 111ese are discussed fully in §1.08, mfra. 

Future sources of funds to operate the proposed nonprofit should next be pro­
jected in the plarming stage. First and foremost, creators should evaluate the finan­
cial feasibility their ideas. It is laudable to want to educate the general public on 
a of great public concern or interest; the question to ask at this stage is, Can 
the group put together enough fonds to do so? Second, many categories of exempt 

special attributes and standards rneasured by their sources 
funding. If the EO wishes to be classified as a public charity, for example, Code 

l) and levels of support from the general public 
met. If these tests cannot met, a Section 509(a)(3) supporting organi-
would provide economic support to another public charity, should 

Expected donation levels must quantified to measure public support. 
Whether the organization will operate as a rnembership group must be de· 

cided. The term ''membership" is often 111isunderstood and misused. A member· 
ship is commonly thought of as one i.vhose members elect the 

on governing board, although some organizations use the term 
' to designate contributors who actually have no voting rights. The 

afforded by such a form of organization may or may not be desirable. 
A self-perpetuating board retaining control in the hands of a few persons rnay 
be appropriate. Moreover, dues paid by members who cannot vote have 

as from an unrelated trade or business bv the Service.2 
, 

Byla\vs set forth the rules by which a nonprofit organization is to be governed. 
answers to the following questions, among many others, are fotmd in the 

bylaws: How will officers be elected? When will meetings be held, and who can 
call them? \1Vho will serve as advisers? Who signs checks? What credentials will 
be required of board members, and what length of term will they serve? A skilled 
attorney can be very helpful in designing appropriate bylaws, and tax consider· 
ations, such as determining control requirements for joint ventures or whether an 

rises to the level a trade or business for unincorporated business income 
tax purposes, do apply. For groups affiliated with state or national groups, model 
bylaws may be available. 

[BJ Financial Management 

A nonprofit organization should be financially managed just like a business. 
To be financially viable, an EO needs sufficient capitalization similar to a for-profit 

§1.07 15tate laws determine the voting rights of members Sec, e.g., N.C. Gen. Stat §SSA-7-21 
of incorporation may preclude members from voting). 

'American Postal Workers Union v. U.S., 925 F.2d 480 (D.C. Cir. 1991); National Ass'n of Postal 
Supervisors v. US., 91-2 U.STC. 150,446 (Fed. Cir. 1991). 

">sample byla'NS are included as part of the exemption applications m Appendix A. 
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§1.0S[A] Tax Compliance for Tax-Exempt Organizations 

[A] Tlte Corporation 

Corporate status is usually the most flexible form of organization for a non­
profit and is the choice in most states. In most states, articles of incorporation are 
filed to create a nonprofit corporation. Tax rules govern certain provisions that 
are required to be included as well as those that should be included.3 

Formation of a corporation as a separate entity creates a corporate veil that 
may shield the individuals governing and operating the nonprofit from liabilities 
incurred by the organization, unless they are negligent or somehow remiss in 
their duties. Volunteers serving as directors of Section 501(c)(3) entities may be 
eligible for certain immunity under a state's volunteer protection act. Also, some 

adopted irnmunity laws augrnenting protection against liability for 
directors and of nonprofits. in North Carolina, for example, volunteer 

are immune from liability for any acts or omissions taken in 
their as such:' The rules of the particular state in which the nonprofit oper-

should be carefully studied. 
1'v1any nonprofit organizations have members. An exempt corporation, how-

ever, can be formed with or without members. The primary role of members in 
context is to elect the board, which in turn governs the organization. Members 

broaden the base of financial support and involve the community in the 
activities. In such cases there may be hundreds or thousands of 

individual contributors who, as a group, control the organization because they 
elect the directors. A practical concern, however, is whether a quorum to e1ect 

can be obtained. 
In privately funded organizations, such as private foundations, the members 

family representatives who desire to retain control, or the organization 
have no nwmbers. The founder of a charity (whether an individual or a 

controlling entity) can be named the sole member. Muh1al benefit societies, 
unions, trade associations, clubs, and the like are usually controlled by their dues· 
paying members. 

TI1e other choice is to allow the board to govern the organization. Closer control 
can be maintained by a small, self-perpetuating board that chooses its own succes· 
sors. ·n1e charter may also appoint representatives of specified organizations or 
institutions to occupy board positions. city arts council board might designate 
a representative of the city museum, the college art department, the symphony 
orchestra, and an individual artist to serve with those directors elected by mem­
bers. Elected representatives from the government (mayor, city council, or county 
board of commissioners) may serve by designation. Supporting organizations de­
scribed in Section 509(a)(3) may have additional requirements. 

An advantage of the corporate form, as compared with a trust, is that its organi­
zational documents can be amended. Usually the currently serving board has au­
thority to make changes to both the bylaws and the charter. Though such changes 
would require approval of both the state and the Service1 they are allowed. A 

§ 1.501 (c)(2). 
1N.C. Gen Stat §55A-2-02(b)(4). 
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e Distinction Between 
ublic Charities and Private 
oundations 

Background 
Section 509: Private Foundations and Public Charities 
!Al Section 170(b)(l)(A)(i}-(v) ("Public") Organizations 

[1] Churches 
{21 Educational Organizations 
[31 Hospitals and Medical Research Organizations 

[al Hospitals 
[b] Medical Research Organizations 

[4] University Endowment Funds 
[51 Governmental Entities 

[Bl Sections 170(b)(1)(A)(vi) and 509(a)(2) Publicly 
ported Organizations 
(1] Section 170(b)(1)(A)(vi) ("Donative") Publicly 

Supported Organizations 
[a] Definition of Support 
[bl Public Support Tests 
[c] Calculation of Public Support 
[d] Definition of uNormally" 
[e] Advance Rulings to New Organizations 

[2] Section 509(a)(2) ("Service Provider") Publicly 
Supported Organizations 
[a] Definition of Support 
[bl Public Support Test 
[cl Gross Investment Income Test 
[d] Definition of "Normally" 
[e] Advance Rulings to New Organizations 

[C] Section 509(a)(3) Supporting Organizations 
[Dl Section 509(a)(4) Organizations 
Private Foundations Generally 
Advantages to Classification as a Public Charity 
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· tinction Between Public Charities and Private Foundations §2.02[A] 

m 30 percent to 50 percent of an individual donor's "contribution base." Such 
'zations are now commonly called "50 percent charities" and are specifically 

luded from classification as private foundations.8 

SECTION 509: PRIVATE FOUNDATIONS AND 
PUBLIC CHARITIES 

defines a private foundation as any dorneshc or foreign 
described in Section 50l(c)(3) other than the four types of Section 501(c)(3) 
.izations also described therein.1 Section 509 creates tvv'O 

foundations than private more com-
as public charities. An organization that qualifies under 

as an exempt organization must also meet the requirements of Section 
to be treated as a public charity. There are four types of organizations that 

from private foundation status: 

Organizations conducting certain favored types of activities;2 

Organizations receiving a substantial amount of their support the 
public or from governmental entities;3 

Organizations excluded from private foundation treatment due to their 
close association with other organizations treated as other than private 
foundations;4 and 
Organizations formed and operated exclusively test for public 

· Under this statutory scheme, a Section 501(c)(3) organization may be exempt 
federal income taxation and an eligible recipient of deductible 

and yet still be subject to the onerous private foundation 
,~uirements. TI1erefore, it is frequently preferable for an organization to qualify 
~as a public charity if it is able to do so. 

Section 170(b)(1)(A.)(i)-(v) ("Public") Organizations 

The first group of organizations excepted from private foundation status con­
of those organizations engaging in certain legislatively favored activities. Un­
Section 509(a)(l) domestic or foreign organizations described in Section 

170(b )(l)(A)(i)-(vi). 
§l02 §1.509(a)-1. 
11RC §§509(a){1); 170(b)(1)(A)(i)-(v). 
'IRC §§509(a}(2); 170(b)(1)(A)(vi). 

'lRC §509(a)(3). 
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· ti.nction Between Public Charities and Private Foundations §2.02[AI 

·A church or a convention or association of churches qualifies as a public charity 
er Section 170(b)(l)(A)(i). TI1e term "convention or association of churches" 
rally refers to a central association or convention or a group of 

same denomination or to an organization of churches of differing denomina­
-. Thus, a religious organization that has a membership consisting of 
arlous denominations qualifies as an "association of churches" 

:· aning of Section l 70(b)(1)(A)(i). 13 

Neither the Code nor the regulations define the term "church." 
related business tax (UBIT) regulations state that the 

. ludes a religious or if it is both an integral 
ind engaged in carrying out the functions of a church. \4 The degree of control 
a church determines a religious order or organization 
of a church. A religious or is considered to 

· tions of a "church" if duties include both the ministration 
· {priestly) functions and the conduct of religious worship. The tenets 

of a particular religious body \Vill determine what constitutes the 
·gious worship and ministration sacerdotal functions. 15 The 
Of the Service has stated that the two m.ost important factors 
church status Me a membership not associated with any 
nomination and (2) regular congregations. 16 

The courts have often avoided the issue but have provided sorne 
defining the term "church." In De LaSalle Institute v. United States, a 
district court stated: 

To exempt churches, one must know what a church is. Congress must 
"church" or the definition to the common meaning and 
otherwise, Congress would be unable to exempt churches. It 
to accord an exemption to every corporation which asserted itself to 
Obviously, Congress did not inhmd to do this. 18 

In Chapman v. Commissioner, the Tax Court stated that Congress 
"church" more in the sense of a denomination or sect than in a generic or 
sense and added it did not intend to imply that a group of must 

13 Rev Rul. 74-224, 1974-1 CB. 61 In Ami. 94- 1994-1 CB. 335, the Service a tax 
fur churches and other The specifically st;:ites that a church must m0.in 
taLri books of account and other records necessary to justify a claim for in the event of an 
audit 

1'Reg. §1.511·2(a)(3)(ii)1 effective for tax years begiru1ing before 1970. Churches were from 
UBrr during such years. 

ll[d. 
11Test1mony of Service Commissioner Lnwrence Gibbs, "Federal Tax Rules to T,\x·Ex· 

i?mpt Organizations Involving Television Milustries," Hearm,~s Before the Subcommittee on r.if 
r the Ct1mmittee 011 Ways and l\11erms, 100th lst Sess. 29 (1987). 

11 195 F. Supp. 891 (ND. 1961). 
is Id. at 903. 
i'48 T.C 358 (1967). 
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ction Between Public Charities and Private Foundations §2.02[A1 

··ils or students in attendance at the place where their educational activities 
.regularly carried on qualify as public charities. The organization's primary 

·on must be the presentation of formal instruction.23 

"primary function" requirement was explained in several rulings 
before the enactment of the 1969 Act.24 In Revenue Ruling 56-262,23 an orga­

'on organized for the primary purpose of engaging in medical research and 
· g formal instruction to professionals and graduate students as a secondary 

vity was held not to be a Section 170(b )(l)(A)(ii) educational organization. 
, an organization that provides formal classroom instruction for students as 
ly an incidental activity will not qualify as an educational organization tmder 
on 170{b)(l)(A)(ii).26 

~.'cm 501(c)(3) high schools, universities are thus 
·onal organizations under Section l 70(b)(l)(A)(ii). Federal1 

supported institutions tax exemption 
!mentalities rather than as organizations. 
)(l)(A)(ii) organization may other incidental 

e as its primary function the 
1iversity that as an incidental activity operates a n-iuseum or sponsors a 

would still qualify as an educational organization described in 
. 117tl(b)(l)(A) (ii). I-1owever, if a museum operates a school as an incidental 
·~ primary activity, the museum would not qualify Section 
)?'O<b)(l )(A ){ii). 28 

· , The curriculum requirement for Section 170(b )(l)(A)(ii) status does not neces­
~sarily require that an organization rn.ust present courses i.11 traditional academic 
}µbjeds, such as English or ma!.hcn1atics. In Revenue Ruling 72-101, the 
t;iled that an organization operating a training school and .presenting in 

·developing skills useful for a particular type of industry qualified as a Section 
170(b)(l)(A)(ii) educational organization. In Revenue Ruling 73-434,30 an 
Hon that taught survival techniques in a natural environment to young people 
was ruled to be an educational organization. 

A school must normally maintain a regular curriculum, although a formal 
·course program or formal classroom instruction is not necessarily required. 
means that the organization 1s courses study must be offered 
as on a quarterly or semester basis. if an organization merely offers a 
of unrelated lectures or conferences, it '>Nill not the regular re-

§L!70A-9fo)(l). 
1>1 According to the Service, 

precedential value under §170(b){l 
its intent or interpretation IIUv1 

1:11956-1 CB. 131. 
l!IRev. Ru!. 58-433, 1958-2 CB. 102. 

before the enactment of the 1969 Act continue to 
since the 1969 amendment thereto did not matenally 

(hereinafter the "Private Foundations 

11IRC §115 excludes from gross im:ome income derived from any public utility or the exercise 
of any essential governmental function that accrues to a stale or political subdivision thereof 

:!Reg. §U70A-9lb)(1); Rev. RuL 76-167, 1976-1 C.R 329. 
1'11972-1 CB 144. See also Rev. Ru! 67-447, 1967-2 CB. 141 (organization offering formal ballet 

training as well as traditional academic courses qualifies under §170(b)(1)(A)(ii)). 
})1973-2 C.B. 71. 
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and cannot qualify under Section 170(b)(l)(A)(ii}. 
open to the public on a subject matter 

curriculum. 
A described in Section 170(b)(l)(A)(ii) also must normally 

Generally, this be met if its 
instruction are conducted instructors, or other 

perform their duties on a Revenue R 
that an did not normally 

because its instructors did not up ernployment 

and 

of unrelated lectures 

if (l) it is a 
of medical or h 

See. e.g., Rev. Rul. 72430, 1972-2 CB. Hl5. 
Rev. Ru!. 1978-1 C.B. 70. See Rev. RuL CB. 200. 

13 1964·1 1) C.B. 19L 
1964-1 1) CB. 191. 

35 Rev. Rul. 1969-2 C.B. 36 . 
. 170A-9(c)(1 ). 

)!1 lri. 
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. ntained in the House of Representatives' version of H.R. 3838, which be­
the 1986 Act. Under the Conference Report, the term "hospital" is defined 
cility that meets the following requirements: 

It is accredited by the joint Commission on Accreditation of Healthcare 
Organizations OCAHO), or is accredited or approved by a program of the 
qualified governmental unit in which such institution is located if the Secre-
tary of Health and Human Services has found that the accreditation or 
comparable approval standards of such qualified governmental unit are 
essentially equivalent to those of the JCAHO; 
1t is primarily used to provide diagnostic services and therapeutic services 
for medical diagnosis, treatment, and care of injured, disabled, or sick per­
sons as inpatients under the supervision of physicians; 
It has a requirement that every patient be under the care and supervision 
·of a physician; and 
··It provides 24-hour nursing services rendered or supervised by a registered 
. professional nurse and has a licensed nurse or registered nurse on duty at 
all times. 40 

term "medical care" includes the treatment of anv phvsical or mental dis-, .} 

or condition, whether on an inpatient or outpatient basis, provided the 
such treatment is deductible under Section 213 by the person treated.'' 

"hospital" does not, however, include convalescent homes, homes for 
t or the aged, or institutions whose principal purpose or function is to 

·' dicapped individuals to pursue a vocationY A home health care organi­
.also did not qualify, according to the Service, because it provided no outpa­

edical or hospital services even though its activities were concededly 
related.43 

y, a cooperative hospital service organization that meets the requirernents 
on SOl(e), thereby qualifying for exemption under Section 501(c)(3) as a 
le organization, is also treated as a hospital for purposes of Section 

. )(A)(iii).44 

Medical Research Organizations 

ical research organization qualifies under Section 170(b)(l)(A)(iii) if the 
tion's principal purpose or function is medical research and it is directly 

. Rep. No 99-841, 99th Cong., 2d Sess. II-725 (1986). See 1986 Blue Book at 1188. The definition 
purposes of the exception for hospitals to the §145(b) limitation on §501(c)(3) tax-exempt 

term "hospital" is also defi.ned in the Social Security Act. 42 US.C §1395x(e). See Rev. 
, 1%9-2 CB. 117 (a tax-exempt hospital must provide a benefit to the community rather 
rily benefiting the private interests of physicians practicing medicine within it). 

§L 170A-9(c)(1) 

. RuJ. 76-452, 1976-2 CB. 60. See also Rev. RuL 75-295. 1975-2 CB. 437 (organizalion providing 
dL~ase-related educational programs did not qualify under §170{b)(l)(A)(iii) because its 
rpose was not to furnish medical care or hospital services). 

§U70A-9(c)(1). 
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er, where it is a counterpart of a Section 501(c)(3) organization and its purposes 
appropriately limited to those described in Section 50l(c)(3).51 To qualify as 
litical subdivision under Section 170(b)(1}(A)(v) for purposes of nonprivate 
dation status, it is necessary that the organization possess the sovereign pow­

of the state, including the power of eminent domain, the power to levy or 
ect taxes, and the police power.54 

e definition of "political subdivision" under Section 170(b)(l)(A)(v) was at 
e in Texas Learning Technology Group v. Commissioner. 53 In this case, the organi-· 

· n was established under state law to develop and administer educational 
ams to assist in the improvement of student learning in public schools. TI1e 
ization's board of directors consisted of a broad cross section of public 
l educators and administrators, some of whom were appointed by state 

cies and public officials. The organization engaged in a number of activities 
were intended to and did improve the delivery of educational to 
ents in the public schools. 1l1e Service recognized the organization's exemp­
under Section 501 (c)(3) but held that the organization did not qualify as a 

Uticalsubdivision under Section 170(c)(l) and, therefore, was not a governmen­
unil under Section 170(b)(l)(A)(v). 'D1e Tax Court upheld the Service's determi­

n. 
e organization did not have the power of eminent domain or the power to 
or collect tax. The organization also did not have any police powers. These 

, elements are generally considered to be the critical elements of sovereign 
~tk;wer for purposes of determining whether an organization qualifies as a "politi­
eal subdivision." 54 11-"te term "political subdivision,)/ which is generally given a 

·broad interpretation, has the same meaning under Section 170 as under Section 
103.:~The court indicated that the possession of one or more of the three sovereign 

· powers is different from the exercise of a governmental function: "A sovereign 
. power always encompasses a governmental function, but it is one that inheres in 
·. a sovereign and is not exercisable by others without the sovereign's authorization. 
·A goverrnnental function, on the other hand, does not always constitute a sover­
eign power; it includes activities which are often more appropriately carried on 
by the sovereign but can alternately or additionally be carried on by others."57 

In this case, the court concluded that the organization exercised the governmen­
tal function of assisting the provision of education, but did not exercise any sover­
eign power. The organization also argued that it qualified as a governmental unit 

because the Bar is an instrumentality of the State of Texas. The Service disagrees, Rev. Rut. 87-58, 
1987·2 CB. 224; GCM 39683 (December 21, 1987). 

Indian tribal governments are treated as states under §7871 for certain purposes. A tribal organiza­
tion that performs educational or culhtral activities may qualify under §501 (c}(3), but if its activities 
constitute the performance of an essential tribal government function, its exemption will be derived 
not under §501(c)(3) but under §7871. See Ltr. Ruis. 8941057 and 8737015. 

11 Rev Ru!. 60·384, 1960-2 CB. 172. 
}
1Texas Leaming Tech. Group v. Cornm·r, 96 T.C 686 (1991), affci, 958 F.2d 122 (5th Cir. 1992). 

si96 T,C. 686 (1991), aff d, 958 F.2d 122 {5th Cir. 1992). 

>lPhi!adelphia Nafl Bank v. U.S,, 666 F2d 834 (3d Cir. 1981). 
'1Shamberg Estate v, Comm'r, 3 T.C 131, 137 (1944). 
"'American Bus. Serv. Corp. v. Comm'r, 93 T.C 449, 456 (1989). 
1796 T.C. at 695. 
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Definition of Support 

r purposes of the denominator of the Section 170(b)(l)(A)(vi) support frac­
the term "support" includes the following: 

Gifts/'° grants,61 contributions, and membership fees;62 

Net income from unrelated business activities, whether or not such activi~ 
ties are carried on regularly as a trade or business;63 

Gross investment income, such as interest, dividends, rents, and royalties; 
Tax revenues levied for the benefit of an organization and either paid to 
or expended on behalf of such organization; and 
The value of services or facilities (exclusive of those generally furnished to 
the public without charge) furnished by a governmental unit to 
in Section 170(c)(1) to an organization vvithout charge.64 

. The following three classes of receipts are not considered "support" and 
'fore are excluded from both the numerator and denominator of the support frac­
tion: 

L Any amounts an organization receives from the exercise or perforrnance 
of its charitable, educational, or other purpose or function constituting the 
basis for its exemption. Such arnounts are generally those derived from 
activities that are substantially related to the organization's exempt pur­
poses. Such income is generally referred to as exempt function income.65 

&lfoe §170 reguh>tions adopt the definitions of the terms "gift" and "contribution'' set forth in the 
§vi:m regulations. Reg. §1.170A-9(e)(7)(i). The §509 regulations state that the terms "gift" and" contribu· 
tioo" under §509(a)(2){A) have the same meaning as under §170(c) and include any payment of money 
or transfer of propf'dy without adequate consideration. Reg. §L509(a)·-3(f)(l). 

'
1A "grant'' JS defined as '1 payment made to encourage the recipient to carry on certain programs 

or activities in furtherance of its exempt purposes Reg. §§1.170A-9(e)(7)(i), 1..509(a)-3(g)(1). 
11The term "membership fee" me;ms i\ payment for the basic purpose of providing for 

the organization rather than to purchase admissions, merchandise, senrices, or the use facilities. 
Reg. §l.170A-9(e)(7)(iii), cross-referencing Reg. §l.509(a)·3(h)(l). See also Home for lVkn v. U 
ro-2 U.S.T.C. 1:9711 (N.D. W. Va. 1980), affd per ct1riam, No. 80-1785 (4th Cir. 1981), holding that pay­
ments by new admittees were not membership foes but instead were receipts from a related achvity 
(exempt function income) and, thus, not public support. 

"This element of support apparently means only that amount of income from unrelated business 
activi!ics after allowable deductions have been calculated and the §511 tax paid since that is the amount 
specified in §509(a)(2)(B) as entering into the denominator of the gross investment income fraction 
for §509(a)(2) p1.1blidy supported organizations. 

11 Reg. §1.170A-9(e)(7)(i), <1dopting the definition of the term "support" contained in §509(d)(l), 
(4), (S), and (6). 

''Reg. §1.170A-9(e)(7)(i)(a). In Rev Ru! 83-153, 1983-2 C.B. 48, the Service ruled that and 
Medicaid payments received by §501(c)(3) henlth care t1rganiz<ltions constitute gross receipts from the 
performance of exempt functions for purposes of the public support test under §170(b)(l)(A)(v1), The 
Service stated that smce the patient ultimately controls the recipient of the payment through his selec· 

tion of a health care provider and such health care services directly serve his heall:h care needs, the 
payment is not considered support from a govenunental unit under §170(b)(1)(A)(vi) and Reg. 
§1.170A-9(e)(8)(i). Such payments are thus fully excluded in determining whether the organization 
meets the support test under §170(b)(1)(A)(vi). Reg. §L170A-9(e)(8)(i). 
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if such endowments were originally contributed by a governmental unit 
the general public, this would be favorable to a conclus.ion that the organiza-

publidy supported.72 An organization that does not normally at 
0 percent of its support from a govermnenta1 entity or the public 

. ,' as a public charity under either the facts and circumstances 
rcent test.73 

er the 10 percent facts and circumstances test, the greater the organization's 
ental or public support in excess of 10 percent of total support normally 
, the lesser is its burden of establishing its publicly supported 
other factors, and versa.74 Such other factors include the 

U an derived from a 
members of a single family, this 

a publicly supported factor is less important 
with a new organization or an organization whose activities can 
pected to limit its appeal to a particular segment of the public.75 

If an organization's governing body represents the broad interests 
public rather than the private interests of a limited number of 
factor indicates a publicly supported nature. ln general, the broad 
of the public will be by a governing body consisting 
cials or their with expertise in the 
field operation, and community leaders or persons 
based membership. 
If an organization provides a facility or directly for 
the general public on a continuing basis, th1s factor indicates a publicly 
supported nature. Such organizations include museums and 
whose facilities are open to the public, symphony orchestras, and 
citizens' homes providing housing or nursing services for 
public.77 

Other factors useful in considering whether membership 
have the requisite publicly supported nature include whether: 
• Solicitations for dues-paying members are designed to enroll a 

tial number of persons in the community area or in a particular 
sion or field of interest; 

111 Membership dues for individual members have been at rates 
signed to make membership available to a broad cross section 
interested public; and 

' The activities of the organization will be likely to appeal to 
having some broad common interest or purpose, such as educational 
activities in the case of alumni associations, musical activities in case 

§U70A-9(e)(3)(iii). 
§1. l70A-9(e)(3)(i). 

"Reg. §1.170A·9(e)(3)(iii). 
11Reg. §U70A-9(e)(3)(iv). 
1'Reg. §U70A-9(e)(3)(v}. 
71 Reg. §1.170A-9(e)(3}(vij(a). 
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1 public, support received from governmental units, and receipts from the 
. · ing sources of qualified "support" discussed above. 

EXAMPLE 

An organization described in Section 170(c)(2) shows that it derived funds 
m the following sources: (a) interest and dividends - $80,000; (b) net in­

.came from unrelated business activities --- 5201000; (c) gifts and contribu~ 
tions from the general public - $200,000; (d) capital gains $5,000; 
:admission fees (amounts received from the exercise of its 
:lion) - $5,000. 

ln this case, the organization's total support (denorninator of the 
support fraction) is $300,000, the sum of items (a), (b), and · i 

are excluded because capital gains and income related to 
.hons are not included in the definition of support for purposes of 
170(b)(l)(A)(vi). The organization's public support (numerator of the public 
support fraction} is $200,000, since only the gifts and contributions 
as public support The public support fraction is thus $200,000 I $300,000, or 

percent public support. 
Support from the general public means any direct or indirect 

an organization derives from a donor. Thus, contributions from individuals, 
trusts, and corporations are included in full in the numerator and denomina­
tor of the recipient organization's public support fraction as direct or 
(.'Ontributions from the general public, unless the contribution 
cent of the organization's total support.~ 1 If a donor1s contribution t::A•~"-"'-' 
2 percent of an organization's total support, the contribution, while includ­
ible in full in the denominator of the fraction, is indudible in the numerator 
only to the extent that the contribution does not exceed 2 percent 
denominator. Support received from a donor or from any person or 
related to the donor in a manner described in Section 4946(a)(l)(C) through 
{G) is treated as if made by one person for purposes of the 2 percent limita­
tion.82 The effect of the 2 percent limitation is to reduce the organization's 
percentage of public support. 

Under Home for Aged Women v. United States,83 investment income from a fund 
endowed with direct public contributions does not constitute an indirect public 
contribution. The court limited the term "indirect contributions from 
public" to contributions received from other exempt organizations, 
seves normally receive a substantial part of their support from direct contribu-

"See Private foundations Handbook, lRM 7752, §342(2). 
fl Reg. §1.170A·9(e)(6)(i). 

i;id. The 2 percent limitation generally does not apply, however, to nonearmarked contribut10ns 
from other §170(b)(l)(A)(vi) organizations or governmental units Reg §1.170A-9(e}(6}(v). 

n86-1 U.s:r.C 19290 (D. Mass. 1986). See also St. John's Orphanage v. U.S., 89-1 U.S.T.C 76 
(Cl. CL 1989). 
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;., fore, the Service employs a four~year computation period to determine whether 
an organization is "normally" publicly supported within the meaning of 
tion 170(b)(l)(A)(vi). If an organization satisfies the 33111 percent support test or 
the 10 percent facts and circumstances test on an aggregate basis for the four 
preceding taxable years, the organization will then qualify as being "normally" 
publicly supported for the current year and the immediately succeeding taxable 

.. year.:i'l For example, an organization meeting the one-third public support test on 
an aggregate basis for the years 1994, 1995, 1996, and 1997 will be considered 
unorma!ly" publicly supported for the years 1998 and 1999. 

The Service employs a special rulE: for newly created organizations to 
if the organization "normally" meets either the 331h percent or 10 percent 
and circumstances test. An organization that has been in,,,,"'"'''" 

. one taxable year consisting of at ieast eight months, but 
· years, can substitute the number of taxable years it has been in existence prior to 

current taxable vear to determine vvhether it normallv · 
. J J 

· oort test. 
: l 

Advance Rulings to Organizations 

.. Many newly created organizations cannot meet either the 
supported provisions or the provisions for ne-vv 

"normally" publicly supported because they have not been in 
·Sufficient period of time. However, a newly created organization 
i)lling or determination letter that it will be treated as a 1 
· ization for its first five taxable years. This period is to 

advance ruling period. The advance ruling will generally be issued if the 
ization can reasonably be expected to meet either the 331/:i percent support 

the 10 percent facts and circumstances test. Its organizational structure, 
·ed activities, and intended method of operation must be such as to attract 
rt from the general public, governmental units, and other public char-
11-le regulations still reflect the Service's former practice of granting an 

I two- or three-year advance ruling, with a three-year extension, if re-
ted.12 However, the Conference Committee Report to Deficit Reduction 

of 1984 directed the Treasury Department to extend the ruling 
five years for new public charities.93 Form 1023, Application for Recognition of 

•Reg. §U70A-9(e)(4)(i), (ii). If for the current taxable year there are 
11:!1 organization's sources of other than UJ."'lusual grants, a different 

utation period is used. Instead, a computation period consisting of the taxable year of substantial 
material change and the four taxable years immediately preceding such year is substituted. Thus, 

ple, if a substantial material change in support occurred in 2003, then even. though 
might qualify as being normally publicly supported under the rules set forth in the 

· lion will not meet the requirements §170(b)(l)(A)(vi) unless it meets the sup-
t or the 10 percent facts and circumstances test for the computation period consisting of 
ears 1999 through 2003. Reg. §1.170A-9(e),(4)(v). 

"Reg. §l.170A-9(e)(4)(vi) . 
• 11Reg. §1.170A-9(e)(S)(ii). 
l&eg. §l 170A-9(e)(S)(i), (iv). 

••Set 1984 Blue Book at 705. 
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·· t that the receipts from any person or bureau of a governmental 1.mit in any 
le year exceed the greater of $5,000 or 1 percent of an organization's total 
rt during the taxable year. As an overriding limitation, all receipts from 
, lified persons, as defined in Section 4946 (substantial contributors, founda­

managers, and certain persons and entities related to them), are excluded/ 
t that governmental units and organizations described in Section 509(a)(l) 

not considered to be disqualified persons, regardless of the percentage of their 
ts and contributions to the organization's total support.100 

'Second, the organization must normally receive not more than one-third of its 
port in each taxable year from the sum of its gross investment income (as 

ed in Section 509(e)) and the excess, if any, of the amount of its unrelated 
ness tuxable income (as defined in Section .512) over the amount of tax im­

on that income by Section 511.H'1 

Many organizations with dues-paying members may qualify under Sections 
)(l)(A)(vi) and 509(a)(l), and Section 509(a)(2), and, in such a case, the orga­

;irl.zation generally will be treated as a public charity under Section 509(a)(l). 102 

·The two tests under Section 509(a)(2) are designed to ensure that an organization 
. responsive to the general public rather than to a limited number of donors or 
"'Other persons .103 

[a] Definition of Support 

ln computing whether an organization meets the one-third support test of Sec­
tion 509(a)(2)(A), the organization's total support (as defined in Section 509(d)) is 
the denominator of a fraction. Section 509(d) defines "support" as including, but 
not limited to, the following: 

L Gifts, grants, contributions, or membership fees; 
2, Gross receipts from admissions, sales of merchandise, performance of ser­

vices, or furnishing of facilities in any activity that is not an unrelated trade 
or business; 

3. Net income from unrelated business activities, whether or not regularly 
carried on as a trade or business;w4 

4. Gross investment income (as defined in Section 509(e)); 
5. Any tax revenues levied for the benefit of the organization and either paid 

to or expended on behalf of the organization; and 
6. The value of services and facilities (exclusive of services or facilities gener­

ally furnished to the public without charge) furnished by a governmental 
unit to the organization without charge. Section 509(d) specifically excludes 
from the term "support" both (a) gain from the sale or other disposition 

100 IRC §509(a)(2)(A). See Reg. §L509(a)·3(b) and (g)(2). 
mi IRC §509(a)(2)(B). 
l(!lReg §1.509(a)·6. 
llllReg. §1.509(a)-3(a)(4). 
1™Net income means net of all deductible expenses and taxes imposed by §511. See §509(a)(2){B)(ii). 
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which would be a capital (b) the value of exemptioo 
or local taxation. 

of the support fraction, or amount organization' 
arnount of support received from: 

2. 

1975-2 CJl 216. 

and contributions charities <>re indudible in 
the support fraction for the year in for certain 

contributions. Rev. RuL 78·95, 1978-1 CB. 71 a dono 
that is intended to be an indirect contribution to another or 

that has not yet received an advance 
received the amount as a from ,, 

public support under 
from the donor less a handling fee charged the intermediate 
substantial contributor (and disqualified person) \vith to the ultimate recipient, the 
\ViU be excluded from the numerator of the support 
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· esses. Support from the general public in the example is support from other 
disqualified persons (as defined in Section 4946) and other than persons from 
m the organization receives amounts in excess of the greater of $5,000 or 

'percent of its support in any taxable year. 

EXAMPLE 

For the taxable year 2003, Y, an organization described in Section 
. S<l1(c)(3), received support of $600,000 from the following sources: 

Bureau 0 (gross receipts for services rendered) 
Bureau P (gross receipts for services rendered) 
General. public (gross receipts for services rendered) 
General public (contributions) 
Gross investment income 
Contributions from substantial contributors 

Total Support 

$ 10,000 
10,000 

150,000 
40,000 

150,000 
240,00_Q 

$600,000 

i Since the $10,000 received from each bureau amounts to more than the 
greater of $5,000or1 percent of Y's support for 2003 (l percent of $600,000 = 

· $6,000), each amount is includible in the numerator of the one-third support 
fraction only to the extent of $6,000. Thus, for the taxable year 2003, Y re~ 
ceived support from sources required to meet the one··third support test of 

. Section 509(a)(2)(A) computed as follows: 

Bureau 0 
Bureau P 
General public (gross receipts) 
General public (contributions) 

Total 

$ 6,000 
6,000 

150,000 
._40,990 
$202,000 

Therefore, in computing the support test set forth in Section 509(a)(2)(A), 
$202,000 is includible in the aggregate numerator and $600,000 is includib1e 
in the aggregate denominator of the support fraction. The organization 
passes the one-third support test of Section 509(a)(2)(A). 

It is often difficult to determine whether a given item constitutes a gift, contri­
bution, or grant, or a gross receipt from a related trade or business. The term 
"gross receipts" for purposes of Section 509(a)(2)(A)(ii) is an amount received 
from an activity that is not an unrelated trade or business if a specific service, 

· · facility, or product is provided to serve the direct and immediate needs of the 
payor, rather than primarily to confer a direct benefit upon the general public. 
A payment made primarily to enable the payor to realize or receive some eco-

100Reg. §1.509(a)-3(g)(2). 
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or physical benefit as a result of the service, facility, or product obtained 
as a receipt, rather than a grant, regard to the 

"grant" means a payment that is normally made to 
tion to carry on certain programs or activities in furtherance of 

"gift" or "contribution" means a payn1ent of or 
property without adequate consideration. 

an amount constitutes a grant or a gross can 
whether an organization normally receives more 

from public sources, all "grants" as defined 
from permitted sources are indudible in 

taxable . On 
509(a)(2)(A)(ii) frorn 

or furnishings of 
trade or 

EXAMPLE 1 

organization described in 
research. It frorn 

device needed to perfect articles of space 

l, 2, 5. 
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t, The initiative for the project came solely from the government Fur­
ore, the government could have contracted with profit-making 

arch organizations that carry on similar activities. The funds received 
m the government for this program are gross receipts and do not consti­

te 11 grants" within the meaning of Section 509(a)(2)(A)(i). M provided a 
· ·c product at the government's request and thus was serving the direct 

.. d immediate needs of the payor within the meaning of [the regulations]. 

EXAMPLE 2 

. N is a nonprofit educational organization in 
Its principal activity is to operate institutes to train employees of 
.industries in the principles of management and administrntion. 
'ment pays N to set up a special institute 
_and to train them over a two-year period, Management is also pro­
vided by profit-making organizations. The funds received are included as 
"gross receipts." The particular services rendered were to serve 
and immediate needs of the government in the training 
within the meaning of [the regulations]. 

EXAMPLE 3 

Q is an organization described in Section 501(c)(3) that on medical 
res<:arch. Its efforts have primarily been directed toward cancer research. Q 
sought funds from the government for a particular project being contem­
plated in connection with its \Vork. ln order to encourage 
government gives Q the sum of $25,000, The research project sponsored by 
government funds is primarily to provide direct benefit to the general public, 
rather than to serve the direct and immediate needs of the government. The 
funds are therefore considered a "grant." 

A skilled nursing service provider, intermediate care facility, or similar health 
care provider should qualify for status as a public charity under Section 509(a)(2) 
instead of Section 170(b)(l)(A)(vi). Under Revenue Ruling 83-153,116 :tv1edicare and 
Medicaid payments to health care organizations were ruled constitute 
function income under Section 509(a)(2)(A), and, thus, receipts for services pro-
vided to each individual patient would be indudible as gross receipts to the extent 

. of the greater of the $5,000 or 1 percent test on a per patient basis. On the other 
hand, the same ruling concluded that as gross receipts from an exempt function 
activity, those payments would be excluded entirely from the support calculation 

43 



Compliance for 



, ction Between Public Charities and Private Foundations §2.02[Bl 

5 percent of such distributee' s adjusted net income, such amount will retain 
cter as gross investrnent income if so characterized in the possession of 
'buting organization.m Thus, such payments will not be treated as gifts 

tributions. If one of these organizations makes distributions to more than 
ould-be Section 509(a)(2) organization, the amount of the gross investment 

that is deemed to be distributed must be prorated among the distribu· 

Definition of "Normally" 

ether a.n organization is treated as a public charity under Section 
s upon whether it "normally" meets both the one-third public 

the gross investment income tests. 
organization will be considered as "normally" meeting both one-third 

·c support and the gross investment income tests for its current taxable year 
the taxable year immediately succeeding its current taxable if, on an 

· ate basis, it meets the tests for the four taxable years immediately preceding 
nt taxable year. After an organization meets the support tests for a com­

tion period, it must thereafter fail the four-year tests for hvo consecutive tax­
years before it will fail qualification under Section 509(a)(2).u2 

nder Regulation Section l.509(a)-3(c)(l)(iv), if an organization has 
ce for at least one taxable year consisting of at least eight months but for 

er than five taxable years, it may substitute the number of years in which it 
been in existence before the current year as the period for determining if it 
· lly meets the requirements of Section 509(a)(2). 

Advance Rulings to New Organizations 

As under Section 170(b )(1 )(A)( vi), there are special rules for determining 
ether a new organization's sources of support will be such as to qualify it under 
·on 509(a)(2). 

· A ruling or determination letter will not be issued to an organization prior to 
end of its first taxable year of at least eight months, but the organization 

. in an advance ruling or determination letter that treats the organization as a 
'Section 509(a)(2) public charity for its first five taxable years if it can reasonably 

lllReg. §1.509(a)-5(a)(1), (2). 
11:Reg §1.509(a)·5(a)(l)(ii). 

lllReg §l.509(a)-3(c)(1)(i). There arc detailed rules for excluding unusual grants and material 
. changes in support in determining an organization's normal sources of support. 
· 3(c)(1)(ii), (3). Rev. Pmc 89-23, 1989·1 CB. 844, sets forth mies relating to §§4942 and 4945 under 

which grant·rnaking private foundations will not be responsible for substantial and changes 
in the support of an orgnmzahon described in §170(b)(l)(A)(vi) or §509{a)(2). Rev. Proc. 81-7, 1981-1 
CB. 621, sets forth certain requirements for a gift or grant automatically to be treated as an unusual 
'grant a.nd excluded from an organization's support calculation. 
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riod. If the organization's first taxable year consists of eight months or more, it 
may establish Section 509(a)(2) status at the end of that year. 

COMMENT 

Where a new organization does not receive an advance ruling or determi­
nation under Section 509{a)(2), neither the organization nor its grantors or 
contributors can rely on the possibility that it will ultinrntely be described 
in 5€ction 509(a)(2) rather than as a private foundation. In these circum­
stances, the organization should cornply with the private foundation rules 
under Sections 4940-4945 before an initial determination of its sta-

under Section 509(a)(2). If the organization ultimately is found to qualify 
under Section 509(a)(2), any private foundation excise tax paid will be re­
funded and Section 509(b) (relating to continuation of private foundation 
status) will not apply. 127 

[CJ Section 509(a)(3) Supporting Organizations 

The third category of Section 501(c)(3) organizations exempted from private 
foundation status consists of those organizations described in Section 509(a)(3). 
St')ction 509(a)(3) excludes from the of private foundation an organiza­

that meets the following requirements: 

1. It is organized and operated exdusively128 for the benefit of, to perform the 
functions of, or to carry out the purposes of one or more specified organiza­
tions described in Section 509(a)(l) or (2); 

2. It is operated, supervised, or controlled by, or in connection with, one or 
more organizations described in Section 509(a)(1) or (2); and 

3. It is not controlled directly or indirectly by one or more disqualified persons 
(as defined in Section 4946) other than foundation managers and other than 
one or more organizations described in Section 509(a)(l) or (2). 

TI1e organizations described in Section 509(a)(3) are excluded from private 
foundation status due to their supporting relationship to one or more organiza­
tions described in Section 509(a)(1) or (2)Y9 Scrutiny of the Section 509(a)(3) orga-

ll1Reg. §L509(a)-3(e)(4)(ii). 
11.1The term "exclusively" means for this purpose. Reg. §l.509(a)-4(e){l). 
11'The organization may be excepted from private foundation treatment if its supported or parent 

organization is exempt from taxation under §50l(c)(4), (5), or (6), but would qualify as other than a 
private foundation under §509(a)(2) if the parent organization were exempt under §501(c)(3). §509{a)(3) 
(flush language); Reg. §L509(a)·4(k). Thus, many §501(c)(6) trade associations have organized con· 
trolled §501(c)(3) affiliates that are treated as other than foumlations under §509(a)(3), to receive 
foundation or goverrunent grants and to obtain the other advantages afforded to §501(c)\.3) 
tions. Such an organization is not limited to §509(a)(3) status, however; it could qualify under either 
§$J9(a)(l) or (2) if its sources of support permit. The supported organization may be a foreign organiza­
tion so long as it qualifies under §509(a)(l) or (2). Rev, RuL 74-229, 1974-1 CB. 142. 
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one or more publicly supported organizations, the distinguishing feature is that 
the supporting organization is responsive to and significantly involved in the op­
erations of the publicly supported organizations. 135 

The Tax Court interpreted the term "operated in connection with" as set forth 
in Section 509{a)(3) in Cockerlin.e lv1emorial Fund v. Commissioner. 136 The organiza­
tion was a testamentary trust under which the income was to be used to furnish 
scholarships for residents of a particular state who attended in-state colleges and 
universities. Preference was to be given students attending a particular 
The president of that school was a member of the board of trustees of 
Each member of the board of trustees of the trust was a member of a church that 
supported the favored school. The board trustees had total control over and 
responsibility for the organization's activities. During the years issue 
vored school received an average of hvo-thirds of all grants made by 

The court held that th\; trust met the requirements to be considered 
in connection with" a publicly supported organization. The court noted 
regulations require that the supporting organization under this relationship 
generally meet a "responsiveness test" and an "integral part test."137 

siveness test is intended to ensure that the supported organization has the ability 
to influence the activities of the supporting organization. The court determined 
that the presence of a common member on the governing bodies of both 
tions met this test The responsiveness test al.so requires that the supported organi­
zation have a significant voice in the policies of the supporting organization and 
in otherwise directing the use of the income. In this case, that was the 
court concluded, since the favored school dominated the scholarship committee 

trust. The trust also rnet the "int(:gral part" test, the court stated, it 
paid substantially all of its funds to the favored school and the amount 
school was sufficient to ensure its attentiveness to the supporting organization's 
activities. 

In lZoe Foundation Charitable Trust v. Commissioner,1 the "operated in 
with" requirement was also discussed. In lhis case, the organization intended to 
supply financial assistance to low-income individuals in a particular 
organization would choose recipients of its financial assistance based on 
from churches and other charitable organizations. The Tax Court held that the 
organization was not operated in. connection with a public charity 
509(a)(3)(B). There was no historic and continuing relationship created ·with any 
public charity under its governing document, and none was specified with partic­
ularity. 

Section 509(a)(3) is intended to relieve certain subordinate organizations from 
private foundation treatment due to their close relationship to a qualified public 
charity. For instance, if a large public charity operated an annual fund-raising 
event, such as a charity ball, for liability purposes it may incorporate a separate 

rn Id. 
' 11 86 T.C 53 (1986). 
137 Rcg. §1.509(a)-4(i)(1). 
1iiT.C Memo 1989-566. 
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nonprofit organization to conduct the event But for Section 509(a)(3), the support­
organization may encounter difficulty qualifying tmder Section 509(a)(1) or 

(2) as other than a private foundation. 
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§2.04 ADVANTAGES TO CLASSIFICATION AS A 
PUBLIC CHARITY 

§2.04 

Public charities described in Section 509(a)(l)-(4) enjoy the following advantages 
that are not available to private foundations: 

1. Public charities are not subject to the tax on net investment income and 
the regulatory excise tax provisions imposed by Sections 4940-4945; 

2. Public charities (other than Section 509(a)(4) organizations that test for pub­
lic safety, and foreign organizations) are "50 percent charities" for 
of the Section 170 charitable contribution deduction; 

3. Public charities, which file an annual Form 990, are not required to 
the same detailed infonnalion required of private foundations on 
990-PF;i 

4. Public charities are not subject to the tax on the l:ermination of 
dation status (Section 507(a)), 

5. Certain small public charities need not file Form 990 or may file 
EZ, vvhereas private foundations must file a Form 990-PF regardless 
and 

6. Public charities arc eligible to make a limited amount of lobbying expendi­
tures, whereas private foundations may make none.3 

§2.04. 1Sce IRC §6033(a), (b). 
1lRC §6033(a)(2)(A)(ii). 
isee !RC §501(h). 
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