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Preface

Private foundations, although constituting a relatively small portion of the charitable community, are burdened with extensive federal tax law requirements that belie their numbers, and substantially regulate and circumscribe their operations. This body of law has steadily grown since its inception as a considerable portion of the Tax Reform Act of 1969. This book came about in reflection of this expanding and expansive aspect of the law pertaining to these unique forms of tax-exempt organizations. We have attempted to both capture and summarize this law, and to provide guidance as to compliance with it.

As noted, a private foundation is a charitable entity for tax purposes. Technically, this means it is an organization described in section 501(c)(3) of the Internal Revenue Code. This in turn means, of course, that nearly all of the considerable law embodied in and around that section is applicable to private foundations. The law in this area, however, stimulated by a variety of abuses, perceived and otherwise, includes an overlay collection of statutory requirements, in the form of rules applicable only to private foundations. These latter rules are the principal subject of this book.

Many lawyers and accountants who practice in the exempt organizations field have little or no involvement with private foundations. With their exempt clients being public charities or other types of nonprofit organizations, this is understandable; these practitioners have no reason to master the private foundation rules. As private foundations proliferate, existing ones grow, and the law becomes more encompassing, however, successful understanding of the private foundation rules becomes increasingly important for all tax practitioners. Indeed, as the law in the charitable area evolves, some of these rules are becoming applicable outside the private foundation realm, with emphasis in that regard on supporting organizations and donor-advised funds.

There is more to this dimension to this aspect of the matter. Until recently, the tax laws specifically applicable to private foundations had no particular practical relationship to the tax laws pertaining to public charities. (Two exceptions of note are the laws concerning functionally related businesses and voter registration projects.) With respect to the self-dealing rules, however, this dichotomy is rapidly and dramatically changing.

With the advent of the intermediate sanctions law, the private foundation law pertaining to self-dealing has been grafted onto the public charity rules. This extension of private foundation law into the public charity context amounts to more than the concept of self-dealing informing the concept of the excess benefit transaction: the law concerning corrections, the amount involved, and the highest fiduciary standards is also now a part of public charity law. For those advising public charities in this area, this book should be helpful.

Earlier, it was said that we have endeavored to “capture” the tax law concerning private foundations. This, in fact, is an impossible task, an elusive goal. The reason for this lies in the inherent nature of the “law” in this field. While the foundation law is framed by detailed statutes and regulations, much of the details are technically not  “law” at all (i.e., hundreds of Internal Revenue Service private determinations: private letter rulings, technical advice memoranda, and general counsel memoranda). These documents tumble out of the IRS, seemingly by the tons every month. They infuse the law of private foundations with its dynamism, keeping it flowing, changing, expanding. (The field is nearly 40 years of age, yet the IRS is still initiating—and in some instances, reversing—its policy determinations in the area.)

The compliance aspects of these rules provide the key to ongoing qualification of a private foundation’s tax-exempt status and avoidance of the excise tax imposed on rule violations. This book thoroughly explores the rules and contains charts and checklists to aid in applying them. It seeks to dispel the myth that private foundations are difficult and impossible to manage. What can be fascinating about the study of private foundations is the broad latitude of operation actually allowed and the room for creativity in planning and managing them.

The rules are detailed in six Internal Revenue Code sections concerning self-dealing, mandatory distributions, excess business holdings, jeopardizing investments, taxable expenditures, and the excise tax on investment income. The foundation and its managers are subject to a variety of excise taxes if the rules are violated. Some advisors discourage the creation of private foundations because of this potential liability. Until 1984, the sanctions were imposed without exception, making caution a reasonable approach. Except for the penalties for self-dealing, sanctions can now be abated if the failure to meet a requirement is due to reasonable cause. Thus there has been significant easing of the hard and fast rules initially designed by Congress to curtail a private foundation’s operations. Caution cannot be thrown to the wind, but potential foundation creators shouldn’t be needlessly afraid of incurring excise taxes.

The one unforgivable constraint placed on private foundations prohibits self-dealing, namely, financial transactions between the foundation and its creators, funders, insiders, and certain of their relatives. This rule is applied without regard to the amount of economic benefit received by the foundation. The Code, on the one hand, states that these acts are absolutely prohibited and lists six comprehensive types of transactions that are forbidden. The Code, on the other hand, also lists eight exceptions to the general rule; the tax regulations add more exceptions. So again, while the rules appear draconian, there is room to maneuver. In recent years, the IRS in private letter rulings has considerably broadened and liberally applied the exceptions and permitted transactions that, according to the Code, are self-dealing. When, for example, sharing office space with its creators saves the foundation money as a practical matter, the IRS has approved transactions that on their face constitute self-dealing based upon a literal reading of the tax code. A glance at the subtitle for Chapter 5 on self-dealing provides a clue to the broad range of transactions that are permitted.

Special numerical tests apply to assure that a private foundation does not unduly hoard its money. An amount equal to at least 5 percent of the value of a foundation’s investment assets must be paid out annually for charitable purposes. Advisors seeking to assist a private foundation in conserving its endowment must understand the standards for identifying the assets that are counted in making the calculation as distinguished from those assets that need not be counted. When and how the included assets are valued also impacts the results. The authors of this Code provision recognized a foundation would not necessarily always distribute the precisely calculated amount. Thus a carryover of excess distributions to future years is permitted. In its  early years, and later under the right circumstances, a foundation can delay or set aside a portion of its annual required pay out for up to five years.

A foundation must pay an annual excise tax of 2 percent on its net investment income. With proper timing of its charitable distributions, a foundation can cut this tax in half in some years. A foundation with substantially appreciated property may be able to totally eliminate the tax in regard to capital gains on certain assets. Although the 2 percent tax rate is modest, most foundation representatives are appreciative of the opportunity to apply the kind of tax planning ideas covered in Chapter 10 to reduce the tax.

In addition to observing the fiduciary responsibility standards imposed by laws of the locale in which the foundation is situated, the Code provides that trustees and directors of private foundations must not purchase or hold investments that subject the foundation’s capital to jeopardy. What was thought to be a jeopardizing investment in 1970, when the regulation explaining these provisions were written, has significantly evolved over the years. The regulations state, for example, that a foundation may not buy put and call options on marketable securities. Contemporary investment theory nonetheless has it that it is prudent to sell “covered calls” against long-term stock positions in the foundation’s investment portfolio; the IRS has privately agreed. Foundations with conservative investment policies based on the regulations may be pleased to understand the evolution of the rules outlined in Chapter 8.

When a private foundation and its creators, funders, and certain of their relatives in combination own more than 20 percent of a business enterprise, the foundation is deemed to have excess business holdings unless the foundation owns less than 2 percent of the company. Permitted holdings of business enterprises actually vary according to the form of ownership, type of entity, and other variables discussed in Chapter 7. Nicely enough, the foundation has five years to dispose of any excess holdings received as a gift or inheritance. The ownership limitation does not apply to a business, called functionally related, that accomplishes a charitable purpose, such as a low income housing project.

So long as it is accomplishing a charitable purpose, a private foundation is essentially permitted to spend its money in a variety of ways. While most foundations make grants to churches, schools, hospitals, museums, and broadly supported charitable organizations, a foundation can conduct its own programs. The rules constraining the fashion in which the foundation spends its money are found in Chapter 9 concerning taxable expenditures. An excise tax is potentially due if the foundation spends money for certain purposes. A foundation, just like all other charitable organizations, cannot make an expenditure in support of or in opposition to a candidate for elective office. A public charity can spend a limited amount of money to lobby those that make our laws; a private foundation generally cannot. A foundation, however, may support certain types of voter education efforts and can study and report on social issues that are customarily the subject of legislative actions, such as the environment or military preparedness. The girth of Chapter 9 illustrates the breadth of issues that might involve a taxable expenditure. Contrary to what some think, these rules allow a foundation to make grants to individuals. To do so, the foundation’s plan for choosing the recipients must be approved by the IRS. Similarly, a private foundation can make a grant to another private foundation or to a non-tax exempt organization. In doing so, it must obtain  specific documentation of the charitable purposes of the grant and make special reports to the IRS. This enhanced paperwork may reasonably make a foundation reluctant to make such an expenditure, but for some the process, called exercising expenditure responsibility, is worth the effort. Sample documents and checklists are in Chapter 9 to facilitate the process.

The closest scrutiny the IRS places on exempt organizations occurs when it considers a newly created organization’s application for recognition of tax-exemption, Form 1023. For a foundation that plans to conduct a grant-making program, approval should be accomplished with ease. The application of a foundation that proposes to conduct active projects must be prepared with the utmost care, with attention to the import of the information submitted. It is advantageous to be aware of the issues of concern to the IRS and to follow the suggestions in Chapter 2.

Because an excise tax can be imposed for violation of the rules, it is important that a private foundation and its advisors have a system for monitoring compliance with the rules. The private foundation sanctions are somewhat interactive; a taxable expenditure can occur in connection with an act of self-dealing. The Form 990-PF, filed annually with the Internal Revenue Service, is designed to measure the private foundation’s ongoing satisfaction of the rules. In a sometimes confusing fashion, Form 990-PF is not prepared sequentially. Among one of the most useful bits of information the reader will find in this book is a chart outlining those parts to prepare first, those parts that are dependent on another part, and the order in which the parts should be prepared. In response to the many times we have been asked, a checklist of private foundation organizational issues provides a guide to record keeping and policy issues important to a foundation. Chapter 12 contains a wealth of suggestions for preparing Form 990-PF and accomplishing the foundation’s compliance goals.

Some of the additions to the text of the book were occasioned by questions put to the authors during the course of our practices, at seminars and conferences, and by e-mail. These questions are welcome and we trust they will continue.

Every book summarizing a body of law has to have a cut-off date as to what developments to include. This edition covers events through mid-2008. Such a limitation is always frustrating, inasmuch as there have been important developments since that period. So, because the law in this field is so dynamic, we have been unable to “capture” it in its entirety; the best we could do is summarize it as of a particular point in time. These subsequent and ongoing developments are certain to provide ample material for our first supplement to this edition.

A separate observation by Bruce Hopkins: The sixth edition of my book, The Law of Tax-Exempt Organizations (John Wiley & Sons, 1992), contains a dozen chapters spanning nearly 200 pages detailing the private foundation rules. This book largely substitutes for those pages. The ninth edition of The Law of Tax-Exempt Organizations (2007) contains a chapter providing a relatively brief overview of the public charity and private foundation rules. Also, my monthly newsletter, Bruce R. Hopkins’ Nonprofit Counsel, contains summaries of private foundation court opinions and IRS rulings.

This book provides a reference for those who want or need a way to absorb the foundation rules and subsequently answer questions. (Those needing less detail and a quick answer to many of the private foundation law questions can consult Hopkins’ Private Foundation Law Made Easy (2008) or our other book, The Legal Answer Book for Private Foundations (2002), both published by John Wiley & Sons.)

We have had enormous support from John Wiley & Sons in the preparation of this book. Thanks are extended to Martha Cooley and Robin Sarantos for their assistance in conjunction with the first edition, and to Susan McDermott and Louise Jacob for all their help with the second edition. Likewise, we appreciate and value the assistance provided by Susan and Natasha A. S. Wolfe in connection with the preparation of this edition. We have had marvelous experiences on other occasions in working with the editors at Wiley, and the support we have received in connection with this book is a continuation of this fine Wiley tradition.

 

BRUCE R. HOPKINS 
JODY BLAZEK 
June 2008




Book Citations

Throughout this book, 10 books by the authors, all published by John Wiley & Sons, are referenced in this way:1. Hopkins, IRS Audits of Tax-Exempt Organizations: Policies, Practices, and Procedures (2008): IRS Audits.
2. Blazek, IRS Form 1023 Tax Preparation Guide (2005): Form 1023 Tax Preparation Guide.
3. Hopkins, The Law of Fundraising, Third Edition (2002): Fundraising.
4. Hopkins, The Law of Intermediate Sanctions: A Guide for Nonprofits (2003): Intermediate Sanctions.
5. Hopkins, The Law of Tax-Exempt Organizations, Ninth Edition (2007): Tax-Exempt Organizations.
6. Blazek, Nonprofit Financial Planning Made Easy (2008): Nonprofit Financial Planning Made Easy.
7. Hopkins, Planning Guide for The Law of Tax-Exempt Organizations: Strategies and Commentaries (2004): Planning Guide.
8. Hopkins, The Tax Law of Charitable Giving, Third Edition (2005): Charitable Giving.
9. Hopkins, The Tax Law of Unrelated Business for Nonprofit Organizations (2005): Unrelated Business.
10. Blazek, Tax Planning and Compliance for Tax-Exempt Organizations, Fourth Edition (2004): Tax Planning and Compliance.


 

The third, fifth, eighth, and tenth of these books are annually supplemented. Also, updates on all of the foregoing law subjects (plus private foundations law) are available in Bruce R. Hopkins’ Nonprofit Counsel, a monthly newsletter also published by Wiley.




CHAPTER ONE

Introduction to Private Foundations




§ 1.1 PRIVATE FOUNDATIONS: UNIQUE ORGANIZATIONS

There are well in excess of one million tax-exempt charitable organizations in the United States, yet only about 75,000 of them are classified, for federal tax purposes, as private foundations. This fact alone—this isolation of foundations purely for purposes of government regulation—makes private foundations unique.

The federal tax law specifically segregates private foundations from all other charitable entities, these other entities being generically referred to as public charities. Congress differentiated private foundations from other charities in 1969, and in so doing triggered a chain of reactions and developments in the tax law that shows no sign of playing out. In a move that made life more complicated for nearly all in the charitable community, the federal tax law presumes that all charitable organizations are private foundations. (The burden of proving non-private foundation status rests with each charitable organization; the process of rebutting the presumption is part of the procedure for filing for recognition of tax-exempt status.1) As another example of uniqueness, no other type of tax-exempt organization is accorded such a statutory focus.

Certainly the regulatory regime imposed on private foundations is unique. There is no category of tax-exempt organization that is subject to anything like the compliance burdens that comprise the sweep of Chapter 42 of the Internal Revenue Code. Even the origin of this legislation is unique: The mood of Congress during the course of its endeavors in this regard in the years leading up to the 1969 legislation was very anti-private foundation, with the nation’s legislature dismayed at the findings presented to it by the Department of the Treasury in a 1965 report and by a series of congressional hearings.2 The animosity, sometimes hostility, against private foundations that motivated members of Congress and the staff at that time is reflected in the legislation that quickly took shape that year.

When Congress targeted privately funded charities and gave them special status, the following sections were added to the Internal Revenue Code. These sections have operational constraints that govern the conduct of private foundations and impose excise taxes for failures to adhere to the rules.• IRC § 4940 Excise Tax Based on Investment Income
• IRC § 4941 Taxes on Self-Dealing
• IRC § 4942 Taxes on Failure to Distribute Income
• IRC § 4943 Taxes on Excess Business Holdings
• IRC § 4944 Taxes on Investments That Jeopardize Charitable Purpose
• IRC § 4945 Taxes on Taxable Expenditures
• IRC § 4946 Disqualified Persons
• IRC § 4947 Application of Taxes to Certain Nonexempt Trusts
• IRC § 4948 Foreign Private Foundations


Sanctions for failure to comply with private foundation rules potentially include a tax (called the Chapter 42 tax) on both the foundation and its disqualified persons, loss of tax exemption, and repayment of all tax benefits accrued during the life of the foundation for its funders and itself. Under certain circumstances, these taxes can be abated if the violation was due to reasonable cause, rather than for willful and intentional reasons, and if the violation is properly corrected.3

An abstract of the private foundation tax rules is provided in Exhibit 1.1 to serve as a guide to those planning to create a private foundation as well as those seeking to briefly review the rules applicable to private foundations. Use of this guide and those found throughout the book, particularly the compliance checklists, can aid foundation managers and their advisors who seek to maintain the foundation’s tax-exempt status and avoid sanctions.

Notwithstanding the turbulence within their legal setting, private foundations are a viable and valuable type of nonprofit organization. They are also unique in that they are often used as a means to accomplish the personal philanthropic goals of individuals. Some professional advisors discourage the formation of private foundations because of the complexity of the regulatory rules underlying and surrounding them. There is no question that the foundation rules are often more complicated than those applicable to public charities and other forms of exempt organizations. Nevertheless, the creation and operation of a private foundation can be a rewarding experience.

Private foundations are ideal charitable vehicles for many funders. One individual can create a foundation and be its sole trustee or director, and the entity can qualify for tax exemption. Commonly, a donor and his or her family members comprise the governing board of a private foundation. Absolute control of the organization by its founder and family members is permitted, although financial and other transactions between them and the foundation are tightly constrained by the tax law.

EXHIBIT 1.1 Brief Description of Federal Tax Rules Applicable to Private Foundations
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Funders who wish to be flexible in their grant-making programs may prefer a private foundation for a similar reason. While a grant payout requirement must be adhered to, there is considerable latitude in the design of its charitable programs. The foundation can maintain its own programs rather than fund others; this entity is the private operating foundation. Here a funder can establish the foundation, hire a staff, and work to further his or her own charitable purposes.

Another potential advantage is the fact that family members or other disqualified persons can be paid reasonable compensation with director or trustee fees for their services on the organization’s governing board. Disqualified persons can also be paid salaries for services rendered in their capacity as staff members. Those who learn the rules and plan well to adhere to them need not allow the tax law penalties to serve as a deterrent to creation of a private foundation.

Finally, a private foundation can serve as an ideal income and estate planning device for individuals with charitable interests. The classic example is a philanthropist who has publicly traded stock that is highly appreciated in value. A private foundation can be created, the securities contributed to the foundation and sold by that entity, and the philanthropist claims a charitable contribution deduction based on the full fair market value of the stock and avoids taxation of the capital gain.4 The foundation can retain the stock and endeavor to expand its base of principal, and essentially spend only the income from its investments for its charitable purposes.

Philanthropists who make charitable bequests by means of their wills can create private foundations to receive a portion of the bequest while they are living. Contributions to the foundations made during lifetime are deductible, thereby increasing the estate by reducing income tax. The property gifted to the private foundation and the undistributed income accumulating in the private foundation are not subject to estate tax. A private foundation can also be the remainder interest beneficiary of a charitable remainder trust created during the donor’s lifetime. This approach usually results in more after-tax money for the foundation and other beneficiaries.

This unique entity known as a private foundation is thus both heavily regulated by a body of extensive and complex law and a very useful charitable planning vehicle. To achieve the optimum in charitable giving and granting by means of a private foundation, the management and advisors to the foundation must master this body of law. The pages that follow are intended to be a guide to that end.

Philanthropists seeking to avoid the constraints applicable to private foundations should explore the pros and cons of establishing a supporting organization or a donor-advised fund.5




§ 1.2 DEFINITION OF PRIVATE FOUNDATION

The federal tax law defines the term private foundation as a domestic or foreign charitable organization, other than one of the entities collectively known as public charities.6  Thus, one way to view a private foundation is as a charitable organization7 that cannot or does not qualify as a form of public charity.

Each U.S. and foreign charitable organization is presumed to be a private foundation; this presumption is rebutted by a showing that the entity is a church, school, hospital, medical research organization, publicly supported charity, a supporting organization, or an organization that tests for public safety.8 That is, by operation of law, if a charitable organization cannot be classified as a public charity, it is (or becomes) a private foundation.9

Despite the absence of a generic definition of the term, a private foundation essentially is a tax-exempt organization that has these characteristics: (1) it is a charitable organization, (2) it is funded from one source (usually an individual, a family, or a business), (3) its ongoing revenue is derived from investments (in the nature of an endowment fund), and (4) it makes grants to other charitable organizations rather than operate its own program (unless it is a private operating foundation). Congress could have crafted an affirmative definition of the term private foundation, using these criteria, but the statutory scheme enacted in 1969 was, as noted, developed in a strenuously anti-private foundation environment and the “definition” was thus devised in a manner to make it as encompassing as possible. (Indeed, the statutory definition is actually one of what a private foundation is not, rather than a definition of what a private foundation is.)

If circumstances change, or if its creators wish it, a private foundation can terminate its private foundation status. This happens most frequently where the organization’s level or mix of funding is such that it can qualify as a publicly supported charity or where the organization converts to a supporting organization. A private foundation can distribute all of its assets to a public charity and dissolve itself or can merge into one or more other private foundations.10




§ 1.3 HISTORY AND BACKGROUND

Private foundations have long been much-maligned entities, not only in the federal tax laws but within society at large. Their history, which is extensive, is rich with many successes and strewn with few abuses.11 They are vehicles for some of the most humanitarian and progressive acts, yet whenever a list of tax “reforms” is compiled, private foundations, and/or the tax law rules that apply to them, always seem to attract much attention.

A private foundation is a unique breed of tax-exempt organization, in that while it is recognized as charitable, educational, or the like, it is usually controlled and supported by a single source, for example, one donor, a family, a company. This one characteristic, which the Internal Revenue Service (IRS) has recognized as an indirect but nonetheless qualifying means of support of charity,12 spawns several criticisms, including alleged irresponsive governance and inadequate responses to perceived needs. Private foundations are similarly chastised for being elitist, playthings of the wealthy, and havens for “do-gooders” assuaging their inner needs by dispensing beneficence to others.13

More serious criticisms of private foundations are that they further various tax inequities, are created for private rather than philanthropic purposes, and do not actually achieve charitable ends.14 As will be developed in subsequent chapters, nearly all of the abuses—perceived or otherwise—involving private foundations were eradicated as the result of enactment of the Tax Reform Act of 1969.15

The origins of private foundations are traceable to the genesis of philanthropy itself. Foundations as legal entities were recognized in the Anglo-Saxon legal system and were fostered in the United States by the law of charitable trusts. Charitable endowments in America are essentially creatures of common law, although amply sustained in statutory laws concerning taxes, corporations, decedents’ estates, trusts, and property.16 The modern American foundation is of relatively recent vintage, dating back to the mid-nineteenth century. Many of the well-known foundations are reflective of the great fortunes established at the advent of the 1900s. Foundations proliferated after World War II, in large part because of favorable economic conditions and tax incentives. More recently, private foundations founded and funded by those successful in the realm of technology are being added to the list of the nation’s largest charities.

Foundations were not defined (albeit indirectly) in the Internal Revenue Code (nor in any other federal statute) until 1969—though not because of lack of interest in them by Congress. They were investigated, for example, by the “Walsh Committee” (the Senate Industrial Relations Committee) from 1913 to 1915 for allegedly large stock-holdings, by the “Cox Committee” (House Select Committee to Investigate and Study Educational and Philanthropic Foundations) in 1952, by Representative B. Carroll Reece in 1954 (the House Special Committee to Investigate Tax-Exempt Foundations and Comparable Organizations) for alleged support of subversives, and by Representative Wright Patman throughout the 1960s for allegedly tending more to private interests than public benefit. Congressman Patman’s inquiries and others’ culminated in the extensive foundation provisions of the Tax Reform Act of 1969,17 which introduced the first statutory definition of the term private foundation. Yet a more expressive definition is: “. . . a nongovernmental, nonprofit organization, with funds and program managed by its own trustees or directors, and established to maintain or aid social, educational, charitable, religious, or other activities serving the common welfare.”18

Controversy persists over the appropriate role for foundations in America—or whether they should exist at all. Foundations are attacked by some as too uninvolved in current issues and problems and by others as too effective in fomenting social change.19 The federal government is now spending billions of dollars in the realms of health, education, and welfare, formerly the preserves of private philanthropy. Recent years have also borne witness to intensified drives for tax “reform,” tax “equality,” and tax “simplification.” These and other developments have made the tax treatment for private foundations and their donors even more vulnerable.

Notwithstanding a variety of anti-foundation developments in the regulatory context, Congress and the executive branch of the federal government have, on occasion, affirmed their support for private foundations. For example, the Department of the Treasury had this to say about the value of foundations:

Private philanthropy plays a special vital role in our society. Beyond providing for areas into which government cannot or should not advance (such as religion), private philanthropic organizations can be uniquely qualified to initiate thought and action, experiment with new and untried ventures, dissent from prevailing attitudes, and act quickly and flexibly.


Private foundations have an important part in this work. Available even to those of relatively restricted means, they enable individuals or small groups to establish new charitable endeavors and to express their own bents, concerns, and experience. In doing so, they enrich the pluralism of our social order. Equally important, because their funds are frequently free of commitment to specific operating programs, they can shift the focus of their interest and their financial support from one charitable area to another. They can, hence, constitute a powerful instrument for evolution, growth, and improvement in the shape and direction of charity.20


Private foundations are an integral component of a society that values individual responsibility and private efforts for the public good. One organization championing foundations advances the following rationale:

Foundations have the particular characteristic of serving as sources of available capital for the private philanthropic service sector of our society in all its range and variety. They thus help make possible many useful public services that would in most cases otherwise have to be provided by tax monies. They offer “the other door on which to knock,” without which many volunteer activities would not be initiated and others could not be continued. They are there to respond both to new ideas and [to] shifting social needs with a freedom and flexibility that is not common to or easy for government agencies. Finally, as centers of independent thought and judgment in their own right, they help support freedom of thought, experimentation, and honest criticism directed at pressing needs of the society, including even the scrutiny and evaluation of governmental programs and policies.21


Private foundations today number, as noted, about 75,000 charitable organizations. With community foundations included, it has been estimated that foundation grant-making in 2006 totaled $36.5 billion, accounting for 12.4 percent of total estimated charitable giving for that year. This amount of grant-making constituted a 12.6 percent increase in private foundation funding (9.1 percent adjusted for inflation) compared with the final amount of $32.41 billion in foundation grant-making in 2005. Grant-making by private foundations has increased an average of 4.4 percent annually since 1966 (adjusted for inflation), with the annual increase in this type of funding in the past 10 years averaging 9.3 percent (notwithstanding the fact that there was no growth of this nature in 2002 and 2003).22

A report observed that an “increasing number of donors are creating funds and foundations as a vehicle for making gifts,”23 stating that from 2001 to 2005 the number of family foundations rose from 27,804 to 33,994 (a rate of growth of 22.3 percent). All independent foundations (including family foundations) increased from 55,120 in 2001 to 63,059 in 2005 (a growth rate of 14.4 percent). In 2001, family foundations constituted 50 percent of the independent foundations; in 2005, this percentage was 55 percent.24

In 2005, one-half of family foundations granted less than $50,000 each. Approximately 6 percent of family foundations reported grant-making of at least $1 million for 2005; the remaining 44 percent of the other half of family foundations made grants between $50,000 and $1 million, with most of the entities in that group granting between $100,000 and $500,000. In general, it was reported, family foundations “were more likely than independent foundations overall to make grants for education, health, the environment (including animal protection), and religion.25 Foundation funding in 2005 was allocated as follows: education (23.9 percent), health (22.2 percent), public-society benefit (14.3 percent), human services (14.2 percent), arts (12.4 percent), environment and animals (6.8 percent), international affairs and development (3.5 percent), and religion (2.6 percent).26

According to one source, the “principal factors driving growth in foundation giving in 2006 were strong gains in the stock market and a higher level of new foundation establishment that was seen in the early 2000s.”27 More specifically, the following trends were seen as important to private foundation grant-making in 2006: (1) unexpectedly strong growth in assets; (2) faster rate of establishment of private foundations and of new giving to foundations (with a 35 percent increase in such giving between 2004 and 2005); (3) higher levels in grant-making than required by the payout rules,28 in part because of the number of relatively new foundations that function as pass-through vehicles for giving by donors during their life; and (4) various private operating foundations29 created by pharmaceutical companies that distributed more than $3 billion in fair-market value of medicines and other products to needy patients.30

In general, the future for private foundations remains bright. The great regulatory surge that swept over them (and swept many of them away) has moved on to other types of nonprofit organizations. The federal income tax laws, while complex, are conducive to the establishment and operation of private foundations. Nonetheless, as subsequent chapters demonstrate and as the U.S. Tax Court observed, “classification as a private foundation is burdensome.”31




§ 1.4 FOUNDATIONS IN OVERALL EXEMPT ORGANIZATIONS CONTEXT

Within the realm of tax-exempt organizations, there are relatively few private foundations; they account for about 5 percent of exempt organizations.32

Nearly all tax-exempt organizations are identified as such by federal statute.33  Some, mostly governmental entities, are exempt in accordance with a constitutional law doctrine, such as the doctrine of intergovernmental immunity.

Of those tax-exempt organizations that have a statutory authorization, more than 50 percent are charitable in nature.34 The term charitable encompasses entities that are “charitable” in a technical sense as well as those that qualify as educational, religious, scientific, and like entities. Each of these types of entities is defined in the federal tax law.35

There are, however, many additional types of tax-exempt organizations other than those that are charitable in nature. Other exempt organizations (often ones that private foundations will encounter) include title-holding corporations,36 social welfare organizations,37 labor organizations,38 business and professional associations,39  social clubs,40 fraternal organizations,41 veteran’s organizations,42 and political organizations.43




§ 1.5 DEFINITION OF CHARITY

A private foundation must be operated for charitable purposes. For the most part, this means that a foundation must confine its grant-making and other programs to charitable purposes. One of the many responsibilities, then, of private foundation management is to be certain that each of the foundation’s grantees, or its programs, qualify under one or more rationales for being charitable.

The federal tax law definition of the term charitable is based on English common law and trust law precepts. Federal income tax regulations recognize this fact by stating that the term is used in its “generally accepted legal sense.”44 At the same time, court decisions continue to expand the concept of charity by introducing additional (more contemporary) applications of the term. As one court observed, evolutions in the definition of the word charitable are “wrought by changes in moral and ethical precepts generally held, or by changes in relative values assigned to different and sometimes competing and even conflicting interests of society.”45

The term charitable in the federal income tax setting, in the more technical sense, embraces a variety of purposes and activities. These include relief of the poor and distressed or of the underprivileged, the advancement of religion, advancement of education, advancement of science, lessening of the burdens of government, community beautification and maintenance, promotion of health, promotion of social welfare, promotion of environmental conservancy, advancement of patriotism, care of orphans, maintenance of public confidence in the legal system, facilitating student and cultural exchanges, and promotion and advancement of amateur sports.46

Charitable organizations, as that term is used in the most encompassing manner, includes educational organizations. In addition to institutions such as schools, colleges, universities, museums, and libraries, educational organizations are those that (1) provide instruction or training of individuals in a variety of subjects for the purpose of improving or developing their capabilities or (2) instruct the public on subjects useful to the individual and beneficial to the community.47

Religious organizations are part of the community of charitable organizations. These entities are churches and other membership and nonmembership religious organizations. For reasons of constitutional law, the terms religion and religious cannot be accorded a definition applied by governmental agencies.48

Scientific organizations are, for the most part, those that engage in scientific research. Entities that are scientific in nature may have as their primary purpose the dissemination of scientific information by such means as publications and conferences. These organizations may also be considered educational in nature.49




§ 1.6 OPERATING FOR CHARITABLE PURPOSES

A private foundation, as is the case with all tax-exempt charitable organizations, must meet a standard for qualification as a charitable organization, referred to as the operational test. This test requires that the private foundation operate exclusively to accomplish one or more of the eight purposes referenced in the Internal Revenue Code: religious, charitable, scientific, testing for public safety, literary, or educational purposes, or to foster national or international amateur sports competition, or for the prevention of cruelty to children or animals.50 The term exclusively for purposes of the organizational test does not literally mean exclusively, but rather means primarily.51 Consequently, the conduct of some amount of nonexempt activity is permitted for organizations qualifying for tax exemption as charitable organizations. Due to the application of the private foundation sanctions,52 however, a private foundation must operate only, or truly exclusively, for one or more of the named charitable purposes. The organizational test also requires that the organization’s articles of organization provide that no part of the net earnings of the corporation, community chest, fund, or foundation inure to the benefit of any private shareholder or individual.53 Simply stated, a private foundation may not operate to accomplish the private purposes or serve the private interests of its founders, those who control it, those who fund it, or their families—these persons are termed disqualified persons.54

A qualifying private foundation promotes the general welfare of society. Evidence for satisfaction of this operational test is found not only in the nature of the nonprofit’s activities but also in its sources of financial support, the constituency for whom it operates, and the nature of its expenditures. The presence of a single non-exempt program, if substantial in nature, will destroy the exemption regardless of the number or importance of the truly exempt purposes.55

The benefit to an individual participating in a foundation’s programs is acceptable when the activity itself is considered a charitable pursuit. Examples of these benefits are the advancement a student receives from attending college and the relief from suffering experienced by a sick person. The standards of permissible individual benefit are different for certain of the eight categories of charitable purpose and the distinctions are sometimes vague and not necessarily logical. For example, promoting amateur sports competition is treated as an exempt purpose, but maintaining an athletic facility that restricts its availability to less than the entire community is not charitable.56 A sports club serving only its individual members is not charitable,57 but a fitness center promoting health and available to the general public may qualify as a charitable organization.58 Visiting a museum or attending a play is recognized as educational, but attending a semiprofessional baseball game is not.59

To prove that its programs benefit the public, rather than private individuals, a private foundation often must be found to benefit an indefinite class of persons—a charitable class—rather than a particular individual or a limited group of individuals. It may not be “organized or operated for the benefit of private interests such as designated individuals, the creator’s family, shareholders of the organization or persons controlled, directly or indirectly, by such private interests.”60 Thus, a trust established to benefit an impoverished retired minister and his wife cannot qualify.61 Likewise, a fund established to raise money to finance a medical operation, rebuild a house destroyed by fire, or provide food for a particular person does not benefit a charitable class. An organization formed by merchants to relocate homeless persons from a downtown area was found to serve the merchant class and promote their interests, rather than those of the homeless or the citizens.62 In explaining the meaning of the word charitable, the regulations also deem federal, state, and local governments to be charitable entities by stipulating that relieving their burdens is a form of charitable activity qualifying for tax exemption.63

A comparatively small group of individuals can be benefited as long as the group is not limited to identifiable individuals. The class need not be indigent, poor, or distressed. 64 A scholarship fund for a college fraternity that provided school tuition for deserving members was ruled to be a tax-exempt foundation,65 but a trust formed to aid destitute or disabled members of a particular college class was deemed to benefit a limited class. The “general law of charity recognizes that a narrowly defined class of beneficiaries will not cause a charitable trust to fail unless the trust’s purposes are personal, private or selfish as to lack the element of public usefulness.”66 Criteria for selection of eligible beneficiaries should be followed, and evidence used to choose eligible individuals—case histories, grade reports, financial information, recommendations from specialists, and the like—should be maintained.

A genealogical society tracing the migrations to and within the United States of persons with a common name was found to qualify as a tax-exempt social club, rather than a charity. Although there was educational merit in the historical information compiled, the private interest of the family group was held to predominate.67 If membership in the society is open to all and its focus is educational—presenting lectures, sponsoring exhibitions, publishing a geographic area’s pioneer history—it may be classified as charitable.68 In contrast, a society limiting its membership to one family and compiling research data for family members individually cannot qualify for tax exemption.69

A simple way to prove that an organization operates to benefit a charitable class is for the organization to regrant its monies only to another public charitable organization. Congress imposed such a system on private foundations in 1969 to constrain their grant-making freedom, as described in the analysis of the expenditure responsibility rules.70 Private foundations can grant monies to individuals and nonpublic entities for a charitable purpose, but only if they enter into a formal contractual agreement with the grant recipient or obtain IRS approval in advance for individual grant programs. Although there are no such formal rules for public charities, a similar burden to prove that grant funds reach a charitable class exists. The IRS inserts the following language in the determination letters of grant-making public charities:

This determination is based upon evidence that your funds are dedicated to the purposes listed in section 501(c)(3). To assure your continued exemption, you should maintain records to show that funds are expended only for such purposes. If you distribute funds to other organizations, your records should show whether they are exempt under section 501(c)(3). In cases where the recipient organization is not exempt under section 501(c)(3), there should be evidence that the funds will remain dedicated to the required purposes and that they will be used for those purposes by the recipient.


 

An organization’s tax-exempt status was revoked because it failed to prove that its individual refugee relief payments were made to members of a charitable class. The IRS agreed to reinstate the exemption only if all payments were made directly to charitable organizations, governmental units, or organizations that would otherwise qualify as public charities (presumably foreign relief groups such as the World Health Organization or the United Nations Relief Agency).71 Similarly, an organization lost its tax-exempt status for lack of evidence that it served a charitable class.72 The organization operated canteen-style lunch trucks and argued that the food was provided to needy persons on a donation or “love offering basis.” The evidence found lacking by the court included:• There was no record of the number of persons, if any, receiving food items for free or below cost nor the number of customers who were impoverished or needy persons;
• No tally of sales below fair market value was maintained; and
• Written statements of the organization did not show that food was offered to anybody free or below cost.


The some 9,000 current and former employees, volunteers, and families of an exempt healthcare provider were found by the IRS to be a sufficiently large class of beneficiaries to qualify as a charitable class. Gifts to the assistance fund created by the hospital were ruled deductible as charitable gifts because they were not earmarked for any specific person. The IRS also noted that the contributions were not made with the expectation of individual financial benefit, but instead were voluntary gifts to provide assistance to financially needy persons suffering economic hardship due to accident, loss, or disaster.73

The IRS, however, subsequently adopted a contrary position and reversed its ruling that a company foundation’s disaster relief program was charitable.74 Although there was some public benefit from the foundation’s provisions of assistance in times of disaster or financial crisis, the IRS found no assurance that selection of beneficiaries solely among employees of a particular employer serves the best interests of the public. Instead, the foundation was deemed to serve “the private interests of X and its subsidiaries who utilize such benefit programs to recruit and retain a more stable and productive workforce.” Because the beneficiaries were a designated or limited group—employees of a specific company—they did not constitute a charitable class and the foundation could not qualify for a tax exemption. For the same reasons, the disbursements made by the foundation were taxable expenditures75 of benefit to the company officials and owners. Because the benefit to the company was more than incidental and tenuous, the grants distributed by the foundation also resulted in acts of self-dealing.76 Additionally, the expenditures did not constitute qualifying distributions 77 because they did not serve a charitable purpose.

A similar issue can arise in connection with a company foundation’s scholarship plan. To qualify as a charitable program, this type of plan must meet mathematical tests essentially designed to limit the probability of an employee’s qualification to assure that such foundations do not overly serve the private interests of an employer.78




§ 1.7 ORGANIZATIONAL RULES

One of the fundamental requirements in the law pertaining to tax-exempt organizations, particularly charitable ones, is that these organizations must be organized for one or more tax-exempt purposes. This is known as the organizational test.79

The organizational test for charitable organizations, in general, emphasizes two requirements. One focuses on the organization’s statement of purposes, requiring language that articulates a charitable end and forbidding language that may empower the organization to engage, to more than an insubstantial extent, in noncharitable activities or to pursue noncharitable purposes.80 The other mandates a dissolution clause, which directs the passage of the organization’s assets and net income, in the event of its dissolution or liquidation, for charitable ends, usually by causing transfer of the assets and income to one or more other charitable organizations.81

There is, however, a separate and additional organizational test for private foundations. A private foundation cannot be exempt from federal income tax (nor will contributions to it be deductible as charitable gifts) unless its governing instrument or the provisions of state law applicable to it include provisions, the effects of which are to require distributions at such time and in such manner as to comply with the annual payout rules and prohibit the foundation from engaging in any act of self-dealing, retaining any excess business holdings, making any jeopardizing investments, or making any taxable expenditures.82 Generally, these provisions must be in the foundation’s articles of organization83 and not merely in its bylaws.84

The provisions of the governing instrument of a private foundation or applicable state law must require or prohibit, as the case may be, the foundation to act or refrain from acting so that the foundation, and any foundation managers or other disqualified persons with respect to the foundation, will not be liable for any of the private foundation excise taxes.85 The governing instrument of a nonexempt split-interest trust86 must contain comparable provisions in respect to any of the applicable private foundation excise taxes.87

Specific reference in the governing instrument to the appropriate sections of the Internal Revenue Code is generally required, unless equivalent language is used that is deemed by the IRS to have the same full force and effect. A governing instrument that contains only language sufficient to satisfy the requirements of the organizational test for charitable organizations in general, however,88 does not meet the specific requirements applicable with respect to private foundations, regardless of the interpretation placed on the language as a matter of law by a state court.89 A governing instrument of a private foundation does not meet these organizational requirements if it expressly prohibits the distribution of capital or corpus.90

A private foundation’s governing instrument is deemed to conform with the requisite organizational requirements if valid provisions of state law have been enacted that require the foundation to act or refrain from acting so as not to subject it to any of the private foundation excise taxes or that treat the required provisions as being contained in the foundation’s governing instrument.91 The IRS ruled as to which state statutes contain sufficient provisions in this regard.92

Any provision of state law is presumed to be valid as enacted and, in the absence of state law provisions to the contrary, applies with respect to any private foundation that does not specifically disclaim coverage under state law (either by notification to the appropriate state official or by commencement of judicial proceedings).93 If a state law provision is declared invalid or inapplicable with respect to a class of foundations by the highest appellate court of the state involved or by the U.S. Supreme Court, the foundations covered by the determination must meet the private foundation organizational requirements within one year from the date on which the time for perfecting an application for review by the Supreme Court expires. If this application is filed, these requirements must be met within one year from the date on which the Supreme Court disposes of the case, whether by denial of the application for review or decision on the merits.94 If a provision of state law is declared invalid or inapplicable with respect to a class of foundations by a court of competent jurisdiction, and the decision is not reviewed by the highest state appellate court or the Supreme Court, and the IRS notifies the general public that the provision has been declared invalid or inapplicable, then all private foundations in the state involved must meet these organizational requirements, without reliance on the statute to the extent declared invalid or inapplicable by the decision, within one year from the date the notice is made public.95 These rules do not apply to a foundation that is subject to a final judgment entered by a court of competent jurisdiction, holding the law invalid or inapplicable with respect to the foundation.96

In one case, a charitable trust created by will in 1967 had its trust instrument amended by court order to enable the trust, a private foundation, to comply with the organizational requirements.97 In a similar case, the trustees of a private foundation were permitted by a state court to modify a trust document to facilitate compliance by the foundation with these organizational rules.98




§ 1.8 PRIVATE FOUNDATION SANCTIONS

The federal tax rules pertaining to private foundations are often stated as if they are laws, in the sense of rules as to human conduct. This is technically not the case, in that these rules—comprising part of the Internal Revenue Code—are cast as tax provisions. Thus, the law states that if a course of conduct is engaged in, the imposition of one or more taxes will be the (or a) result. For example, there is no rule of law that states that a private foundation may not engage in an act of self-dealing; rather, the law is that an act of self-dealing will trigger tax.

Each of the private foundation rules, then, is underlain with a series of taxes. For the most part, these are portrayed as excise taxes. The taxes are severe and are intended to deter or stimulate conduct, rather than to raise revenue.

Indeed, these excise taxes are more accurately characterized as penalties. For example, the legislative history of the self-dealing rules is replete with references to the tax sanctions as “penalties.” The report of the House Committee on Ways and Means accompanying its version of the 1969 tax legislation stated that the “permissible activities of private foundations . . . are substantially tightened to prevent self-dealing between the foundations and their substantial contributors.”99 The Committee added that it “has determined to generally prohibit self-dealing transactions and provide a variety and graduation of sanctions.”100 In this report there are numerous references to these sanctions as constituting “prohibitions” or arising out of “prohibited” conduct. Identical or similar language appears in the report of the Senate Committee on Finance in its version of the 1969 legislation.101 This continues to be the view of Congress on the subject, in that a report of the Ways and Means Committee issued in 1996 refers to the private foundation rules as a “penalty regime.”102

The courts, as well, view these private foundation tax provisions as penalties. For example, two federal appellate courts rejected the argument that the self-dealing taxes are mere excise levies and held that these taxes are penal in nature.103 This wide-ranging view that the private foundation rules are sanctioned by penalties inevitably leads to the view that the rules broadly encompass foundations’ operations. Certainly the IRS accords the broadest of interpretations to this area of the law and, correspondingly, strict and narrow readings as to the exceptions.

Because of the nature of this statutory tax structure, a person subject to tax does not merely pay it and continue with the transaction and its consequences, as is the case with nearly all other federal tax regimes. This structure weaves a series of spiraling taxes from which the private foundation (and/or disqualified person(s)) can emerge only by paying one or more taxes and either correcting (undoing) the transaction involved by repaying the money or returning assets or having the foundation’s income and assets confiscated by the IRS.

The private foundation rules collectively stand as devices Congress created for the purpose of curbing what was perceived as a host of abuses being perpetrated through the use of private foundations by those who control or manipulate them (disqualified persons).104 Congress addressed the problems from several directions, principally through prohibitions on self-dealing,105 mandatory payouts for charitable purposes,106  prohibitions on substantial holdings of business enterprises,107 prohibitions on engaging in jeopardizing (speculative) investments,108 and a cluster of other banned activities, the funding of which is considered taxable expenditures.109 These and other related provisions comprise Chapter 42 of the Internal Revenue Code. Similar constraints were placed on certain supporting organizations and donor-advised funds 2006.110

The taxes imposed for violation of the private foundation rules are structured as a tripartite level of taxation: initial (first-tier) taxes, additional (second-tier) taxes, and the involuntary termination (third-tier on confiscation) taxes. The first and second of these taxes are characterized as excise taxes and are outlined in Exhibit 1.2.111 The third of these taxes is imposed when the IRS requires termination of the foundation due to flagrant violations of the rules.112 Form 4720 is filed to report the incidents and calculate any taxes due.113

EXHIBIT 1.2 Private Foundation Excise Taxes
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The penalty provisions of these excise taxes do not contain exception, or excuse, for imposition of the penalty on the private foundation for failure to comply with the specific provisions. The regulations accompanying these provisions, however, contain relief for those foundation managers who do not condone, or participate in the decision to conduct, a prohibited action. Until 1984, the penalties were strictly applied.114 Congress in 1984 added statutes115 to permit abatement of the penalties imposed on both the foundation and its managers if it is established to the satisfaction of the IRS that:• The taxable event was due to reasonable cause and not to willful neglect, and
• The event was corrected within the correction period for such event.


To allow abatement, the actions of the responsible foundation officials must be considered. Although one of these provisions116 is titled “Definitions,” neither it nor the regulations define the terms reasonable cause or willful neglect. There have not been any court decisions and only one IRS private determination117 concerning abatement of these penalties. In a ruling concerning a taxable expenditure penalty for failure to seek advance approval of a scholarship plan, there was no mention of abatement.118

The regulations pertaining to the penalties imposed on self-dealers, on managers approving of self-dealing, jeopardizing investments, and taxable expenditures, however, contain definitions that one must hope can be applied to justify abatement of the penalties. The definitions of reasonable cause and willful are the same as those listed above. The officials of private foundations must show that they used good business judgment exercised with ordinary business care and prudence. They must show that they made a good faith effort to follow the rules by seeking the advice of qualified professionals. All of the facts and circumstances of the foundation’s activities must be fully disclosed to such advisors.

For the foundation’s penalty to be abated, its managers must also prove that the failure was due to reasonable cause and not to willful neglect. A bankruptcy judge found that a trustee had not demonstrated conscious, intentional, or reckless indifference in failing to file a return or obtain an extension, so reasonable cause for abating penalties existed.119

Under the general rules pertaining to tax penalties,120 the determination of whether a taxpayer’s actions were due to reasonable cause in good faith is made on a case-by-case basis. According these rules, “generally, the most important factor is the extent of the taxpayer’s effort to access the taxpayer’s proper tax liability. Circumstances that may indicate reasonable cause and good faith include an honest misunderstanding of fact or law that is reasonable in light of all of the facts and circumstances, including the experience, knowledge, and education of the taxpayer.” This regulation provides that reliance on the advice of a professional tax advisor does not necessarily demonstrate reasonable cause and good faith. This type of reliance, however, constitutes reasonable cause and good faith if, under all the circumstances, the reliance was reasonable and the taxpayer acted in good faith. Reliance on the opinion or advice of a professional is considered reasonable cause if:• The taxpayer did not know, or should not have known, that the advisor lacked knowledge in the relevant aspects of federal tax law.
• The advice was based on all pertinent facts and circumstances and the tax law as it relates to the matter involved, including the taxpayer’s purpose for entering into the transaction and for structuring a transaction in a particular manner.
• The advice is based on reasonable factual or legal assumptions and does not unreasonably rely on the representations, statements, findings, or agreements of the taxpayer or any other person.


The second-tier taxes may also be abated.121

When enacted in 1969, the private foundation rules were unique. The statutory scheme devised by Congress had no precedent in the tax law. (The only other prior occasion when Congress levied a tax on otherwise tax-exempt organizations was on adoption of the tax on unrelated business income, implemented in 1950.122) But in the immediate aftermath of enactment of the foundation rules, speculation started as to whether and to what extent this new approach might be extended to other tax-exempt organizations, principally public charities.123 Since then, the rules engendered to reform the conduct of private foundations have been replicated, in varying degrees, by Congress four times, principally with respect to the operations of public charities: taxes on lobbying expenditures,124 taxes on political campaign expenditures,125 and taxes on the rendering of excess benefits to disqualified persons.126 Thus, private foundations law set in motion the use of a tax scheme that has been utilized since and undoubtedly will be used again. But the amount of interpretative law built up around these statutory rules is most extensive in respect to private foundations.





CHAPTER TWO

Starting and Funding a Private Foundation

 

 

 

Creating a private foundation, while not a simple matter, need not be an overly complicated process and, it is hoped, can be accomplished efficiently using the resources in this book. As a prelude to the specific requirements for forming and funding a foundation, Exhibit 2.1 provides a brief overview of the steps taken in the formation stage of a private foundation’s life.




§ 2.1 CHOICE OF ORGANIZATIONAL FORM

For the most part, the federal tax law does not mandate a specific organizational form for entities to qualify for tax-exempt status. Certainly there is no required form for private foundations. The federal law provision describing the exemption criteria for charitable organizations127 refers to organizations that constitute a “corporation, community chest, fund, or foundation.” Except for the word corporation, however, these terms do not connote organizational forms. Thus, in determining the organizational form for a private foundation, the statutory law is of no utility, in as much as it refers only to foundation (or fund).

EXHIBIT 2.1 Steps in Creating a Private Foundation
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Generally, the form choices for nonprofit organizations, including private foundations, in relation to tax exemption are nonprofit corporation, trust (lifetime or testamentary), and unincorporated association.128 Whatever the form, the organization is created by means of a set of articles of organization.129

An unincorporated association usually is a membership entity, the articles of organization of which are termed a constitution. This form is rarely suitable for private foundations. Thus, nearly all private foundations are constituted as trusts or non-profit corporations.

Traditionally, private foundations have been created as trusts, particularly where their founders are individuals. The type of a trust established during a founder’s (grantor’s) lifetime is technically known as an inter vivos trust; one created by means of an individual’s will is a testamentary trust. For a testamentary trust, a section of the creator’s will constitutes the articles of organization. With a lifetime trust, the articles of organization will be in the form of a declaration of trust (where the grantor establishes the trust in a document stating the fact of the trust) or a trust agreement (where the grantor contracts with a person, such as a financial institution, to be the trustee of the trust). Some choose to create a trust because their governance provisions often cannot be changed without judicial approval.

While the trust form is still used today, it is common to establish a private foundation as a nonprofit corporation. The principal reason for this is the limitation on personal liability, for directors (trustees) and officers that the corporate form affords. The nonprofit corporation’s articles of incorporation commonly can be changed by existing directors. This type of entity almost always has a set of operational rules, usually termed its bylaws.

There are other considerations in this regard as well, being matters of state law. Some states have less regulatory oversight over charitable trusts than nonprofit corporations. Thus, for example, the trust organizing document may not have to be filed with the state and/or the state may not have annual reporting requirements. Therefore, a state’s regulatory environment may offer greater privacy, perhaps anonymity, to those who operate a private foundation in trust form. State law may permit one trustee of a trust, where three directors of a corporation may be required. All of these factors, of course, should be assessed and weighed when selecting the form of a private foundation in a particular state.130

In some instances, such as where the foundation is established as a testamentary trust, the trustee or trustees of the trust are given the discretionary authority by the grantor (decedent) to, after the grantor’s death, convert the trust to the corporate form.

An alternate to the private foundation is an account within a charitable organization that is classified as a public charity.131 These accounts are usually referred to as funds; the most common of them is known as the donor-advised fund.132




§ 2.2 FUNDING A FOUNDATION

Most private foundations are initially funded by contributions from the individuals or for-profit companies that create them. As discussed, private foundations are private in nature because they are funded from one source—usually an individual, family, or corporation. Some private foundations receive subsequent and ongoing annual contributions from the original donor and others following the founding gift. A significant, and in many cases sole, source of support for private foundations is income derived from investment of the contributed funds. Less commonly, a public charity ceases to conduct fundraising activities or fails to qualify as a supporting organization, and consequently becomes a private foundation.

A private foundation created by one or more individuals may be established during the lifetime of one or more of them or by means of their estates. That is, a private foundation can be created entirely by one or more lifetime gifts or it can be created wholly in testamentary form. Some foundations are established as a blend of these approaches: The foundation is initially and annually funded by an individual, and he or she subsequently additionally funds the foundation from his or her estate. Certainly family members and others can fund a foundation established by another, again either during their lifetimes and/or by means of their estates.

There are no limitations in the law as to the amount that can be contributed to a private foundation or the number of persons who may donate to a foundation. In regard to the former, however, there are limits as to the deductibility of contributions. 133 As to the latter, the broader the base of economic support, the greater the likelihood that the foundation will qualify as a publicly supported charity.134

Private foundations may be funded with money or property; this property can include securities, artwork, real estate, and other assets. There are constraints in this regard as to gifts of property, however. For example, a gift of a business enterprise to a private foundation could cause problems in relation to the rules on excess business holdings, although there are special rules extending the time that contributed excess holdings may be held by a private foundation.135 As another illustration, a gift of property with an indebtedness could generate unrelated business income or self-dealing.136

As another example, assume a married couple wants to leave 1,000 acres of farmland to a private foundation on their death and wishes to stipulate that the property cannot be developed or broken up into small parcels. Several issues must be considered in making such a gift. Again, due to the excess business holdings rules, the foundation is prohibited from operating the farm as a business itself, although it can convert the land to passive investment property by renting the land to someone else to farm. As investment property, the full fair market value of the farmland would be includible in the foundation’s asset base for calculating its annual mandatory payout. If the net rental income, less associated expenses, is below that amount and the foundation has few other income-producing assets, the foundation might find itself unable to meet its mandatory charitable distribution requirement.137

One of the chief features of the federal tax rules concerning charitable giving is that the deductible amount, in the instance of a gift of property, is generally equal to the full fair market value of the property at the time of the gift. The amount of appreciation in the property (the amount exceeding the donor’s basis), which would be taxed if sold, escapes income taxation. Thus, where the property has increased in value (appreciated property), the charitable deduction generally is based on that higher value and the capital gain that would be recognized had the property been sold is not subject to tax. Yet there are tax rules in this regard that are disadvantageous to private foundations, in that gifts of appreciated property to them generally are deductible only to the extent of the donor’s basis in the property. This means, therefore, that the appreciation element in the property often cannot be used in calculating the charitable deduction where the donee is a private foundation. At the same time, there is a rule—in the nature of an exception to the exception—by which most publicly traded securities can be contributed to a private foundation and the deduction based on the full fair market value of the securities as of the date of the gift. The value of shares of readily marketable securities is fully deductible so long as the donation represents no more than 10 percent of the value of the company.138

It continues to be the case that gifts of most types of appreciated property—such as land, collectibles, partnership interests, or closely held company stock—to a private foundation are limited in their deductibility to the donor’s tax basis in the property.

A private foundation may be funded by an individual during his or her lifetime by means of a planned gift, which is to say a gift of a partial interest in property rather than an outright gift. A planned gift may also be made on a testamentary basis.139




§ 2.3 ESTATE PLANNING PRINCIPLES

Private foundations are often created out of decedents’ estates. One mechanism to accomplish this is the establishment, by will, of a testamentary trust. This trust survives not only the decedent but also the estate of the decedent. (As noted earlier, often the trustee or trustees are given the authority to convert the trust to a nonprofit corporation.) Another approach is to create a nonprofit corporation to receive the money and/or property to be transferred to the foundation as a bequest.


(a) Decedents’ Estates

The assets bequeathed and/or devised by a decedent for a charitable foundation remain in the estate until transferred at the appropriate time from the estate to the foundation. Until this transfer occurs, the assets are those of the estate, not the foundation. This can have certain advantages, such as exclusion of the assets from the asset base used to compute the annual minimum payout amount,140 protection from certain self-dealing sanctions,141 and avoidance of the investment income excise tax that applies to the assets of private foundations.142

An existing estate can be a disqualified person with respect to a private foundation. 143 This means, for example, there is a potential for an act of self-dealing between the two entities.144 For instance, the purchase of assets of an estate, directly or indirectly, by a private foundation may be self-dealing.145


(b) Estate and Gift Tax Considerations

Estate planning, by necessity, takes into account the federal estate tax146 and the federal gift tax.147 The gift tax may be imposed on transfers of money or property during the donor’s lifetime, while the estate tax is levied on transfers at death.148 These taxes are separate from the federal income tax.

Unlike the federal income tax charitable giving rules,149 there is no limitation, with respect to estate tax deductibility, as to the amount that can pass to a charitable organization from a decedent’s estate. Thus, if desired, the entirety of an estate may be transferred to a private foundation (or other charitable organization), with a full deduction for the value of the assets devoted to charity.150 Often, however, the decedent’s estate entails a range of specific bequests, as well as assets for a foundation.

The estate tax is in the process of being phased out over a 10-year period ending in 2010. Congress has refused, however, to make repeal of the tax permanent. This has introduced uncertainties, to say the least, in contemporary estate planning.




§ 2.4 FOUNDATIONS AND PLANNED GIVING

A planned gift is generally the most sophisticated type of contribution made to a charitable organization. It is often made with property that has appreciated in value rather than with money. For the most part, private foundations can be the recipients of planned gifts.

There are two basic types of planned gifts. One type is a gift made during the donor’s lifetime, using a trust or other agreement. The other type is a gift made by means of a will; the gift comes out of a decedent’s estate, as a bequest or devise.


(a) Introduction to Planned Giving

Planned giving, usually perceived as the most complex among categories of charitable giving, rests on a very simple precept: Conceptually, an item of property has within it an income interest and a remainder interest.

The income interest in an item of property is a function of the income generated by the property. The remainder interest within an item of property is the projected value of the property, or the property produced by reinvestments, at a future date.151  The value of these interests is measured by the value of the property, the age of the donor(s), the amount and frequency of payment of the income interest, and the period of time that the income interest will exist. The actual computation is made by means of actuarial tables, usually those promulgated by the Department of the Treasury.

Most charitable gifts of the planned gift variety are made by use of a split-interest trust. This is the mechanism by which the two interests are conceptually separated. These gifts usually involve gifts of remainder interests and frequently utilize the vehicle of the charitable remainder trust. This is certainly the case with private foundations, in as much as remainder interest giving by means of pooled income funds is not available to private foundations.152 Private foundations may be the recipient of charitable gift annuities, however.


(b) Charitable Remainder Trusts

It is common for a private foundation to be initially funded by means of a charitable remainder trust, which is a form of split-interest trust. Likewise, it is often the case that an existing private foundation is made the beneficiary of a charitable remainder trust. In either instance, the remainder trust is established as a separate legal entity and, by means of the trust, a remainder interest in the property transferred is created for the ultimate benefit of the private foundation.153

A charitable remainder trust basically is just that: The entity is a trust that is a vehicle by means of which a charitable remainder interest destined for charity is created. 154 Each charitable remainder trust is arranged specifically for the particular circumstances of the donor(s), with the remainder interest in the gift property designated for one or more charitable organizations.

A qualified charitable remainder trust must provide for a specified distribution of income, at least annually, to or for the use of one or more beneficiaries (at least one of which is not a charity). The flow of income must be for life or for a term of no more than 20 years, with an irrevocable remainder interest to be held for the benefit of the charitable organization or paid over to it. Again, usually noncharitable (often individual) beneficiaries are the holders of the income interest and the charitable organization has the remainder interest.

How the income interests in a charitable remainder trust are ascertained depends on whether the trust is a charitable remainder annuity trust (where income payments are a fixed amount, an annuity) or a charitable remainder unitrust (where income payments are an amount equal to a percentage of the annually determined fair market value of the assets in the trust).

All categories of charitable organization—public charities and private foundations—are eligible to be remainder beneficiaries of charitable remainder trusts.

Conventionally, once the income interest expires, the assets in a charitable remainder trust are distributed to the charitable organization that is the remainder beneficiary. If the assets, or a portion of them, are retained in the trust, the trust will be classified as a private foundation, unless it can become qualified as a public charity.

One common pattern in this regard is a charitable remainder trust created during the lifetime of a married couple. A private foundation is established and nominally funded. This foundation is made the remainder interest beneficiary of the remainder trust. The income interest beneficiaries of the trust are the married individuals, who have the interest jointly; the income interest continues for the benefit of the survivor of the two. On the death of the second to die, the assets in the trust are transferred to the private foundation. This approach can also be affected by means of a charitable remainder trust created by will of a married individual. The income interest is established for the benefit of the surviving spouse; at his or her death, the trust assets are transferred to the private foundation.

Another common approach is to utilize a charitable remainder trust in conjunction with a funded, operational private foundation. One or more individuals can establish a remainder trust at any time, for the purpose of creating a remainder interest in the trust for the foundation. Again, the trust may be established during the lifetime of the donor(s) or by means of a will.

For purposes of many of the private foundation rules, a charitable remainder trust is treated as a private foundation itself.155


(c) Other Planned Giving Vehicles

Most forms of planned giving have a common element: The donor transfers to a charitable organization the remainder interest in a property, and one or more noncharitable beneficiaries retain the income interest. A reverse sequence may occur, however—and that is the essence of the charitable lead trust. These trusts are frequently utilized in conjunction with private foundations.

The property transferred to a charitable lead trust is apportioned into an income interest and a remainder interest. The income interest in the property is created for the benefit of a private foundation or other charitable organization, either for a term of years or for the life of an individual (or the lives of more than one individual).156 The remainder interest in the property is reserved to return, at the expiration of the income interest (the end of the lead period), to the donor or some other noncharitable beneficiary or beneficiaries; often the property passes from one generation (the donor’s) to another.

The charitable lead trust can be used to accelerate into one year a series of charitable contributions that would otherwise be made annually. There may be, then, a single-year deduction for the “bunched” amount of charitable gifts.

In some circumstances, a charitable deduction is available for the transfer of an income interest in property to a charitable organization. There are stringent limitations, however, on the deductibility of charitable contributions of these income interests.

Another form of planned giving is the charitable gift annuity. A form of fundraising popular with some public charities, it is infrequently used by private foundations. The annuity is based on an agreement between the donor and donee; there is no use of a split-interest trust. The donor agrees to make a gift and the donee agrees, in return, to provide the donor (and/or someone else) with an annuity.

With one payment, the donor is engaging in two transactions: the purchase of an annuity and the making of a charitable gift. The sum in excess of the amount necessary to fund the annuity is the charitable gift portion; the gift gives rise to a charitable contribution deduction. Because of this duality in the transaction, the charitable gift annuity transfer constitutes a bargain sale.

Gifts of life insurance (whole life) may be made to charitable organizations, including private foundations. If the life insurance policy is fully paid up, the donor will receive a charitable contribution deduction for the cash surrender value or the replacement value of the policy. If premiums are still being paid, the donor receives a charitable deduction for the premium payments made during the tax year. For the deduction to be available, however, the donee charitable organization must be both the beneficiary and the owner of the insurance policy.

There is some uncertainty as to whether a gift of a life insurance policy to a charitable organization is valid (and thus enforceable and deductible), because of the necessity of insurable interest—the owner and beneficiary of the policy must be more economically advantaged with the insured alive rather than dead. In many instances, a charitable organization is advantaged by having a donor of a life insurance policy alive: He or she may be a key volunteer (such as a trustee or officer) or a potential donor of other, larger gifts.


(d) Interrelationships with Private Foundation Rules

Any contemplated planned gift to a private foundation should, before it is consummated, be evaluated in the context of the federal tax rules uniquely applicable to foundations. For example, the gift should not be made if it would entail an act of self-dealing. 157 Revenue from income-producing property, and untaxed appreciation if sold, will likely be subject to the 2 percent excise tax on investment income.158

There are limitations on the extent of business holdings that can be held at any point in time by a private foundation.159 These rules are pertinent where the planned gift involves a transfer of stock or other manifestation of a business holding to a private foundation. A contribution of a large business holding to a private foundation may cause the foundation to have an excess business holding, potentially subject to tax. There is a special rule by which an excess business holding acquired by a private foundation by gift may be retained by a foundation for a five-year period before the excess holdings rules take effect.160 In addition, the IRS has the authority to allow an additional five-year period for the disposition of excess business holdings in the case of an unusually large gift or bequest of diverse business holdings, under certain circumstances.161

A planned gift may cause a private foundation to have a jeopardizing investment. 162 Although the tax on jeopardizing investments does not apply to investments originally made by a person who later transferred them as gifts to a private foundation, 163 subsequent investment practices involving the assets by the foundation may cause the presence of a jeopardizing investment. For example, the IRS ruled that the contribution of a whole-life insurance policy to a private foundation eventuated in a jeopardizing investment, because the foundation, instead of surrendering the policy for its cash value, continued to pay the policy premiums and interest on a policy loan to the point that the amount it was paying was greater than the insurance proceeds it would derive upon the death of the insured.164 The tax on jeopardizing investments is inapplicable to investments that are acquired by a private foundation solely as a result of a corporate reorganization.165




§ 2.5 ACQUIRING TAX-EXEMPT STATUS

A private foundation is a tax-exempt organization, by reason of being a charitable entity. As is the case for nearly all exempt charitable organizations, private foundations are required to seek recognition of tax-exempt status from the IRS. By contrast, as a general rule, an organization desiring exempt status pursuant to any other provision of federal tax law may (but is not required to) secure recognition of that exemption from the IRS.

A charitable organization located anywhere in the world can seek recognition of its tax-exempt status for a variety of reasons. Foreign private foundations with investments in U.S. companies must pay a 4 percent excise tax on the dividends, interest, rents, and royalties earned on such investments.166 The tax is withheld by the investment company.167 The rate of withholding on a nonexempt foreign charity is, however, made at the normal rate for taxpaying entities, which is 30 percent.168 A foreign charity that can satisfy one of the tests for qualification as a public charity169 may seek recognition of that status if it plans to seek funding from U.S. private foundations. Expenditure responsibility agreements are not required for gifts to a foreign charity with an IRS determination of its public charity status.170

The IRS does not grant tax-exempt status to an organization. Whether a nonprofit organization is entitled to tax exemption, on an initial or continuing basis, is a matter of law. Thus, it is Congress that, by statute, defines the categories of organizations that are eligible for federal income tax exemption,171 and it is Congress that determines whether a category of tax exemption should be continued.172 Congress, then, defines those entities eligible for tax-exempt status, while the function of the IRS is to recognize exempt status where appropriate. Consequently, when a private foundation or other organization makes application to the IRS for a ruling or determination as to exempt status, it is requesting the IRS to recognize that exemption which (if the organization is correct) has already been granted by the tax statutes.

The United States-Canadian income tax treaty provides for reciprocal recognition of exemption for religious, scientific, literary, educational, or charitable organizations. The diplomatic notes signed in 1980 when the treaty was approved directed the “Competent Authorities” to review the other country’s procedures and requirements for recognition of exemption and to avoid requiring filings that duplicate effort. The agreement provided that the United States would study the Canadian rules for determining qualification to see if they are compatible with U.S. rules. Almost 20 years later, the IRS announced it had entered into a mutual agreement for reciprocal recognition of exempt status.173 Though the agreement was intended to facilitate cross-border grants, the notice presents a number of issues.

Every Canadian charity registered with Revenue Canada is now automatically treated as a charitable organization with no need to file Form 1023 unless and until the U.S. authorities find some reason to withdraw approval. Unfortunately, all Canadian organizations are presumed to be private foundations “in the absence of receiving certain financial information.” The notice says Canadian organizations may provide information to the IRS to establish their public charity status (the Cincinnati processing center). Those that qualify as public charities for reasons of financial support provide Form 8734 that details sources of support and lists private donations and fees.174 Those organizations treated as inherently public charities175  (churches, schools, hospitals, and support organizations) would file the appropriate Form 1023 schedules.176 Revenue Canada’s certification of charity status would also be submitted.


(a) Preparing Form 1023

An organization seeking recognition of exemption as a charitable organization, including a private foundation, is required to file Form 1023, Application for Recognition of Exemption, under Section 501(c) (3) of the Internal Revenue Code. (See Exhibit 2.2.)177

The proper preparation of an application for recognition of tax exemption for a private foundation (or other type of tax-exempt organization) involves far more than merely responding to the questions on a government form. It is a process not unlike the preparation of a prospectus for a business in conformity with securities law requirements. Every statement made in the application should be carefully considered with a view to the issues the IRS considers in reviewing the response to its questions. The application has no questions strictly germane to private foundations nor does it request any specific information regarding a new foundation’s potential violation of the private foundation tax rules. For example, why does Part V, Question 8a, ask: “Do you or will you have any leases, contracts, loans, or other agreements with your officers, directors, trustees, etc.?” One of the IRS’s objectives in asking the question is to ascertain whether any self-dealing will result from proposed transactions between the private foundation and its creators and other interested parties.178 Some of the questions may force the applicant organization to focus on matters that good management practices would cause it to consider, even in the absence of the application requirements. EXHIBIT 2.2 Form 1023
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The prime objective must be accuracy; it is essential that all material facts be correctly and fully disclosed. Of course, the determination as to which facts are material and the marshaling of these facts requires judgment. The successful preparer anticipates the reason the IRS is seeking the information requested by each question. Moreover, the manner in which the answers are phrased can be extremely significant; in this regard, the exercise can be more one of art than science. The preparer or reviewer of the application should be able to anticipate the concerns that the contents of the application may cause the IRS and to see that the application is properly prepared, while simultaneously minimizing the likelihood of conflict with the IRS. Organizations that are entitled to tax-exempt status have been denied recognition of exemption by the IRS, or at least have caused the process of gaining the recognition to be more protracted, because of unartful phraseology in the application that motivated the IRS to muster a case that the organization does not qualify for exemption. The fact that the application is available for public inspection only underscores the need for its thoughtful preparation.179

Successful preparation of Form 1023 involves looking into the future and describing how a new foundation intends to accomplish its mission. The application should paint a well-defined picture of how the foundation will operate in both words and numbers. It is like a business plan—proposed activities are described and sources of revenue and proposed expenditures for the first three years are presented. A charitable organization that expects to receive its support from a particular family, or a limited number of supports, will be classified as a private foundation.180 Completion of the application for a foundation that plans to make grants to public charities can be a relatively simple matter. Particularly when the creators and trustees plan to donate their time and necessary office space, most of the answers in the lengthy Part V may be No.

Applicants must carefully consider the depth of information to provide for Yes answers that request an explanation on this form. There are several questions for which the foundation may not yet have information to provide. For example, Part VIII, line 13 asks a series of questions about grant-making activity. Commonly a new foundation has not yet developed its “contracts,” “records,” or “application forms.” This information was not previously requested, and it was sufficient to say that the foundation would develop administrative procedures and policies to adhere to the Minimum Distribution Requirements of IRC § 4942181 and Taxable Expenditure rules of IRC § 4945.182 Now model forms of the sort illustrated in Chapter 9 are requested.183

Not all lines explain why the information is requested, though some lines incorporate guidance into the form itself. The instructions are extensive and helpful. Nonetheless, the import of some responses is often unclear. Weighing the material facts that must be submitted against their potential for generating controversy with the IRS is an issue. Facts must be accurate, but there is room for judgment in the presentation of a potentially nonexempt activity. If there is a reasonable chance that a potentially unrelated activity might be approved and the foundation is prepared to agree not to undertake the activity if it is not acceptable, inclusion is warranted. Another important aspect to consider is the possibility that the organization will be somewhat constrained to operate in the manner presented in Form 1023.

When the questions involve sensitive issues, such as compensation of disqualified persons, full disclosures with documents are in order. For other matters, it may be suitable simply to say plans are not yet developed despite the tone of some questions that implies a Yes answer is expected. The Form 990-PF each year provides a mechanism to explain new programs or structural changes once they are a reality. Changes can also be submitted to the IRS EO Division in Cincinnati if overt approval is desired. Finally, many persons will view the application in the future for a number of reasons. The foundation’s managers will periodically review the original Form 1023 to be sure everyone understands why the IRS considers the foundation to be exempt, and to see if there has been a “material change” in its operations. The application must also be available for inspection by anyone who asks to see it. Private foundations approved for qualification under IRC § 501(c)(3) that file 990-PFs are listed in IRS Publication 78 available in printed copy or on the Internet and in the IRS Business Master File.184

A significantly revised Form 1023 became effective April 30, 2004. The latest version available on the IRS Web site (June 2006) was changed only to reflect the increased fee charged with the application. The pre-2004 seven pages of instructions have grown to 38 pages that begin with an “Overview of Section 501(c)(3) Organizations” that explains organizations that qualify, when the form is not necessary, and defines public and private charities. The form itself now contains 11 parts in 12 pages, essentially a gain of 3 pages since some pages and parts became schedules. The extensive redesign embodies the question-answer format displayed in the filled-in form in  Exhibit 2.2. When the answer to one of the many questions is Yes, an explanation is requested. The choice of a Yes or No answer may be a trap for many, particularly those without experience with tax-exemption matters.185 The form uses a series of questions to delve deeply into the plans. For those who are familiar with the pre-2004 form, it might be useful to consider its following attributes:

What’s Good• Significant increase in the probability that an application will be merit closed without further review due to extensive information that must be provided.
• TIP and CAUTION boxes that alert preparer to troublesome issues.
• New system that displays financial data by complete years to allow even comparison of previously distorted revenue and expense columns.
• Seven-page glossary defining terms that appear bold in the instructions.
• An index of terms tied to pages of the instructions.
• Extensive instructions with a design format similar to the Form 990-PF that opens with a table of contents tied to the 36 pages and a What’s New section.
• Clarity that the past, current, and future plans must be described.


What’s Challenging• Addition of Part V-Information about Compensation and Other Financial Arrangements-containing over two pages of detailed questions about planned payments to insiders.
• For persons inexperienced with tax matters and forms, the girth of information will be daunting.
• Seeking information from the IRS Customer Account Service staff with a call to 1-877-829-5500 in response to the Filing Assistance suggestion providing the number on page 4 of the instructions.
• Forty-hour increase in time IRS estimates it will take to complete the application.
• Applications with many more pages due to extensive explanations.
• Temptation for applicants simply to say No to avoid having to explain.


 

What’s Missing• Lack of explanation about the significance of questions.
• Instructions for certain lines.
• Use of the term disqualified persons.
• The question about public officials.
• Clear description of Organizational and Operational Tests in Part III.


Questions that require special attention because significant issues can be raised by answers to them include:

Part IV—Narrative Description of Your Activities. The foundation must describe the types of activities it will conduct. The taxable expenditure rules require that all of a private foundation’s funds be spent to accomplish a charitable purpose and also to benefit members of a charitable class: the poor, those seeking education or culture, the sick, and the like.

Part V, Questions 1a, 3a, and 4—Governing Body. The creator, alone or with members of his or her family, may constitute the officers, directors, and trustee(s) of a private foundation. There is no requirement that a private foundation have outside directors on its board. A private foundation that proposes to compensate its officers, directors, or founders may, however, be well advised to include unrelated parties on its governing body. These independent persons are necessary to allow approval of the related-party transactions under conflict-of-interest rules. In addition, for any compensation proposed to be paid to a disqualified person,186 detailed information evidencing that the amounts paid will be reasonable, and therefore not result in self-dealing, must be attached.187

Part V, Questions 8a and 9a—Transactions with disqualified persons. The form asks whether the foundation will have any leases, contracts, loans, or other agreements with officers, directors, trustees, etc. In answering this question, the preparer must again be aware that arrangements of this nature may result in self-dealing.

Part VI, Question 1—Provision of Services. A private operating foundation that operates a museum, sponsors research and distributes publications announcing the results thereof, maintains low-income housing projects, or conducts any other active program must answer this question in detail. It must state to whom services will be provided, how the prices will be established, standards to be applied if the charges are, or are not, to be made according to a sliding scale, and other relevant information that enables the IRS to evaluate the charitable nature of the programs. Evidence that the activity is not profit-motivated, that a charitable class will be served by the services or goods, and that no unrelated business188 is involved is essential.

Part VII—Your History. If the foundation is filing its Form 1023 within 27 months of the date it was established, question 2 is answered No and Schedule E is not completed. For applications filed after 27 months, Schedule E must also be provided.

Part VIII, Questions 1 and 2—Legislative and Campaign Involvement. No must be the answer to both of these questions. A private foundation may conduct a very narrowly defined voter education project but is generally prohibited from sponsoring attempts to influence legislation.189 As are all charitable organizations, a foundation is also wholly prohibited from intervening or participating in a political campaign, including the publication or distribution of statements.

Part VIII, Question 4—Your Specific Activities: Fundraising. The foundation must describe its plans for fundraising, if any. A foundation that does not expect to solicit funds from the general public need not provide any details. If the foundation plans to conduct events and sponsor active revenue-producing activities, issues concerning charitable disclosure and unrelated business activity must be considered.190 These answers must be coordinated with the financial projections of Part IX-A.

Part IX—Financial Data. The information submitted in this part must be coordinated with the responses to questions in other parts of the application. If the foundation, in question 1a of Part V, reports that it will not pay compensation to its directors, question 17 of Part IX-A, for example, should be blank. Some of the lines request that a schedule be attached with detailed financial information. A careful preparer, however, might also include details for lines 4, 9, 14, 18, 19, and 20. Financial activity of the sort involved with those lines raise issues regarding self-dealing, taxable expenditures, among others, and must be explained.

An attachment to Part X, Question 2 must be prepared by applicant organizations that are private operating foundations (see Exhibit 2.2, last page).191

Schedule H is prepared by applicant organizations that provide scholarships and comparable benefits (see Exhibit 2.3).192

A discussion of the form is described by part below.

 

(i) Part I—Identification of Applicant. This part includes familiar items: name, address, persons to contact, and prior IRS filing history. A question, however, has been added to look for tax-avoidance schemes. Line 8 asks for the name, address, amount paid or promised to be paid, plus a description of the person’s role if someone was hired to “help plan, manage, or advise you about the structure or activities or your organization, or about your financial or tax matters.” Since it is customary and there is nothing inherently wrong with the new organization engaging advisors, this line is troubling. Some suggest this question is unwarranted.193 The instructions do not say what “plan and manage” means. Many organizations engage professionals to develop their strategic plan, policy and procedure manual, computer network, Web site, or school curriculum, for example. The instructions specifically mention a person hired to develop a program to solicit funds and one to “advise you about tax exemption.” The accountant, lawyer, or other professional authorized to represent the foundation with Form 2848 need not be listed here.

 

(ii) Part II—Organizational Structure. The opening sentences to this part provide very clear guidance: “You must be a corporation (including a limited liability company), an unincorporated association, or a trust to be tax-exempt. DO NOT file this form unless you can check ‘Yes’ for lines 1, 2, 3, or 4.” Sole proprietorships, partnerships, or loosely affiliated groups of individuals are ineligible. It is welcome news that the IRS officially acknowledges the ability of a limited liability company (LLC) to seek independent tax-exempt status after years of indecision on the matter. A single-member LLC that files its own application is treated as a corporation.

No application need be filed for an LLC that is treated as a disregarded entity in relation to its single member. An example would be an LLC created by a private foundation to hold title to an investment property on its behalf. In either case, the provisions of the LLC’s formation documents must dedicate the assets to charitable purposes.

 

(iii) Part III—Information about the Required Provisions in Your Organizing Document. This part has two lines with check boxes that need a Yes answer and a reference to the section of the foundation’s documents that contain appropriate language. Some may struggle or misstep here because both questions require reference to the instructions and Appendix B for full understanding. A description of the organizational requirements for a private foundation can be found in the instructions to the form. The tests are described under Qualification of a Section 501(c))(3) Organization in the instructions, but only portions are highlighted in the titles for this part. Line 1 asks if the documents “state your exempt purposes, such as charitable, religious, educational, or and/or scientific purposes.” Four purposes—testing for public safety, literary, fostering national or international amateur sports competition, and prevention of cruelty to children or animals—listed in IRC § 501(c)(3) are not mentioned. It is sufficient that a private foundation say it is organized for charitable purposes, particularly if it plans to make grants to public charities that advance several of the above purposes. EXHIBIT 2.3 Form 1023, Schedule H
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The first box of Line 2 asks if the documents contain a dissolution clause to dedicate the organization’s assets permanently to charitable purposes either expressly or by state law. Then it asks the applicant to describe “specifically where your organizational documents meet this requirement.” A second box asks if the applicant relies on operation of state law for dissolution provision. It is important to read the specific instructions for this part.

For private foundations, there is another issue. The state laws outlined in Appendix B of the IRS instructions were designed in 1970 to allow private foundations to automatically (as a matter of law) meet the notice requirements.194 Organizational rules require that the foundation’s documents contain provisions that prohibit violation of the private foundation rules.195 The majority of the states passed legislation that imposed such a requirement on private foundations, existing or newly created, without requiring that such language literally appear in their organizational documents. Line 1b of Part X asks if this requirement was satisfied.

 

(iv) Part IV—Narrative Description of Your Activities. The essence of the applicant’s charitable nature should be reflected in the description of activities. The who, what, why, where, when, and how the foundation will accomplish its exempt purposes should be explained. This part is particularly challenging because it provides an open-ended opportunity to provide information. It does not question; it simply asks for a description. Presenting precise and complete information, in coordination with other parts of the form, is the key. Presenting unnecessary information that instigates questions not asked is not helpful. The IRS suggests a printout of the Web site page that summarizes the organization’s mission might be attached.

Parts VI and VIII and the applicable schedules should be completed prior to this part because they contain questions and instructions germane to the different types of charitable entities that should be considered in completing this part.

 

(v) Part V—Information about Compensation and Other Financial Arrangements with Your Officers, Directors, Trustees, Employees, and Independent Contractors. The nine detailed questions about financial transactions with the organization’s officials early in the application illustrates the key criteria for approval—satisfaction of the test requiring a charitable organization not operate to benefit private individuals. For a privately funded charity, this requirement is enforced with rules prohibiting most financial transactions between the foundation and its creators, their relations, and others that control the foundation—all referred to as disqualified persons.196 Chapter 5 discusses this important constraint placed on private foundations by the self-dealing prohibitions. An exception does permit a private foundation to pay a disqualified person compensation for services rendered in managing the foundation assets and its charitable programs. For any compensation proposed to be paid to a disqualified person, detailed information evidencing the amounts paid will be reasonable, and therefore not result in self-dealing, must be attached. Before completing the application, the standards for defining reasonable compensation, information to that evidences reasonableness, and a checklist to test the proposed compensation plans using an IRS checklist are critical to review.197

Applicants are asked to provide a list of officers, directors, or trustees, their duties and hours worked, and the amount of their expected compensation, if any. The detailed Line 2, 3, and 4 questions must be answered carefully when the foundation reports it will provide such compensation. The creator alone, or with members of his or her immediate family, often constitutes the officer(s), director(s), and trustee(s) of a private foundation. There is no requirement that a private foundation have outside directors or trustees. A private foundation that proposes to compensate its officers, directors, or founders may, however, wish to include unrelated parties in its governing body. Such persons add the disinterested element of approval to a related-party transaction under conflict-of-interest standards. Although the form states that it is only a recommendation, a foundation should adopt a conflict-of-interest policy to evidence its good faith intention to avoid excess payments. The model IRS policy provided in the instructions to Form 1023 is displayed in the attachment to Part V, Line 5a of Exhibit 2.2 for Active Project Fund. The provisions are not particularly suited to a private foundation. How can a sole trustee “leave the meeting” as anticipated by Article III of the policy? The self-dealing rules prohibit financial transactions with any entity in which a disqualified person has a financial interest. Nonetheless, when compensation for disqualified persons is proposed, governance policies to avoid self-dealing should be adopted and submitted with the application.

Due to the self-dealing prohibitions, the answers on Lines 6, 7, 8, and 9 will generally be No.

 

(vi) Part VI—Information about Your Members and Other Individuals and Organizations that Receive Benefits from You. A private operating foundation that operates a museum, sponsors research and distributes publications announcing the results thereof, maintains low-income housing projects, or conducts any other active program must answer the questions on Lines 1 and 2 in detail. To whom services will be available, how the prices will be established, standards to be applied if the charges are, or are not, to be made according to a sliding scale, and other relevant information to enable the IRS to evaluate the charitable nature of the programs should be provided. Evidence that the activity is not profit motivated, that a charitable class will be served by the services or goods, and that no unrelated business198 is involved is essential.

A private foundation that plans to provide scholarships would answer Yes to Line 1a and refer to Schedule H where the detailed plans are described. A foundation that plans to make grants to other charities answers Yes to Line 1b and refers to Part VIII, Lines 13 (domestic grants) and 14 (foreign grants). The answer to Line 3 for a private foundation can only be Yes regarding related-party use of facilities on the same basis they are made available to the general public.199

(vii) Part VII—Information about Your History. This part asks two very different questions. Line 1 simply asks whether the applicant is a successor to another organization and says answer Yes if you:• Have taken (or will take) over the activities of another organization,
• Have taken 25 percent or more of the fair market value of the net assets of another organization,
• Have been converted or merged from another organization, or
• Installed the same officers, directors, or trustees as another organization that no longer exists and that had purpose(s) similar to your purpose(s).


Schedule G must be attached if this answer is Yes. Though there are no instructions for this question or Schedule G, the questions asked in Schedule G delve into relationships, assumption of debt, and other impermissible terms of a conversion/ combination. The rules applicable when a private foundation merges or splits ups are discussed in Chapter 13.

It is desirable that the answer to Line 2 is No—the application was filed in a timely fashion within, rather than after, 27 months of its formation. A charitable § 501(c)(3) organization is not treated as a tax-exempt organization until it notifies the IRS by filing Form 1023. Timely filing is measured from the date the organization is formed, or the date it becomes a legal entity or comes into existence under applicable state law.200 For a corporation or LLC, this normally will be the date its articles are approved by the appropriate state official. For unincorporated organizations, it is the date the trust instrument, constitution, or articles of association are adopted. When the Form 1023 is timely filed, recognition of exemption retroactively applies to the date of creation.

Applications filed late, as a general rule, are effective only as of the date the application is postmarked. The limited circumstances for automatic extension of the 27-month rule are explained in Schedule E. A late filer that fails to receive retroactive approval may be classified as a (c)(4) organization for the period between formation and filing and avoid income tax. The consequence of late filing is primarily a potential obligation to pay Federal income and various state taxes on the taxable income received during the pre-recognition period. Since voluntary donations are generally gifts under IRC § 103, this exposure may be modest. Of most concern is the fact that many donors, and particularly private foundation grantors, require IRS recognition before they will provide funding to a new organization. Technically, however, the deductibility of charitable contributions under IRC § 170 does not depend on recognition as an IRC § 501(c)(3) organization.

 

(viii) Part VIII—Information about Your Specific Activities. The questions in this part delve into matters that can prevent a new nonprofit’s qualification for tax exemption and revisits issues from other parts; cross-references may be in order. For private foundations most of the answers will be No, except Lines 13 and 14 where the grant-making programs are described. It is critical that a private foundation answer both Lines 1 and 2 No, we will not attempt to influence an election or conduct lobbying.201

The fact that there is no instruction for Line 11 belies the potential for trouble with this question. When the question asks if the foundation will accept contributions of real estate, conservation easements, closely held stock, and the like, several issues arise. A foundation will not commonly be soliciting such gifts from the general public, but may expect to receive them from its creators. The response to this question in  Exhibit 2.2 reflects the applicant’s awareness of the income tax issues involved.

A foundation that plans to operate in a foreign country must, on Line 12, name the countries and regions, the nature of the program(s), and the fashion in which the activity will advance its exempt purpose. The tax code places no constraints on the geographic location of charitable programs and the detailed description of programs in Part IV may be sufficient for this line. What is not asked, but is needed, is a description of the procedures the organization will implement to assure its support does not aid persons identified by the government as terrorists in violation of the U.S. Patriot Act.202 The U.S. Treasury Department has issued voluntary guidelines an organization conducting programs in foreign countries should consider adopting.203

Lines 13a to 13g request extensive details if an organization does or will make grants, loans, or other distributions to other organizations. The questions imply the applicant must have sufficient plans—application forms, grant proposals, criteria for selection, evaluation systems including follow-up grantee reports—in place to assure the funds are devoted by the recipients to charitable purposes.204 Grantee contracts and loan documents are requested, along with a description of the records that will be retained regarding each grant. This line may be troubling for an applicant that has not yet activated its grant program. In the past, it has been sufficient for a private foundation planning to make grants to unrelated public charities, not yet identified, simply to say so. There is no specific provision in the federal tax law that requires the written requests or follow-up reports implied on Line 13g to be necessary. Determining that the grantee is listed in IRS Publication 78 as a qualified §501(c)(3) is thought by some to be sufficient proof of the charitable nature of the grantee’s activities. Nonetheless, an IRS representative in Cincinnati was of the opinion that lack of proposed grant applications and procedures meant the application was incomplete. Exhibits 9.2, 9.3, and  9.4 serve as minimal examples of the type of documents expected.

Plans to make grants to foreign organizations involve the six important issues listed in Lines 14a to 14f. It is imperative that the applicant describe procedures it will adopt to assure that the money will be devoted to charitable purposes and not be used to advance terrorists as described above in Line 12. The answers to Lines 14 c to f must be Yes. For Line 14c and d, the applicant must evidence it will not serve to circumvent the income tax rule that disallows a donation deduction for a gift to a foreign organization. Only gifts to domestic organizations, those created or organized in the United States, are deductible for U.S. tax purposes.205 This limitation, plus the fact that U.S. tax-exempt organizations are permitted to conduct activities anywhere in the world, prompt creation of domestic Friends Of organizations to raise U.S. support for foreign charities. So long as the U.S. charity has control and discretion over the ultimate spending of the money,206 funds raised for regrant to a foreign organization do qualify as charitable contributions for individuals.

Line 15 asks about the applicant’s Close Connections. The three types of connections described in the instructions are an applicant controlled by or in control of another organization, an entity created concurrent with another organization, and one that will share facilities. For many, the relationships are explained in responses to other lines. To qualify, a supporting organization(s) must be subject to some control and authority as to budgets and expenditures (Schedule D) by its supported entity. A separate charity formed to conduct fundraising (Part VIII, line 4d) or to hold the investment assets of another charity may possess elements of common control. Economies of scale may be reaped in sharing arrangements and collaborations. Such connections do not necessarily negatively impact, and can facilitate, qualification. An entity formed to conduct services for members of an affiliated group may classify revenue from a businesslike service as exempt function. Without the close connection, service revenue might be treated as unrelated business income.

Only one of the last seven lines of Part VIII commonly pertains to a private foundation: Line 22, Scholarships [Schedule H].207 A private operating foundation could conceivably operate a facility for low-income, elderly, or handicapped persons requiring it to complete Schedule F.208 Lines 16 to 21 primarily concern programs conducted by public charities.

(ix) Part IX—Financial Data. This part of Form 1023 remains mostly unchanged since the prior version and, as the title implies, presents the prospective foundation’s financial information. The data display in this part may differ from financial statements presented in accordance with generally accepted accounting principles (GAAP) and Form 990-PF. The past, present, and future financial projections are a key piece of information that must be coordinated with the literal descriptions presented in the application. The IRS does not say so, but it is acknowledged that the organization’s actual financial results may vary from its projected amounts. Form 990-PF each year asks for a description of any new activities and other changes.209 • Section A: Statement of Revenue and Expenses is required for all organizations, both newly formed ones presenting projected or proposed financial data and those having actual financial history. Details for many revenue and expense categories are not requested, but the author’s experience indicates submission of such details will avoid requests by the IRS specialist reviewing the application. In preparing this part, it is important to be conscious that the successful application paints a picture of the organization in the reviewer’s mind. Exhibit 2.2 for Active Project Fund reflects a foundation that has had no financial activity to date. The IRS has devised a new system of reporting income and expenses that reasonably eliminates prior confusion.210 A complete fiscal year is presented in each column, with column (a) combining actual and projected, thereby providing a better comparative view of the financials. For example, a foundation chartered on January 1, 2005, chooses a fiscal year ending in June (compared below in parentheses to an entity that has completed prior fiscal years) and files the application in May. Such a foundation would submit the following periods of information:•  Column (a). A projection for the current tax year ending June 30, 2005, combining any actual financial activity January to May with projection for the month of June. If instead the organization has chosen a calendar year, the five months of any actual activity would be combined with a projection of expected activity for June through December. (An organization with prior fiscal years would similarly report the combined actual and expected activity for the current fiscal year ending in 2005.)
•  Column (b). An organization without a prior fiscal year inputs the 12-month financials expected for July 1, 2005 to June 30, 2006. (An organization with prior activity presents its immediately preceding year ending in 2004.)
•  Column (c). A 12-month projection of expected financial activity expected in its third year ending on June 30, 2007, is reported. (The organization with prior activity inputs financials for its year ending in 2003.)
•  Column (d). The column would be blank for the new organization. (Financial activity for 2002 would be input for an organization in existence for three full prior years.)



• A summary of the order of years suggested above follows:•  New entity that has not completed a full fiscal year: 2005, 2006, 2007.
•  New entity that has completed only one full year: 2005, 2004, 2006.
•  Existing entity with two or three full years: 2005, 2004, 2003, 2002.It seems logical to the authors for an existing entity to present the information in descending and, conversely, for a new entity to present ascending years, but comments are welcome. Previously this part asked the organization, for column (a), to input its financial activity for whatever number of months in its current fiscal year it had completed within at least 60 days of the date of the application.



• Suggestions for Particular Lines. The attachment in Exhibit 2.2 reflects the type of financial details that the authors suggest be provided to explain proposed financial activity. A brief description of issues presented by those lines of this part that deserve particular attention follows. Most important, the financial data must be coordinated with responses to other parts of the application (shown below in brackets) that ask for literal descriptions of financial matters. It would be a unique and unusual private foundation that has numbers displayed on Lines 2, 5, 6, 7, 12, 14, 16, and 19. •  Line 1, Gifts, grants and contributions received. A display of details for gifts and contributions should be coordinated with the explanation of any fundraising activity [Part VIII, Question 4]. Most private foundations will simply reflect the dollar amount of anticipated donations from their creators.
•  Line 4, Net unrelated business income. Income from unrelated businesses that are regularly carried on in a businesslike manner and reportable as taxable on Form 990-T, such as advertisements in publications or rental of indebted property, is included here. The many exclusions and modifications provided in the tax code make this a complicated subject.211 Excluded unrelated income is reported on Line 3. The important issue for exemption purposes is that too high an amount on this line in relation to overall revenue indicates the primary purpose of the organization is not necessarily charitable.
•  Line 9, Gross receipts from admissions, merchandise sold or services performed, or furnishing of facilities in any activity that is related to your charitable, etc. purposes. This line would reflect program fees, sales of books and other items to be sold. A detailed list of such revenue, as illustrated in the attachment for this line for Active Project Fund (Exhibit 2.2), can be provided. This line should be coordinated with the description of proposed goods and services to be provided, such as circulation and attendance numbers, described for Line 1b of Part VI.
•  Line 13, Total revenue. A careful applicant uses this line to calculate ratios, such as the percentage of projected expenses to expected revenues. Another comparison would be the total on Line 24 to total assets. A private foundation must spend an amount equal to 5 percent of the average value of its assets annually.212 Another issue is the percentage of administrative expenses in relation to overall expenses and also to grants. There are currently no specific limitations, but there have been congressional proposals to impose such limits. Certainly compensation of officials on Line 17 is an item that will be scrutinized.
•  Line 15, Contributions, gifts, grants, and similar amounts paid. This line should be the major outlay for a private foundation, other than one with direct operating expenses for its active projects. A foundation that has had actual financial activity is asked to provide a list of grantees. The descriptions of grant-making procedures in Part VIII, Lines 13 and 14, and Schedule H should be coordinated with this information. An example of the type of supplemental information that might be provided includes:[image: 044]


•  Line 17, Compensation of officers, directors and trustees. The instructions for this line, somewhat innocently, only ask for the total amount of compensation paid to officials. Applicants must keep the operational and organizational tests and the self-dealing rules in mind—neither the assets nor income of the organization may be used to provide private benefit to officials. This information should be coordinated with Part V, where the details of each board member’s annual compensation, title, address, and duties are described and explanations of why proposed salaries are reasonable should be presented.
•  Line 18, Other salaries and wages. Again, private benefit can be an issue. It is advisable to include a detailed listing of positions with a brief job description, compensation to be paid and expected hours worked per week.
•  Line 19, Interest expense. Total interest expense other than that included on Line 20 goes here. When the applicant plans to secure financing for purchase of equipment or buildings, details of the lending terms are requested for Line 14 of the Balance Sheet. It would be unusual, but not impermissible, for a new foundation to borrow money to provide working capital. For example, it was funded with closely held stock that must await public registration for the shares or a piece of land that must be sold to raise funds to make grants and pay other expenses. A foundation is prohibited from paying interest to a disqualified person; an explanation of the manner in which the loan serves the organization’s exempt purposes is imperative. Evidencing the IRS concern that such loans not provide private benefits, details of loans are also furnished as an attachment to the balance sheet and explained in Part V, Line 8.
•  Line 21, Depreciation and depletion. Assets that have a useful life exceeding one year are capitalized and carried on the balance sheet on Line 7 and/or 8. A portion of the cost is written off each year; this is called depreciation or depletion. An attachment is not requested for this line; however, the list of assets summarized by type requested for Lines 7 and 8 can contain a column reflecting the useful lives assigned and corresponding depreciation expense.
•  Line 22, Professional fees. Fees charged by accountants, lawyers, building managers, or other nonemployee service providers (independent contractors), other than fundraisers, are presented on this line. In the past, the IRS has routinely requested details if they were not furnished. Now the literal description requested in Parts V and Part VIII can be coordinated and reduce the details for this line.
•  Line 23, Any expense not otherwise classified such as program services. In the interest of avoiding questions that may delay the application process, detail is recommended unless the amount is under 5 percent of total expense and is truly miscellaneous. Page 2 of Form II, Statement of Functional Expenses, on Form 990 may be used as a guide to the suitable types of expense categories. Expenses associated with investment properties should be presented on this line to avoid distortion of operational expenses.
•  Line 24, Total expenses. Expense totals are shown for each year without an overall total. Reported expenses in column (a) might include both actual  and projected amounts for a foundation that has already had some amount of financial activity. Exhibit 2.2 assumes no activity before the time of filing. No “net income” appears on this page and amounts will not necessarily agree with the net asset total reported on the balance sheet.

• Section B: The Balance Sheet. An organization that has completed a full year presents a balance sheet as of its most recent year-end. A new organization presents the most current information available. This balance sheet may be frustrating for accountants because the fund balances do not tie to the Statement of Income and Expenses in section A of this part. Unlike Section A, the organization does not make projections for this section. Often a new foundation has no assets and may simply say so.


The instructions for this part do not mention accounting methods. It is suitable, however, for this information to follow the cash or accrual method used to keep the organization’s financial records and also used to complete section A. Assets of an unrelated business activity are not mentioned in the instructions. They should not be segregated, but instead are combined with investment assets as is customary for financial reporting purposes. Except for Lines 1, 2, 3, 9, 13 and 17, an itemized list of assets reported on each line is requested.

It is important that Lines 6, 14, and 15 pertaining to loans receivable and payable be coordinated with information provided in other parts. In a straightforward manner, the instructions ask for details about each loan—the borrower’s or lender’s name, purpose of the loan, repayment terms, interest rate, and the original amount of the loan. What it does not ask is if the lender is a related party—a fact that is to be fully disclosed in Part V, Lines 8 and 9. It is vital to remember that a no-interest loan to a private foundation from a disqualified person that serves its exempt purposes is permissible. A loan to a disqualified person from the foundation is prohibited.

Organizations owning bonds, notes receivable, stocks, buildings, land, mineral interests, or any other investment assets report them on these lines. Details are requested for all assets, other than government bonds, and in the case of stocks, both the book and fair market value of each holding must be reported. The instructions ask for specifics.

The last line of this part is a question that asks for an explanation if there have been any significant changes since the balance sheet date. For a new organization that has not completed a full year, this answer should be No because it is instructed to use the most current information possible. An entity that has completed a full year some months before it makes application may find this situation exists. Say the foundation was created in May 2006, adopts a June 30 fiscal year, devoted the first year to planning, and commenced activity in the fall of 2006. The balance sheet it is instructed to attach would be dated June 30, 2006. If the amount of revenue reported in Column (a) significantly exceeds expenses (for a full fiscal ending 2007 that combines actual with projected amounts), it might deserve an explanation.

 

(x) Part X—Public Charity Status. The significance of public charity status for tax-exempt charitable organizations is multifaceted, and is of importance to both private  and public exempt organizations. Knowledge of the categories of public charities213 is the key to understanding this aspect of the law. All charitable organizations, other than public charities (see listing under Line 5 description following) are private foundations. Public charity status is more favorable as compared to private foundations that must comply with the operational constraints of the private foundation rules. The allowable contribution deductions for gifts to private foundations are less than those afforded for public charities.214 A private foundation must pay a 1 to 2 percent excise tax annually on its investment income.215 A private foundation cannot buy or sell property, nor enter into financial transactions (called self-dealing) with its directors, officers, contributors, or their family members, under most circumstances.216 A private foundation’s annual spending for grants to other organizations and charitable projects must meet a “minimum distribution” requirement.217 A public charity has no specific spending requirement, other than those imposed by its funders. Holding more than 20 percent of a business enterprise, including shares owned by board members and contributors, is generally prohibited for private foundations, as are jeopardizing investments.218 No such tax law limits are placed on public charities, although fiduciary responsibility standards apply. Last, limitations are placed on a private foundation’s expenditures.219 It is therefore very useful for a charitable organization, when possible, to obtain and maintain public status.

The first two lines of this part must be answered by all private foundations. Line 1b asks if the foundation’s governing documents meet the organizational requirements that enjoin it to adhere to the federal tax laws that constrain the foundation’s activities. This requirement is addressed either with overt language in the foundation’s documents or by operation of state law. For private foundations in all states, other than Arizona and New Mexico, this answer is Yes because all other states (a list is provided in Appendix B to the instructions) impose statutory provisions that satisfy this requirement.

A private operating foundation declares its intention to conduct active programs that allow it to be so classified by checking Line 2 Yes. A private operating foundation is a charity that conducts one or more programs directly, or, in the language of the statute, “actively conducts activities constituting the purpose or function for which it is organized and operated.”220 A private operating foundation sponsors and manages its own charitable projects (and can also make limited grants to other organizations). An example is an endowed institution operating a museum, library, or other charitable pursuit not included in the list of organizations that can qualify as public charities regardless of their sources of support. A private operating foundation must meet two annual distribution requirements: one based on its income levels and another on its assets or sources of its revenues. It must spend the requisite amount in support of its own projects and satisfy an asset or endowment test. Importantly for its funders, donations to a private operating foundation are afforded the higher deductibility limits allowed for gifts to public charities.

A Yes on Line 3 indicates the prospective private operating foundation has been in existence for one or more years and is submitting financial information to evidence its qualification. A new private operating foundation answers Yes on Line 4 to express its intention to qualify even though it has had no activity. Then it submits either (1) an affidavit or opinion of an attorney, certified public accountant, or accounting firm with expertise in tax matters that contains sufficient facts to likely satisfaction of the tests or (2) its own statement describing proposed operating (and financial information) that indicate it can qualify as a private operating foundation (POF). For an example, see the attachment to Part X, Line 4 for Active Project Fund (Exhibit 2.2).

Lines 5, 6, and 7 pertain to public charities and are inapplicable for a private foundation.

 

(xi) Part XI—User-Fee Information. Form 8718 has been incorporated into the form with this part. An individual authorized by Form 2848 may not sign the application unless that person is also an officer, director, trustee, or other official who is authorized to sign the application.

 

(xii) The Schedules. In addition to the 12 pages that all applicants must file, 9 special-purpose schedules are provided. Schedules A to D and F pertain to churches, schools, hospitals, supporting organizations, and low-income housing providers and would not be filed by a private foundation. The schedule most commonly filed by a foundation is Schedule H. Exhibit 2.3 illustrates Schedule H, entitled Organizations Providing Scholarships, Fellowships, Educational Loans, or Other Educational Grants. An applicant planning to award individual grants should review the law on this point221 as an aid to completing Schedule H to obtain IRS approval in advance of making awards.

Schedule E, Organizations Not Filing Form 1023 within 27 Months of Formation, replaces the page for private operating foundations that has been eliminated.222  Schedule F, Homes for the Elderly or Handicapped, is expanded to include low-income housing. The questions reflected on the lines of this schedule embody the respective revenue procedures applicable to the respective types of charities.223


(b) The Substantially Completed Application

The application for recognition as submitted by a private foundation (or other tax-exempt organization) will not be processed by the IRS until the application is at least substantially completed.224 If an application for recognition of exemption does not contain the requisite information, it usually will be returned to the applicant organization without being considered on its merits, with a letter of explanation. Likewise, for purposes of the declaratory judgment rules, it is the position of the IRS that the 270-day period225 does not begin until the date a substantially completed application is filed with the appropriate IRS office.226

A substantially completed application for recognition of tax exemption for a tax-exempt organization is one that:• Is signed by an authorized individual,
• Includes an employer identification number,
• Includes information regarding any previously filed federal income and/or exempt organization information returns,
• Includes a statement of receipts and expenditures and a balance sheet for the current year and the three preceding years (or the years the organization was in existence, where that period is less than four years), although if the organization has not yet commenced operations, or has not completed one full accounting period, a proposed budget for two full accounting periods and a current statement of assets and liabilities is acceptable,
• Includes a narrative statement of proposed activities227 and a narrative description of anticipated receipts and contemplated expenditures, 228 
• Includes a copy of the document by which the organization was established that is signed by a principal officer or is accompanied by a written declaration signed by an authorized individual, certifying that the document is a complete and accurate copy of the original or otherwise meets the requirement that it be a conformed copy,229 
• If the organizing document is a set of articles of incorporation, includes evidence that it was filed with and approved by an appropriate state official (such as a copy of the certificate of incorporation) or includes a copy of the articles of incorporation accompanied by a written declaration signed by an authorized individual that the copy is a complete and accurate copy of the original copy that was filed with and approved by the state, and stating the date of filing with the state,
• If the organization has adopted bylaws,230 includes a current copy of that document, verified as being current by an authorized individual, and
• Is accompanied by the correct user fee231 


An English translation of the organizational documents, as well as all other attachments to the application for recognition of exemption, must be furnished by a foreign organization seeking tax-exempt status.

In the case of an organization that appears likely to qualify, the IRS will inform the organization of the time within which the completed application must be resubmitted in order for the application to be considered a timely notice to the IRS.232

Where an application for recognition of tax exemption involves an issue for which significant contrary authorities (such as court opinions) exist, the applicant organization is encouraged by the IRS to disclose and discuss them. Failure to do so can result in requests for additional information and may delay action on the application.233

If an application for recognition of tax exemption is revised at the request of the IRS, the 270-day period that applies in the declaratory judgment context234 will not be considered by the IRS as starting until the date the application is refiled with the IRS with the requested information. If the upgraded application is mailed and a postmark is not evident, the period starts on the date the IRS receives the substantially completed application.

Even though an application for recognition of tax exemption is substantially complete, the IRS has reserved the authority to obtain additional information before a determination letter or ruling is issued.235 The standards for a substantially completed application also apply with respect to the notice requirements for charitable organizations.236

The IRS Web site reports the top 10 reasons why applications are delayed in processing:1. Incorrect or no user fee included.
2. Missing complete copy of organizing document with any amendments and evidence of filing and approval by the state.
3. Bylaws with evidence they were adopted not attached.
4. Signature of a director, trustee, principal officer, or other authorized individual in a similar capacity omitted.
5. Pages, questions incomplete or schedules for churches, schools, hospitals, scholarships, supporting organizations, and certain other organizations omitted.
6. Failure to complete all required schedules, including supporting information requested for financial statements.
7. Description of activities to be conducted to achieve exempt purposes inadequate. Simple restatement from organizational documents insufficient. A “who, what, when, where and why” approach is necessary to reflect the past, present, and planned activities.
8. Required information on the principal officers and board of directors, including their names, mailing addresses, titles and positions, and annual compensation incomplete.
9. Fiscal year ending date confusion: Bylaws say one thing and financials and prior returns filed reflect another.
10. Insufficient financial data.



(c) Recognition Application Procedure and Issuance of Determination Letters and Rulings

The IRS annually promulgates rules by which a ruling or determination letter may be issued to a private foundation, or other organization, in response to the filing of an application for recognition of tax-exempt status.237 Most of these documents are determination letters, which are letters recognizing exempt status issued by the IRS out of an office other than its National Office.238 A ruling is a letter issued by the National Office of the IRS.

Applications for recognition of tax exemption are filed with the IRS Service Center in Cincinnati, Ohio. A determination letter or ruling recognizing tax-exempt status will be issued by the IRS to an organization, where its Form 1023 and supporting documents establish that it meets the requirements of the category of exemption that it claimed as provided in the Internal Revenue Code and other related law.

Tax-exempt status for a newly created organization will be recognized by the IRS in advance of operations where the entity’s proposed activities are described in sufficient detail to permit a conclusion that the organization will clearly meet the pertinent statutory requirements. Ideally, the information submitted with the application allows the reader to imagine or picture the organization as if it were fully operational. A mere restatement of purposes or a statement that proposed activities will be in furtherance of the organization’s purposes does not satisfy this requirement. An applicant organization has the burden of proof in this regard; thus, it must fully describe the activities in which it expects to engage, including the standards, criteria, procedures, or other means adopted or planned for carrying out the activities, the anticipated sources of receipts, and the nature of contemplated expenditures.239 The IRS, generally supported by the courts, usually will refuse to recognize an organization’s tax-exempt status unless the entity tenders sufficient information to the government regarding its operations and finances.240 An organization is considered to have made the required “threshold showing,” however, where it describes its activities in “sufficient detail” to permit a conclusion that the entity will meet the pertinent requirements, 241 particularly where it answered all of the questions propounded by the IRS.242

One court concluded that an organization failed to meet its burden of proof as to its eligibility for tax exemption because it did not provide a “meaningful explanation” of its activities to the IRS.243 Another organization suffered the same fate inasmuch as it offered only “vague generalizations” of its ostensibly planned activities.244  By contrast, the court, in another instance, observed that although the law “requires that the organization establish reasonable standards and criteria for its operation as an exempt organization,” the standard does not necessitate “some sort of metaphysical proof of future events.”245

When the representatives of a would-be tax-exempt organization fail to submit its books and records to the IRS, an inference arises that the facts involved would denigrate the organization’s cause.246 A court concluded that an organization’s failure to respond “completely or candidly” to many of the inquiries of the IRS precluded it from receiving a determination as to its tax-exempt status.247

Where the organization cannot demonstrate, to the satisfaction of the IRS, its proposed activities will qualify it for tax exemption, a record of actual operations may be required before a determination letter or ruling is issued. In cases where an organization is unable to fully describe its purposes and activities, a refusal by the IRS to issue a determination letter or ruling is considered an initial adverse determination from which administrative appeal or protest rights will be afforded.248

A determination letter or ruling recognizing tax exemption ordinarily will not be issued if an issue involving the organization’s tax-exempt status is pending in litigation or is under consideration within the IRS.249

An application for recognition of tax exemption may be withdrawn, on the written request of an authorized representative of the organization, at any time prior to the issuance of an initial adverse determination letter or ruling. Where an application is withdrawn, it and all supporting documents are retained by the IRS.250

Pursuant to the general procedures to be updated annually, EO Determinations is authorized to issue determination letters in response to applications for recognition for exempt status. EO Determinations will refer to EO Technical applications that present issues that are not specifically covered by statute or regulations, or by a ruling, opinion, or court decision published in the Internal Revenue Bulletin. Also, EO Determinations will refer applications that have been specifically reserved by revenue procedure or by other IRS instructions for handling by EO Technical for purposes of establishing uniformity or centralized control of designated categories of cases. EO Technical will notify the applicant organization on receipt of a referred application, and will consider each application and issue a ruling directly to the organization.

If at any time during the course of consideration of an application for recognition by EO Determinations, the applicant organization believes that its case involves an issue to which there is no published precedent, or there has been nonuniformity in the IRS’s handling of similar cases, the organization may request that EO Determinations either refer the application of EO Technical or seek technical advice from EO Technical. If EO Determinations proposes to recognize the exemption of an organization to which EO Technical had issued a previous contrary ruling or technical advice, EO Determinations must seek technical advice from EO Technical before issuing a determination letter. (This rule does not apply where EO Technical issued an adverse ruling and the organization subsequently made changes to its purposes, activities, or operations to remove the basis for which recognition of exempt status was denied.)


(d) Application Processing Timeline

After submission of the application, one can go to the IRS Web site “Where Is My Exemption Application?” www.irs.gov/charities/article/0,,id=156733,00.html to find out which month received applications are being processed through. As of January 30, 2008, the Web site showed that cases received through October 2007, were being assigned. The goal in preparing the application is for the first reviewer in Cincinnati to decide the submission can be approved without additional questions, a condition called “merit closing.” The IRS reports that 40 percent of all of the applications are “merit closed.” That desirable result occurs when the application is approved based on information submitted with no additional information requested so that a determination of tax-exempt status is made without any questions being asked. In that case, the IRS usually issues the determination letter within two to three months. They have created a second screening to address nontechnical issues like those listed below. This stage adds a month or two. The remaining 50 percent or so are set aside to be assigned for technical review. In that case, approval (or even correspondence from the IRS with additional questions) can take up to a year.


(e) Issues Causing Applications to Be Routed to EO Technical

Applications may also be given extra scrutiny or delayed based on the character of activity proposed. Cases that are reserved for EO Technical essentially will not get merit closed. Applications for organizations conducting the following activity are so reserved:251 • Provision of commercial-type insurance
• Potentially discriminatory private school
• Certain hospitals and health care providers
• Requests for advance approval of grant making procedures that have an agreement for the administration of the scholarship program with certain organizations
• Churches conducting activities solely through the Internet
• Organizations whose sole activity is the provision of Internet access
• Organizations whose fundraising activities occur wholly over the Internet


The list of applications that will also get special scrutiny include applicants whose primary activity is gaming, foreign organizations, group exemption requests, farmers’ cooperatives, requests under § 501(d), limited liability companies, and disaster relief.

The IRS, reputedly because of concerns about terrorists, gives enhanced scrutiny to applications with plans to do foreign grant making or conduct programs overseas. The IRS checks names of individuals mentioned in the application against the U.S. Treasury Office of Foreign Assets Control list.252 Although not required, such applicants are well advised to state that the voluntary best practices regarding foreign activity will be followed.253 Thomas advised applicants to complete Part IV with details that an ordinary person could understand rather than “highfalutin language or technical jargon.” He also recommended not mentioning future activities that are imagined but not “fleshed out yet.”

It is extremely important that the relationships with the creators and board members, particularly when they will receive compensation or rentals for facilities they own, be clearly disclosed and the reasonableness of salary or fees the organization plans to pay them be evidenced. Fundraising activities that go beyond simply soliciting voluntary contributions254 must be analyzed for the possibility that the revenue will be considered as unrelated business income.255 It is extremely important to anticipate technical issues presented by the information submitted.

A common error in applications we see that are not readily approved is the submission of too much information and a failure to connect all of the information. Readers may find it useful to refer to the co-author’s paperback book on Form 1023.256

In general, an organization can rely on a determination letter or ruling from the IRS recognizing its tax exemption. This is not the case, however, if there is a material change, inconsistent with exemption, in the character, purpose, or method of operation of the organization.257


(f) User Fees

Congress in 1987 enacted a program of user fees, payable to the IRS, for requests for rulings, information letters, determination letters, and similar requests. Under the current schedule, the fee for the processing of an application for recognition of tax exemption is $750, where the applicant has gross receipts that annually exceed $10,000. For smaller organizations, the fee is $300; for group exemptions, the fee is $900.258




§ 2.6 SPECIAL REQUIREMENTS FOR CHARITABLE ORGANIZATIONS

An organization—such as a private foundation—that desires recognition as a tax-exempt charitable organization as of the date of its establishment should notify the IRS that it is applying for recognition of tax exemption on that basis within 27 months from the end of the month in which it was organized.259 Thus, where the IRS recognizes the tax exemption of an organization that made a timely filing, the exemption is effective retroactively, as of the date the organization was created. Otherwise, the recognition of tax exemption as a charitable organization by the IRS will be effective only on a prospective basis from the IRS receipt date (assuming a favorable determination). 260 The application can be filed by normal U.S. mail, Express Mail, or a private delivery service. It is critical that the applicant have proof of the date transmitted by obtaining a certified mail receipt or delivery confirmation from FedEx, DHL Express, or United Parcel Service.261 Otherwise, the period begins on the date the application is stamped as received by the IRS.262

An organization is considered organized on the date it becomes a charitable entity.263 In determining the date on which a corporation is organized for purposes of this exemption recognition process, the IRS looks to the date the entity came into existence under the law of the state in which it was incorporated, which usually is the date its articles of incorporation were filed in the appropriate state office.264 This date is not the date the organizational meeting was held, bylaws adopted, or actual operations began.

If an organization makes a nonsubstantive amendment to a governing instrument, 265 that action is not taken into account for purposes of the 27-month rule.266 For example, an organization may have submitted an application for recognition of tax exemption within the 27-month period and subsequently made a nonsubstantive amendment to its governing instrument; its tax exemption is still effective as of the date of its formation. Likewise, an organization may have submitted an application for recognition of tax exemption after expiration of the 27-month period and thereafter made a nonsubstantive amendment to its governing instrument; its tax exemption is effective as of the date the application was mailed to or received by the IRS, as the case may be. If an organization makes a nonsubstantive amendment to its governing instrument after expiration of the 27-month period, then applies for recognition of exemption within 27 months after the date of the amendment, the organization will be recognized as tax-exempt as of the date the application was mailed to or received by the IRS, not the date the amendment was made. Where a substantive amendment is made to the governing instrument, recognition of exemption is effective as of the date of the change.

The IRS has general discretionary authority, upon a showing of good cause, to grant a reasonable extension of a time fixed by the tax regulations for making an election or application for relief in respect to the federal income tax law.267 This discretionary authority may be exercised where the time for making the election or application is not expressly prescribed by statute, the request for the extension is filed with the IRS within a period of time the IRS considers reasonable under the circumstances, and it is shown to the satisfaction of the IRS that granting the extension will not jeopardize the interests of the federal government. The IRS acknowledged that it can exercise this discretionary authority to extend the time for satisfaction of the 27-month notice requirement (which, as noted, is not fixed by statute).268 The IRS outlined the information and representations that must be furnished and some factors that will be taken into consideration in determining whether an extension of this nature will be granted.269

An organization’s eligibility to receive deductible charitable contributions is also governed by the 27-month rule. Thus, where a private foundation or other charitable organization timely files the application for recognition of tax exemption, and the determination letter or ruling ultimately is favorable, the ability to receive deductible charitable gifts is effective as of the date the organization was formed.

An organization that qualifies for tax exemption as a charitable organization but files for recognition of exemption after the 27-month period can be tax-exempt as a social welfare organization270 for the period commencing on the date of its inception to the date tax exemption as a charitable organization becomes effective.271 Contributions to social welfare organizations are, however, generally not deductible as charitable gifts, so this approach is of little utility to private foundations.272

In general, every charitable organization is presumed to be a private foundation unless it is able to rebut the presumption.273 The rebuttal process entails the filing of the requisite notice with the IRS;274 this is done as part of the application for recognition of tax exemption.275 Thus, generally, a charitable organization endeavoring to be a public charity276 must successfully rebut this presumption. The time for the giving of this notice is therefore the same as for the notice requirement with respect to tax exemption—the 27-month rule.

There are statutory exceptions to the 27-month rule, but they are of no general applicability to private foundations.277

The IRS promulgated administrative procedures to follow where the filing of an application for recognition of tax exemption by a private foundation (and other exempt organizations) results in an adverse determination.278 The IRS is empowered to revoke the tax-exempt status of an organization;279 this can have a variety of tax consequences.280 A denial of recognition of tax-exempt status or revocation of exempt status can be appealed by the organization, once all administrative remedies are exhausted, to the courts.281




§ 2.7 WHEN TO REPORT BACK TO THE IRS

As a foundation grows and changes over the years, it may face the question of when, or if, it must report back to the IRS. Annually, on Form 990-PF, the organization is asked whether substantial changes have occurred. The possibilities are endless and the requirements are vague. Changes that affect an exempt organization’s current status need to be reported on Form 990-PF, but a new Form 1023 is not required to be filed.

The dilemma, however, is that written approval is received only in response to changes sent to the Cincinnati Service Center. The Planning and Special Programs division in Ogden, Utah, visually inspects each Form 990-PF, but it does not issue responses to submissions accompanying Form 990-PF, unless the return is chosen to be audited (which is rare). Thus, the decision on where to report is to some extent based on the foundation’s or major contributor’s desire for written approval of the change.282 Conflicting instructions on where to submit changes in organizational documents or activities are contained in the Form 990-PF instructions and letters that accompany the determination letter (Form 1076). The form and its instructions for 2006 still prompt attachment of changes to the return itself. The Form 1076 letter directs that changes be sent to the Cincinnati, Ohio, office that issues determinations. 283 The 990-PF instructions direct electronic filers to send document changes to Cincinnati. Exhibit 2.4 lists changes and office to which notice should be sent.


(a) When Should a Ruling Be Requested?

The procedures described earlier concern reporting changes to the IRS after these changes have already occurred. In terms of IRS procedures, it is important to distinguish between gaining approval in advance of a change, rather than not seeking approval and risking a sanction for a fait accompli.

Once a change has occurred in the form of organization or a major new activity is undertaken, the organization should choose the best method to inform the IRS, based on the preceding discussion. This action is taken when the relevant tax laws are clear and established precedents exist, and there is little or no doubt that the change is acceptable.

EXHIBIT 2.4 Actions that Cause Change in Tax Status

[image: 045]

There may, however, be proposed changes for which the organization wishes advance approval because there is a lack of published rulings or other authoritative opinions on the subject. The procedure for obtaining sanction for prospective changes is to request a ruling from the Assistant Commissioner for Employee Plans and Exempt Organizations at the IRS National Office. When significant funds are involved or if disapproval of the change would mean that the organization could lose its exemption, filing of a ruling request may be warranted.

A decision to request a ruling must be made in view of the cost and time involved in the process. The user fee is $8,700 ($600 for letter rulings other than for organizations whose gross receipts are under $200,000).284 The IRS promulgates guidelines for seeking a ruling or technical advice.285


(b) Changes in Tax Methods

A private foundation may wish (or may be forced) to make a change in its tax filing methods. Certain procedures must be followed for changing both the fiscal year and its accounting method.

Fiscal or Accounting Year. One common change that may occur during the life of a foundation is a change in its tax accounting year. Although commercial, taxpaying businesses must secure advance IRS approval to change their tax year, a streamlined system is available for exempt organizations. The organization simply files a “timely filed short period” Form 990-PF (or 990-EZ, 990, or 990-T).

For example, assume that a calendar-year foundation wishes to change its tax year to a fiscal year spanning July 1 to June 30. A return is filed, reporting financial transactions for the short-period year (the six months ending June 30 of the year of change). The June 30 return would be due to be filed by November 15, the normal due date for a full-year return ending June 30 (the fifteenth day of the fifth month following the year-end).

The minimum distribution requirements are calculated for the short taxable year, applying a percentage prorated for the months in the year. For example, the percentage for a six-month year would be 2-1/2 percent, or 5 percent times 6/12.286 A major consideration, however, is the fact that the full amount due for a full year must be paid out before the short year ends.

If the foundation has not changed its year within the past 10 years (backward to include the prior short-period return as a full year), the change is indicated on the return. The words “Change of Accounting Period” are simply written across the top of the front page. If a prior change has occurred within the preceding 10 years, Form 1128 is attached to the return and a copy is separately filed with the Service Center where the return is filed.

Late applications, which are due when an organization wants to change its year after the short-period return filing due date has passed, can also be filed on Form 1128. A user fee of $350 must accompany the Service Center copy, along with a request for Section 9100 relief.287

Accounting Method Change. Generally accepted accounting principles recommend that the accrual method of accounting be used for financial statement reporting; thus, a certified public accountant cannot issue a clean or unqualified opinion on financial statements prepared on a cash receipts and disbursements basis. Because it is simpler, many foundations in their early years use the cash method, which is perfectly acceptable for filing Form 990-PF and (possibly) for reporting to boards and contributors. Maturing organizations commonly face a decision whether to change to the accrual method, in order to secure an audited statement or to satisfy granting entities’ requirements.

To compound the matter, many organizations in the past employed a hybrid method of accounting. For example, they used the cash method for reporting charitable donations and used the accrual method for disbursements. Pledges to pay grants are not legally enforceable in some states, so that many foundations choose not to record pledges because “all events have not occurred” to make recording them as liabilities a prudent reflection of income. For calculating annual payout requirements, the cash basis must be used.

Advance permission from the IRS is required if a formal change in accounting method occurs. The rules are basically designed for persons whose tax liability may be distorted by this type of change.

IRS Form 3115 and the accompanying instructions provide more information. The 1996 instructions to Form 990-PF instruct a private foundation not to file Form 3115 to seek approval for a change of accounting caused by the adoption of Statements of Financial Position Nos. 116 and 124.288


(c) Amended Returns

If a mistake is discovered after Form 990-PF has been filed, the question arises whether an amended return should be filed or whether the change can simply be reflected in the next year’s fund balance section as a prior-period adjustment. This decision can be difficult to make. There is usually very little tax involved, so the change is not likely to be considered material. Income omitted in the prior year could, for example, be added to the current year’s income.

Amendment is appropriate when correction would cause a change in private versus public charity status, when unrelated business income would increase or decrease, and when more than about 10 percent of gross receipts have been omitted. As a rule, for an insignificant correction with no effect on retention of exempt status, complete disclosure on the following year’s return is sufficient. The parts of Form 990-PF with historic financial information that impacts the current year should be corrected.


(d) Weathering an IRS Examination

After securing recognition of tax exemption from the IRS and filing Form 990-PF annually with the Internal Revenue Service Center, a call may be received from the field office for the foundation’s area. Ongoing qualification as an exempt organization may be questioned by the specialist who wants to look at the organization’s financial books and records. The knock on the door comes in the form of a phone call from the IRS agent assigned to the case to the person identified as the contact person on Form 990-PF. The agent will request to arrange an appointment to examine a particular year’s return. Many foundations will refer such a call to their professional advisors, usually the accountant who prepared Form 990-PF.

How the IRS Chooses Returns to Examine. The IRS/Treasury Priority Guidance Plan, which is issued each summer, announces the focus issues for the coming year. Details of the plans can be viewed on the IRS Web site. During the 2007-2008 year, the top priorities included guidance on the following topics:• Regulations concerning revocation standards in connection with the private inurement doctrine and the relationship with the intermediate sanction rules
• Proposed regulations regarding the requirements for supporting organizations
• Regulations regarding qualified tuition programs
• Final regulations concerning the prohibited tax shelter transactions rules
• Proposed regulations regarding donor-advised funds
• Nineteen other topics including section 457 plans, 25A HOPE and lifetime learning credits, 6050S reporting qualified tuition and related expenses, 170 deduction for vehicle donation, 664 sample charitable remainder trust provisions and capital gains, several 141 issues, 221 interest on education loans, and organizations chartered under Indian tribal law.


On December 13, 2007, the EO Division published its Implementing Guidelines for FY 2008. These guidelines are at www.irs.gov/charities/index.html entitled EO Work Plan.

The examination procedures are outlined in the IRS’s Tax-Exempt Organizations Examination Procedures, a part of the Internal Revenue Manual.289

IRS agents are directed to perform the following steps:

Preexamination. Review the returns to identify any large, unusual, or questionable items that should be examined for determining the correct tax liability and exempt status. The balance sheet and revenue sources are to be scrutinized for unidentified unrelated business activity. The return is checked for completeness and to identify any data to be secured in the field.

Administrative file. The exempt organization’s administrative file is checked for possible caveats in an exemption letter and to familiarize the agent with the reasons for which the foundation was originally exempt. Prior examinations, technical advice, and correspondence with the foundation, if any, are reviewed. If a prior examination recommended some changes in operations, the agent is to be alert during the current examination to assure that corrective action was taken.

Examination guidelines. Agents are responsible for developing issues raised in the examination. They are to study the relevant portions of the Exempt Organizations Examination Procedures concerning the particular type of organization they are examining and are to gather facts to apply the statutes.

Preliminary work. The examination is to be conducted at the foundation’s office with an authorized representative. Before the books and records are reviewed, the agent conducts an interview with the principal officer or authorized representative. The agent looks into programs and activities, sources of income, purchases of assets, receipts and payments of loans, noncash transactions, internal controls, and any large or unusual items.

On-site tours. The agent may request a tour of the facilities. During this time, other employees who may be able to provide a more detailed description of operations can be interviewed.


 

Who Handles the Examination? The first question to ask in connection with the examination is its location. If a professional advisor is involved, the examination may take place in his or her office, depending on the sophistication of the foundation’s accounting staff and the volume of records to be examined. If the information cannot be readily moved in a few boxes, the examination should take place in the foundation’s offices. In either case, the examiner will want to visit the physical location in which the programs are conducted.

 

Types of Examinations.

Routine examinations. After the appointment is made, the examiner will send a letter specifically listing the items to be reviewed. A sample letter for a routine examination follows as Exhibit 2.5. The basic list is standardized but is sometimes supplemented with additional items.

EXHIBIT 2.5 IRS Examination Request

[image: 046]

[image: 047]

The records will be sampled by the auditor. All of the board of directors’ meeting minutes are usually read, but not all of the canceled checks are scanned. The breadth of the materials reviewed depends to some extent on the quality of the accounting work papers and ledgers, and on the nature of the foundation’s activities. When accounting records and original source documents can easily be traced to the numbers reported on the Form 990-PF being examined, the amount of detailed work will be limited and the examination will flow more smoothly.290

Team Examinations. For years, one of the mainstays of the IRS tax-exempt organizations examination effort was the coordinated examination program (CEP), which focused not only on exempt organizations but also on affiliated entities and arrangements (such as subsidiaries, partnerships, and other joint ventures) and collateral areas of the law (such as employment tax compliance and tax-exempt bond financing). The CEP approach, involving relatively sizable teams of revenue agents, was concentrated on large, complex organizations, such as colleges, universities, and health-care institutions. This program has been abandoned, however, and replaced by the team examination program (TEP). Both the CEP and TEP approaches nonetheless share the same objective, which is to avoid a fragmenting of the exempt organization examination process by using a multi-agent approach. The essential characteristics of the TEP approach that differentiates it from the CEP approach is that the team examinations are being utilized in connection with a wider array of exempt organizations, the number of revenue agents involved in each examination is smaller, and the revenue agents are less likely to establish audit offices at the exempt organization undergoing an examination.

A TEP case generally is one where the tax-exempt organization’s annual information return reflects either total revenue or assets greater than $100 million (or, in the case of a private foundation, $500 million). Nonetheless, the IRS may initiate a team examination where the case would benefit (from the government’s perspective) from a TEP approach or where there is no annual information return filing requirement. There is a presumption that a team examination approach will be utilized in all cases meeting the TEP criteria.291

Rollover audits. Sometimes the motivation for the audit is another IRS audit, such as a review of a substantial contributor’s or a related organization’s return. In such a case, the organization must ask to be informed about all of the facts and circumstances, and should do everything possible to cooperate with the other persons involved.

Compliance checks. An overlay to the IRS program of examination of tax-exempt organizations is the agency’s compliance check program, which focuses on specific compliance issues. Examples of these projects are the IRS’s inquiries into the levels and types of compensation provided by exempt organizations, involvement by public charities in political campaign activities, disparities between reported levels of charitable giving and fundraising costs, compliance by exempt organizations in annual information return reporting of any involvement in excess benefit transactions, and adherence by community foundations with the federal tax law rules.292


 

How to Prepare for the Audit. Good judgment is called for in culling an organization’s records to prepare for the auditor’s appointment. For example, the auditor will ask to see correspondence files. In the case of a sizable foundation with several program offices, this cannot possibly mean every single correspondence file. Perhaps the correspondence of the chief financial officer or the executive director would be furnished, with an offer to furnish more correspondence if desired.

Too often, some of the requested records are not in appropriate condition to be examined. The most troublesome records are often the board minutes. It is important to carefully prepare minutes of the board of directors’ meetings. Optimally, these minutes reflect the exempt nature of the organization’s overall concerns. If, for example, a commercial-type operation is undertaken as a program-related investment to accomplish exempt purposes, the minutes should reflect that relationship. A thorough discussion of the pregrant inquiry and expenditure responsibility agreements would appropriately appear in the minutes of a foundation approving a grant to another foundation.293

Pamphlets, brochures, and other literature is also an open-ended category. In some cases, the volume of this literature is staggering, so choosing those examples that portray the organization in the best light is acceptable. Obviously, the examiner cannot and will not look at every shred of paper produced by the organization in a three-year period. Someone knowledgeable about the issues involved in ongoing qualification for exempt status should review the materials and choose those most suitable to be furnished to the auditor. Or this type of individual should develop guidelines for persons gathering the information, to assure that the best possible case is presented to the IRS.

The physical space in which the examination is conducted is important. In most cases, a private office should be provided as the examiner’s workspace, rather than a nook near the coffee bar or copy machine. Affording some privacy will prevent organization staff from involving themselves in the examination and minimize any distractions that would waste the examiner’s time. Particularly when a paid professional is assisting in the examination, it is useful to limit the scope of the work and make the review as efficient as possible, to save professional fees.


(e) Achieving Positive Results

There are four rules for achieving positive results in an IRS examination:1. Contact person. One individual should be identified as the lead contact on behalf of the exempt organization, through whom all answers are to be funneled. If an outside professional is involved in the examination, he or she may be this contact. 
2. The less said the better. Answer only the specific question asked. Do not provide more information than is requested. The examiner should be given specific answers to specific questions. He or she should not be allowed to go through the organization’s file cabinets.
3. Do not answer a question if you are unsure of its import. Problem issues should be identified ahead of time, and the materials to be furnished to the IRS should be organized for presentation in the most favorable light. New materials, reports, or summaries of information found lacking can be prepared to better reflect the organization’s purposes and accomplishments.If you are unsure of the answer to any question, say that you are not sure and that you will find out. Make a list for further consideration, consult a professional, or simply become better prepared to present the best picture of the organization.


4. Expect the best from the examiner. The IRS agents who examine exempt organizations are knowledgeable, experienced, cooperative (usually), and sympathetic with the spirit of the nonprofit community. They perceive their purpose as different from that of income tax examiners.Their examination often can be a positive experience for an organization. It can validate the foundation’s qualification and can sometimes help organization staff to understand why in fact the organization is exempt. Another very useful aspect is the reminder it serves of the need to document and preserve a clear record of accomplishments, both from a financial and a philosophical standpoint.




 

The Desired Result: A “No Change.” The desired end product of an IRS examination is a no-change letter stating that the organization will continue to qualify for exempt status. If the examiner finds no reason to challenge the status of the organization, he or she will normally convey this conclusion to the organization’s representative in the field. The examiner then returns to the office to “write up the case.” The report is reviewed by the examiner’s superiors and, some months later, the organization should receive a letter stating that the foundation’s status as a charitable organization continues.

Changes Suggested. In the unlikely event that the IRS examiner finds the organization is not operating in an entirely exempt fashion, several consequences may follow.

If the agent finds unreported or underreported unrelated business income (UBI), the consequences depend on the amount of the UBI in relation to the foundation’s total revenues. If the UBI is not considered excessive, the organization’s exempt status is not challenged. If Form 990-T has not previously been filed, its preparation will be requested and any delinquent income taxes, penalties, and interest will be assessed. Deductions claimed for unrelated business income are also reviewed.294

The calculation of the investment income tax might be adjusted to reallocate expenses claimed as a reduction to income subject to the excise tax.295 The average fair market value of asset calculations might have been found to be incorrect. Appraisal of real estate might be challenged and found to be low. These issues are296  solvable, although they cause an increase in the excise tax and the minimum distribution requirements.

A more serious outcome is that the examiner may suggest that a related party transaction resulted in self-dealing,297 that the foundation’s stock ownership represents excess business holdings,298 or that a partnership interest the foundation purchased is a jeopardizing investment.299 In the worst case, a private foundation’s ongoing qualification for tax-exempt status could be challenged with a suggestion that the foundation should be involuntarily terminated.300

The agent often comments on documentation policies. Are invoices available to evidence all disbursements? What about expense reimbursements reports, particularly for travel and entertainment? Payments for personal services paid to individuals are closely scrutinized to evaluate employee versus independent contractor classifications. If compensation is paid to foundation trustees, directors, or their relatives, the amounts will be carefully examined for reasonableness and in view of the self-dealing rules.





End of sample
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Internal Revenue Service TEGE

Exempt Organization Determinations

P.O. Box 2508, Cincinnati, OF 45201
RE: Sample Foundation
EIN 44-4444444
Request for Approval
of Scholarships

Dear RS Representative,

From 1988 10 2008, the Sample Foundation operated a medical rescarch facility and was
classifed as a public charity pursuant 1o Intemal Revenue Code (IRC) § 509(a)1). During that
time a scholarship fund was established in the memory of Dr. XYZ, one of the founders of
Sample. For the past 20 years, scholarship grants have been paid annually. During 2008,
Sample discontinued the rescarch facilty and was reclassified as a private foundation. Your
approval for the scholarship program is hercby sought,

The XYZ Scholarship will futher Sample’s educational purposes by cnabling deserving men
and women to complete a medical-elated education in the graduate schools of their choice, so
thatthey willbe abie toserve honorably and cffectively in their chosen medical e,

“The scholarship will be a “grant” within the meaning of IRC § 4945 () (3) and will satisfy
the requirements of IRC § 4945 (g)n a respects

The grant will be awarded on an objective and nondiscriminatory basis. The grant will be.
excluded from gross income under IRC'§ 117 (a), to the extent that it is used for ttion, books,
and equipment reqired for educational courses. The purpose of the grant is (o promole
medical-related education for graduate degree candidates, and the recipient of the grant will be
selected from the population of medical school graduate studens

As required in Schedule H of Form 1023, the grant-mal

procedures will be as follows:

Grantee class. Any graduate college student seeking a degree in medical-related education
may be considered for the scholarship.

Selection critera. The selection criteria for the scholarship will include, but not be limited
1o, the student’s demonstrated academic ability and desire, character, good citizenship, and
economic necessity. A recipient cannot be related 1o a member of the commiliee or 10 any
“disqualified persons'” in relation o Sample.

Selection committce. The selection committee will be composed of members of the board
of directors of Sample. Members of the selection committee will not be in a position o receive
private benefi,directly or indirectly,if certain potential grantees are selected over others.

Progress reports. The scholarships will be about $2,500 per semester and can be renewed
annually for a maximum of three years, provided thal the student is not on academic or
disciplinary probation and is making satisfactory progress toward completion of a medical-
related degree. A student need not have an “A” average, but should be of a caliber o indicate an
from and be intellctually equal to work on a graduate level. Progress repors will
be obiained and verified with the educational insitution each semester. Upon completion of the
grantee’s study, a final report will e collected from the grantee.

Report follow-up. 1 no repor s filed by the student, or if reports indicate that the funds are
ot being used in furtherance of the scholarship purpose, a member of the board of directors
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.
2.

1.

1.

15,

16,

Fringe benit (s, excluding section 132 fringes)

Deferred compensation

Liability insurance premiums:

Forgone interest on loans:
Other.

Date compensation approved by authorized body:
Members ofthe authorized body present (indicate with X if voted in favor)

Comparability data relied upon by approving body and how data was obtained

Names of and actions (if any) by members of authorized body having confictof interest:

Date of preparation of this documentation (must be prepared by the later of next meeting of
authorized body, or 60 days after authorized body approved compensation):

Date of approval of this documentation by Board (must be within reasonable time after
preparation of documentation abovel:

Source: Informaion lttr from Steve T. Miller, Director, IRS Exempt Organization Division, May 1.
2001,
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Chapter Four  Disqualified Persons  Chapter Five _ Self-Dealing

199952092, 200220030, 82 8849059, 9113025,
200225045, 9119009, 9333050,
200226045 9526033

2 8933059, 9041003, 8 199952093, 200043047
9041061, 9052025, 84 200729043
9052027, 9415011 9 8810005, 8834029,

2 8950037 9014033, 9312022,

2% 8802001, 9530072 200720021

37 8950036, 9442040 9 8834029, 9751034

2 8909027, 8944007, 103 8824001, 39741
9015055 104 9732031, 9751034,

61 200813043 9805021, 199913040,

66 9031028 199950039

6 8630090 106 8824010, 8909037,

70 8626098 8934054, 9139024

7 199939046 107 9751034, 9810037

80 8940074 110 9810037

12 9641033

Chapter Five  Self-Dealing 13 9114025, 9805021,

6 8810096, 8846005, 200011051
8917019, 9108023, 126 9705013, 200318069,
9115056, 9138069, 200420029, 200423029
9426044 128 200420029

8 8922091, 9512018, 135 8719004, 39632
9623018 137 8728050, 9013004,

53 200332019 9013005, 9312024,

57 200324035, 200403051 9350038, 9724018

60 9844031, 199943057, 144, 9831026, 199941053,
200018062, 200124024 200222037

6 9008001 148 8909037

o7 8912061, 9350038, 152 8728050,9234031,
9525056, 9527034, 9333050, 9411018,
9546020 9411019, 200111051,

6 9623018 200111052, 200112065

70 199924069, 200003051 159 9008001

7 200310024 160 8628084, 8650092,

7 8622056, 8630053, 8651087, 8726004,
8727082, 9205001, 8732064, 8824010,
200148069 8948034, 9019064,

7 8839071, 9019061 9019075, 9226067

7 8945060, 9137006 (affirmed by 9433027),

81 8644001, 9137006, 9238027, 9238028,
9235055, 9241064, 9307026, 9308045,
9308045, 9323003, 9343033, 9533041,
9348052, 9546020, 9703031,

9810026-9810029 199905025, 200001049,
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Filing Requirements
Has PF followed the public disclosure rules for itspast three
yearsof Form 990-PFs and Form 10237 15 12 3(b)]

AVl PFs and PFs converting (o public status must file Form
990-PF regardless of support vl
Was an extensionts) of time requested on Form 88687
W the return i being fled late, has penalty abatement
been requested?
I the PF wants to change s fscal year, set up due date for
automatic change for next year?
Doesthe PF need to fle Form 3115 10 adopt change in tax
accounting method?
Does Part XVI-A, Analysis of Income Producing Activily,
e PF has unrelated business income?|§ 12.2(n]
Has Form 990-T been filed?
Invesiigate application of exceptions and modiications that
make unrelated income nottaxable. S 11.1, 11.2]

Does the EO make payments or personal services? I so,
determine whether PF has a policy to distinguish between
‘employees and independent contractors.

Does PF comply with federal and state payroll withholding
and reporting requirements? (Exhibit 12.6]

Are payroll axes deposited in a timely fashion?

Are Forms 941, 5500, W-2, and other tax reports timely fled?

Contributions Received
Has substantial contributor list been updated?

Has the PF received gifs of property (other than listed
securitis)for which Form 8283 is required?

Must sales of $5,000+ donated property made within
three years from date o gift be reported on Form 82827

Has PF furnished itsfunders § 170 donation acknowledgments
ndicating no benefits provided? (Exhibit 12.7]

(Provision of benelits would indicate self-dealing.)
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Partl,line 10§1231 gain

Part il line 11 Other income

Part i, line 20 Other informa

Instructions:

“This gain results from sale of
business-use assels and could

be UBI, but again PF should

be able to ely on Code v

absent other information.

Codes C (Contracts/sradiles)
and F (Other income) probably
deserve invesiigation if amount

is more than 10% of PF's income,
or $10,000, whichever lower.
Code V identifies UBI income,

but some K-15 present UBI with
Code W.

Complete this form for each K-1 PF reccives.

+ Combined unrelated incomeloss of $1,000 necessitates filing Form 990-T.
« Total of all income/deductions on K-1 should be reported on Line 11 of Form
990-PF, except for capital gains (report on lines 6-7).

+ I no Code V or UBI information s provided and indebtedness shown, K-1
preparer should be asked to provide UBI information.
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expenses dircctly connected with the carrying on of such trade or business."
“The Treasury regulations say for unrelated business income reporting purposes that:?

Expenses, depreciation, and similariems atrbutable soley to the conduct of unre-
lated business actvities are proximately and primarily elated 0 that business activ-
ity, and therefore qualify for deduction (o the extent that they meet the
requirements of section 162 (ordinary and necessary business expense), section
167 (depreciation), and other relevant provisions of the Code.

Generally Accepted Accounting Principles (GAAP) requirements sipulate there are three types
of costs— program, management and general, and fundraising—and provides for guidelines
conceming the allocation of those costs amang the functional categories o financial statements,
‘GAAP docs not specify any method of allocation nor docs i require you to necessarily maintain
detailed records to support the allocation (although it s wise 10 keep records for audit purposes)
1t does specify that the allocation method must be reasonable and consistently applied, and it
‘may be based on estimates.

Documentation and costaccounting records must be designed 1o capture revenues and cosis by
function: dircctly conducted programs, grants (o ofher organizations, investment management,
and administation. Costs that can be dircctly identifed as associatcd with a specific function
are direct costs. When expenses are attributable (o more than one function, the foundation must
develop techniques 10 allocate expenses. Al a minimum, a foundation might maintain the
following:

= A salary/fce allocation system to record the time compensated direclors or trustees,
‘employees, and consultants spend on different functions. The possiblites are endiess.
Each stail member should maintain an individual computer database or fll out a time
shec. The reports should be completed often enough to ensure accuracy, preferably
weekly. In some cases, as when personnel perform repetitive tasks, preparing one
week's report for each month or one month each year might be suffcient. Percentages
of ime spent on various functions can then be tabulated and used for accounting alloca-
tions. The regulations refer 1o this condition as dual use.”

« Office/program space uiilization charts to assign occupancy costs can be prepared. All
physical building space rented or owned should be allocated according to its usage.
Floor plans must be tabulated to arrive at square footage of the space allocable to each
activty center. In some cascs, the allocation is made by using safitime ratios, or the
converse. For dual-use space, records must reflect the number of hours or days the space
is used for cach purpose. If space costs are being allocated 10 unrclated business
income, the Rensselaer Polytechnic case should be studied.

« Direct program or activiy costs should be captured. The advantages include reduction
of unrelated business income and proof of qualifying distrbutions for direct program
activity. A minimal amount of additional time should be required by administrative saff

TIRCS 5120,

*Reg, § 151202110,

*Reg. § 15120210,

“IRS and college argucd about allocation of stadium costs over the number of days the failty was
actuall used versus the number ofdays n the year; U.S T.C. € 9397, CA-2 1984,
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Active Project Fund, 33333333
Attachment to Form 1023

Part1X - Financiol data 2007 2008 2009
S00000  SI00000  $500000

in A Industies (isted on NYSE)

‘and used to support APF programs and provide working capl

0 donstesharesof

The shares will b sold upon e

Revenue,

ine 9 - Exempt Function Income
Seminar fees 500 1000 30000
Publication sales 5000 10000 30000
S10000 5 20000 5 6000

18- Other salaries & wages

tive Director (fll me) 180N 52000 55000
Administrator (full time) 2000 30000 3200
Instructors (3-4 part-tme) 10000 20000 24000
Librarian/publicist (part time) 6000 12400 16000
(23 part time) 5000 20000 oo

000 134400 167000

s and payroll tax 6000 1260 1600

otal other salaries S G000 S 147000 S 15300

Expenses, Line 21 - Depreciation
Active Project Fund plans 0 spend up o § 25,000 buying computers,
offce furnishings, abls and chars,projectoes, ad similar cquipment,
The depreciation wil be calculaed on a five year sirsightlne bsis.

Expenses, Line 21 - Professional fees

Legal fees 400 100 100
Accounting fees 200 300 3500
Website designer 10000

Sieow s 400 s isw

Expenses, Line 22 - Other Expense

Library books and publications 000 1000 5000
‘Computer programs for teaching purposes 200 o0 7000
Printing & design of seminar materials 0000 6000 4000
‘Website fees and maintenance. 200 14000 16000
Seminar refresh 400 600 100
Office supplies & expenses Se0 om0 90w
Insurance 200 200 20w

Total other expenses STI000 S 61000 S 50000
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SAMPLE FOUNDATION # ein 444444444

Attachment to Form 990-PF
Part VIl-A, Question 5¢ on page 5

Expenditure Responsibilty Statement
for the year 20XX

Pursuant 1o IRC Regulation § 53.4945-5(d)2), the SAMPLE FOUNDATION provides the
following information:

) Grantee: “The AnnaJane Smith Memorial Library
1444 Smilh Terrace
Anylown, USA 44444

i Amount December 28, 20XX $100,000 (endowment)
of Grants: December 23, 20XX $10,000 (general supporl)

(i) Purpose: Endowment or general support for the Anna Jane Smith Memorial
of Grants: Library, an education foundation operating a library free and open 1o

the general public in Anylown, in amounts listed above.

() and (v Reports:  The Anna Jane Smith Memorial Library submitted full and complete
reports of its expenditure of December 20XX operating support grant on
November 21, 20XX. The Anna Jane Smith Memorial Library also
submitted a report on the 20X endowment grant on November 21,
20XX. The endowment report reflected that the grant was properly
added to the Library’s endowment, the income from which is devoted
exclusively o s educational programs.

) Diversions: To the knowledge of the grantor, no funds have been diverted to any
activiy other than the activity for which the grant was originally made.
(vii) Verification: The grantor has no reason to doubl the accuracy or reliability of the

feport from the grantce; therefore, no independent verification of the
report was made.
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Chapter Fifteen Private Foundations  Chapter Fifteen Private Foundations

and Public Charities and Public Charities
8932010, 8932012, 9448027-9448029,
8934004, 8934030, 9450034, 9501040,
8934031, 8935040, 9503021, 9511035,
8940012, 8941007, 9511038, 9513003,
8941012, 8941015, 9517051, 9519057,
8941061,8941073, 9521014,9527013,
8942102, 8943049, 9527043, 9531005,
8944014, 8944059, 9533007, 9535017,
8945062, 8947041, 9535018, 9538026~
8948022, 8950052, 9538031, 9541007~
8950070, 8951071, 9541014, 9542009,
9001041,9002037, 9542039, 9542043,
9003036, 9009009, 9542044, 9544028,
9011049, 9013049, 9544033-9544036,
9014016, 9014050, 9551006, 9551039,
9016053, 9024034, 9603006, 9608037,
9028075, 9030039, 9608038, 9615031,
9034073, 9104023, 9630013, 9635028,
9109057, 9110018, 9635029, 9636026,
9112025, 9128037, 9646032, 9651015,
9134025,9135054, 9631026, 9651047,
9136031, 9138056, 9814040, 9814042,
9139025, 9142035, 9814043, 9817034,
9151041 9817035, 9819046,
(supplemented by 9822039, 9839038,
200240053), 9853034, 200031052,
9151049952040, 200147059,
9203041, 9215047, 200208027,
9216035, 9217042, 200316043
9226044, 9233042, 340 8627056-8627060,
9234042, 9235054, 8627104, 8645083,
9235056, 9238041, 8649081, 8709051,
9243045-9243047, 8710083, 8712068,
9251041, 9318048, 8714053, 8718075,
9318049, 9326055, 8719030, 8722091,
9333046, 9343024, 8723037, 8729082,
9347031, 9347032, 8730035-8730057,
9350037, 9401034, 8730068, 8732044,
9403029, 9404027, 8732062, 8736041,
9408024, 9409038, 8737086, 8737101,
9424027, 9425006~ 8742068, 8744059,
9425009, 9426040, 8744062, 8744065,
9435030, 9438039, 8747057-8747060,
9438046, 9442035, 8803084, 8807007,

9447051-9447053, 8808007, 8508082,
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Chapter Seven  Excess Business Chapter Nine  Taxable Expenditures

Holdings % 9709007, 9714032,
8943022, 9308045, 9719040, 9728035,
9320052, 9551037, 9731037, 9751015,
9550138, 199950039 9752032, 9803026,
12 8724058 9809060, 9821058,
9826054, 9830027,
. o 9835048, 9838008,
Chapter Eight  Jeopardizing 9838009, 9844010,
Investments 9844011, 9845030,
4 8631004, 9205001, 9850018, 9851048,
39537 9853058, 199901030,
6 200218038 199906053, 199906056,
7 8718006, 9237035 199914050, 199915060,
9 8711001, 8909037 199917080, 199918063,
19 9723045 199920042, 199921055,
22 9626029, 9852023 199925046, 199930047,
49 8708067, 8710076 199930049, 199936050,
52 8923070, 8923071, 199937051, 199938043
8943022 199938048, 199939047,
65 200331006-200331008 200001049, 200043048,
70 8728053, 8733043, 200116045, 200117046,
8807048, 8810026, 200123073, 200150029,
8821087, 9033063, 200217057, 200228034,
9111035, 9112013, 200238054, 200244020,
9131046, 9134030, 200247056, 200249010,
9134031, 9134033, 200249015, 200302047,
9148049, 9148052, 200305033, 200340026,
9426044, 9434031, 200344026-200344028,
9551005, 9608039, 200409040, 200444038,
9826048, 199910066, 200445045, 200518080,
199943044, 199947038, 200527017, 200527018,
199950039, 200603031, 200527022, 200539028,
39720 200540017 (suspended
by 200650026),
. 200603029, 200641011,
Chapter Nine  Taxable Expenditures. 200644049
30 8823050, 9240001, 91 200419035
39883 92 9835043, 9840052
55 200203069 96 8721076, 9151040
60 9719041 103 200041033, 200123073
81 8642063, 9751029 107 9425035
84 8642063, 8822056, 109 8908042, 200031053
8822080, 9540044, 15 8814033, 8825060,
9629025, 9640021, 8830027, 8830057,
9825004 8830058, 8925070,

88 8734068 9012018-9012022,
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« How many months of expense will the net assets pay?

« et assets are ow in reltion to total expenses (especialy i there
i5.a loss), are net assets resticted or are asets iliquid? (Sec Part IV
of Form 990.)

« Likewise if net assets are low, calculate current and acid-testr

PART Il EXPENDITURE ANALYSIS

Version 1 (column A)
Granis and individual assi

nce (Lines 22-24)
Compensation and associated costs (Lines 25-32)

Supplies, phone, and postage (Lines 33-35)

Occupancy, equipment, and depreciation (Lines 36, 37 and 42)

All other costs

Tolal Expenses

Version 2 Amount %
Program Services (column B)
Management and General (column C)
Fundraising (column D)

“Total Expenses

Questions to Ask Comments
I personnel costs exceed $100,000, review offcer, directors

and trustee compensation in Part V (page 4) and +$50,000
employees and outside professionals on Schedule A, Parts |

and 1. Inquire as to number of personnel and professionals.

I occupancy and equipment total more than 20 percent, inquire who
ownsied) property rented or being purchased by the organization.

Are the same percentages used 1o allocate all categories of Expense:
indicating actual cost records are not maintained?

Do the combined fundraising and M & G expenses exceed 25
percent? Ifso, does the organization operate with unrecorded
Volunteer services and facilities? Otherwise, why are they hight
Compare fundraising costs (o tolal donations (Line 1, Part . 1f

more than 10 percent, ask for explanation.

PART lll PROGRAM ACCOMPLISHMENTS

Read descriptions of program service accomplishments in Part Il
Calculate per person cost of service if possible within cach program
or for the overall organization.
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‘Active Project Fund A
Attachment to Form 1023

formal Acton by Dirctors

Any actionrquir by v o b ket et of Divctos,or ay ton whih may b akena a g f Divctrs,
may be ket withouta meetngifaconsent n wriing setin frh e sction o aken il b siged by  sufficient mumber
f Diectors o wouk e ncesary (ke (hat cion aa mesing at which il ofthe Direciors wereprsent and vted, All
consentsigned i hismanner s e deivred 1 the Secrtary o aher o aving custody of e i ok within
iy (60)days atr he dte o th carliet dted consnt delivered (o the Corporation i s manne. A fcsimile
{rananisio or othe il snsisson sl b eganded 3 igned by th Dirctr fo porposes o s Al

ARTICLE FLEVEN
Insorpa

Thename and addess of the incorprator i

Il Addross
AB. Sample 101035

Any Town, XX, 77777

INWITNESS WHEREOF, havehereunto se my hand, i 15° day of Januay, 2007

Gane Swith

Tone Smith
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For a private foundation contributor 10 be able to claim a charitable contribution
deduction, the foundation must furish a written receipt containing the informa-
tion shown in this sample receipt.

Witlen by SAMPLE FOUNDATION
o Private Foundation Contributor

“Thank you for your donation of DATE AMOUNT
Cash

Other property:

Your gifts will be devoted 10 our exempt purposes, and Sample Foundation has no furnished
any provide benefis or services required to be valued in consideration for his gift.

Date Responsible person

Source: Reprinted rom Hopkins & Blazek, Private Foundations: Tax Law & Compliance,John Wiley & Sons,
(Hoboken: 1997),
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‘Active Project Fund 3333
Attachment to Form 1023

ARTICLE TWELVE  AMENDMENTS TO BYLAWS
Secion 201 Amcndnatso Bulans. Thse Byl sy b s, amende, o e and o Byl iy b adepcd by a
B jrkty O o DS S 1y g etn r el . 3 s e dy 5 WA Bt s Een o an

et sk, S, of s s By o ot By s ch .

(TEEN - AMENDMENTS TOARTICLES
‘Secion 1501, At 1o Anicks. The Ao corporaion fhe Carporaion .o e xinallwed byl e,
Srind,or et and o A ofIncoorstion i b G by -t oty o the DAecton s 4y U
i o an poctl e i o e oo 43S VLGN UG 3§ of 4 RO o e, e o e e A F
Incorsion o o e ARl of orporston o s,

ERTIFCATE

IHERERY CERTIFY ot e oreeing i, complee and ot copy of e By Laws f A Prjc o, Texs on
ot comperstion. il o he i bl

N WITNESS WHEREOR, 1 herento st oy b, i 15 oy of ey 2007

AL Loyt Shpsidnt
S e

Bytans
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2007 Federal Statements Page 2|

Envronmentlst Fund 7]

Statement s
Form 380F, part,Line 160
e

@ ) et © @
Expenses  Investhore  Adjustes  Charitabie
sofis “hoocca™ wetfacoe Purssies’

Contracts, lomns, corporate mtters
e 20,00, 3 0

a 3,000 8 15,000
Tora) $E0-000" §——:B0:

Statements
Bom SS0F, part,Lino 166
Aeounting Fes

@ @ vet © @
Exntes  Investmore  Adiisted  uritable

20,0003 2,000.3 oo 1,000

208 . e 4 g s

Stotements
oSS PE, part, Line 16
Gl Proescoml Feos

o mawe @ o
ophes Iestmmne Mt Guritaie
RS R GPRS. SRS
sptcotony conseeante S D
it R it
s otar TReg0n: §—

Statoment7
Fom B3, pa

®) net © @

Injesthent  pdjusted  Charitabie

_ hime’ et Tacese Parpeses

A4 valoren/proguction tax 5 15,000
fso Tax oy iavestaent Lncoms

Erees fox SBo-t

Properey fax
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This checkist st lss procedures all ax-exempt organizations should follow in conducting
programs and making grants outside the United States. The purpose is twofold: ensure the
‘expenditures serve an exempt purpose and document intent 10 avoid support of groups the
U.S. Treasury Department identiies as a threat to domestic security. Also, aditional steps a
private foundation must take are lsted.

Name of Organization

Name of Grantee/Cooperating Organization.
Step 1. Obiain proposal that includes the following detailed information at a minimun:

 Two years of financial report, preferably audited by chartered or certfied accountants

© Budget of activity 1o be supported that shows compensation of offcials and details of
major costs

« Organizational documents and proof of charitable or nonproiit status, if any

st of names and positions of offcials and key employees
 Description of operating procedures recipient uses (o protect fur
controls and conflicts of interest policies.

© Timeline for accomplishment of programs to be supported

ing, including intemal

Step 2. Consider support for specific projects rather than grants for general support of the
organization o narrow scope of due diligence and oversight required.

Step 3. Considera grant t0.a U.S. “Friends of” o other cross-border giving organizations.

Step 4. Go t0 www.treas. gov/ofiices/enforcement/ofac/sdn/and search for names of officials
associated with the organization. Print page where names would have appeared alphabeically
1o evidence absence. Study latest version of the Anti-Terrorst Financial Guidelines: Voluntary
Best Practices for U.S.-Based Chariies on the ste.

Step 5. Prepare agreement with grantee that describesthe project and tax-exempt purposes that
will be served, terms for transirs of money, for programs o be conducted in siages, what is
required for release of additional funds, and reports and evaluations thal are required upon
completon of program. Agrecmen should require funds be returned f they are not sent for
the ntended purpose.

Step 6. Prepare resolution for approval of project 1o evidence U.S. organization’s “dominion
and control” over the decision to provide the financial support.

te Foundation Step. Obtain public charity equivalency or formal expenditure respor
bility agreement, submit enhanced information required on Form 990-PF, and monitor receipt
of reports from grant recipient as described in § 9.6.

Prepared by Approved by. Date
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A private foundation'’s excise tax liability (5 4940) and satisaction of the mandatory payout of
5 percent of the value of its asets (§ 4942) depend on a proper alloc expenses. We
have observed over the years that the tendency of Form 990-PF preparers i a preference for
allocating expenses 1o invesiment income (presumably because it is “deductible”). This prac-

indecd does save the foundation 1 10 2 percent of s net investment income. Importantly,
however, identification of and allocation of expenses o program service, grani-making, and
foundation administraion costs saves the foundation essentially 100 percent of the expenditure:
in the foundation’s fund balances. Thus we recommend a foundation establish policies fo allo-
cating expenses with a view o this fact in accordance with the following standards.

GUIDELINES

IRS Form 990-PF and the Statement of Financial Accounting Standards No. 117 require private
foundations 10 report expenscs by what is known as their functional classifcation. The three
primary functional classifications are expenses pertaining (o investments, program services and
grants, and supporting activities. A foundation’s supporting activities are comprised of manage-
ment and general activities with ltle, if any, fundraising expenses. Statement No.117, Para-
graphs 27 and 28 defines these classifications as follows:

Program services arc aciivities thal pertain (0 the foundation's grant-making activities and its
direct conduct of programs, such as managing a historic village, designing new educational sys-
tems, or training community volunteers. These expenscs are incurred directly to fulfill the pur-
poses or mission for which the foundation exists. The existing Form 990-PF presents all o these:
expenses, plus supporting activity costs, in column (d) of Form 990-PF. Costs of directly con-
ducted programs are separately reported in total—without details —in Part IX-A,

Supporting activities arc a foundation’s ativitis other than program services and include man-
agement and general activities such as goverance and oversight, business management,
recordkeeping, budgeting, financial reporting and tax compliance, personnel functions, and
related administrative activties except for dircct conduct of program services, including fund-
raising activitcs, i any.

DIFFERENT SOURCES RECOMMEND DIFFERING PRACTICES AND POLICIES

“The IRS Form 990-PF insiructions or expenses attributable (o investment income subject to the
excise tax (column (b) on page 1 of the form say:

Investment expenses include in column (b) all ordinary and necessary expenses
paid or incurred to produce or collect investment income.

Or

for the management, conservation, or maintenance of property held for the produc-
tion of income taxable under section 4940.

I any of the expenses listed in column (a) are paid or incurred for both investment
and chariable purposes, they must be allocated on a reasonable basis between the
investment activities and the charitable activites so that only expenses from invest-
ment aciivities appear in column (b)

“The tax code says unrelated business income tax is imposed on gross income less
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“The Anna Jane Smith Memorial Library
1444 Smilth Terrace.
Anytown, USA 44444

Ms. Jane Sample, Treasurer
SAMPLE FOUNDATION
101 First Main Plaza
Anylown, USA 44444

RE: Annual Report 2 under
Endowment Expenditure
Responsibility Agreement

Dear Ms. Sample,

On behalf of the Anna Jane Smith Memorial Library, 1 want to first say how grateful ou library
isfor the significant support we receive from your foundation. The minds of Anytown’s children
are challenged and expanded by the enrichment your funds allow. The purpose of this letter is
10 again report in accordance with our expenditure responsibilty agrecment dated December
28, 20XX.

Your generous endowment it of $100,000 was added to the Anna Jane Smith Memorial
Library Endowment Fund to be conserved and prudently invested so s o produce income to
support our educational programs. The balance of the endowment as of June 30, 20XX, was
$920,000. During our fscal year then ended, current income of $119,000 was realized on the
endowment. Out of this income, $92,000 was expended for library operations and $24,000
was set aside in the temporaril restricted funds to assure support of operations in any future
years in which current yield might be lower. A copy of our audited financial statemens is
enclosed fora full eport of our financial actvity.

As required by our agreement, allof the income carned o your endowment gt was either
currently expended for the ibrary's educational programs or reserved 1o be spent for such
charitable purposes in the future. None of the endowment fund or its income was expended for
a noncharitable purpose; partcularly, no amounts were expended to carry on propaganda or
otherwise 1o attemp 10 influence legislation, 10 attemp 10 influence an election, or to make a
grant 10 an individual. We maintain documentation evidencing the nature of our expenditures
and welcome your inspection of the records, if you so desire.

“Thank you again for your financial support. f any additional information s required, please.
let us know.

November 21, 20X Mary Kay Anderson,
Chief Financial Officer
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Acive Profoct Fund w0

Form 1023 Checklist
(Revised June 2006)

Application for Recognition of Exemption under Section 501(c)3) of the
Internal Revenue Code

Not
egarding Publec nspection of approve picatons

‘Check sach b L finsh yout application - his cormpleted Chackis it o flec

[ Assomblo the application and materials in this order:

«Fom 1023 Checklst

= Form 2848, Powor of Atomey and Daclaation of Aeprosaniatv (1 ing)

o 8821, Tax nformaton Autorizaion (1 ng)

 Expodio aquest (1 equesting)

 Appicaten (Fom 1023 and Schodules A through H. 45 oquied)

 Avicos.oforgnization

‘ Amervimnts o artlesof organizaion i chronoogical ordor

Byl o other s of cperaion and amendments

Documentationof nondicriminatry poly fo schos, s equird by Schedulo B

 Form 5768, Elction Rovccaton of Elction by an Elgbla Secion 501(c}) Organizaton To Mako.

Expendiures Tolnflence Logikton (f ting)
W othr atachments, ncuding exlanations, inancial dta, and printed materssorpublctions. Label

ch page withnamo and EIN

Usertee payment plcad in envelope ot of checkis. DO NOT STAPLE or oherise attch yourcheck o
money oxder o your appeation. Inctead, et place 1 the envelope.

(5] Employer Identcation Nurber (EIN)

[X] Gompleted Pars | through X ofthe application, including any requesied iformation and any required
Schedulos A through H.
 You mustprovide speciic detallsabout your past, present. and plamod acties.
 Genersizations o ks o answer quecions i the Form 1023 sppcation il revent usfomrecogaizing
you s taxcxerpl.
Doscrib your purposes and proposed actvios nspacifc easdy understood torms.
 Financia infomation shoud corespond wilh proposed actvie.

‘Schedule. Submit oy those chedues tha appy 10 you and check iter “Yes”or N beow.

Schedulo A Yoz _No_X_ Scheduo £ Yos__No X_
Schedulo B Yos __No_X_ ScheduoF Yos__No_X_
Schedua G Yes __No_X_ Schedue @ Yes__No_X_
Schedua D Yes _No_X SchedueH Yes__No X_
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Partvi
Partvin
Part1X
Part X
Part X1
Part Xl
Part Xl
Part XIV
Part XV
PartXVI
Part XV

Chapler 10§ 3-5 and Chapter 12 § 1(a)-(c)
Chapler 12§ 1(d)

Chapter 12§ 1(e)

Chapter 10 4 and Chapier 12§ 1)
Chapter 10§ 5 and Chapter 12 § 2(a)
Chapter 10§ 1 and Chapter 12 § 2(b)
Chapler 12§ 2(c)-(d) and Chapter 2§ 2.7
Chapter 5 §5 67 and Chapter 12§ 2¢)
Chapter 6§ 5(b) and Chapter 12 § 2()-(g)
Chapter 6 §§ 1-3 and Chapter 12§ 2(h)
Chapter 6 § 4 and Chapter 12 § 2(i)
Chapter 6§ 5 and Chapter 12§ 2()

Chapler 6§ 6 and Chapter 12§ 2(k)
Chaplers3§1,6§5,and 2§ 26b)
Chaplers 4 §§1-7, 65,9 §5 3-6, and 12§ 2(m)
Chapter 11 and Chapter 12§ 2(n)

Chapler 12§ 2(0)
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‘Compare Part I to descriptions of proposed future activity
submitted in grant reques!

PART IV BALANCE SHEETS

Use the Balance Sheet in audited statements if available 10 calculate the following financial
fatios. Audits musi be prepared on the accrual method and refect current and noncurren assets
and liabilties. A Form 990 presented on a cash basis (question ) on page 1) cannot be used to
calculate ratios 1 and 2 because liabiltis are not reflected.

1. Isthe current ratio at least 2 (top of formula below) to 17
Current Asses (cash & assets convertible to cash) s
Curtent Liablities (Debis payable within one ycar) P
« A ratio lower than 2 10 1 can mean short-term liquidity
problems
« Too high a ratio sacrifices income for safety. (The difference
between current assets and liabilities is also called working
capital)
2. Isthe acid test or quick ratio at east 1 10 12 (Can they survive
funding delays?)
Cashand cash equivalents duein 1 (or 3 or 6) months s
Total expenses within same period —
3. 1 there suffcient overallliquidity?
Unrestrcted fund balances s
Total annual expenses -
4. Can permanent funds support activites?
Investment income (Lines -8, Part 1) s
Total expenses (Line 17, Part )
5. Do contributors or members satisy pledges on time?
Current balance of unpaid pledges (Line 48) s
“Total contributions foryear (Line 1, Part ) —

Certain assets and labilitis indicate the possibility that the organization is operating 1o serve
private interests. Look for an attached schedule 1o explanation the nature of any amounts
reported on 3 the lines listed below. Also g0 10 page 2 of Schedule A in Part I, where such
related party transactions must be reported and information attached in response to any yes
answer.

Line 50 Receivables from officers, directors,trustees and key employees.

Line 51 Other notes and loans receivable.

Line56. Investments—other

Line 58 Other assets.

Line 63 Loans from officers, dircctors, trusices and key employees

Line 65 Other labiliies
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DEPARTMENT OF THE TREASURY
tomal Revenue Sonve

Taxpayer Igentiication Number:
Fom:

‘Tax Year(s) Ended:
Date and Time of Appointment

Place of Appoiniment:
Persanto ContactiD Number:
Contact Numbers:
Telephone:
Fax
Dear

1am witng to confrm our appointment for the examination of the above periods.

We reaiize some organizations may be concerned about an examination of their
etums. We hope we can reieve any concems you may have by briefly explaining why.
W examine exempt organization relums and what your appe rights are f you do not
agree wilhthe result.

We examine retums to verify the correctness of income or gross recsipts, deductions
and credits, and fo determine that the organization i operating n the manner siated
and or the purpose set orth i ts application forrecogniton of exemption. In many

When we complete the examination, we wil explain our recommendations and how they.
may affect your exempt status or tax iablfy, such as employment, excise o unrelated
business income taxes. You should fully understand any recommended changes and
their ramifcations. Please do not hesitate 1o ask questions about anything that is not
dlearto you.

Lotor 3813 04.2002)
Ch b S0
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Does manager provide periodic valuation information for calculation of average values
for minimum investment return [IRC §4942] and financial reporing purposes?

115 the investment marketable? Do the terms of the investment fimit sale of withdrawal so
thata discount in value is indicated?

1 For PF purposes, must the investment be valued monthly or annually?

Excess Businiss Houines

tion own more than 2 percent of the venture? What percentage do the
inscers own? [IRC $4943]

Is more than 95 percent o the income produced by the investment passive?

Docs the org
organization’

Tax FuinG Requmeness
 Must the income be reported and taxed on Form 990-T7

‘Was Form K-1 received for partnership investment that reports unrelated business charac-
terof distrbutions?

1§ more than $100,000 was transferred 1o a foreign corporation or partnership, complete
Part 1110 determin if Form 5471 and other forms mus be filed.

Must the organization make deposits of estimated income tax?

Completed by
Discussed with client (name) date

Checklist for Alternative Investments, Part 2: Filing Requirements

(1) Answer the following questions if the investment entity is a foreign

corporation:

a. Was more than $100,000 transferred o the corporation within a
12-month period? (Form 926 may be recuired if Yes.)

b. Docs investment represent at east 10 percent ownership in corporation?
(Forms 926 and 5471 may be required i Yes)

. During the tax year, was the investment interest reduced from more than
10 percent to less than 10 percent? (Form 5471 may be required f Yes.)

d. Did the exempt organization own 50 percent or more of the corporation
forat least 30 consecutive days during the tax year? (Form 5471 may.
be required i Yes.)

. Isthe entity a passive oreign investment company (PFICI? (Form 8621
may be required i Yes)

(2) Answer the following questions if the investment enti

partnership:

a. Was more than $100,000 transferred o the partnership within a
12-month period? (Form 8865 may be required if Yes)

isa foreign
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‘Sample Foundation

Do Not Proceed 10 Next Step until Answers Are Yes!

Date

Inital

Step 1. Pre-grant inquiry completed.

Step 2. Establish proper terms for grant or program-related
investment

Step 3. Expenditure responsibilty contract signed.
Step 4. Grant timetable prepared.

Step 5. Form 990-PF atachment submiticd
(Reg, § 33.4945-5(d) as reports received

Step 6. Delinquent reports or diversions invesiigated.
Step 7. Withhold payments i diversions occur

Step 8. Segregate documents in a manner (o ensure that
they are saved for four years

Approved By: Date:
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A private foundation (PF) s given special treatment by the federal income tax law because it is
wsually funded by an individual, a family, or other small number of persons. Congress, in 1969,
added provisions o the tax code to prevent the operation of a private foundation for the benefit of
itscreators and insiders. The ules, in a negative fashion, term those that fund and control the foun-
dation disqualifed persons (DP). The disqualified persons and the foundation can be subject to
excise taxes if the rules contained in Chapler 42 of the Internal Revenue Code are violated. The
rules are sometimes identified by the code section numbers, 4940 to 4946 This exhibit briefly
describes those code sections. It is not intended to describe the rules in depth but only to provide:
enough information (0 enable readers lo know when 10 ask a question.

SELF.DEALING—§ 4941

1n 1969, Congress felt that private foundations were being used as pocketbooks for funds not
necessarily available (0 a foundation's related parties from other sources, and st out o com-
pletely eliminate self-interested financial activity between a privately funded charity and its
insiders. A foundation, as a general rule, is constrained from having any financial transactions
with persons who create, control, and fund it. This prohibition applies even if the PF benefits
from the transaction. As an extreme example, a PF cannot buy for $1 an asset that is worth
1 million from a DP.

As with many tax rules, some exceptions may apply. Though the specific transactions in
the following list, which constitute prohibited seli-dealing, forbid the use of property, the PF's
creator can provide rent.free office space. Similarly, although payment of compensatior
erally prohibited, director’s fees and salarics can be paid so long as the amount is reasonable
for the services rendered. If a prohibited self-dealing transaction occurs, the money must be
returned and the insider is subject 1o a 10 percent excise tax. Directors or trusices who
approved the transaction may also be penalized. (See Chapter 5,) The following specific irans-
actions between a foundation and its disqualified persons are identified as selfdealing and for-
bidden by the cod:

« Sale, exchange, or leasing of property between a PF and a DP.
= Lending of money or other extension of credit between a PF and a DP.

« Fumishing of goods, services, or facilties by a PF 10.a DP and vice versa.

« Payment of compensation/rcimbursement of expenses by a PF 10.a DP.

« “Transfer 0, or use by, orfor benefit of, a DPof any income or assets belonging 10.a PF.
* Agreement by a PF 10 pay a government official.

MINIMUM DISTRIBUTION REQUIREMENT—S 4942

Afoundation must annually spend a minimum amount for grants, administrative, and other chari-
table disbursements. The required amount of the charitable payments, called qualifying distribur
tions, is an amount equal 10 5 percent of the average fair market value of the PF's investment assets
for the preceding year. A PF in it frst year of existence does not have a distribution requirement.
Assume, for simplicity,that a foundation’s investments have an average value of $1 million during
year 1. s mandatory distribution amount for year 2 is $50,000, payable before the end of year 2. In
each succeeding year of its existence, the foundation must continue to distribute the mandatory
amount based on the prior year's asset value. If charitable disbursements in a year exceed the
required amount, the excess can be carried over five years to offse the mandatory amount in suc-
ceeding years. (See Chapter 6.)
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Sample Foundation

Introduction. As a private foundation (PF), Sample Foundation (Sample)is responsible for proving
that all of its expenditures are made for charitable purposes and that it makes no expenditures on
behalf of, nor has any financial transactions with, its disqualified persons (DPs), meaning major
contributors and managers. Sample will establish its headquarters and laboratory in the office
building owned by ts president and contributor, XYZ, who is a DP in relation to Sample. Therefore,
‘Sample wishes (o adopt procedures to meet its responsibility. Specifically, the “selfdealing” provi-
sions of the tax code prohibit the following;

« Sale, exchange, or lease of property between a PF and a DP, except at no charge,
« Lendingof money or extension of credit between a PF and a DP,

« Furnishing of goods, services, or facili
them to the PF without charge, and

between a PF and a DP, unless the DP fumishes

« Payment of compensation or reimbursement of expenses from a PF to a DP, unless such
payments are reasonable and necessary to carrying out the exempt purposes of the PF.

Policy. To ensure adherence 1o these requirements, Sample adopts the following rules:

Office space. Sample is entering into a lease agrcement with XYZ sipulating that he space is
furnished to Sample at no charge. Maintenance, repair, and uilities atiributable to the
space occupied by Sample will be paid by Sample directly. For example, the space leased
10 Sample represents percent of the total square footage of the building, Therefore, per-
cent of the utility bill will be paid by Sample. Any expenses not direclly attributable to
Sample space willbe paid by XYZ

Personnel. Sample wil hire a project manager, and possibly other personnel, 1o work exclu-
sively on foundation projects. Because Sample is new with modest actvity, it does not
necd a full-time secretary or accountant. Therefore, it wil hire the current employes of
XYZ on a part-time basis. i estimated that the receptionist and business manager will
devote approximately halfof their ime to Sample’s business. Therefore, half of their sal-
aries, employee beneiits, and taxes will be paid by Sample. Each person will maintain a
record of his or her actual time, and the ratio will be evaluated periodically.

Office furnishings and equipment. XYZ owns a telephone system, copy machine, computers,
and other cquipment that Sample is allowed 10 use rent.irec. To the exicnt that Sample
incurs direct costs in connection with this equipment, it will pay the bills directly. For
example longdistance telephone cals, photocopy paper, and other expendable supplics
directly related to foundation activities will be paid by Sample.

Automobile. XY is furnishing Sample with a vehicle for it use in connection with foundation
projects. Sample will pay the expenses alirbutable 10 its actual use of the vehicle. A mile-
age log will be maintained to evidence the usage.

Asset purchases, sales, and debt payments. Sample hereby adopis a policy that it will not
engage in any financial ransactions with XYZ or with any other DP that would cause it to
“self-leal,” as thatterm s defined in Chapter 42 of the Infemal Revenue Code:
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10 accumulate costs by programs. A departmental accounting system is imperative. Mer-
chants may assist by establishing separate accounts for different departments.

= Supporting, adminisirative, or other management costs should be allocated to depart-
ments to which the work is directly related. The organization’s size and the scope of
administrative staff involvemen in actual programs determine the feasibilityof such cost
attributions. Staf salaries are most often allocable. Say, for example, the executive
director is also the editor of the foundation'’s esearch journal. Based on a record of time
spent, his or her salary and associated costs could be aitributed party to the publication.
When allocaing expenses to unrelaed busincss income, an explotation of exempt
functions rule may apply to fimit such an allocation.”

= A computerbased fund accounting system is preferable, in which department codes are
automatically recorded as moneys are expended. The cost of the software i casily
recouped in staf time saved, improved planning, and possibly tax savings due to a
reduction in income and excise taxes.

“The lack of standard allocation practices makes functional accounting a somewhat unreliable
measure of nonprofit efficiency and effectiveness. Given the lack of clear guidelines, a founda-
tion s free 1o define which expenses are legitimately programmatic and which are supporiive.
Aslong as the iniemal guidelines are reasonable and consistently followed, they are likely to be:
accepted by auditors and donors.
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Active Project Fund 333333333
Attachment to Form 1023

SCHEDULE E: PRIVATE OPERATING FOUNDATIONS
Active Project Fund projects the following information

that indicate it will meet the Income and Endowment Tests
and be eligible for classification s an operating foundation.

Income Test

2007 2008 2009

Adjusted net income 300 00 3000

¢ 1b Minimum investmen returmn 9000 12500 13000

Line 24 Qualifying distributions 170000 239000 267500
Line 2b Acquisition of exempt function assets 25000

Li 5 195.000 S 230.000

00

24 Total qualifying distributi

Line 3a Percentage of qualifying distsibutions 0 AN >100% > 100%  >100%
Line 3b Percentage of qualifying distibution o MDR > 100% > 100%  >100%

Endowment Test

Line9 Value of assels not used dircctly

exempt actvities

Line 94 Projected monthly average of investment securities 0 0 0
Line 9b Projected average of cash balances 180000 250000 260000
Line 9 Projected value of other investment property 0 0 0
Line9d Tt 80000 250000 260000

0 0
180000 250000 260000

Line 12 Multple line 11 by 3-1/3% $5994 8325 S8

Note line 24 exceeds the amount on line 12.

Active Project Fund has made a good fith determination that it will satisty the
icome test and the endowment test set forth above for its first taxable year and and

the years thereafter based upon projections of income and expenditures and the

opinion of our counsel. See Part IV for description of the planned activites

A Good Accouriant
‘A Good Accountant
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Evaluate character of grants to other organizations o
distinguish active program activily.

Determine if individual grant program quaifies as an
active exemp! function activiy.

Does PF conduct active programs lo report in Part X2

54943 Excess Business Holdings

1 the PF owns more than 2 percent of a corporation, partnership,
orother business holding, ascertain whether disqualified
persons’ holdings must be aggregated. (5 7.11

Caleulate permitted stock holdings to identiy whether excess
business holdings exist.

1 the PF has permitted excess business holdings acquired
through gift or bequest, evaluate status of planning for
timely disposition of excess

54944 Jeopardizing Investments
Review PF's investment listings o evaluate presence:
of jeopardizing investments. [§ 8.11
s the fair market value o assels more than cost basis?
Does the foundation hold properties that produce no income?

M net capital loss reported, review past years of investment
returns fortrend indicating jeopardizing investments.

Does PF have “allemative investments?” 1 so, complete
Checklist for Altemative Investments. (Exhibit 8.11

§4945 Taxable Expenditures
Obtain st of grants paid during year and determine i PF
spent money for any of following: [Answers should be NOI
Onganizations not lsted as public chariies in Pub 78 or
classified a3 § 509()3).
Lobbying or a grant to finance lobbying (5 9.11
Political campaign 5 9.2]
Unapproved individual grant [§ 9.3]
Support of noncharitable program (5 9.81

Ave fles maintained to evidence charitable nature of the PFs
activites? For example: fles for grantees, copies
of exhibitions, class schedules, aricles published?
Do grant iles contain a Grants ChecKlist [Exhibit 9.21
‘and Grant Transmittal Letter [Exhibits 9.3 and 9.4]
for cach grant paid?
Did the PF make an expenditure responsibilit grant to
another PF or a non-(c)3) entity?[§ 9,61 1fso:
Prepare Control Checklistof 7 Steps [Checklist 9.7]
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Adtive Project Fund 3aman
‘Attachment to Form 1023
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b. s investment in partnership ownership at least 10 percent?
(Form 8865 may be required i Yes.)

. During the tax year, did partnership interest increase or decrease by
atleast 10 percent- g, from 11 percent 1021 percent or vice versa?
(Form 8865 may be required i Yes.)

d. During the tax year, did the partnership interest decrease from
10 percent or more to less than 10 percent—e.g, from 12 percent
108 percent! (Form 8865 may be required i Yes)

(3) Isthe investment entity a foreign disregarded entity?
(Form 8858 may be required if Yes.)

(@) Docs EO have a financial intercst in or signatory authority over
foreign financial accounts, the aggregate value of which exceeds
$10,0002 (Form 90-22.1 may be reqired if Yes.)

(5) Does EO own more than 50 percent of stock of corporation that
has foreign financial accounts, the aggregate value of which
exceeds $10,0007 (Form 90-22.1 may be required if Yes.)

(6) Docs EO hold a more than 50 percent partnership interest that has
legal ttle to foreign financial accounts the aggregate value of
which exceeds $10,0007 (Form 90-22.1 may be reqire if Yes)

cave

whether there is  reporting obligation.

these questions represent a bief summary of potentia reporting obligations for
foreign investments. The lengihy set of ules governing the reporting of foreign invest-
ments is highly technical. Each forcign investment should be reviewed to determine
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Chapter Fifteen Private Foundations  Chapter Fifteen Private Foundations
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Foundation Name:

Web Site Address:

Prepared By: Date:

1. Print Home Page and other representative pages from PFs it 1o eview
scope of information presented on site.

2. Docs thessite reflect the PF's mission and programs as described in
Form 990-PF?

3. Ave goods and services offered for sale on the site?
a. Are products or services sold related 10 cxempt purposes?
b. Docs site link (0 a commerci

site forsale of it goods or services?
. 1srevenue produced from “hits” on the linked site or some other site?

4. Does the organization solicit contributions and/or memberships on it ste?
a. 1o, s state regisiration recquired?

b. Are disclosures for quid pro quo transactions provided?

<. Is qualitative and quantitative sponsor information displayed on the site,
creating advertising (UBI) rather than acknowledgment (donation)?

Can the accounting system capture costs related to the ste?
6. Can revenues be fragmented by related and unrelated sources?
Doesthe site contain discussion of public or civic afairs?

a. 1fso, is there a “call 10 action” urging viewers (o contact legislators

that constitutes grassroots lobbying?

b. Does the information presented regarding issues of public policy
(gun control, aborton, elc.) present a biased viewpoint?

8. Isthesite linked 10 other sites? (Be cautious if§ 501(c)4) or PAC sites)
a. Dolinks provide informationresources pertaining to mission?

b. Are there links (o the organization’s sponsors or contributors?

. 1o, does the link represent advertising for the sponsor?
d. Isthere a link 10.a political party? (Prohibited for § (c)3)YOK for others)

9. Review organization’s information reported on Guidestar and
IRS Publication 78.
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Form 990-PF
Form 990-T

Foreign Investments.

State Reports

Form 941

00
Depository Receipts
Fom w2

Fom Wed

W

Form 1099

Unemployment Tax

Sales Tax

Local Property
Other State

ANNUAL INFORMATION RETURNS
iled by all private foundations annually by 15th day of 5th month fol-
Towing the end of the fiscal year.

Income tax return to report unvelated business income and calculate tax
due annually.

See Exhibit 8.1 (p. 3 for filngs for altemative invesiments.

A copy of Form 990-PF isfiled with cach state in which the foundation is
registered and possibly other states in which the foundation does busi-
ness, including soliciting contributions, conducting programs, engaging
employees, or maintaining financial accounts.

EMPLOYMENT TAXES
Employment tax return reporting tax withheld and due, filed quarterly on
April 30, July 31, October 31, and January 31

P with employee benefit and pension plans must annually report their
participant satistics and other detals

Federal, and some state, taxes are paid dirctly 10 a bank (with Form
8109), not mailed to the IRS when the tax liabilty exceeds $500.

On calendar-year basis, employees’ otal wages and taxes are reported (o
individual employees on this form by January 31

Completed (for PFs fles) by each employee which evidences number of
exemptions claimed for income tax withholding.

Completed (for PFs fles) by each independent contractor claiming the PF
need not backup withhold tax from them.

Non-employee fees, interes, rent, prizes, or other compensation paid to
independent contractors is reported annually by January 31. If the PF
docs not have Form W-9 verifying the social security number, backup
withholding of 20 percent of each payment i required.

Aprivate foundation is exempt from federal unemployment taxes but may
be subjectstate axes on workers.

OTHER STATE TAXES
Sales of goods and services may be subject 10 sales tax. State and local
exemptions and reporting requirements vary. Exemption from paying
sales tax on purchases of goods 1o conduct exempl programs may be
exemptunder sate law.

Some states collect ax on real and intanible personal property.

Private foundations are exempied from state income and corporate fran-
chise taxes upon submission of evidence of Federal excrption.
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ChapterSix  Mandatory Chapter Seven  Excess Business
Distributions Holdings
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This exhibit has formulas and calculations designed to inancially analyze the fiscal health of
 nonproiit organization using information provided on the pre-2008 Forms 990. Suggested
data to consider are presented irt followed by issues the financial data presents. As a rule,

there are no harck-andHast tests, but the questions are designed to indicate factors that might
hamper iscal performance and deserve investigation. All§ 501(c) tax-exempt organizations

other than private foundations, annually ife Form 990. As a resull, this form provides a
unique tool for performing comparative analysis of organizations scking funding.

PART | REVENUES, EXPENSES, & CHANGES IN NET ASSETS

SOURCES OF REVENUE:
Contibutions —individuals, foundations and businesses
United giving or other pass through funding sources
Government granis
“Total Donated Funds (Line 1)
Program service or exempt function revenue (Line 2)
(See Part VI, Line 93 for description of activity)

Member dues—benefis received (Line 3)
(not donations)

Investment ncome (combine Lines 4-8)
Netincome from fundraising events o activtis (Line 9¢)

Book, hrift or other store; cae; and other
revenue from business activites (Lines 10-11)

TOTAL REVENUE
Questions to Ask

« Is the organization 100 dependent upon any one type of funding,
such as governmental grants or united giving allocation?

« Ifthe donation portion s fow (less than 10-15 percent), ask why?
« Is the organization funded by a small number of major donors?

« Is there insufficient voluntary support from the organization's
natural constituents?

« How do revenue ratios compare 10 organ

WORKING CAPITAL ADEQUACY
Total expenses (Line 17)

tions of a smilar type?

xcess (or Deficit forthe year (Line 16)
Net Assets or fund balances a beginning of year (Line 19)
Questions to Ask

© What s the ratio of ttal expense 1o net assels? Can the organiza-
tion weather a financial setback?

Amount %

Comments

Comments
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Dividend 1 Increase in Value $12,000(2.000 + 10,000)
Value of year's beginning 100,000

= 12%
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Sample Foundation

Name of Graniee Organization
Address
Dear .
(Name of Grantor s pleased to inform you that it Board of Directors
has approved a grant of $ o the.
(Name of Granice) pursuant 10 the grant application datcd
Since your organization and ours are private foundations, we must enter inio an expenditure
responsibility agreement.

Use of Funds
Our grant must be expended for charitable, scientifc, licrary, or educational purposes as
defincd under Internal Revenue Code § 501(c)(3), and more specificallyfor
(Description of purpose of grant, tile i any, or general support of the grantec). ANY FUNDS
NOT SO EXPENDED MUST BE RETURNED TO (Granton). Funds may not be.
used to influence legislation or the outcome of any election, 1o carry on a voler registration
drive, or to make grants (o individuals for travel or study.

Annual Report
(Grantee) will provide a narrative and financial report (0 us by

{Date). The narativeportion should include a copy of publications, catalogs, and other

materials describing the accomplishments of the program or project. The financial report must

be attested to by an outside accountant and must contain deails of expenditures, such as

salaries, ravel, supplies, and the like.

Although grant funds need not be physically separated, records of recipts and expendi-
tures under the grant, as well as copies of the report furnished 1o us, should be kept available:
for our inspection until (four years from gran)

Payment Terms
Payments under the grant will be made on the following dates, ater receipt of a signed copy of
this agreement:

(Date) Amount)

Sign and Return

If this agreement meels with your approval, kindly sign it and retur one copy to us. On
behalfof (Grantor), I extend every good wish for the success o this
endeavor

Acknowledged by:

For Sample Foundation For Grantec Organization

Date Dae
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Active Project Fund Conflict of Interest Palicy

Arite1
Purpose

“The purpose of the conflc o neest ol s o protec Activs Prjec Fud'sintrests hen it cotempaeseneing
il ransacton o amangement ha igh benc i b VAL RS of amoffice o o of the organizaton of
it resul i osible exces beneli ranscton. This polie s mknded o supplment bt ot rplaco g appable
St and federal s goveming conflict o trest applable o Ronprof and charabl organizations.

Artice
Deintions

| Inerestod Person
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Indrect Tmanda miret, 3 deined belo, b 3n restedperson
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Anice 11
Procedures

1 Duty o Disclose
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IRC Secrions
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C  Employment Taxes 31013510
D Excise Taxes 4041-5000
F Procedure and Administration 6001-7873
G

Joint Committee on Taxation
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will investigate the grant. While conducting this investigation, Sample will withhold further
payments from the grantee and will take reasonable steps to recover grant funds until it has
determined that the funds are being use for their intended exempt purpose.

Record keeping. The foundation will retain all records submitied by the grantees and their
educational institutions. Sample will obtain and maintain in s file evidence that no recipient is
related to the foundation or o any members of the selection committce.

Sample trststhat the above criteia and purpose for itseducational scholarship satisfy the
vequirements of IRC § 4945 and respeciull requests your approvalof s procedures.

Under penalties of perjury, 1 declare that 1 have examined this request, including
accompanying documents, and (0 the best of my knowledge and belie, the facts presented
support o the request are true, correct, and complete,

Date Sample Ofcer
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Private Book Newsletter ~ Private Book Newsletter

Determination Section(s) Issue(s) Determination Section(s) Issue(s)
199910066 83 May 199 200343026 5.6(a) Dec. 2003
199911054 52(), 134 May1999 200343027 73 Dec. 2003

199914040 16,57(c), July1999, 200347014 73
65(b),93(e) Oct. 1999 200347023 114

2004

199939046 7.1 Dec.1999 200350022 114@)
199939049 57(0) Dec.1999 200352021 5.6(a)
199943044 3 Fcb.2000 200408033 5.6(a) Apr. 2004
199943047 42 Fcb.2000 200414050  6.2(0) June 2004
199943058 83 Feb.2000 200420029 5.4(e) July 2004
199947035 6.5(a) Mar.2000 200421010 5.9(b) July 2004
199950039 52(b), Mar.2000 200425051 58(0) Aug. 2004
53(d), 200431018 3.1 Oct, 2004
570,73, 20043202 1140)  Oct. 2004
83 200433028 5.8a) Oct. 2004
200014040 53,  July2000 200433031 133 Oct. 2004
53(), 200434026 656 Nov. 2004
5.8(b) 20043703 155()  Nov.2004
200020060 53(b) Aug.2000 200438042 7.2(d) Dec. 2004
200037053 67 Dec.2000 200438043 72(d) Dec. 2004
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72, July2001 200501021 56(), (&  Mar.2005
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200326039 Oct.2003 200610020 114 May 2006
200326040 Oct.2003 200614030 157(B)  July 2006
200327060 Oct. 2003 200620039 5.8 Aug. 2006
200329049 Sept.2003 200625035 112d)  Sep.2006
200332018 Oct. 2003 200649030  57(a) Apr. 2007
200332019 Oct.2003 200702031 144()  Mar.2007
200332020 Oct.2003 200709065 73 June 2007
200333030 Oct2003 200750020 511 Feb. 2008
200335037 Nov.2003 200825050 7.2(a) Aug. 2008
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I we recommend changes involving your tax liabilty and you agree with the changes,
‘we will ask you to sign an agreement form. By signing the form, you willndicate your
‘agreement to the amount shown as a refund due or additional tax owed.

You do not have to agree with our recommendations. You may request a conference at
& higher level as explained in the copy of the appeal procedures that we wil provide
you,

1 you do ot wish to have someone present through the examination, we would
‘appreciate having an offcer or representative available at the beginning of the
‘examination to discuss the operations of the organization and again at the end of the
examination to discuss the results.

f we conduct our examination with your representative, you must fle a Power of
Attomey in order for your representaive o receive or inspect confidential information.
You may use Form 2848, Power of Attomey and Declaration of Representative (or any
other properly writlen power of attomey or authorization), for tis purpose.

To help make the examination s brief as possible, please have the records listed on
the attached Information Document Request (IDR) available for the year(s) under
examination.

f you have any questions, please callthe contact person at the telephone number
shown in the heading of thisletter. If you writ, please provide a telephone number and
the most convenient time to call f we need o contact you
“Thank you for your cooperation.
Sincerely,
Enclosures:
Publication 1
IDR

Leter 3613 04:2002)
ot umber 0AC
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Sample Foundation

Name of Proposed Grantee:

Taxstatus? 501)6) 50104) Other (describe)

Category of

Public charity §509(a)(1) 5090)2) 5090)3) Typelorh®
1 Type M, see § 9.4(b) and Exhibit 9.2

Copy of IRS determination letter obtained: yes no

Verified in Pub. 76 on Guidestar.org

Written request with full details: yes getone

Complete financial information submitied: yes o

Form 990 received or reviewed on Guidestar.org: yes no

Other sources of support:

Contacts: Name Date of meeting/call

References:

Prior granis: Date

Prior grans: Date
Reportsontime: ~yes no; if not, why

Reasons grantee s qualifed:

Charitable nature of projectfprogram

Is project achievable?

Supplemental informaion (not required, but helpiu

Organizational history Publicationsreports of projects
List of board members. Projects of grantee.
Letters of reference Annual eport

Organization budgels Needs analysis
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This checKist should be completed by a private foundation to obtain documentation before
itssues a check for a grant

OBTAIN DOCUMENTATION OF CHARITABLE PURPOSES OF GRANT

« Obain a grant request indicating the exempt purpose of the programis) o be funded. If
the P is unilaterally giving a grant o an esiablished public charity, a transmitial letter
accompanying the grant check which states that it is for general support may sufice. A
grant agreement and completion of this checklist is recommended in cither case.

« Ascertain, either from grant reques! o interviews with grantee representatives,that fund-
ing will not be spent for electioneering, lobbying, individual grant, or a regrant to
another prvate foundation.

OBTAIN PROOF THAT GRANTEE IS ELIGIBLE PUBLIC CHARITY

 Request a copy of the grantee’s current IRS determination letter. Churches and govern-
mental eniities, if they meel specific criteria, are treated as public charities for this pur-
pose even though they are ot required 10 see IRS recognition of exempt status and have.
10 RS letter.*

or

* Verify foundation classification on IRS Business Master File (BM) and listing in Publica-
tion 78, Cumulative List of Organizations Described in IRC § 170 at waww.irs. ustreas
gov. Altematively, access this information on Guidestar's Charity Check (see wiww
guidestar.org) for a fec.

APF can make a grant 10 an organization that ether (1) provides an IRS letier which states it s a
§ 509(a)1) or § 509(a)(2) public charity or (2) i listed in the BM with a Foundation code
between 10-16 and in Publication 78 without further sieps. If the IRS letter states the grantee is
a§ 5091a)(3) public charity or the Foundation code in the BMF is 17, extra steps are required.

EXTRA STEPS FOR APPROVAL OF GRANT TO SUPPORTING ORGANIZATION

A grant cannot be made 10 a § 509(a)3) supporting organization (SO) without additional
information. SOs are categorized as being a Type I, Type Il, or Type I SO, but uniil very
recently that identity was not entered on their IRS delermination leter, Form 990, IRS BMF, or
Publication 78 still not entered on BMF o Pub. 78).If you are ineresied in making a grant (0 a
§509(a)3) organization, please ask us for our memo regarding Certfication of Type and reports
needed 1o perform Expenditure Responsibilty. Many foundations have suspended grants to
SOs for the additional reason that such grans may not count as qualifying distributions. Sec
new S 6.6A and require expenditure responsibily.

i that define a church and § 15.3(c)fo governmental entiy
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Pre-grant inquiry (Checklist9.6]
Expenditure responsibilty agreement (Checklist 9.8, 9.9]
Reportin Form 990-PF [Exhibit 9.11]

Is the lstof grantees for Part XV designed 1o eflect the purpose

of each grant and summarized 10 relect the PF's mission?
“That i, does this part paint a clear picture of type of organizations
the PF wants to support? [§ 12.2(m)]

Violations of § 4941/4945 San
Did aviolation of § 4941-4945 rules occur?
Verify correct answers given in Part VILB. A Yes
indicates Form 4720 may need 1o be filed.
Coordinate answer o Question 5(c) of Part VI-B with
attachment of Expenditure Responsibilty Report.
Should a Form 4720 be prepared [Exhibit 12-10]
Has violation been corrected? [§ 6.6(c) or § 9.6]
Can the penalty be abated for reasonable cause?

§4940 Investment Excise Tax
Does the PF maintain records to support allocation to
identify disbursements directly related 1o ts investments,
grant-making and program actvity, and management and
gencral expenses? [§ 10.5]
Ave expense allocations consistent with prior years?
Is the tax basis of assets (donce’s basis for gifts received)
maintained separately from the book basis? 15 10,31
Does the PF have substantially appreciated property it could
distribute (rather than cash) 10 grantees to reduce excise
tax on capital gain from sale of the property? 5 10.2(b)1
Should the PF make extra qualifying distributions to reduce
its excise ax (0 1 percent? [§ 10.2(a)]
Might estate income distributions be considered taxable because:
termination of estate is unreasonably delayed?
Does PF have any nontaxable investment income? [§ 10.3(c)]
Does PF have unrelated business income? { Ch. 111 1fso:
Complete UBI checklist and prepare Form 990-T.
Is the unrelated income excluded from Part 1, column (b7
Was excise tax paid in a timely fashion? 1§ 10.1]
Should Form 2220 be attached to Form 990-PF
Mustlarge corporation method for estimating be used?
Is tax properly paid with federal tax deposit coupons
(Form 8109), or must it be paid clectronically?
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Adtive Project Fund 33
Attachment to Form 1023

ARTICLES OF INCORPORATION
of
Active Project Fund
(A Non Pt Corporston)

I the undersigned natul peson oftheage o ighicen (1) yeas o more, acting s corpurto of s coporation nder e
Tesas Non-Profit Corporaton Act do herby adop the ollowing Artls of Incorporaton o uch Corpraton:

ARTICLEON

“Theame ofthe Corporaton s Acive Project Fund.
ARTICL
The Corprston 3 nonprofi corporation.
ARTICLE THREE
Durtion
The periodofthe Corpoaion's duation s perpetal.
ARTICLE FOUR
Purp

Section 401, The Corpraton i organizedexchusively orcharisble, erary, and cdctons] puposes 2 defincd n
Section 016X ofthe el Revene Code. Theseacvites will nchude, bt o b e o proving the qaly
of management and opertion of onprof rganzaions.

Setion .02, Nowstandingany othe provision of these Arcles o corprstion:

. Nojartofthe net camings ofth Corporatonshall nurs 0he beneitof an diecorof e Corporsion, offierof
e Corporton,orany prvat divdual et hat rssonsbl ompencaton iy hepd forserves endered o
orforhe Corporaton affctingone o more o e puposs): and o ditctor affeor g prvae dadus shall .
Cotiledoshare e distebtio of an o thcomporate st o disolto o h Corporation. No ubsantal part
Ofthe actvites o the Corporaton hall be he camying on of propagand. or otherwise atemping 1 e
Icgution,andthe Corporaton shll o Aripate . o e i (clacing h publctionor dstrbtion of
Saemeats) any pobical campain on bl of an canddt o pubie office.

b The orporution shall o conduc o cary on any ctvtis ot permited o be conduced o camed on by an
organirstion xempt fom axation underSecion S0(e3)of he Il Revcnus Cods ad s Reguluions 5 hy
R xitor s ey may erafe b amended.or by an rganzation, contibuaions o whic are deductble under
17062 of the ntermal R Code and Regulutions 3 they o it o s tey my herater b amended

& Upon disslution of th Corporation o the widing up of s afuis, the assts of the Corporation sallbe
Gnbutd xchsively o charahleorganiztions which woul then sy under h provisions ofSecton 0101
Ofthe IcmalRescne Code and 5 Rsgultions 3 he now st o 3s ey may be hercafe mended.

4 The Corporaon'soganizd pursian o the Texas Nonprofi Corporation Act anddocs ot contemplat pecunry
s orproftand s organzcd fornonprofit purposc which s conttentwith th prosonsof Scton 016X of
e el R Code and s Regulations s they o exieto ey ay b ersafieramended

ARTICL

i
Souree Texas Accontasand Lawyers o e A,
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Step 1. Establish a nonprolit corporation or trust, the assets of which are permanently decli
cated to conducting charitable programs. (See Chapter 2§ 1.)

To qualify as an organization eligible to receive charitable donations, the foundation
‘must spend its money 1o accomplish one of eight specific purposes: charitable, educa-
tional, eligious, scientiic, lterary, preventing cruelty to children or animals, testing for
public safey, or ostering natonal or ntemational amateur sports compeition.

A foundation can conduct its own charitable programs, such as operate a school or a
‘museum oracquire.and restore historic propertics. (Chaper 3§ 1) Many private foundations
instead simply make grants o charties chosen by their funders (Chapter 9 3). The Council
on Foundations (2121 Crystal Dr., Ste. 700, Arlinglon, VA 22202, hitp://swws.cof org) has
an extensive library of useful information for creators of private foundations regarding grant
programs, funding issues, and legal and compliance issues. (See also Exhibit 12.5.)

Step 2. Prepare a mission statement for the proposed foundation describing the types of activ-
ites it will conduct. (See Exhibits 2.2 and 2.3 and Chapter 9.

“To scek IRS approval for tax-exempt status, a complete description of proposed foun-
dation activities must be written in such a fashion to paint a picture of the organization as
if it were in existence. For example, if a foundation plans o operate a library, the location,
the hours, types of books, literary programs, planned relationship 1o area schools, and
other information illustrating the ashion in which the library would operate is described.

Step 3. Prepare a tree-year financial projection. (See Exhibit 2.2.)

Sources of revenues and expected expenditures mustbe described. Fundingsolely by the
foundation's creatoris simply shown. I the foundation plans to seck donations from others,
sample fundraising letters and details of any evens that would be anticipated are furnished
A detailed budget of planned expenditures-—grants, salaries, rents, office expenses, travel,
books,and allothertypes of disbursements — must be projected. (See Chapter9.)

Step 4. Consider special ules applicable to private foundations.

Evaluate type of property to be donated for issues of self-dealing (Chaper 7),di
tion requirements (Chapter 8), excess business holdings (Chaper 9, jeopardizing
‘ments (Chapter 10), investment excise tax (Chapler 11), and deductibil
donation (Chaper 12).

Step 5. File Form 1023 wih Internal Revenue Service to seek recognition of qualifcation for
faxexemptstatus. (See Chapler 135 5.)

Step 6. Receive funding from creator and establish financial record-keeping and tax compli-
ance systems sufcient to maintain exempt status. (See Chapter 125 3.)
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Adtachment to Form 1023
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Less: Total support provided by X during 20042007
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Sample Foundation—Grant Agreement

Grantee:

Amount of Grant
Grant Payment Dates

s
s
s
s

“Total Grant Awarded $

i Termin Years:
Purpose of Grant

and as further described in your grant request dated
“Terms of Grant:

A. Funds granted will be expended only for the purposes for which the grant is being made. You
will nolify usif there are any changes in your plans. ANY FUNDS NOT SO USED MUST BE
RETURNED TO SAMPLE FOUNDATION.

B. A financial report atested to by an independent accountant must be fumished annually by
(date), along with a namative report of accomplishments and any reports, publications, or
other materials prepared in connection with the project.

C. Financial records pertaining (0 the grant must be maintained in accordance with generally
accepled accounting principles. Receipis and ofher documentation in connection with the
grant will be maintained for at least four years and be open 10 our inspection at any time
during that period.

D. No funds may be used to:

1. carry on propaganda, or othenwise attempi to influence legislation (as defined by IRC §
4943);

2. influence the outcome of any specific public election, or carry on, directly or indirectly,
any voter reistration drive (as defined in IRC§ 4945);

3. make an individual grant o regrant funds to another organization unless the require-
‘ments of IRC § 4945 are met; or

4. advance any purpose other than one specified in IRC § 170(C)2)B).

E. 1 Sample Foundation becomes aware that the funds are not being used for the purposes
described above, we reserve the right 0 ask to be reimbursed for the amounts so diverted,
and will withhold any future grant payments.

Acknowledged by:

For Sample Foundation For Grantee Organization

Date Date
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Question 2. Financial transactions with related parties are surveyed by this question. A §
501(c)3) organization must operate to benefit a charitable class. It must not use its assets or
otherwise operate (0 benelit persons who control i, their relatives, or any other narrow group of
individuals doctors in relation to a hospital or highly paid persons). A Yes answer to questions
2a-2e requires a detailed explanation.

Question 3 and 3. Scholarships, grants, loans,or other payments to individuals nol in compensation
for services renderedl o the organization mustbe paid to.a mentber of a chariable class. Recipients
can be, but nced ot be, poor or disadvantage. They can simply be academically able perform a
public service, advance scientifc knowledge, solve world problems, or serve some socially useful
purpose. The objective crteia used 10 choose recipients should be attached 1o the retur. Antidis-
crimination factors re nottechnically required fexcept for prvate school scholarships).

SCHEDULE A—PART IV NON-PRIVATE FOUNDATION STATUS

“This part reveals the public status category claimed by the organization. The section number at
the end of the blank checked on Lines 5-13 of this part should match the IRS determination
letter separately furnished to the foundation.

Blanks 5-10 arc checked for organizations that qualify as public charites duc to the nature of
their activity: churches, schools, hospitals, medical rescarch organizations, and college support
organizations.

Blanks 11 and 12 are checked for organizations that qualify as public due (0 the nature of their
revenue sources, also called support. The four immediately preceding years’ revenues, on a cash
basis, are tabulated along with amounts given by major donors that are ot treated as public sup-
port (portion o their cumulated gis uring the four year period thal exceeds 2 percent of ine 24 (1
percent o fine 25 for § 509(a(2) organizations). o prove the organization continues 0 qualif as a
public chariy, such organizations musi receive at least 33% percent of their revenues from public
Sources. Line 261 for a § 509(a)1) organization, and Line 271 for a § 509(a(2) organization must be
33' percent or more. Under the facts and circumstances test explained in the “Public Charity”
appendi, some organizations may continue 10 qualif evenif the number is below 335 percent.

Loss of Public Support. A grant-making privale foundation does not have the responsibilty to
ascertain whether its grant will cause the recipient public chariy to lose its public charity satus.
Neveriheless,if the foundation’s grant is more than 2 percent of Line 24, consider whether the
foundation's grant might cause 1oss of public status. Not the coming year's qualification can be
calculated using current year amounts on Part |

Ratio Analysis. To sce if the organization’s sources of support have changed, compare the his-
torical revenue amounts reported on Lines 15 through 22 of Schedule A, Part IV-A to current
year's income reported on Form 990, Part | (Line number shown in parentheses below). One
might also want {0 calculate and compare this year's support ratos (sce Part 1) o the past four
years'to see i the raio of various sources of funding have changed significantly.

Current Prior Prior Prior Prior
year year 1 year2 year3, yeard.
(Partl) (from Schedule A, PART IV-A, Lines 15-22)

Donations (p.1, Line 1)
Memberships Line 3)
Exempt function (Line 2)
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Cumutanve

Bxcess
20082009 2010 2011 2012 2013 Dismmumions

Qualfying disributions foryear 0 250 70 40 160 100
Distributable amount foryear 100 100 100 100 100 100
Net distributions for year 100 £150 30 60 +60 0
Application
Apply 091008 100 100 50 (08 yr-end)
Apply 091010 30 430 +20(08 yr-end)
Apply’09 10711 20 20 0
Apply 1210711 a0 40 £20012 yr-end)
12 excess can be carried 0 0 0 0 420 0 +20012yrend)

as far as 2017
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Cumulative
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Cumulative

Donations Donations

1o Date “This Year

Donor ABC 5,000,000 1,000,000

Donor DEF 100,000 200,000
Donor GHI 1,000,000
Donor JKL 50,000

“Under IRC § 507(d)(2), this donor became a substantial contributor.

2% floor

240,000

260,000

Updated
Cumulat
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300,000°
1,000,000
50,000
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Interest Paid - Decline in Value $6,000(8, 000 - 2,000)

Original Cost of Bond 100,000 6%
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I the P shares people or space, does PF have an
Expenditure Documentation Policy? (Exhibit 5.2]

Did the <$5,000 transaction occur during “normal
course” of rtail business? § 5.4(c)]

Were benefit tickets accepled for PF grant? (5 5.810)1

Does the PF pay for memberships? (§ 5.8(@)]

Does the PF indirectly do business with a DP1S 5.81

istributions from
ided? [§5.12]

For property bequeathed o the PF, should
estate be delayed uniil property sold or

54942 Mandatory Distribution Requirement
Review the following issues to determine if the PF has spent
asufficient amount on it charitable programs.
Evaluate calculation of minimum invesiment return: § 6.2]
Are methods of valuation consistently applied?
Are nonreadily marketable asset valuations updated?
Are exempt function assels excluded?
15 dual-use property properly reasonably allocated?
Can >1¥% percent cash reserves be justified?
Can discount be applied for nonmarketable assels?
Has real estate declined in value since last appraisal?
Do all grants reported in Part XV count as qualifying
distibutions? (56,51
Any grants to organizations controlled by the PF?
Any redistributions (0 be offset against corpus?
Grant made to nonfunctionally integrated SO7
Must portion of program expenses b re
10 oifset revenues from exempt acti
s Part 1, column (d) prepared on a cash basis? (§ 121l
Should PF seek approval for Set-Aside of funds for program
better accomplished with several years of income?

Complete Part Xl 0 determine whether minimum
distribution requirements are satsfied? § 12,20k
Determine if adjustments to “qualifying distributions’” are.
needed for the following: [§ 15.3]
Sale of exempt assets previously classfied as distibution?
Amounts nol redistributed in a timely manner by another
private foundation or controlled organization?
Set-asides not used for an approved purpose?
W operating foundation, verify data to complete Part XIV [§ 12.2(R)L
Amountspent for active conduct o programs.
Value of assets devoled to actve programs.
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Chapter Termination of Chapter Charitable Giving

Thirteen Foundation Status Fourteen Rules
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SAMPLE FOUNDATION £44-4440444

ATTACHMENT TO FORM 4720
for Fiscal Year Ending June 30, 20XX

STATEMENT regarding CORRECTION OF TAXABLE EXPENDITURE

In submitting s Form 990-PF for the fscal year ending June 30, 20XX, the SAMPLE
FOUNDATION (Sample) inadvertently faled to submit information regarding an expenditure
responsibilty gant. This failure is corrected in this return by making a complete report of the
seven required items properly included as an attachment 1o Part VII-B, Statement Regarding
Activtis for Which Form 4720 May Be Required, of this year's Form 990.PF

Sample, during ts fiscal ycar ending Jun 30, 20 XX, made an endowment grant 10 ABC
FOUNDATION (ABC), a private foundation. The required expenditure responsibility agee-
ment was execuied in a timely fashion and the grant information reported in Sample’s 20XX
Form 990-PF. In addition, ABC reported that the endowment and its income were dedicated to
charitable purposes as ts agreement with Sample required. Sample duly submitted the seven
points of information on ls 2006 Form 990-PF for the fiscal year ending June 30, 20 XX, ABC
further made a second year's eport for the 2007 fiscal year.

A taxable expenditure occurred, however, when Sample failed to include a statement of the
required information on its 20XX Form 990-PF. Sample had made expenditure responsibility
grants in past years, but had ot previously made an endowment grant that required multple-
year porting. Sample’s controller who prepared the return faile 0 include the report because
e was following the pattern established for nonendowment grants, Sample’s grant department
had engaged outside counsclors 10 prepare the agreement regarding the grant. They were
advised Sample nceded 10 receive and submit 1o the IRS two years of monitoring reports and
also 10 report the grant n the year in which it was made. The controller was not furnished a
copy of the counselors’ letter describing this requirement.

Pursuant (0 Internal Revenue Code § 4962, Sample respectfully requests that the firsttier §
4945 penalty for failure 10 report, or initial tax of $15,000, be abated because the failure was
due 10 reasonable causes and without wilful neglect. The mistake was discovered by Sample's
exccutive director when she was reviewing the 20XX Form 990-PF-prior 10 submittin it o me
for signature. The inclusion of the proper report in this 20XX return effectively corrects the
failure 10 report. Therefore, Sample submils i s entitled to an abatement of the tax because it
meets the requirements of § 4962 and the insiructions to Form 4720.

1 swear that this information s true and correct and that the foundation’s ailure to make the
hird year's report of ABC's cndowment grant was inadvertent, accidental, and without
intention or knowledge on my partor on the part of any of Sample’s ther oficers

AB. Sample, President
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Investments (Lines 4-8)
Unrelated business (na)
Tax levies (Wa)

Other

“Total Revenues s

SCHEDULE A—PART V PRIVATE SCHOOL QUESTIONNAIRE

This part asks  seris of questions o determine that the school qualifies as an exempt organiza-
tion because it has a racially nondiscriminatory policy toward student admission and paricipa-
tion in activites

‘Questions 29-32 must all be answered Yes.

Question 53 (-(h) must all be answered No.

‘Question 34(a) can be Yes or No.

Question 34(b) preferably should be Noj a Yes must be explaines.
Question 35 must always be Ves.

SCHEDULE A—PART VIl RELATIONS WITH NONCHARITABLE EXEMPT
ORGANIZATIONS

“This part requesis names of organizations Lax-exempt in categories other than § 501(c)3) with
which the charity conducts financial transactions or s afiliated. The amount involved for such
financial transactions, if any, must be reported along with a description. Such transactions may
not necessarily cause the charity jeopardy 1o its exempt status, but inquiries should be made if
the amounts involved exceed 5 1010 percent of the organization's annual expenditures (Line 17
on Part .
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‘Active Project Fund s
Attachment to Form 1023

D Sample s the Secrery snd Tresurer Her qualifications nclade working st an accounting fims st spcilizs n
onproft s She plae o ork . Rours 3 weck fo the orgniaton 4 3 olmtee i 10 Compenation
e e scing a Sacsany of ll mestings 3 ksping he . Inaddion,sh will b cutody ofall unds
and sccutics of APF.She vl matan 1 ] nd accure accoun o recipt nd disharscaments of th. Fund and
eposts al money s vluubles nthe bk o thr deposioris

EF: Sample i the Vi Prsidnt. His qualficatons nclde an nterst n sing nonprofis. He plans 0 ok 2 hours a
weck fo th oganizton 54 slunicr with o compenstion.

Jane St s the Exccutive Disctor. She s nrlsted o the Sample iy, Her qusliitions inchde workin (o en
et The i Foundation i sivlrcapity She has lcursd troughont the counry on hs smporiance of ructrs.
ilin onprof rgunzsos. ‘Sh will work pprosiatly 45 hoursper week, Her dues il nclodé asaging the
dalyactvities of APFunder the gukdance ofthe osrd of Diccors.

VoLine

“The Bond of Discos of Active Projct Fund s adopied 3 confic of nterst policy consistet with the
recommendations o th Intrmal R Serice mstrctons. Plcss find 3 copyofthe ol atached

Pas v,

b

The crployment grscment with e Excsutie Dicctor Jan St provades that she may b compesated rough o
ixed payment it o of o dscretionary bonus. The Board of Dtctorshas heopton of Vo 0 give the xecutive
o non-fid bonus i er ok has b excelnt for the previous year and il gl e been et o exceded.
The opional bomis must be 165 han 10% f her toa compsation for the year. The bous must be reviewed by he
Bosrdof Dirctors t snsure that the ttal compensaion plas the optons bonus s essonable compensation for her
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+ Calendar of fling deadlines for federal and sate information, payroll, and other
retums shown in Exhibit 12.6

« Depositdates for excise tax

+ Amounts required and deadlines for meeting minimum distribution requirements
« Follow-up status reports for expenditure responsibilty grants

+ Scholarship recipient report deadlines

Board Responsibilities. Plan meeting of board of trusiees or directors at least annualy, if not
more often. Maintain minutes of meelings that reflect efforts to accomplish exempt purposes
and satisy fiduciary duties. Establish commiltees, if needed, 1o manage designated aspecs of
the foundation’s operations: invesiments, grant, actve projects, personnel, andi 50 on.
Conservation of Assets. Develop an investment policy for safeguarding the foundation's assets.
Decide whether an independent investment counselor should be engaged to manage proper-
ties. Appoint a committce of the board to regularly monitor investment results. Routinely eval-
uate investment managers to compare expected with actual returns on the money. Establish
permanent fling system for equipment and other fixed assets to contain purchase vouchers,
guarantees, insurance coverage, bids for acquisition, and other pertinent information concern-
ing property the foundation owns

Local Authorities. Determine if any tax on real and intangible personal property or income of
the foundation is due and whether any other reports are due o the state o local government.
Other State Filings. Most private foundations are exempied from sate income and corporate
taxes upon submission of determination of ederal exemption and other evidence of charitable
actvites

Solicitation Registration. Foundations that conduct fund-raising campaigns may have add
tional fling requirements.
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This letter requesis tax status information before a grant is paid.

GRANTEE ORGANIZATION
ADDRESS

DEAR GRANT RECIPIENT:

As a private foundation, Sample Foundation must ascerain that your organization is exempt
from income tax under Iternal Revenue Code § 501(c)3) and whether it s classified as a
public charity under IRC § 509(a)(1), 2), o (3).

According 1o information fumished 10 us with the proposal, your organization is so
qualifed. Please inform us only if there has been a change in your tax status since then,

In addition, we must be assured that our grant will be expended for an educational,
scieniifc, literary, or other charitable purpose. We ask that you use our funds exclusively 0
carry oul the project described in the application. Also, we ask you not 10 use any of our funds
1o influence legislation, to influence the outcome of any election, or to carry on any voter
registration drive.

Finally, we ask that any funds nol expended for the purposes for which the grant i being
made be returned 1 us.

st sty your seement with hese condions by eturing  sgne coy of i
etter to us
“Thank you
for Sample Foundation
Acknowledged by:

Date:
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A foundation that actively conducts a charitable program, such as a museum or a village of
historic buildings, may sell physical items that are used in connection with conducting pro-

‘grams. Sales thal are clearly related to exempt purposes might include reproductions of art
works sold by a museum, a library’s charges for copies of bibliographic data, and a historic
preservation foundation’s sale of tapes of endangered ethnic music to culture seekers. In decid-
ing why and when the sale of such merchandlie is treated as an activity has a causal relation-
ship, or is related, to an organization’s mission, several factors can be considered. The following
questions can be asked 10 evaluate the relatedness of merchandise sold.

NATuRe 0f I Souo
Are the objects actually used by the purchaser to partcipate in the organization’s exempt
activities? Said another way, ask wha is the intended use of the merchandise by the pur-
chaser?
Memopotoay or Swues Acvry
Does the manner in which the sales actvity is conducted evidence commerciality?
Are alarge number of sowvenis or other unrelated items sold?

Are items sold i a shop open to general public or accessible only to visitors or participants in
foundation programs?

Are sales made on the foundation's Web site on the Intemet or through links from its ste to a
commercial site?
Monvario for Sates Acniry
Was a gift shop established 1o gencrate profits or to distrbute educational items?
Does the shop sell both related and unrelated items?
Standards have been provided by IRS for use in museum shops to fragmen, or idenify, those:
objects that qualify as elated to exempt purposes and those that do not"
Noncowwtmca Cramacres
Does onc of the exceptions apply evidencing the non-commercial nature of the sales activity?
Are the shop personnel volunteers?
Is merchandise donated?
s the sales activiy iregularly conducted?”

Rov. Rul. 73-104, 1973-1 C.B. 263; Rev. Rul. 73105, 1973-1 C.B. 265; Priv. L. Ruls 8303013, 8326003,
82360, 8328009; and Tech Adv. Mem. 9550003,
Pseo s 11,10
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This checklist can serve as a guide to documenting the reasonableness of compensation a pri-
vate foundation (PF) pays to the persons that create, control, and manage il. The general rule
prohibits such payments [§ 5.3]. A statulory exception permits the payment of reasonable con
pensation 1o such persons for personal services rendered in carrying out the lax-exempt pur-
poses of the foundation.

Name of Foundation

Self-dealing occurs, and penalties can be imposed, when a disqualifid person receives unrea-
sonable compensation for services rendered.

Unreasonable compensation results when the total economic beneit provided directly or indi-
rectly toa disqualified person (DP) exceeds value of personal services provided by the DP.
Disqualified Person is one with substantial influcnce over the PF's afairs, including a substan-

tial contributor (5 4.11,officer, director, trustee, or one with similar responsibilities (S 4.21, own-
ers of certain businesses that contribute 10 the PF (5 4.31, and their family members (5 4.41.

Question 1. Is the compensation paid to a disqualified person reasonable?

= Isthere a job description, employment contract, engagement letter, or other agreement
thatfully describes the duties, hours, esponsibiltis of the disqualified person? [ 5.6(a)]

« Ave all types of compensation, including benefits, fringes, and allowances, taken into
account 1o determine tolal annual compensation.

« i commission or olher ype of revenue sharing (incenive pay)is p
isin ien with indusiry standards are obtaine? [§ 5.6(0)

evidence that rate

Question 2. Is the reasonableness of compensation properly documented?

« Is comparable data—surveys, offers DP received from others, availability of others for job,
opinion of consultants, and other evidence of value gathered? [§ 5.6(b)]

« Isthe compensation reported 0 the IRS on Forms W-2 or 10997
= Is compensation approved (when possible) by non-disqualified persons?

« Ave written records of meeting (minutes) when engagement was approved keptwith nola-
tions of votes, abstentions (conflict, and any other discussions?

+ I all compensation reported on Part VIl of Form 990-PF
able fringe benelits? [See § 12.2/c)1

including taxable and noniax-

Prepared by
with (PF representative)

Date
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This fetter conveys the grant payment check for repeating grant recipients.

GRANTEE ORGANIZATION
ADDRESS.

DEAR GRANT RECIPIENT:

We are happy 1o enclose our check for § in payment of a grant for [namel
project as described in your request dated [date]

As a private foundation, we must document that our grant is expended for a charitable or
educational purpose. We must ask that you use our funds exclusively to carry out the project
described in your request. You must not use any of our funds to influence legislation, 1o
influence the outcome of any election, or o carry on any voler registration drive.

Please verfy that your organization coninues (0 be exempt under Internal Revenue Code
§501(0)3) and s still classified as a public charity pursuant 10 IRC§ 509()(1), 2), or (3). Kindly
send us a copy of your most recent Internal Revenue Service tax determination letter, your
financial statements, Form 990, and any annual report forthe year in which our grant funds are
expended.

Finally, we must ask that any funds not expended for the purposes for which the grant is
being made be retumed 1o us. Please indicate your agreement with these conditions by
retuming a signed copy of

“Thank you
for Sample Foundation

Acknowledged by:

Date:
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SAMPLE FOUNDATION £ 444444444
ATTACHMENT TO FORM 4720
STATEMENT REGARDING UNDERDISTRIBUTION OF INCOME

During the fiscal year ending Junc 30, 2008, the SAMPLE FOUNDATION (SAMPLE) inadver-
tently distributed $70,000 less than the required amount. This mistake was discovered when
SAMPLE's annual form 990-PF was being prepared by its accountants on October 28, 2008.
During the period July 1, 2008, through October 31, 2008, SAMPLE has in fact already
istributed more than the deficient amount of $70,000 for charitable purposes.

Each year during June, SAMPLE's accountants are provided an 11-month report of
financial activity. The accountants then calculate the distributable amount, compare that
amount with the actual payments to date, look at pledges for grants due to be paid, and advise:
wha additional amount, if any, must be paid oul. Due 1o calculation mistakes and a
misunderstanding aboul a particular grant payment, the amount deemed 10 be distributable
was wrong, SAMPLE' officers intended 10 pay out, and thought they were paying out, the
correct amount

Pursuant 10 Internal Revenue Code § 4962, SAMPLE respectiully requests tha the irst-tier
4942 penalty for underdistribution of income, or initial tax of $21,000, be abated because the
underdistibution was due (o reasonable cause and without wilful neglect. By the time the
mistake was discovered four months after SAMPLE'S year-end, SAMPLE had made the required
distributions and was no longer deficient. Therefore, SAMPLE submits it is entitled to an
abatement of the tax because it meets the requirements o § 4962

Iswear that this information is true and correct and that the foundation's underdistibution
of income was inaclvertent, accidental, and withou intention or knowledge on my part or on
the partof any of SAMPLE's other officers.

AB. Sample, President
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Total support of A less X's contribution

Gross investment income received by A
a5 2 percentage of A’s total support
(less X’s contribution)

Public support received by
Aasa percentage of A's total
support (less X's contribution)

$350,000

50,000
300,000
395000 _ 39 679,
§300,000

$105.000 ~ 35%
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Chapter Five _ Self-Dealing Chapter Five _ Self-Dealing
200007039, 200027055, 264 9714010
200607028, 39660 (revoking 9233053)

162 9011050, 9013004, 265 199905038, 200232036,
9013005, 9015070, 200312003,
9015071, 9115056, (suspended by
9237035, 9325061, 200530007)
9425004, 9533041, 200312004
9626007, 199905025, 272 8944007, 9540042,
199927046, 200303061 9431029, 9604031,

170 200050047 9614003, 9623018,

171 9301026, 200352021 9726006, 9740023,

172 200326040, 200501022 9810026-9810029

173 199905025, 200303061 273 8918023

175 200551025 274 8644003, 8749041,

177 9702037-9702039 8724056, 8737084,

178 200228027-200228029 8738074, 8811016,

179 9238028, 200116047, 8842045, 9011053,
200228026, 200238053 9019075, 9021066,

180 200116047, 200213028, 9022056, 9235062,
200217056, 200228026~ 9304036, 9325046,
200228029, 200241048 9336041, 9448047,

217 8922068, 9041003, 9513017, 9535015 (as
9041061, 9431054, modified by 9540063),
9731056 9535044, 9547019,

28 8722078, 9001015, 9652033, 9608039
9001016, 9114036, 275 8815004
9351039, 9425004, 286 200620029
9535043, 9619049, 291 199917077 (reversing.
9734038, 9734045— 9544023), 199917079
9734050, 200023051, (reversing 9314058)
200727018 295 200149040

224 200501022 304 9819045, 9826031,

227 8732041, 8743085, 9826032, 200019044,
8944007, 9139024, 200222005, 200222034,
9144038 200247051, 200423029,

228 8708029, 8726070, 200441033, 200532055,
8920041, 9041003, 200551025
9041061, 9101018, 305 200148072, 200219038
9513029 310 9814036-9814038,

232 199945056, 9826040, 199926048,
199945057 200222037

253 8719036, 8947035, 328 8723001, 9210025,
9137006, 9307025, 9503023, 39644
9408006, 9626007 342 8911063

256 8944007, 9130030, 343 200225042
9533041, 9623018 34 8710058, 8718049
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RECORD-KEEPING SUGGESTIONS

GRANT DOCUMENTATION.

A private foundation should maintain a permanent ile for each of ts grant recipients. At a mi
mum, a grant application should be required for each potential grantee and the Grants Checklist in
Exhibit 9.2 should be completed prior to the issuance of any grant payment. Due to the specific
ules governing its charitable expenditures and the paperwork involved in the grant-making pro-
cess, a PF must carcfully describe its charitable mission and the specific types of programs it sup-
ports. Even if the foundation’s charter contains a broad charitable purpose, ils grant decision
makers may find i uscful 1o narrow the categories of programs it supports. Some PFs develop writ-
ten grant guidelines (o inform interested persons of the purposes for which the foundation will grant
funds. Many now publish their grant applications on a Website. It s important that the informaion
entered in Part XV of Form 990-PF- (sce Exhibit 12.1) be accurate, because it is published nation-
wide in printed and electronic directories for grant seekers and on www.guidesar.org.

Many PFs ask whether they are required 10 keep the paperwork regarding granis that are not
awarded. For federal tax purposes, there s no such requirement, but some foundations find it useiul
10 keep these requestsfor a few yers in alphabetical order) for reference in the event the organiza-
tion reapplics or someone inquires about the grant deliberation process.

DONATION ACKNOWLEDGHENT

Justlike other charitable organizations, a PF must provide the type of receipt shown in Exhibit 12.7
o ts contibutors to acknowledge their donation and reveal whether or not any goods or services
of value were provided in connection with the donation(s). The furnishing of goods or services may
consitute prohibited self-dealing, as discussed in Chapier 5.
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PO

. Name of disqualified person:

. Dur
. Proposed compensation:

INTERMEDIATE SANCTIONS
RS Rebuttable Presumption Checklist

. Position under consideration:

of contract (1 yr, 3 yr, etc.):

Salary:
Bonus
Deferred Compensation:

Fringe benefits st excluding section 132 fringes)

Liability insurance premiums:

Forgone intercston loans

Other:

. Description of types of comparability data relied upon (e.g.,association survey, phone

nquiries, etc.):
@
)
©
w e

. Sources and amounts of comparability data:

Salaries:

Bonuses:
Deferred compensation

Fringe benefits (st excluding section 132 fringes):

Liability insurance premiums:

Forgone interest on loans:

Other:

7. Office of file where comparability data kept

8. Total proposed compensation:

9. Maximum total compensation per comparabiliy data;

. Compensation package approved by authorized body:

Salary:
Bonus
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PFs Name Prepared by with Date

1fthe answer to any of these questions i yes, complete long form checklist.
§4941 Self-Dealing [ Ch. 14]
Did PF have financial transactions with disqualified persons?
Did the PF reimburse exempt function expenses?
For property bequeathed to the PF, should distributions from estate be
delayed uniil property sold or divided?
§4942 Mandatory Distribution Requirement [Ch. 15

Does Part Xill or XIV indicate PF failed 10 spend a sufficient amount
onits charitable programs?

“There are returned grants o be added back.

§ 4943 Excess Business Holdings [Ch. 16]
Does PF own more than 2 percent of corporation, partnership,

orother business?

§ 4944 Jeopardizing Investments [Ch.16]

Does PFs investment st relect significant declines in value?
§ 4945 Taxable Expenditures [Ch.17]

Did the PF spend money on:

Organizations not lsted as public charities in Pub. 78 or classified
a5 509(a)(3)

Lobbying ora grant to finance lobbying
Political campaign
Unapproved individual grant
P does not maintain grant files with Grants Checklist

§ 4940 Investment Excise Tax [Ch. 13]
PF docs not have documentation for expense alocations.

Est fashion.

ated tax payments not madle in timely
Can PFtime capital gains to reach the 1 percent ax rate?

Other Tax Compliance Issues
PF failed to publicly disclose past three years of 990-PFs and Form 1023,
Part XVI-A indicates PF has unrelated business income.
PFmakes payments for personal services,

P failed to fumish its funders § 170 donation letter indicating
no beneiis provided?
(Provision of benelits would indicate self-dealing )

There are changefs) o report (0 IRS.
PF does not have local and state exemptions in place.
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Form K-1 Analysis for Unrelated Business Income Reporting Purposes

Name of Partnership

Prepared by:

Reviewed by:

Part ll, line 20 lists Code V.

Part I, Line K type not Exempt Organization

Part I, Line Mreflects indebtedness

Part I, Line N checks box “Tax basis” or
“704(b) basis”

Part I, Line N checks box “GAAP basis”

Part il line 1 reflects “Ordinary income””

Partll, line 2 Net rental income (loss)

Part i, line 3 Other net rental income (loss)

Part ll, line 4 Guaranteed paymens

Part ll lines 5-9 reports investment income

Yes here indicates UBI, amounts
should be shown and explained.
If corporation, trust, or individual
listed, K-1 preparer should be
asked (o furnish Code V
information, i any.

Acquisition deb turns ofherwise:
non-UBI passive income

lines 5-9)into UBI. Partnership
should be asked to provide

Code V information.

Capital account cannot be used for
MIR calculations. Foundation
should request partnership to
provide annual valuations of net
assets andor overall partnership
values.

Capital account CAN be used for
MIR calculations.

Cerain security transactions
realized by a security trader

may pass through as UBI, bu the
PF should rely on Code V info.

Indebied real property or unindebled
hotelor service-providing failities
produce UBI. Again, PF should be
able o rely on Code V information.
Rental of personal property produces
UBl whether or not there s debr.

PF- can rely on the Code V info
unless it has knowledge personal
property is rented,

16 PF renders no services, such as
family limited partnership, no

UBI results.

Interest, dividends, rents, royalties,

and capital gains nomally not
UBI(sce Part I, line M.
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PFs Name Prepared by with. Date

Federal Tax-Exempt Status

Review Form 1023 and determination letter for exempt
status and purposes originally represented 10 the IRS

Was there any substantial change(s) in the PF's exempt
purposels) thal require reporting o the IRS? (§ 12.2(c)]

Review the minutes of director's meetings.

Should change be reported on Form 990-PF2

Tsanew 1023 required?

Has there been a substantial contraction o termination?
Was therea change in the charter o bylaws to be attached?
Should PF consider conversion to a public charity? (§13.4]
Could PF qualify as a Private Operating Foundation? [§ 3.11
Ask for copies of any IRS notices and reports of IRS exam.
Review reports for compliance with any changes.

State and Local Taxes

Obtaina copy of State tax exemptionss) leter or prepare.
application for exemption(s

Does the organization use the proper form 1o claim
exemption on purchases?

Mustthe PF-collect sales tax on goods or services sold?
150, are timely returs filed? Is tax deposited on time?
Does the organization pay real or personal property tax?
Would use of propery qualiy tfor exemption.
For property classed as exempl, is it devoted to exempt
use or has it been converted o investment property?

Instruct client 10 send copy of 990-PF 10 State Attorney Generalis)
and determine other state eturn filing requirements,

§ 4941 Self Dealing
Secure st of offcers/directors; update disqualified persons.
(DPs)and substantial contributor record (Ch. 51
Dida sale, exchange, or other transactions involving property
of any sort occur between the PF and its DPs? [§ 5.41
150, i the financial transactions involve one of the exceptions?
Was the payment for reasonable compensation? [§ 5.6
50, complete Comp. Disqualifed Person Checklit. [Ex. 5.11
Did the PF reimburse exempt function expenses? [§ 5.9]
Was interest free loan being repaid s 5.51
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This checklit is designed to make tax-exempt organizations aware of the tax issues posed
by investmens in ventures not taxed as normal corporations. Investors must report the.
income and corresponding deductions from such entities on Forms 990 and 990-PF and
possibly Form 990-T, according 1o information reported on Form K-1.

Fomm 0F INvesTuenT ExTiry
015 the investment entity a partnership or LLC taxed as a partnership (income passes
through with same character, i.¢, ordinary, dividend, interes!, capital gain)?
215 the investment entity a Subchapter S coporation (allincome taxed as UBI?
©1sinvestment eniity a corporation taxed tself on the income generated (no UB?
215 the entity an offshore company that reports no U.S. taxable income?

Cruaracrex or Incowe

15 the organization's share of distributable income comprised of passive interest, divi-
dends, rents, and royalies? (IRC §512(b) and §4940]

© I ordinary taxable income distributed, are there any deductible (allocable) expenses,
such as the investment management, legal, and accounting fees?

15 current income or gains from options, futures, derivatives, currency transactions, and
types of altemative investment income taxable?

1 Does the venture have indcbtedness or operate an active business (creates UBI)?
2 Does the partnership agreement provide UBI protection for exempt partners?
Do the venture operate outside the United States (special rules apply)?

FIDUCIARY RESPONSIBIUTY/JEOPARDIZING INVESTMENT

9 Does the organization engage independent investment advisors?

2 Were the invesiments purchased under a plan to diversiy the organization’s investments
following the Prudent nvestor Rules? (IRC §49431

 What portion of the organization's overall investment assets do the alternativ invest-
ments comprise?

1 purchased by a private foundation, was an opinion of indcpendent counsel that the
investments would ot be jeopardizing sought? IRC $4944]

1 the investment readily marketable? No answer means more risk. Docs loc
withdraw mony from venture) mean valuation should be discounicd?

(cannot

Tax Bass/Garn ox Disrosirion
©2Does the capital account reported on Form K-1 reflect the organization's actual tax basis?
15 system in place to record annual changes in tax basis?
9 Does the venture book increases and decreases in value ino the capital accounts?
Do special allocations of deductions apply?
9 Does the investment entity have assets purchased

indebtedness? IRC §514]
©Will gain on sale be taxable due to acquisition indcbiedness?
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Chapter Fifteen Private Foundations

Chapter Fifteen Private Foundations

and Public Charities and Public Charities
91 8817005 8750070, 8752051,
213 8811015, 9052055, 8752056, 8752088,
9212030, 9309038, 875200, 8752095,
9450045, 9508031, 8753044, 8753049,
9510040 8753052, 8753053,
214 200552014 8753036, 8802012,
220 8627053, 8844023 8802085, 8303009,
225 200413015 8803072, 8803083,
228 8718051, 8718057 8805048, 8306009,
267 9138003 8806055, 8306070,
279 8945072 8806080, 8807010,
280 8718048 8807049, 8308073,
284 9730002 8809093, 8809100,
289 90210060 (as modified 8812076, 8314008,
by 9714006), 9730002 8814046, 88116020,
290 9021060 88117051, 8818005,
291 200045033 8818038, 8818041,
339 8626102, 8628052, 8819069, 8820074,
8628069, 8639089, 8820091, 8821062,
8642062, 865063, 8823044, 8823059,
8650061, 8712062, 8823087, 8825018,
8715007, 8715048, 8825077, 8827006,
8715058, 8717045, 8827016, 8827028,
8717076, 8718066, 8827059, 8827060,
8718074, 8720048, 8830005, 8830038,
8721072-8721075, 8831010, 8334089,
8721087, 8722066, 8837016, 8837042,
8722067 8722072, 8837053, 8837062,
8722081, 8722093 8839005, 8841004,
8722098, 8722109, 8841011, 8346004,

8723071, 8723079,
8724070, 8725049,
8725072-8725074,
8725087, 8727074,
8727075, 8727081,
8728070, 8728075,
8728076, 8729084,
8735043, 873504,
8735069-8735071,
8741085, 8742074,
8742082, 8744064,
8745044, 8746053,
8746071, 8747033,
8747077, 8748050,
8748061, 8749064,

8846057, 88449080,
8850026, 8850054,
8850069, 8901051,
8901052, 8901065,
8904038, 8904039,
8907060, 8909056,
8912042, 8913051,
8914057, 8917073,
8918079,8920021,
8920054, 8920055,
8920085, 8921060,
8922065, 8922079,
8925069, 8925089,
8926086, 8929009,
8929038, 8929050,
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This year's average monthly FMV x S-year average payout:

(52,000,000 x 5 percent)
41 percent of private foundation’s net investment income

Baseline to compare to current distributions
Qualifying distributions for the year

5100,000

—1,000
$101,000
$102,000
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Chapter Nine  Taxable Expenditures ~ Chapter Nine _ Taxable Expenditures
9015026, 9015066, 9228045, 9246034,
9017078, 9030061, 9329022, 9329037,
9033065, 9043051 9343035, 9344037,

123 200116045, 200117046 9349025, 9402030,

125 9018061, 9036016, 9403027, 9403028,
9546027 9408001, 9417020,

130 8838007, 9138068 9417026, 9417035,

132 8838007, 8941046, 9418023, 9418032,
9009001, 9235002 9425033, 9425034,

146 9130030, 9130037, 9425036, 9426026,
9135055, 9135056, 9444051, 9502010,
9136029, 9138068, 9514029, 9517047,
9139028, 9203042, 9517048, 9530015,
9308044, 9308048, 9530019, 9530035,
9312034, 9652027, 9531033, 9541031,
9652034, 9707021 9544043 (amended by

17 199917077 (reversing 199914056), 9545012,
9544023), 199917079 9548035, 9549033,
(reversing 9314058) 9552020,9603010,

148 7903003, 8323901, 9621045, 9623034,
8626103, 8628078, 9627013, 9636027,
8630058, 8641079, 9636028, 9638041,
8631092, 8738076, 9638045, 9640031,
8738079, 8743101, 9647036, 9647038,
8746039, 8746043, 9647039, 9651006,
8805007-8805009, 9652032, 39532,
8807002, 8816077, 9751016, 9752076,
8816078, 8817050, 9811056, 9826033,
8817058, 8817059, 9835046, 9851048,
8818042, 8525090, 199945056, 200005038,
8825091, 8830056, 200028043, 2001131030,
8830081, 8837086, 200131031, 200115041,
8840007, 8840008, 200122049, 200135046,
8844050, 8906011, 200148056, 200145064,
8915002, 8924028, 200224030, 200230041,
8924060, 8936051, 200235037, 200420031,
8941014, 8943002, 200420032, 200644034,
9007041, 9022035, 200644035, 200720020
9023040, 9029032, 155 199927047
9033060, 9034050, 156 8838007, 9015066,
9036017, 9040058, 9651036
9033060, 9033064, 159 200522016
9043051, 9044070, 168 8019043, 8703064,
9130037, 9136029, 8717047, 8722001,
9138068, 9139028, 8722092, 8723072,

9148044, 9204049,

8732028, 8734058,
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Active Project Fund s
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Active Project Fund 33,
Attachment to Form 1023
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EXCESS BUSINESS HOLDINGS—§ 4943

A private foundation, when its ownership in a corporation or partnership is combined with the
holdings ofis disquaified persons, gencrally cannot own more than 20% of the total shares of that
enterprise, unless the PF itslf owns not more than 2 percent. A foundation cannot operate its own
business or be what is called a sole propritor of  business.If a foundation receives a donation of
property that creales an excess business holding, the privatc foundation is allowed five years in
which to dispose of the excess amount. (See Chapler 7.)

JEOPARDIZING INVESTMENT—$ 4944

A private foundation's directors and trustees must exercise prudence and good business judg-
ment in investing the foundation’s assets. They and the PF are penalized if any amount is
invested in a manner that jeopardizes the PF's ability 1o carry out it tax-cxempt purposes. This
rule parallels state laws under which the managers of a PF have a fiduciary responsibilty o
safeguard its assets on behalf of its charitable constituens. The long- and short-term financial
needs of the PF can be taken into account in evaluating the inherent risk of an investmen, in
accord with the Institutional Investor Act adopied by many states. The Pradent Investor Rules
outlined by the American Bar Association in its Restatement of the Law Trust Series contain
guidance on this subject. (See Chapler 8.)

‘TAXABLE EXPENDITURES—S 4945

A private foundation must devote its income and principle exclusively 10 the charitable purposes
for which it was created, and maintain records that prove its disbursemens accomplish a charita-
ble purpose. Payments made for noncharitable purposes and those without suitable documenta-
tion are called taxable expenditures and are subject 10 a 20 percent excise tax. Most PFs make
grans to support the activiies o churches, schools, hospitals, museums, and other public charitis
and can rely on the recipient’s IRS status as proof of the charitable nature of the grant made. The
Grants Checklist, Grant Agreement, and Grant Payment Transmital found in § 9.5 can be used as
a guide in gathering the appropriate documentation for such grants. Iis important that the founda-
tion ascertain, before it makes a grant, the public charity status of proposed grant recipients
Although special documentation is required, a private foundation’s support of another PF and
dividual scholarship and research grants can also serve its charitable purposes. A foundation that
makes individual scholarship grants must seck advance approval for it program. A plan designed
10 assure thal these grants are awarded on an objective and nondiscriminalory basis that allows no
beneit o the foundation's insiders must be written. The issues involved and a sample letier for
secking approval can be found in Exhibit 2.2 and § 9.3. One foundation granting funds (o another
must enter into a contract with the other foundation, called an expendilure responsibily agree-
‘ment, and make special reporls to the IRS, also discussed in Chapler 9.

EXCISE TAX ON INVESTMENT INCOME—S 4940 TAX

A private foundation must annually pay an excise tax on the income camed on ts investments,
including dividends, interest, royalies, rents, and capital gains from properties producing such
income. The tax rate is 2 percent, bul can be reduced o 1 percent in a year in which the PF's
percentage of charitable expenditures in relation 10 ts tolal assets increases Some say thal, essen-
tally, the PF can choose 1o give away halfof the tax to grantees rather than to the governmen.

Toillustate: Ifa PF receives net investment income of $100,000,the foundation would owe a
ax of $2,000 (2 percent of the income). This excise tax is paid with tax deposit vouchers at a
federal bank throughou the year on a quarterly basis, following the similar system for paying the
estimated income tax. (See Chapter 10, This tax is calculated on the Form 990-PF, which all PFs
are required 1o file annually. (See Exhibit 12.1.)
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GRANTS PROGRAM
Define Mission. Decide whether the foundation will make grants to other organizations or
conduct sell-initated programs or both. Identify the foundation’s charitable objectives by
describing the types of concems the foundation will support (eligious study, ecumenical ini
tiatives, animal protection, youth sports, women'’s issues, etc.). Consider producing a brochure:
orsimilar document or report describing the foundation's charitable purposes.

Describe Eligibility. Describe crteria for grant recipients (e.g. type of program, age of organ-
ization, budget size, or level of adminisirative costs). Decide what financial documentation
will be required —financial statements issued by independent CPAs, Forms 990, budgels for
future periods. Consider producing a standard application for grantees. Decide what follow-up
reports, if any, will be required from grantecs.

Funding Profile. Determine the types of grants the foundation will make. Will i fund capital
improvements (bricks and mortar), special projects, operating budgets, scholarships, and so
on? Should the foundation make challenge or matching granis? Wil the foundation make
multi-year commitments?

Grants Budget. Will the foundation targel its annual giving 0 equal the 5 percent amount it is
minimally required 1o pay out or some higher amount based on its current or future funding?
Establish a grant decision-making sysiem, including attention (o seting annual deadlinets) for
grant applications, designing matrix for evaluating requests for funding, scheduling ste vists,
and setting deadline(s for funding decisions.

DOCUMENTATION AND RECORD KEEPING
Financial Records. Establish financial accounting and filing systems (0 track and capture the
foundation’s moneary transactions in a meaningful fashion. Study available software and opii
mally choose a program that contains an integrated general ledger and a grants management
system. Design a chart of accounts with a view (0 ease of reporting on Form 990-PF. Evaluate
usefulness and redesig, if necessary and possible, reporls generated by investment managers
toreflect monthly valuations of assets, year-end gain and loss schedules, and valuation reports.
Grant Records. Consider custom designing a computer database to monitor the foundation's
‘grant awards, payments, achievements of grantees, and other information needed 1o evaluate
success of grants program over the years. Establish a filing system for grant requesls received,
awarded, currently active, paid in the past, rejected, and so on. Tailor the Checklistsin Chapler
910 it the foundation’s situation regarding accumulating information about prospective grant-
es 10 avoid taxable expenditures. Evaluate follow-up information 1o require from grantees,
such as newsletters, statistical evaluations, or annual reports. Establish timetable for grant
pledge due dates and follow-up reports.
Internal Controls. Consult an accountant for assistance in adopting an intemal control system
designed to protect the foundation’s assels. ssues 1o consider may include who signs checks,
who approves disbursements, where stock cerlificates are stored), and who opens bank state-
ments among other issues. Adopt a conflict of interest policy 1o protect against seli-dealing
violations.

COMPLIANCE WITH PRIVATE FOUNDATION SANCTIONS
‘Compliance Calendars. Create system for monitoring compliance with overall and special pri-
vate foundation rules, including the following;
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“The Anna Jane Smith Memorial Library
1444 Smith Terrace
Anylown, USA 44444

M. Jane Sample, Treasurer
SAMPLEFOUNDATION
101 Fist Main Plaza
Anylown, USA 44444

RE: Annual Report #1 of grant funds
expended under Expenditure Responsi-
bilty Agreement

Dear M. Sample,

On behaf of the Anna Jane Smith Memorial Libray, | want 0 again say how grateful o library
isfor the significant support we receive from your foundation. The minds of Anylown’s children
are challenged and expanded by the enrichment your funds allow. The specific purpose of this
lettr s 0 report in accordance with our expenditure responsibilty agreement dated December
23, 20%X.

Your annual support it of $200,000 was expended during our fiscal year ending June 30,
20XX, for the library’s educational programs. As reflected in our audited financial statements
furnished 0 you with our endowment grant report total expenditures this year were $429,000.
We spent $204,000 on lending library activities, $56,000 for purchasing new books and
publications, $72,000 for a school oureach program, and $97,000 on administration and
fundraising. Your annual gift and others from our community defrayed all but $92,000 of the
total expenditures, meaning that we were able o set aside $24,000 as a reserve for the future.

Additionall, as required by our agreement,all of the income camed on your endowment
giftwas either currently expended for the library’s educational programs or eserved to be spent
forsuch purpose i the future. No portion of the gt was expended for a noncharitable purpose;
partcularly, no amounts were expended o carry on propaganda or otherwise 10 atlempt 0
 legislation, 10 atiempt o influence an election, or to make a grant (0 an individual.
ain detailed documentation evidencing the nature of our expenditures and would
welcome your inspection of the records f you so desire.

“Thank you again for your financial support. If any additional informa
let us know.

n is required, please

November 21, 20XX Mary Kay Anderson,
Chicf Financial Oficer
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Cash Monthly
Marketable securities Monthly
Real estate Every five years
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PART VI OTHER INFORMATION

On this page, the IRS asks questions concerning a wide range of ax-exempt status and compli-
ance issues. The preferable answer 1o mostof the questions is No. Further inquiry is needed for
most Yes answers, except for question 83, which should always be Yes.

PART

IX INCOME ANALYSIS AND ITS EXEMPT PURPOSE AND SUBSIDIARIES.

“This page was added to Form 990 in 1989 10 isolate taxable and nontaxable unrelated income
ot previously identified as such on the form,

Column (b) contains taxable unrelated business income. If amounts are reporied in this column,
Question 78(a) and (b) on Part V1 should be answered yes. If nol, the organization may have an
unrecorded lability for income tax and penalties on such income.

Line 93 reports the different types of Program Service Revenues. Amounis entered are explained
in Part VIl Compare descriptions in Part VIl to Part

Ownership of a taxable subsidiary i the prudent manner for an organization (o isolate unrelated
business activity from its exempt activity and s not prohibited. Compare the amount of sub
income and assets 0 the organization’s. If the subs actvity s substantial—more than 25 per-
centof ts parent’s gross revenue —further inquiries should be made.

SCHEDULE A—PART | & Il COMPENSATION OF $50,000 +

Employces and independent contractors paid more than $50,000 in combined compensation
are listed in thes parts.

Reasonable” salaries and fees for performance of services necessary to carry out the organiza-
tion's exempt purposes may be paid. The primary criera for reasonableness is the amount paid for
similar services by a similar organization. I toal compensation (combine columns ¢, d, and ¢)
exceeds $100,000 for any person, further inquiry may be needed. Some professional fces, such as
investment management or architectural service, are determined bascd on a percentag of assels
managed or planned and can be expected 1o be high. Look to Part IV balance sheet for assets
managed or constructed. Public chariies tha have paid excss benaiis thatare subject to the nier-
mediate Sanction taxes must reveal the amount of such tax paid in the answer (0 question 89 in
Part Vi on page 5.

SCHEDULE A—PART I1] STATEMENTS ABOUT ACTIVITIES

This part asks if the organization participates in prohibited activitis. Yes answers require
explanation to assure the exempt salus s not in jcopardy.

Question 1. Lobbying or aliempis to influcnce local, state or national legislation may not be a
primary activity ofa chariable organization exempt under § 501(c1(3). As much as 20 percent of
an organization's budgel may be permilted. A yes answer means Part VI A or B must also be
completed. Furher inquiryis indicated

Part VI-A, Line 43 and 44 do not show zero.
Part VI, Line i is more than 5 percent (o s0)of total expenses shown in
Part} Line 17 andlor no explanalion of obbying actviy i atached.
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Interest Paid + Increase in Value $9.000(8,000 + 1,000)
Beginning of year value 95,000

92%
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