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Topics to be Covered

* Form 990

— Procedural Matters and Parts of Form 990
Public Charity Status and Public Support — Schedule A
Transactions with Interested Persons — Schedule L

Related Organizations — Schedule R
— Governance and Management Policies

* Unrelated Business Income
— 3 Criteria for Taxation and Fragmentation Rule
— Exceptions and Modifications and Exceptions to Exceptions
— Advertising and Sponsorship
— Form 990T
— Planning Considerations
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Procedural Matters

* What form? 990-N, 990-EZ and 990

e Form 990

— If gross receipts are at least $200,000 or
— If total assets of $500,000 at end of its tax year

e Form 990-EZ

— If gross receipts are less than $200,000 and

— If total assets of less than $500,000 at end of its
tax year

Procedural Matters

* Form 990-N, Electronic Notice (e-postcard)
— If gross receipts are $50,000 or less

 Certain organizations not required to file

— Certain religious organizations
— Certain governmental organizations
— Governmental unit

— See further in Instructions to Form 990, B. Organizations Not
Required to File Form 990 or 990-EZ
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Procedural Matters

* When Due?

— 15% day of 5™ month after organization’s
accounting period ends
» May 15™ for calendar year filer

» Use Form 8868, Application for Automatic
Extension of Time to request and automatic
6 month extension

Core Form 990

» Part [ on Page 1 is a summary

* Organization Information
— Exact name (item C)
— Address (item B)
— EIN (item D)

 Current Status — Publication 78
* Group exemption (item H)
* Type of Organization (item K)
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Part I and Part II (Page 1)

Mission and Governance

* Revenue
— Details
— Comparative
« Expenses
— Details
— Comparative
Total Assets and Liabilities

Signature Block

Part III Statement of Program

Service Accomplishments (Page 2)
» Mission
» Three largest program services (was
“program service accomplishments™)
» Activity codes — work in progress

» Reporting of changes in narrative in
Schedule O
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Part IV Checklist of Required
Schedules (Pages 3-4)

* Objectives:

— Comprehensive triggers to various parts and
schedules

— Reduce incomplete filings
* Selected lines

— Line 1 all public charities

— Line 2 triggers Schedule B

Part IV Checklist of Required
Schedules (Pages 3-4)

* Selected lines
— Lines 3 and 4 political activities and lobbying
— Lines 15 — grants > $5,000 outside US to orgs

— Lines 16 — grants > $5,000 outside US — grants
to individuals

— Lines 25 to 28 — self-dealing or relationships
with directors, officers or key employees

— Lines 33, 34, 35, 36 and 37 — related entities
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Part V Statement Regarding Other
IRS Filings (Page 5)

* Selected lines
— Lines 1 and 2 — e-filing obligation

— Line 1c — back-up withholding for vendors and
prize winners

— Line 3 — Unrelated business taxable income;
Form 990-T

— Line 7 — charitable contributions; 8 questions

Form 990 Overview

» Part VI Governance, Management and Disclosure
 Part VII Compensation

« Part VIII Revenue

» Part IX Statement of Functional Expenses

» Part X and XI Balance Sheet and Reconciliation of
Net Assets

« Part XII Financial Statement and Reporting
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Income

» Part VIII Statement of Revenue
» Schedule B, Schedule of Contributors

* Schedule A, Public Charity Status and
Public Support

Part VIII, Line 1: Income

* More detail regarding contributions

* Include contributions collected by charity
where donor does not receive fair market
value from charity

* Does not include:

— Donations of goods or services (but are
included for GAAP)

— Use of facilities, e.g. meeting rooms
* Includes cash and non-cash items
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Part VIII, Line 1: Income

g Noncash contributions included in lines 1a-1f: $

Form 990 (2018) Page 9
el Statement of Revenue
Check if Schedule O contains a response ornote to any line inthis PartVvin . . . . . . . . . . . . . [
Total Fovonue Relstad or Uniiated Ravenue
axem) business excluded from tax
function revenue under sactions
revenua 512-514
g.’é’ 1a Federated campaigns . . . | 1a
£3 b Membershipdues . . . . [ 1b
a
s5| © Fundraisingevents . . . . [1¢
§5| o Relatedorganizations . . . | 1d
FE| e Go grants {cont 1e
E2| 1 oer contrbutions, gifts, grants,
2 and similar amounts not included above | 4
£3
§E
o

h_Total. Add lines 1a-1f . . . . . .

3 Business Code
§ 2a

%5 b

2 ¢

& d

E e

) T Allother program service revenue .

& 9 Total. Addlines2a-2f . . . . . . . . . >

»

Invaetmant incama  dinclidina dividande  intaract

Part VIII, Line 1: Income

* Line 1b — Membership dues

— If represent contributions from public, not payments for
benefits received

— Example: dues which entitle purchase of subscription
to concerts in advance; but at same price as general
public

— Dues may be both contributions (line 1) and payments
for services (line 2)

 Contributions are reported on line 1 regardless of
whether deductible by donors

© 2019 Louis E. Michelson
A Professional Corporation Page 8



Part VIII, Line 2

* Line 2 — payments for carrying out exempt
function of organization
— Program service revenue

— Exempt function revenue

« Example: hospital reports charges for medical
services

— Includes sale of inventory items

— May include unrelated business items

Exempt Function vs. Grants

» Governmental payments: test is who is
primary beneficiary
— If purpose is to benefit payor: exempt function
(line 2)
— If purpose is to allow exempt organization to

carry on its exempt function to benefit public:
grants (line 1e)
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Exempt Function vs. Grants

* Form 990 Instructions, where it is public
that benefits:

— Gov’t agency payment to medical clinic for
vaccinations to public: line le

— Gov’t agency payment to medical clinic for
vaccinations to agency employees: line 2

* Relevance of classification: Support test

* Line 2: requires business code for type of
income-producing activity

Part VIII: Passive Income

* Interest and dividends now combined on
line 3

— Unrelated business income exclusion codes
have been eliminated

* Royalties — now has its own line 5
— For use of intellectual property

— Payments for right to exploit natural resources

20
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Line &: Special Events

 Fundraising events include:
— Dinners/dances
— Sports events
— Auctions
» Not include raffles with prizes with nominal value

* Quid pro quo rules to separate deductible from
nondeductible portion

* Do not include fundraising expenses; only direct
costs of event, e.g. rent, food

« If'total on 8a (or 9a) exceeds $15,000, then
complete Schedule G

21

Special Events

e Illustration:
— Total donation: $100; sold 100 ($10,000)
— Dinner value: $40
— Costs: Food/drinks $4,000
— Advertising/promotion: $2,500
e Form 990
— Line 8a: $4,000
— Line 8b: $4,000
— Line 1 and parenthesis on line 8: $6,000
— Part [X line 12 (advertising and promotion): $2,500

22
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Special Events

e Form 990
— Line 8a: $4,000
— Line 8b: $4,000
— Line 1 and parenthesis on line 8: $6,000
— Part [X line 12 (advertising and promotion): $2,500

events (not including $ __
of contributions reported on hne 1c)
SesPartlV,line18 . . . . . . a

b Less: direct expenses . b
< Net income ar {loss) from fuhdralsmg evems .

Ba Gross income from fundralsmg

Other Revenue

23

Statement of Revenue

* Formerly on Part VII: Analysis of Income
Producing Activities
» Three possible categories
— Relates to exempt function
— Unrelated business income

— Statutorily excluded because of IRC Sections
512,513, 0r 514

24
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Schedule B
Schedule of Contributors
» Background

— Donor identification information is sensitive
and generally is held confidential

— For years 1999 and prior, IRS permitted exempt
organization to submit information that would
not be disclosed to public

— All public charities must file Schedule B if they
receive contributions, gifts grants of $5,000 or

more from any one contributor
25

Schedule B
Schedule of Contributors

 Points to consider
— Only names and addresses are protected

— Avoid including information that might lead to
identification of donor

— How to comply with public request for copy of
Form 990 and withholding of Schedule A, Part
IV-A and Schedule B

26
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Schedule B
Schedule of Contributors

* Points to consider:

— If qualify, use 2% of contributions to avoid
reporting donors whose total gifts are between
$5,000 and the 2%

— Provide minimal information about noncash
contributions on Schedule B, Part II

— Risk that return will be considered an
incomplete return

27

Schedule M
Non-Cash Contributions

» Schedule B collects information on the
name of contributor, aggregate
contributions, type of contribution and
description of property (if non-cash)

* Schedule M collects information only on
non-cash contributions, on types of
contributions and aggregate amount
received by EO

* Some redundancy

28
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Schedule M
Non-Cash Contributions

* Who files? If “yes” answer to:
—>§25,000 of non-cash contributions (IV: #29)

— Art, historical treasures, conservation
easements (IV: #30)

» Cars — line 6
— Only donors who are not dealers

— Excludes cars from donors/car dealers
* Instead file Form 1098-C

29

Schedule M
Non-Cash Contributions

* Number of Forms 8283, Noncash
Charitable Contributions — line 29

» Agreement(s) to hold onto property 3 years
or more — line 30

* Gift acceptance policy for non-standard
contributions — line 31

 Third parties or related organizations to
solicit, process and sell non-cash
contributions — line 32

30
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Expenses

 Part VII — Compensation of Officers,
Directors, Trustees, Key Employees,
Highest Compensated Employees and
Independent Contractors

» Schedule J, Compensation Information
 Part IX — Statement of Functional Expenses

31

Part VII Compensation
(Pages 7 and 8)

 All officer, Directors, Trustees, Key
Employees and Highly Compensated
Employees
— Current and former
— Reportable from org on W-2 or 1099
— Reportable from related orgs W-2 or 1099

— From related organizations estimates

32
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Part VII Compensation
(Pages 7 and 8)

« Highly Compensated Employees ($100,000
or more): top 5; provide same info

+ Key Employee:
— Glossary definition (page 11 and 12) all 3 tests
— $150,000 test
— Responsibility test
— Top 20 test

33

Schedule J, Compensation
Information

* More detailed analysis

* Is info required of org only (Part I: 1,2,7,8) or
does it require info from related organizations (3-
6)

* Must complete for:

— Former officers, directors, trustees, key employees and
HCE

— Person on Page 7-8 if comp > $150,000

— If compensated by related org for services to org

34
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Part IX Statement of Functional
Expenses (Page 10)

 Similar to reporting of functional expenses
on existing Form 990

e Selected lines

— Line 5 compensation for current officers,
directors, trustees and key employees

— Line 6 — compensation to other disqualified
persons (4958)

— Line 7 — other salary

35

Part IX Statement of Functional
Expenses (Page 10)

+ Selected lines
— Line 8 — pension and other benefit plans
— Note: Fiscal year reporting (not W-2 and 1099)
— DO NOT REPORT expenses reported on Part VIII

* line 6b, rental expenses

* Line 7b, cost or basis of sold assets
» Line 8b, special event expenses

* Line 9b, direct gaming activity

* Line 10b, cost of goods sold

36
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Part IX Statement of Functional
Expenses (Page 10)

* Selected lines
— Line 12 — advertising and promotion
— Line 14 — information technology
— Line 15 —royalties
— Line 23 — insurance

— Line 24 — Miscellaneous can not exceed 5%of
total on line 25

37

Public Charity Status and
Public Support: Schedule A

» Public Charity Status vs. Private Foundation

* Public charities based on funding
— Donative — 509(a)(1)
— Exempt function — 509(a)(2)
* Record-keeping for Donations
— Names (who)
— When

— Amount (How much)
38
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Public Charity Status

» Donative Charities will qualify as public charity if
normally
— Receives at least 1/3 of total support
— From government units
— From direct or indirect public contributions
— Combination of last two sources

* Old Rules: Normally means
— 4 years prior to current year met on aggregate basis

— New organizations > 8 months less than 5 years; use
actual period

— Less than 8 months; advance ruling period 0

Elimination of Advance

Ruling Process

» Temporary Income Tax Regulations — 9/9/08
» Effective immediately
» New organizations automatic classification as

public charity for its first 5 years if reasonable
expectation of public support

 After 5 years, monitor public support on Schedule
A

— Loss of public charity status if public support test not
met for 2 consecutive years

* No Form 8734

40
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Support Determination

* Report to IRS

— Changes in sources of support, purposes
character or method of operation

— Amendment to organizational documents or
bylaws

» Reliance on advance ruling letters
* Small organizations filing Form 990-N

41

Support Determination

* Revised Schedule A

— Exclusive focus on public charity status
— Unrelated topics transferred to other parts of Form 990

» Donative public charities complete Part 11

» Exempt function public charities complete Part II1

4
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.
 Support fraction:
— Numerator
— Denominator
.
.

Exempt function revenue

Donative vs. Exempt Function

Charities
Donative charities — 509(a)(1)

EO CPE Text — sources of support

Exclusion from public support (numerator)
— Donations exceeding 2% of total support
Unusual grants

Earmarked revenue for ultimate donee (Example 3)

Connmed 09 E Fage

43
Source of Support - IRC sections 509(a)(1) vs. 509(a)(2)
[ IRC Sections
SO RN} & TTONH AN Source of Support TELC Boction SIRNE)
Namerabor | Denominaior N-mlnml Denominator
N, Beguests and comtribulions from:
Inclede ' Inchode Indiviclual, tnast, corparation .
I Gavernmentalunt | s _
) 1P0C A M OrpRnizalion
Include Inchuds Crrdingry Girasis I ude Iscluds
Exclude Exchide Unwsual Grants (appnoved) Exelude Exclude
Membership Fess:
10 pitain merchandise,

__Exclude | Exclude admisshons, ete, Inglisde !+ Includs
Imlude Ichude 1 prcrvide pappo I lude Inciude
Exclude Include Drividends and Intzrest Exclude Exclude

Rents:
Enclude | Exclude | rebaedactiviy Inglieds * Include
Exclude Inchude otber [nni luiide: Icude
Ciroess recerpls from relsed sctiviy:
Admissions, sale of merchandise,
services rendered, landraising
net UBI (e g., charitable gaming),
Exclpde Exclude Faeilities furnished, sie. Inclode * Incliidi
Exclude Include hed income from uarelabed activity Exclode Eniliide
Walue of services received from
Include Include Gowermental undls without chargs Inclade Includs
Gowernmsental unas under conirects
or grants:
for services rendered far
Inchade Include 44 Inclide

i Include " ™ Inchede
Include Inelude Include
Inciude Lo Taxes levied for benefil of orgasisstioa Levc e Inchade
Exelude Exclude | Capilal gains Exclude Exclode
Exclude Exclude Contnbutions of nod-dedictible services Excluds Exclude
Exclude Exclude Amounts bogrowed Exclude Exclude 44
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Donative vs. Exempt Function

Charities

* Donative charities — 509(a)(1)

» Example of Public Support Computation
— EO text

45

An Example of M, an organization described in IRC 170(c)(2), shows that it derived funds
aS Public from the following sources during taxable years 1970 through 1973:
upport

Computation (8) Interest and dividends--$80,000
(b) Net income from unrelated business activities--§20,000
(c) Gifts and contributions from the general public--$200,000
(d)  Capital gains--$5,000

(e) Admission fees (amounts from the exercise of its exempt
function under IRC 501(a))--$5,000

In this situation, M's total support (denominator of the public support fraction)
is $300,000, the sum of items (a), (b), and (¢); items (d) and (¢) are excluded
because capital gains and income related to exempt functions are not included
in the definition of support for purposes of IRC 170(b)(1}(A)(vi). M
organization's public support (numerator of the public support fraction) is
$200,000, since of the total support received only item (c), gifts and
contributions, qualifies as public support. M's public support fraction is
public support $200,000 over total support $300,000 or 66 2/3 percent public
support.

46
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COMATIVE PUELIC CHARITY EXAMFLE

Eenaduie A Ferm 00 or 600.£2) 2006
Support Schedule for Organizations Described in Sections 1?0:!7)(1][}!}:1«: ‘and 170(B)T)A) [w]
(Complete only if you checked the box on ling 5, 7, or & of Part 1)
Saction A. Public Support
Callersar your [or Tscal year beginmingn] = | (@) 2004 | {6 2008 [dzo0s | @oor | (mooes | Miad

1 Gilts, grants, cartrkui
mambarship fas Toceived rno not

incluga any "unusual grents.”) 200,008 200.000

2 Tawreverues levied for the crgantation's
benesit and sither paid to or expsndad on
its o h

3 The vals of senicss or faciities
faiehed by & govstrmrta it 10 the
organization wiihout charg

4 Totsl Addlinss 13 . . . 00,000 300,000

5 The portion of t wommmmwem

rson (cther than 3 governmental unt o
publu:l,' sparted ozt |nc|uded
n lne 1 cﬂ mount:
ihwl-nunlmﬂ P

6 Pube et Summa ok ol & 200,000
Socion B. Total Support

Calendar year (or fiscal year v @zod | mees | (e | @t | (@ooes | miad

7 Amoums from lnes . . 500,000 300,000

4 Gross income fiom inferset, dividends,
piayments facaived on secuiiies laars,
s, oyaltes and neome fom amiar 80000 £0.000

o Nt inzome from urrelated business
activiies, whether o notths b
e et ot the bunass s 20,000 20.000

10 Other income. Do not inchuds gain o

ose from the sdle of capital asssts
(Exphain in Part IV.) .
11 Total support. Add Ines 7 through 10 300,000
12 Gross recsipts from related activitiss, etc. (ss Instuctions) . 12 12,000
13 First five years. If the Form 930 is for the orgeniaation’s fst, sscond. third, fourlh, o fith tax e a1 & secton S01fe)
organization, check this box and stop here - ]
Section C. C of Public Suuuun Percentage.
14 Public support percentage for 2008 fine &, oolumn () divided by line 11, column @~ . . . [ 14 BE6T 3
15 Public suppart percsniags from 2007 Schechle A Parl -4 line 28 . . . . . . .. . 5%

Donative vs. Exempt Function
Charities
 Capital gain exclusion
e Lines 8 and 9:
— Exclusion of interest, dividends
— Exclusion of UBI
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Donative vs. Exempt Function
Charities

» Exempt function charities — 509(a)(2)

« Significant differences in support fractions

— First: more than 1/3 from exempt function
 This was excluded in 509(a)(1)
— Second: limitations test: no more than 1/3 of total
support from
* Gross investment income
* Net unrelated business income

— Third: all receipts from “disqualified persons”
excluded from numerator

— Fourth: public support is limited to $5,000 or 1% per
person 49

Donative vs. Exempt Function
Charities

» Exempt function charities — 509(a)(2)

» Example of Support Computation (from EO text)

50
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Examples of The following example from Reg. 1.509(a)-3(b)}(2) illustrate an application

Support of the 33 1/3 percent support test. For purposes of the example:

Computation
The term “general public™ is defined as persons other than disqualified
persons and other than persons from whom the foundation receives gross
receipts of the greater of $5,000 or | percent of its support in any taxable
year, and the term “gross receipts” is limited to receipts from activities
which are not unrelated trade or business (within the meaning of section
513).

Example (2). For the taxable year 1970, Y, an organization described in
section 501{c)(3), received support of $600,000 from the following sources:

Bureau O (gross receipts for services rendered)... ...$10,000
Bureau P (gross receipts for services rendered).......... 10,000
General public (gross receipts for ices rendered) 150,000
General public (contributions)..... .

Gross investment income. ...
Contributions from substantial contributors

Total support.........ccovviiiiinnns

Continued on next page

51

Examples of Since the $10,000 received from each bureau amounts to more than the

Support greater of $6,000 or | percent of ¥'s support for 1970 (1 percent of $600,000

C""'_P"W'i"“- $6,000), cach amount is includible in the numerator of the one-third support

continwed fraction only to the extent of $6,000. Thus, for the taxable year 1970, ¥
received support from sources required to meet the one-third support test of
section S09(a)(2HA) computed as follows:

....$6,000
. 6,000
150,000
. _40,000

Bureau O..
Bureau P...
General public (gross receipt:
General Public {contributions).

Total.......cccovvinnnn.....$202,000

» Therefore, in computing the support test set forth in IRC 509(a}2)(A),
$202,000 is includible in the aggregate numerator and $600,000 is
includible in the aggregate denominator of the support fraction.

52
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EXEMPT FUNCTION PUELIC CHARITY EXRMPLE

[ —— Page 3
S0 Support Gchedul Tor O ganizations Desciibed In Section S0(E) )
(Complete ony If you chesked the bak on Ine © of Part 1)
Section A. Public 2upport
Cakndaryea (or ecal o beginming I » | @I 200 | (Bj=oee | Fj %ed | gjzoer I Total
1 ccnvbuticns,
misralip fess recemet (0 nsk nciude
e g a0po0|  seppoe|  zzeces
2 Grssrecepts Fomamisakns, nathindba

10,000 10,000 180,000 ] 170,000

E mmmmmmmn_n:gm

-

Taw rewsnuas lewed Tor e crgarzaion’s
oeneh andstvarpad = or axpanded in

5 The wvake of zendos o faciiks

furnishiad by 2 ksl unk 1o the
orgarizatkn wihout charge . - | S S S
Total Add lines 1.5 10.000 10.000] 180,000 260.000|  450.000

@

7a Amcunts nohdsd on Ihes 1, 2, and 3
racahed 240,000 240,000

b Ameurts roluged on s 2 and §
mcsived fom cther than dsquaifed

porscn it swzeed tha graer of 19 ot
a 10l o Inss 0, 105, 19, 00 12 107 T
5,000

4,000 4,000 8,000
4,000 4,000 240,000 248,000

Sacion & 7o SUppert —
‘Caknaaryear (or flscal yoar begiming In) - | (3 2004 | {b) 2008 2000 [T Z008 Tatal
o Amcumstromine® _ . . _ . L 0,000 10,000 180,000 240,000 250,000

109 @ross incoms from Fksrast, dividends,
af

160,000 160,000

b Urrakied busingss faxabk hcoms Jess
ssclin 11 tass) fom bushessss
aqured after June 30,1975 . . .

o Addines tawd D . . . . .

1 Het Income Fom unnliled buskess
WG o ot 1 Buness £ oy
whatee o n ez Iz raguary

160,000 160,000

12 Cther Income. Do ret ckide gan o
ks from the sak of caphal assits
[Expiann Fan ) T

13 Total support. o v 0, 106, 11,
2)

200,000
" Fm fiwa yoars. If tha Form 550 s for th amanizaticn's first, sacand, third, Jourth, ar fitth tas ywar a2 a sectian S01[c)(3)
Mtg:-chnck thin B otop hars e« e b ! ]_p ]

Secilon ©._Computation of PUBIc SUpport Percantage

15 Public suppart pw\:ent!gafu"tﬂ&lim&cohm[l]dvidadbyinn 12, conmnm] R ETS B

18 Public support percentana from 2007 Schechde & Fart [¥-4, ina SN KT 53
Section D. COI’“EU[B“OF\ of Investment Income Parcen’ ES

AT Invastment incame percentaga for 2008 lina 100, column i) divided by lins 13, column (1) . |17 00 %

Donative vs. Exempt Function

Charities

Completed Schedule A

Bureau 0 (2004); Bureau P (2003)
General Public (2002)
Substantial contributors (2001)

* Details

Line 7a - substantial contributors

Line 7b - other than substantial contributors
Line 15 - 33.67%

Line 17 - 25%

54
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Donative vs. Exempt Function
Charities

* Donative charities

— More flexibility in demonstrating public charity
status

— Numerical test: more than 1/3 (33-1/3%)

— Facts and circumstances: if greater than10%
but less than 1/3 (33-1/3%)

* Exempt function charities
— No facts and circumstances test

55

Facts and Circumstances Test

* Sources
— Form 990 Instructions
— Chart from EO Text (Figure 3)
« Attraction of public support requirement

* Five public support factors
— Percentage of financial support
— Sources of support

— Representative governing body
56
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Facts and Circumstances Test

» Composition of governing body
* (Item c of Figure 3)
— Public officials acting in their public capacity
— Persons selected by public officials “itpc”

— Those with specialized knowledge/expertise in
field in which organization operates

57

Facts and Circumstances Test

« Community leaders, such as
* Clergy
* Educators
+ Civic leaders

* Others representing broad cross-section of views
and interests of community

58
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Selected Form 990 Schedules

* Schedule L, Transactions with Interested Persons

— If answered yes on Form 990, Part IV, lines
25a, 26, 27, 28a, 28b, or 28c or Form 990-EZ,
line 38a or 40b

* Schedule R, Related Organizations and Unrelated
Partnerships

— If answered yes on Form 990, Part IV, lines 33,

34 35B, 360r 37

59

Excess Benetfit Transactions
Information Required

Name of disqualified person
Relationship between DP and EO

— E.g. officer, family member of director

Description of transaction

Whether the transaction has been corrected

60
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I: Excess Benefit Transactions
Questions 2 and 3

Benefit T i (saction 501(c)(3) and saction 501(c){4) organizations only).
Complete if the organization answered “Yes” on Form 990, Part IV, line 25a or 25b, or Form 990-EZ, Part V, line 40b.
1 (a) Name of disqualfied persan ) Felationship bt e 1114 person and (e) Description of transaction | £ Corrested?.
- Yes | No

(0]

2)

(3)

(4)

(5)

(6)
2

3

Enter the amount of tax incurred by the organization managers or disqualiied persons during the year
under section 48968, . . . . . . . o L L L 0 0 L L L oL oL L L. L

Enter the amount of tax, if any, on line 2, above, reimbursad by the organization

61

Schedule L: Part I1
Loans

» Loans required to be reported
— Loans
— Salary advances
— Other advances received

* To or from

— current or former officers, directors, trustee,
key employee, hke or disqualified person

— Outstanding as of EO’s year end

62
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Schedule L: Part I1
Loans

* Loans required to be reported:

— Loan between EO and third party

* Transferred =» outstanding debt between EO and
interested person

— Loan between interested person and third party

* Transferred =» outstanding debt between EO and
interested person

63

m Loans to and/or From Interested Persons.
Complete if the organization answered “Yes” on Form990-EZ, Part V, line 38a or Form 990, Part IV, line 26; or if the
organization reported an amount on Form 990, Part X, line 5, 6, or 22.

 Information to be reported:

Schedule L: Part I1
Loans

(a) Name of interested person | (b) Relationship | (¢) Purpose of | (d) Loanto or fe) Criginal () Balance due  |(g) In default?| (h) Approved | (i) Written
with erganization loan fremthe principal ameount by board or | agreement?
organization? committee?
To From Yes | No [ Yes | No | Yes | No
)
N
64
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Schedule L: Part I1I
Qrants

Interested persons

Substantial contributors
Related persons

What grants need to be reported

— Grants or other assistance
— Any interested person
— Anytime during EO’s tax year

65

Schedule L: Part I11
Qrants

 Information to be reported

mw or Assistance Benefiting Interested Persons.
Complete if the organization answered “Yes” on Form 990, Part IV, line 27.

(a) Name of interested person

(b) Relationship between interested |{c} Amount of assistance| (d) Type of assi:

person and the organization

(e} Purpase of

(1)

2

8

@

» Reporting by schools
* Reasonable effort

66
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IV: Business Transactions with
Interested Persons

« If aggregate payments exceeds $100,000

« If all payments from single transaction >
$10,000 or 1% of EO total revenue

 If compensation to family member of
current or former officer, director, trustee or
key employee > $10,000

o If JV with IP, EO invested $10,000 or more

67

IV: Business Transactions

* Initiated in current or prior year

* Include joint ventures where profits or
capital interest > 10%

» Contracts, lease, license, performance of
services, insurance

» Transactions between EO with management
company — 35% owned/controlled by c¢/f
officer, director, trustee, key employee

68
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IV: Entities as Interested Persons

 Entity if ¢/f EO officer, director, trustee, key
employee or any family member serving as
— Officer
— Director
— Trustee
— Partner w direct/indirect ownership > 5%

— Shareholder w direct/indirect ownership > 5%
if entity is professional corporation

69

IV: Example 1

» Officer’s chlild, T, employed by EO
* Receives $15,000 (< 1% of EO’s revenue)

» Required to report T compensation
— Family member compensation > $10,000

— Even if T’s compensation is not reported on
Part VII (compensation of officers, directors,
key employees)

70
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IV: Example 2

» X, director’s daughter, is first year associate
at law firm

* EO pays law firm $150,000

* No reporting required
— X no ownership of law firm

— X 1s not officer, director or trustee of law firm

71

IV: Example 3

* Y, director’s daughter, 1s partner of law firm
and has ownership of 5.25% of p/s profits

« EO pays law firm $150,000

* Reporting required
— Y’s ownership of law firm > 5%
— Amount paid > $100,000

72
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IV: Example 4

 First, Y is partner of law firm and has
ownership of 5.25% of p/s profits

* Then Y’s dad becomes director of EO
« EO pays law firm $150,000
* Reporting required

— Y’s ownership of law firm > 5%

— Amount paid > $100,000

73

IV: Example 5

* Y’s dad was director of EO and resigns

* Then, Y is partner of law firm and has
ownership of 5.25% of p/s profits

« EO pays law firm $150,000

* Reporting required
— Y’s ownership of law firm > 5%
— Amount paid > $100,000

74
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IV: Example 6

* Y, director’s daughter, 1s partner of law firm
and has ownership of 5.25% of p/s profits
* EO pays law firm $75,000 total
* 15 separate transaction each < $10,000
* No reporting required
— Y’s ownership of law firm > 5%

— But amounts paid < $10,000 single transaction
and < $100,000 in aggregate

75

IV: Example 7

* Y, director’s daughter, 1s partner of law firm
and has ownership of 5.25% of p/s profits

* EO pays law firm $105,000 total
* Reporting required
— Y’s ownership of law firm > 5%
— Amounts paid > $100,000 in aggregate

— All transactions need be reported in aggregate
or listed separately

76

© 2019 Louis E. Michelson
A Professional Corporation Page 38



Schedule R — Related
Organizations and Unrelated
Partnerships

Part I: disregarded entities

Part I1: related tax-exempt entities

Part I1I: related orgs taxed as partnerships

Part IV: related orgs taxed as c or s corps

Part V: unrelated orgs taxed as partnerships

71

Schedule R

» Related organizations
— Parent/subsidiary

— Brother/sister
* Glossary
 Schedule R instruction
— Supporting/supported
* 509(a)(3)

78
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Schedule R

» Definition of Control — if without owners

— Parent/subsidiary: power to remove/replace
majority of directors

— Brother/sister: management or board overlap
* Definition of Control — if with owners

— > 50% of stock — voting power of corp

— > 50% of profits or capital interests of p/s

— > 50% beneficial interest in trust
79

Schedule R

 Information requested in Parts I — I1I

IEEAl Identification of Disregarded Entities (Complete if the organization answered “Yes” to Form 990, Part IV, line 33.)

@) L) ) L] ®
Name, address, and EIN (f applic able) of d ismgardsd sntity Primary activity Legal domizils (state Total incams End-cl-ysarasssts | Dirsct centraling
arfarsign eounty) =ntity

)

[T 1dentification of Related Tax-Exempt Organizations (Complete if the organization answered *Yes™ to Form 990, Part IV, line 34 because it had
one or more related tax-exempt organizations during the tax year.)

) o ) ] [£]
Legal domeik (state | Exempt Cods saction| Publi charity status | Dimct contralling | Section S12(613)
or forign count ) (if s=etion 501(c)(3] entity cz';'uw"gd

Yes | No

Identification of Related Organizations Taxable as a Partnership (Complete if the organization answered “Yes” to Form 990, Part [V, line 34

& L]
Name, acldrees, and EIN of related crganization Primary activity

(1]

m because it had one or more related organizations treated as a partnership during the tax year.,
2] L] ) [ ). ;] (] o) ]
Name, add rss, and EINof Frimary astivity Legal | Dimct controlling Pr=dominant Share of tolal | Share of end-of- | Dapopariore|  Code V—UBI | Generalor | Pementags
relaizd organization domizie =ity incoms irslated, income yearassstz | abogione? | amount in bax20 | managing | cwnership
Etate or unrslated, of Schedule K-1 | partner?
forsign S“;‘x“d =m (Form 1055
country) ecticns 512-514)
Yes| No Yes| No
oo | %0
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Schedule R

 Information requested in Parts IV

Identification of Related Organizations Taxable as a Corporation or Trust (Complete if the organization answered “Yes” to Form 390, Part IV,

line 34 because it had one or more related organizations treated as a corporation or trust during the tax year.)
3] . ® . a @ [} [*] ® [0}
Name, addrezs, and EINof rlated organization Primary act ity Legaldomiie | Dimct contmlling Type of entity Share o tctal Sharsof | Percentags | S=etion ST2(0))
(state orforeign country) entity IC corp, & corp, or trust) income  |snd-cf-year asssts cwnsrship Cg:"‘:y‘fd
Yes | N
(1))
81

Schedule R

 Information reported in Part V

Transactions With Related Organizations (Complete if the organization answered “Yes™ to Form 990, Part IV, line 34, 35b, or 36.)

Note. Complete line 1 if any entity is listed in Parts I, Ill, or IV of this schedule.

1 During the tax year, did the organization engage in any of the following transactions with one or more related organizations listed in Parts [I-IV?
Receipt of {j) interest (i) annuities {iii) royatties or {iv) rent from a controlled entity

Gift, grant, or capital contribution to related crganization(s)

Gift, grant, or capital contribution from related organization(s)

Loans orloan guarantees to or for related organization(s)

Loans or loan guarantees by related organization(s)

P o0 To

Dividends from related organization (s)

Sale of assets to related organization(s)

Purchase of assets from related organization(s)

Exchange of assets with related organization(s) P
Lease of facilities, equipment, or cther assets to related organiation(s)

—_—— @ =~

Lease of facilities, equipment, or cther assets from related crganization(s) . .
Performance of services or membership or fundraising solicitations for related organization(s)
Performance of services or membership or fundraising solicitations by related organization(s)
Sharing of facilities, equipment, mailing lists, or other asssts with related organization(s)
Sharing of paid employees with related organization(s) .

0os3—=

-

Reimbursement paid to related organization(s) for expenses
Reimbursement paid by related organization(s) for expenses

a

r Othertransfer of cash or property to related organization(s) 82
s Other transfer of cash or property from related organization(s)
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Schedule R — Part VI

» Unrelated organizations taxable as
partnership may result in:
— Unrelated business taxable income
— Private benefit
— Inurement

— Exempt status issues, where EO does not
control venture

83

Schedule R — Part VI

 Information reported

[0 Unrelated Organizations Taxable as a Partnership (Complete if the organization answerad “Yes" to Form 990, Part IV, line 37.)

rovide the following information for sach antity taxed as a parinership thraugh which the arganization conductad more than five parcant of s activitas (measurad by total assets
or qross revenue) that wis not a related See ins 5 regarding exclusion for certain it

n

84
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Governance

 Principles

* Governance

» Federal tax guidance
 Policies

85

Principles

» “Well-governed charity is more likely to
obey tax laws, safeguard charitable assets
and serve charitable interest than one with
poor or lax governance.”

 Clearly articulated purposes describing
mission
* Knowledgeable and committed mgmt

* Sound management practices

86
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Principles

* No statutory authority

* Draft of Good Governance Practices for
501(¢)(3) Organizations 2/8/07

 Life cycle of a public charity

— Governance and related topics (replaced draft)

87

Principles

* Mission

* Organizational documents

* Governing Body

* Governance and Management Policies

 Financial Statements and Form 990
Reporting

» Transparency and Accountability

88
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Mission Statement

Disclosed Part III, line 1 on Form 990
Not defined in glossary

Elements
— Why charity exists
— What are its goals
— What are its activities and where do they done

— Who does charity serve

Different from purposes in Articles
Up-to-date?

89

Federal Tax Guidance

« Exemption application guidance
— Resumes / backgrounds of directors

* Donative public charities - 509(a)(1)

— Support test; facts and circumstances

» “Representative governing body factor”

than personal or private interests of limited
number of donors

— If represents broad interests of the public rather

90
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Federal Tax Guidance

» Composition of governing body
— Public officials acting in their public capacity
— Persons selected by public officials “itpc”

— Those with specialized knowledge/expertise in field in
which organization operates

— Community leaders, such as
* Clergy
» Educators
* Civic leaders

* Others representing broad cross-section of views and interests

of community
91

Governing Body
Part VI, Form 990, Section A

* Question 1a — number of voting members at
end of year

— Question 1b — number independent members

» Question 2 — officer, director or key
employee have any family or business
relationship with another off, director or k e

* Question 3 — Any delegation of control over
management to a management company

92
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Governance and

Management Policies

1. Policy for consistent operation of
chapters, branches & affiliates — line B10b

2. Conflict of interest — line B12a
3. Whistleblower policy — line B13

4. Document Retention and Destruction

Policy — line B 14

5. Compensation policy — lines B15 a, b
— CEO, Executive Director, top management
— Other key employees

93

line B11

Governance and

Management Policies

6. Policy for reimbursement of business,
travel and entertainment line 1b Schedule J

7. Policy on participation in Joint Ventures
— line B16b

8. Financial information review policy —

* 9. Policy on disclosure — line C18

94
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the organization’s mailing address? /f *Yes, " provide the names and addresses in Schedule 0. . . . . 9

n ICles N B reques ation 'es No| )y (he Inte: evenue
o
10a Does the organization have local chapters, branches, or affillates? . . . . . . . T 10a
b If *Yes," dose the organization have written policies and procedurss goveming the activities of such
chaptars, affilistes, and branches to ensurs their oparations are consistent with thoss of the organization? . 10b

11a H-hawimlmpvvud-mdemmmdnmdhmbodybdmﬂuh

b Dua‘boh&:hlddsohpwcmﬂmy used by the organization to review this Form 990,

12a Doas the organization have a writtan conflict of interast policy? if “No,"goto line 13 . . . 12a
b Moﬂhm&mhnumambyumbymmmmmmmﬂmmﬁw
s omllE? . . o 4 v s s w e e se s s e W W e e E e d w W e e s aa 12b
© Doas the organization regulerly and consistently monitor and enforce compliance with the policy? If *Yes,”
describe in Schedule Ohow thisledone. . . . . . . . . . . . . . . . .« o o .. 12c
18 Does theorp: have a writtan poley® . . i i il s e i e e e e 13
14  Doss th have a writtan dk metantion and Pl . i e et d @ elia 14
15 mmmhmmummpnmm-mmww
persons, data, of the and decision?
a Th 'a CEQ, B tive Director, or top oficll . . . .. I T 15a
b Ofherofficers orkey employessof theorganization . . . . . . . . . . . . .+ . . .. . . 15b

I *Yes" to line 15a or 15b, describe the process in Schedule O. (Ses instructions.). . . . . . . . .
16a Did the organization invest in, contribute asssts to, or participats in a joint venture or similar amangsment
withataxsble enfityduringtheyear?. . . . . . . . « « « v 4 v 0 0 0 0w e e e 16a
b If “Yes," has the organization adopted a written policy or procedure requiring the organization to evaluate its
participation in joint venture amangements under applicable faderal tax law, and taken staps to safeguard the
organization's exempt status with respect o suchamangements? . . . . . . . « « « . . 16b
Section C. Disclosure
17 List the states with which a copy of this Form 930 is required to be filed b
18  Section 6104 requires an organization to maks its Forms 1023 (or 1024 if spplicable), 990, and B80-T B01(C)s only) availkble
for public inspection. Indicate how you make theee available. Check all that apply.
[0 Own website [0 Ancther's website [0 Upon request
19 Describe in Scheduls O whether (and if 80, how), the crganization makes its governing documents, confiict of intsrest policy,
and financial statements available to the public.

20  State the name, physical address, and telep mber of the person who p the books and records of the
organization: &
Forn OO0 2010y
95
SCHEDULE J Compensation Information
(Form 990) For certain Officers, Directors, Trustees, Key Employees, and Highest
bmllnnwm;'-a-—"-'hmm.
o~ —br—yd » Attach 10 Form 990, & Ses separste Instructions.
Flame of tha cr ganEaton Empoyer en
[ZT0] Guestions Regarding Compensation
Vea | Mo
1a Check the baxies) if the provided any of the folowing to or for a person listed in Form
990, Part VI, Section A, line 1a. Complete Part il to provide any relevant information regarding theee items.
[ First-class or charter travel [ Housing idence for p 1
DTr-lfwcanp.\hw [J Payments for business use of personal residence
O Tax and groes-up [ Health or social club duse or initition feee
O Diecrationary spanding account [0 Personal servicas (e.g., maid, chauffeur, chef)
b If any of the boxes on line 1a are checked, did the organization follow a written policy regarding payment
or mimbursement or provision of all of the expensss described above? If *No." complete Part Il to
RPIBIN. . . . . L . e e e e e e e e e e e e e 1b
2 Didthe require 1 prior to or allowing incurred by all officers,
directors, rustess, and the CEQ/Exacutive Director, regarding the items checked inline 12?7 . . . . . 2
3 Indicate which, if any, of the following the Ll f the
W-m«mmmtnmm
O Compensstion committes O written employment contract
O indepandent compsnaation consultant Dm«-ﬂuwam
[ Form 990 of other organizations. O App W
4 mhmﬁquMhmmmwsﬁm&humwmhm
a R:e.bna pqmamor-‘ nge-of- pay from the 1 or a related 4a
b Participate in, or receive payment from, a » | ified len? . ... L L. 4b
© Participate in, or receive payment from, quity-based compeneation amangsment? . . . . . . . 4c
If*Yes" to any of linss 4a-—c, list th and provide the amounts for aach item in Part lIl.
96
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Conflict of Interest Policy

* Duty of Loyalty
— Owed by directors to charity
— Requires director to act in the interest of charity
— Not in personal interest of director or other
person or organization
» Sample policy
— Form 1023, Appendix A

97

Conflict of Interest Policy

* Elements of Good Policy

— Requires directors and staff to act solely in the
interests of the charity without regard for
personal interests

— Includes written procedures for determining
whether relationship, financial interest or
business affiliation results in conflict of interest

— Prescribes course of action in case conflict is
identified

98
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Policy for Consistent Operation
of Chapters, Branches &
Affiliates

» Have local chapters, branches or affiliates?
Question 10a

» Have written policies and procedures
governing the activities of chapters,
branches or affiliates to ensure operations
are consistent with organization? Question
10b

99

Chapters, Branches & Affiliates
Misbehaving

» Unrelated activities

— UBIT?

— Potential for loss of exemption?
* Bank accounts

— Reported to organization

— Same EIN or new EIN?

— Tax reporting correct?
100
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Whistleblower Policy

* Handles employees complaints or unethical
conduct

« Anonymous and/or confidential

— To allay fears of retaliation or demotion

101

Whistleblower Policy

Considerations in formulating policy:

Who is protected by policy

What protection is provided

How broad should policy be

What is the reporting mechanism

Who resolves complaints

102
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Code of Ethics

» Describes behavior want to encourage and
behavior want to discourage

« Communicate a strong culture of legal
compliance and ethical conduct

* Implementation and enforcement critical

* “EO shall comply with all applicable local,
state and federal laws and regulations”

* Sets a minimum standard

103

Document Retention and Destruction
Policy
* Policy for systematic review, retention and
destruction of documents

 Rationales:
— Promotes efficiency and frees up storage space

— Protection in litigation

» Cease destruction upon notification of
investigation by law enforcement

104
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Document Retention and Destruction
Policy

e What documents covered?
— Employment records
— Accounting and tax records
— Legal records
— Electronic records
» Coordinate with archiving and back-up
procedures

105

Compensation Policy

 Prohibition on Excess Benefits
— Private inurement — IRC 501(c)(3)
 Absolute prohibition
— Improper private benefit

» Exception: Qualitatively and quantitatively
incidental

— Reasonable compensation: compensation must
be reasonable for the services rendered

106
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Unrelated Business Income

* See the following:

Unrelated Business Income for Tax-

Exempt Organizations Presentation Outline

107
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LAW OFFICES OF LOUIS E. MICHELSON

A PROFESSIONAL CORPORATION

108 | | WASHINGTON BOULEVARD TELEPHONE: (310) 843-0700
SUITE 258 FACSIMILE: (818) 304-7 122
CULVER CITY, CALIFORNIA 90232 E-MaAIL: LOUIS@LEMTAX.COM

Unrelated Business Income for
Tax-Exempt Organizations
Presentation Outline

L Overview of Unrelated Business Taxable Income (“UBTI)

A. Historical Framework.

Before 1950, many tax-exempt organizations had begun to engage in
commercial profit-making activities which competed with for-profit businesses, primarily
relying on cases which looked to the destination of the income rather than its source.
Legislation enacted in 1950, which was further expanded in 1969, imposed a tax on a tax-
exempt organization’s unrelated business taxable income. The statutory framework for
UBTI is located in Sections 511-515 of the Internal Revenue Code.'

B. Qualification for Tax-Exemption.

To qualify for exemption from federal income tax, a nonprofit
organization must be organized and operated exclusively for exempt purposes.” Despite
this requirement, a tax-exempt organization is permitted to carry on some level of activity
that is not related to its exempt purpose.’ If, however, the unrelated business activities

become the primary purpose of the organization, its exemption will be revoked.*

! All Section references, unless otherwise noted, are to the Internal Revenue Code

of 1986, as amended, or the Regulations thereunder.
2 Section 501(c)(3). Treas. Reg. § 1.501(c)(3)-1.
3 Treas. Reg. § 1.501(c)(3)-1(e)(1).

N Treas. Reg. §§ 1.501(c)(3)-1(c)(1), (e)(1). See, e.g. Rev. Rul. 73-127, 1973-1
C.B. 221; United Missionary Aviation, Inc. v. Commissioner, 60 TCM 1152 (1990).
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C. Organizations Subject to the Tax.
The tax on unrelated business income applies to most organizations
exempt from tax under IRC Section 501(a). These organizations include charitable,
religious, scientific and other organizations described in IRC Section 501(c) as well as
employees’ trusts forming part of pension, profit-sharing and stock bonus plans
described in IRC Section 401(a). Public colleges and universities and their wholly-owned
subsidiaries are subject to tax on unrelated business income.

1L Three Criteria For Taxation.

Subject to certain modifications and exceptions, gross income from an activity
carried on by a tax exempt organization is subject to the unrelated business income tax if
the following three criteria are present:

A. Trade or Business.

1. Definition.

The activity is a “trade or business,” which is defined as any
activity carried on for the production of income from the sale of goods or the performance
of services.” The term “trade or business” is not limited to integrated aggregates of assets,
activities and goodwill which comprise businesses for other provisions of the Internal
Revenue Code.

2. Fragmentation Rule.

A trade or business from which a particular amount of income is
derived does not lose its identity merely because it is carried on within a larger aggregate
of other activities, which may or may not be related to the organization’s exempt
purpose.® This rule is commonly referred to as the “fragmentation rule.” For example,
the regular sale of pharmaceutical supplies to the general public by a hospital pharmacy

does not lose its identity as a trade or business merely because the pharmacy also

> Section 513(c).

6 Section 513(c); Treas. Reg. Sec. 1.513-1(b).
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furnishes the supplies to the hospital and patients of the hospital in accordance with its
exempt purposes.
B. Regularly Carried On.
I. Definition.

The activity is “regularly carried on” by the tax exempt
organization. Specific business activities of a tax exempt organization will ordinarily be
deemed to be “regularly carried on” if they manifest a frequency and continuity, and are
pursued in a manner generally similar to comparable commercial activities of nonexempt
organizations.’

2. Time Variations.

Where income producing activities are of a kind normally
conducted by for-profit commercial organizations on a year-round basis, the conduct of
such activities by an exempt organization over a shorter period of time, such as a few
weeks, would not constitute the regular carrying on of a trade or business. However,
where the income producing activities are normally undertaken by for-profits only on a
seasonal basis, the conduct of such activities by a non-profit during a significant portion
of the season generally would constitute the regular conduct of a trade or business.

C. Not Substantially Related.
1. Causal Relationship Definition.

The conduct of the activity is “not substantially related” (other than
through the production of funds) to the performance of the organization’s exempt
function.® A trade or business which is “related” is one which is causally related to the
achievement of the organization’s exempt purpose and the causal relationship is a

substantial one that “contributes importantly” to the tax exempt purpose.’

! Treas. Reg. § 1.513-1(c)(1).
8 Section 513(a).

K Treas. Reg. § 1.513-1(d)(2)
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2. Larger than necessary.

Where income is realized from activities which are conducted on a
larger scale than is necessary for the performance of the exempt function, the income
attributable to the excess constitutes gross income from the conduct of a trade or
business. See, Internal Revenue Manual 7.27.5.4. If the organization generates too
much of such income, it might jeopardize exempt status.

IIL Modifications: Investment Income.

Section 512(b) excludes from the calculation of UBTI specific items commonly
viewed as derived from passive investments.
A. Dividends.
Dividends and all deductions directly connected with dividend income are

excluded from calculation of UBTL.!°

1. There are some exceptions:
a. dividends that are debt-financed
b. dividends from insurance activity income of controlled

foreign corporations.
B. Interest.
Interest and all deductions directly connected with interest income are

excluded from calculation of UBTL.!!

1. There also may be exceptions if:
a. interest income that is debt-financed
b. interest that is paid by a controlled for-profit corporation
C. Annuities.

Annuities and all deductions directly connected with the annuities are

10 Section 512(b)(1).

H Section 512(b)(1).



Louis E. Michelson, Esq.

Page 5
excluded from calculation of UBTL"
1. Exceptions:
a. Payments received by an exempt organization on securities

in its investment portfolio which are loaned to brokers are
not treated as unrelated business income."
D. Royalties.

Royalty payments are excluded from UBTI, along with all deductions
directly connected with such payments."* To be a royalty, the payment must relate to the
use of a valuable right. This is discussed further below.

E. Rent.

Rents and all deductions directly connected with rents are excluded from
UBTI" for:

I. all rents from real property,'® and

2. rents from personal property leased in connection with real

property, if the rents attributable to the real property are an
incidental amount of the total rents."” received or accrued under the
lease. Rents attributable to personal property leased with real
property are not regarded as an incidental amount if the personal
property rents exceed 10% of the total rents from all property

leased, determined at the time the personal property is first placed

12 Section 512(b)(1).
13 Section 512(b)(1).
14 Section 512(b)(2).
15 Section 512(b)(3).
16 Section 512(b)(3)(A)(i).

17 Section 512(b)(3)(A)(ii).
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in service."®
3. Three Exceptions to Rental Exclusion.
a. The rental exclusion does not apply if more than 50% of the

total rent received or accrued under the lease is attributable
to personal property."’

b. The rental exclusion does not apply if the determination of
the rent depends in whole or in part on the income or
profits of the lessee, other than an amount based on a fixed
percentage of receipts or sales.”

c. Payments for the use or occupancy of space where services
are also rendered to the occupant should be examined
closely. Rent should be excluded where the exempt owner
is providing services usually or customarily rendered in
connection with rental of space, such as normal cleaning of
public entrances, exits, stairways, furnishing of heat and
light (utilities) and collection of trash. However, if the
exempt owner exceed this, and provides services to the
tenant for the convenience of the tenants (such as providing

a maid service) the payments are not considered rent from

real property.”!
4. Example: Services provided with lease
a. Exempt university leases its football stadium to a

professional football team for several months for a fixed

Treas. Reg. § 1.512(b)-1(c)(2)(ii).
Section 512(b)(3)(B)(i).
Section 512(b)(3)(B)(ii).

Treas. Reg. § 1.512(b)-1(c)(5).
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fee.
b. University furnishes heat, light, water, and is responsible
for all ground maintenance.
c. University also provides dressing room, linen, and stadium
security services for the professional team.
d. IRS Position: leasing is an unrelated business: substantial

services furnished for the convenience of the lessee go
beyond those usually provided with the rental for
occupancy only.

e. Page 4 of Pub. 598

F. Controlled Corporations.
1. Inapplicability of exclusions.

Under Section 512(b)(13), the exclusions of interest, annuities,
royalties and rents provided by Section 512(b)(1), (2) and (3) do not apply where those
amounts are derived from controlled organizations. Section 512(b)(13) provides that if
any organization (“‘controlling organization”) receives or accrues, directly or indirectly,
any interest, annuity, royalty or rent, from a controlled entity, the controlling organization
must include the payment as an item of gross income derived from UBTI to the extent
that the payment reduces the “net unrelated income” of the controlled entity.

2. “Net unrelated income” definition.

“Net unrelated income” means, in the case of a for-profit
subsidiary, the portion of the entity's taxable income which would be UBTT if the entity
would be tax-exempt and had the same purposes as the controlling organization; in the
case of a tax-exempt subsidiary, the amount of UBTI of the tax-exempt subsidiary.

3. Definition of “control.”

The term “control” means in the case of a corporation, ownership

by vote or value of mor than 50 percent of the stock in such corporation; in the case of a

partnership, ownership of more than 50 percent of the profits interests or capital interests
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in such partnership; or in any other case, ownership of more than 50 percent of the
beneficial interests in the entity. The constructive ownership rules of Section 318
(relating to constructive ownership of stock) apply for purposes of ownership of stock in
a corporation. Similar principles apply for purposes of determining ownership of
interests in any other entity.
G. Partnerships and Joint Ventures.

A tax exempt organization that is a partner in a partnership that regularly
engages in a trade or business that would be an unrelated trade or business if carried on
directly by the tax exempt organization is required to include in UBTTI its share of income
(whether or not distributed) and attributable deductions.” Thus a tax exempt partner is
required to classify each trade or business activity of a partnership as either related or
unrelated to the organization’s exempt purposes. Amounts derived by a tax exempt
organization from “debt-financed property” are subject to tax under Section 511.%

H. Affinity Credit Cards (Royalty versus Personal Services)

I. IRS Position.

Income from the licensing of name, logo, copyrights, trademarks,
etc., is royalty income and thus exempt under Section 512(b)(2). However, except for the
right to oversee quality control, there can be no performance of services by the tax
exempt organization. The IRS view has been that in using the term “royalties” in Section
512(b)(2), Congress had in mind only “investment income” and intended “royalties” to
describe only passive income of that character.

2. “Sierra Club I"**

The Tax Court ignored the active/passive argument of the IRS in

ruling for Sierra Club on rental or sale of its mailing list and refused to exclude from the

2 Section 512(c).
3 Section 514.

# Sierra Club v. Commissioner, 65 TCM 2582 (1993).
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term “royalty” payments for the use of intangible property derived from active conduct of
a trade or business. The Court rejected the IRS position that Section 513(h)(1)(B) created
a per se UBTI result where the exchange or rental of a mailing list was not between
certain tax exempt organizations.
3. “Sierra Club 11"

Payments received by the Sierra Club from an affinity card
arrangement with American Bankcard Services (“Bank”) were tax exempt royalties
income. Sierra Club agreed to assist in the solicitation and encouragement of member to
own and use the card. Cards were solicited on Sierra Club letterhead and the club
reserved the right to approve all promotional material. The Tax Court held that the
income from the credit cards were royalties from the use of intangible assets (name, logo,
use of mailing list).

4. “Sierra Club I1I"*

The Ninth Circuit held that a royalty is by definition “passive” and,
thus, cannot include compensation for services rendered by the owner of the intangible
property. The Ninth Circuit reversed the Tax Court’s grant of summary judgment in
Sierra Club II, and remanded the case to the Tax Court for determination of whether
Sierra Club’s contract with the Bank called for services (and would thus result in UBTI)
or use of the name, logo and mailing list (and thus would be a royalty).

5. “Sierra Club IV>*

The Tax Court ruled against the IRS’s determination that the
amount received by Sierra Club were consideration for services and held that the amounts
were royalties. Sierra Club did not control marketing for the credit card program and thus

was not compensated for providing marketing services. Further, the club did not treat the

= Sierra Club v. Commissioner, 103 T.C. 307 (1994).
26 Sierra Club v. Commissioner, 86 F.3d 1526 (9th Cir. 1996).

27 Sierra Club v. Commissioner, 77 TCM 1999 (1999).
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credit card as a member service, the receipts were not attributable to the club’s
advertising or use of its mail permit. The club’s contractual obligation to cooperate was
not an agreement to endorse or promote the credit card program beyond the endorsement
that necessarily results from intangible licensing.

The IRS argued that the club provided a service pursuant to the
credit card program when the club guaranteed a refund of the second year membership fee
(if imposed by the Bank). The club was not required to use its own funds to refund the
annual fee if charged by the Bank. The court reasoned that since the club was receiving
royalty income in consideration of assuming the risk of damage to its intangible assets,
when that risk matured into a foreseeable loss, the club spend its own money to avoid that
loss. These reimbursements were held not to be inconsistent with its receipt of royalty
income.

6. Oregon cases.

The Tax Court had previously held that the Oregon State
University and Oregon University affinity card income constitute royalty income and was
not UBTL* The cases were consolidated on appeal. The Ninth Circuit affirmed the Tax
Court decisions.”” The alumni associations raised money for their schools by allowing a
bank to offer credit cards using their names. The associations agreed to provide accurate
mailing lists and to provide materials the bank could reproduce and distribute to alumni.
The court reasoned that the alumni associations spent approximately 50 hours of mostly
secretarial and clerical work during the two years at issue pursuant to the contracts with
the banks. The Ninth Circuit affirmed the Tax Court’s conclusion that the bank paid the
alumni associations for the use of their property rights, not for their services.

7. Revised IRS View.

2 Oregon State University Alumni Association, Inc. v. Commissioner, 71 TCM 1935

(1996); Alumni Association of the University of Oregon v. Commissioner, 71 TCM 2093 (1996).

29

(Oct. 4, 1999).

Oregon State University Alumni Association, Inc. v. Commissioner, No. 96-70565
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(Then) IRS Exempt Organization Division Director Marcus Owens
reacted to the Ninth Circuit’s decision in the Oregon cases by remarking that he does not
expect continued litigation by the IRS on affinity cards and mailing list rentals. One
alternative which may be considered by the IRS is “reasonable allocation,” in which tax
exempt organizations would allocate income from their affinity arrangements between
payments for property rights and payments for services. He was quoted, “It is an
approach that we have used internally in some cases, and I think if done in a reasonable
9930

fashion it might be a good methodology for dealing with these questions.

IV. Exceptions for Particular Activities.

A. Volunteer Labor.

Income from any trade or business in which substantially all of the work is
carried out by volunteers is not UBTL*' For example, an orphanage operating a retail
store where substantially all the work in carrying on the business is performed by unpaid
volunteers would not be carrying on an unrelated trade or business.

B. Thrift Shops.

Section 513(a)(3) excludes from the definition of an unrelated trade or
business businesses that involves the sale of merchandise, substantially all of which has
been received by the organizations as gifts or contributions. For example, the operation
of a thrift shop by a 501(c)(3) organization, which sells donated clothes and books to the
general public, would not be considered an unrelated trade or business.*

C. Primarily For Convenience of Members, Students, etc.

A trade or business carried on for the benefit of an organization’s

30 Stokeld, IRS Litigation of Affinity Cases to Stop, Owens Says, Tax Notes, page
433 (Oct. 25, 1999).

31 Section 513(a)(1).

2 Rev. Rul. 71-581, 1971-2, C.B. 236.
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members, students, patients, officers or employees is excepted.”® For example, the
operation of a cafeteria and coffee shop by a hospital, for the convenience of its
employees and medical staff is not an unrelated trade or business.**

D. Research.

One of the exempt purposes under Section 501(c)(3) is “scientific.”
Income from research that is substantially related to an organization's scientific purposes
does not constitute UBTI. The term “research” has a variety of meanings and is not
synonymous with “scientific.” The nature of particular research depends on the purpose
it serves. For research to be scientific, it must be carried out in furtherance of a scientific
purpose. The term “scientific” includes the carrying on of scientific research in the public
interest. Whether research is classified as scientific may depend on whether the research
is fundamental or basic, in contrast to research which is applied or practical.’®> Scientific
research does not include activities ordinarily carried out incident to commercial
operations, such as the testing or inspection of materials or products or the designing or
construction of equipment or buildings.

Even if the organization's research activities do not meet the requirements
for scientific research, amounts derived from such research might still be excluded from
UBTI if certain provisions of Section 512(b)(7), (8) or (9) are applicable. Section
512(b)(7) excludes from UBTI all income derived from research performed for the United
States, or any of its agencies or instrumentalities, or any State or political subdivision
thereof.

Section 512(b)(8) excludes from UBTI all income derived from research
performed “for any person” by a college, university or hospital. Income from research

conducted by a college, university or hospital will not be subject to the tax on UBTI

33 Section 513(a)(2).
34 Rev. Rul. 69-269, 1969-1 C.B. 160.

3 Treas. Reg. § 1.501(c)(3)-1(d)(5).
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without regard to whether the research activities further the exempt purpose of the
organization.

Section 512(b)(9) excludes from UBTI all income derived from research
performed “for any person” by an organization operated primarily for the purpose of
carrying on fundamental research. Such research may be performed for any person, but
the results of such research must be freely available to the general public. Whether an
organization is operated primarily for the purpose of carrying on fundamental, as opposed
to applied, research is a question of fact, determined based on all of the facts and
circumstances.

E. S Corporations Income and Sales.

Exempt charitable organizations are allowed to be shareholders in small
business corporations, also known as S corporations. Despite the pass-through treatment
that normally is afforded to S corporation shareholders; income, loss and deduction from
S corporations flow through to exempt organization as unrelated business taxable income,
irrespective of the source or nature of the income.® On disposition of S corporation
stock, any gain received is also automatically treated as unrelated business income.”’

F. Other excluded trade or business activities.
1. Employee association sales. See pages 7 and 8 of Publication 598,

Tax on Unrelated Business Income of Exempt Organizations (“Pub

598").

2. Gambling Activities, Including Bingo Games. See page 8 of Pub
598.

3. Distribution of Low Cost Articles incidental to soliciting charitable

contributions. See page 8 of Pub 598.
4. Exchange or Rental of Member Lists. See page 8 of Pub 598.

3 Section 512(e)(1)(B)().

3 Section 512(e)(1)(B)(ii)
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5. Convention or trade show activity conducted at a convention,
annual meeting or trade show. See page 8 of Pub 598.
6. Pole rentals by a mutual or cooperative telephone or electric
company. See page 8 of Pub 598.
V. Debt Financed Rules.

A. Formula.

Section 514 expands UBTI to include “unrelated debt-finance income”
from investment property. Income from investment property is subject to liability if there
is “acquisition indebtedness” regarding such property. The investment income included
in UBTI is proportionate to the debt on the property. The formula for deriving
“unrelated debt-financed income” is:

Average acquisition Gross income from debt-finance Unrelated debt
Indebtedness X  property = Financed income

Under this formula, the percentage of income treated as income from an
unrelated trade or business decreases as the indebtedness on the debt-financed property
decreases.

The term “average acquisition indebtedness” means the amount of
outstanding principal indebtedness during that portion of the taxable year the property is
held by the organization. It is computed by determining the principal on the first day of
each calendar month, adding them together, then dividing the sum by the total number of
months during the year the organization held the property.

B. Acquisition Indebtedness. **

For any debt-financed property, acquisition indebtedness is the unpaid
amount of debt incurred by the organization:

1. When acquiring or improving the property.

2. Before acquiring or improving the property if the debt would not

have been incurred except for the acquisition or improvement of

38 Section 514(c)(1).
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the property, and

After acquiring or improving the property if:

a. The debt would not have been incurred except for the
acquisition or improvement, and

b. Incurring the debt was reasonably foreseeable wehn the
property was acquired or improved.

Certain debts and obligations are not acquisition indebtedness:

a. Debts incurred in performing an exempt purpose
b. Annuity obligations
c. Securities loans

d. Real property debts of qualified organizations (qualified
retirement plans, educational organizations and affiliated
support organizations or title holding companies)

e. Certain federal financing

Exceptions to Debt-Financed Property.

Certain property is excepted from treatment as debt-financed property:

1.

If substantially all (85% or more) of the use of any property is
substantially related to the organization’s exempt purposes, the
property is not treated as debt-financed property. Related use does
not include a use related solely to the organization’s need for
income or the use of its profits.

To the extent that income from any property is treated as unrelated
business taxable income, the property is not treated as debt-
financed property.

Property that produces gross income derived from research
activities is not treated as debt-financed property.

Debt-financed property does not include property used in a trade or

business that is excluded form the definition of “unrelated trade or
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business” because of the volunteer exception, the convenience
exception or the donated merchandise exception.

5. Property owned by an exempt organization and used by a related
organization when the property is used to further its exempt

purpose.
VI. Corporate Sponsorship.

A. Distinction from Advertising
Section 513(i) draws a distinction between activities that constitute
advertising, the income from which may be subjected to tax as UBTI, and activities that
constitute sponsorship, the income from which is not taxed to the recipient exempt
organization. The solicitation and receipt of "qualified sponsorship payments" ("QSP")
by an exempt organization does not constitute an unrelated trade or business.
B. QSPs
1. Definition
A QSP is defined as any payment made by a person engaged in a
trade or business where there is no "arrangement" or "expectation" that the person will
receive any "substantial return benefit" for the payment.*
2. Use or Acknowledgment
The use or acknowledgment of the payor's name, logo or product
lines is not a "substantial return benefit." The use or acknowledgment may not include
any qualitative or comparative language or price information.* It must not include other
indications of savings or value, an endorsement, or an inducement to purchase, sell or use

the products or services.” Logos or slogans that are an established part of the sponsor's

3 Section 513(i)(2)(A).
4 Section 513(i)(2)(A).

o Section 513(i).
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identity are not considered qualitative or comparative descriptions.**
3. Disregarded Benefits
Benefits are disregarded, and therefore not considered to be a
“substantial return benefit,” provided that the market value of all the benefits provided to

the payor or persons designated by the payor is not more than 2 percent of the amount of

the payment made to the organization during the organization’s tax year.* If the
aggregate fair market value of the benefits provided to the payor exceeds 2 percent of the
amount of the sponsorship payment, then the entire fair market value of the benefits is a
substantial return benefit, unless it is an excluded use or acknowledgement.**
4. Permitted Acknowledgments
Use or acknowledgment may include a list of the payor's locations,
telephone numbers or Internet address. The mere display of the payor's product by the
payor or by the tax-exempt organization to the general public at the sponsored activity is
not considered an inducement to purchase, sell or use the payor's products.*’
5. Contingent Payments
A QSP does not include a payment that is contingent upon factors
indicating the degree of public exposure to one or more events, such as the level of
attendance or broadcast ratings.* The regulations further provide that the fact that a
payment is contingent on the sponsored activities actually occurring will not prevent the

payment from being a QSP.*’

2 Reg. § 1.513-4(c)2)(iv).
S Reg § 1.513-4(0)2)(0).
“ Reg. §§ 1.513-4(c)(2)(ii).
5 Reg. § 1.513-4(c)(2)(iv)
% Section 513()(2)(B)(i).

4 Reg. § 1.513-4(e)(2).
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6. Periodicals
The QSP safe-harbor does not apply where the use or

acknowledgment appears in regularly scheduled and printed material published by the
exempt organization that is not related to and distributed in connection with a specific
event conducted by the exempt organization (such as a program).*®

7. Relatedness to Exempt Purpose

It is irrelevant whether the sponsorship activity is related or
unrelated to the exempt organization's exempt purpose.” This is important for fund-
raising events that bear no direct relationship to the organization's exempt purpose, other
than raising needed funds. It is also not relevant whether the sponsored event is
temporary or permanent: it may be an activity of continuing or indefinite duration or a
series of events.
C. Exceptions to QSP Rules

There are exceptions to the general QSP rules for contingent payments
(discussed above), payments for acknowledgments in periodicals, and payments made in
connection with conventions and trade shows.

D. Tainting Rules

Section 513(i) does not have the "tainting rule," whereby any message that
constitutes advertising "taints" all related messages, even if they might otherwise qualify
as mere acknowledgments. Instead, to the extent that any portion of the payment would
be a QSP if made separately, it is treated as a separate payment. The statute does not
specify the method of allocation. The regulations include an allocation method that
places the burden on the exempt organization to establish the fair market value of any

substantial return benefit.® Effectively, this applies a residual method of allocation to the

4 Section 513(i)(2)(B)(ii)(D.
©  Reg § 1.513-4(c)(2).

>0 Reg. § 1.513-4(d)(1).
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QSP portion of a payment.
##H#
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