
Texas Tax Lawyer, May 2009 31

I. Introduction.

A rare bright spot to emerge in the midst of the worst
recession in decades is an increased interest in benevolent,
altruistic enterprises, with a resulting increase in the estab-
lishment of tax-exempt nonprofit corporations. The decep-
tively simple nonprofit corporation process can quickly esca-
late into expensive and time-consuming headaches during
the tax-exempt application process status via Form 1023
(Application for Recognition of Exemption from Federal
Income Tax) if prepared by one inexperienced in the process.
In light of the media and regulatory focus on nonprofit organ-
izations, this two-part Article attempts to assist the tax prac-
titioner by reviewing essential formation issues for the non-
profit organization, tax-exempt under Section 501(c)(3) of the
Internal Revenue Code of 1986, as amended (“Code”), and
hopefully unshackle altruism from the burdens of Code com-
plexity. Part I will examine the essential decision made when
creating a new Section 501(c)(3) organization – whether the
entity will be a public charity or private foundation – and
reviews the exhaustively complex subcategories of these
types of Section 501(c)(3) organizations.The second Part, to
be published later this year, will discuss the new “supporting
organization” rules passed under the Pension Protection Act
of 2006 (“PPA ‘06”) and decipher the Type I-II-III distinctions
now relevant to major corporate and individual donors.

II. All Section 501(c)(3) Organizations Must Address Public
Charity Versus Private Foundation Distinction.

The statutory framework governing Section 501(c)(3)
organizations seems simple enough – Section 501(c)(3) sim-
ply identifies the tax-exempt charitable organization as one
which is:

organized and operated exclusively for religious,
charitable, scientific, testing for public safety, liter-
ary, or educational purposes, or to foster national
or international amateur sports competition (but
only if no part of its activities involve the provision
of athletic facilities or equipment), or for the preven-
tion of cruelty to children or animals, no part of the
net earnings of which inures to the benefit of any
private shareholder or individual, no substantial
part of the activities of which is carrying on propa-
ganda, or otherwise attempting, to influence legis-
lation (except as otherwise provided in subsection
(h)), and which does not participate in, or intervene
in (including the publishing or distributing of state-
ments), any political campaign on behalf of (or in
opposition to) any candidate for public office.2

Yet once the basic Section 501(c)(3) statute is satisfied
– the organizational and operational tests, the prohibition
against private inurement and public benefit, the prohibition
against political campaign activities and such as provided
therein – the practitioner must still refer to the less-familiar
Section 508(a)(“Special rules for 501(c)(3) organizations”),
which reminds us that (i) the hopeful Section 501(c)(3)

organization must apply for recognition of exemption (unlike
other tax-exempt organizations); and (ii) all Section 501(c)(3)
organizations are automatically private foundations unless
the IRS is notified otherwise in their required application for
recognition of exemption.3

The private foundation rules confuse many in part
because the term “private foundation” is a specific tax term
as opposed to the generic “charitable foundation” term, and
in part because the specific tax statutes themselves are
migraine-inducing by lacking some essential (i.e. helpful)
cross-referencing, or include cross-referencing which
nobody really wants to track down.4 Rather than containing a
useful mention of private foundation rules within Section
501(c)(3) (so tax lawyers in more profitable practices might
actually notice), the Code requires tax lawyers to magically
discover Section 508 (“Special Rules with Respect to
Section 501(c)(3) Organizations) and Section 509 (“Private
Foundation Defined”) on their own.5 These sections remind
us that (1) all Section 501(c)(3) organizations are automati-
cally “private foundations” unless the IRS is told and con-
vinced otherwise; and (2) Section 509 gets its jollies by defin-
ing “private foundation” as a bunch of things they are actual-
ly not (which is about as useful as telling a grocer an apple
is anything not an orange, a pear, a cantaloupe, or a man-
gosteen).

A. What’s a Private Foundation?

The client-understandable answer to this question is that
a “private foundation” is a Section 501(c)(3) organization that
relies upon a handful of wealthy donors for its money and
can afford to navigate the plethora of legal restrictions and fil-
ing requirements therewith. Ideally, the creators and govern-
ing body of a private foundation will actually be advised of
the consequences of being one because the consequences,
as discussed in Section III of this Article, are kind of annoy-
ing. The long and tax-oriented answer to “What’s a private
foundation?” requires parsing Section 509(a), which, while
titled “Private Foundation Defined,” might better be titled
“How to Get Out of Private Foundation Status By Reviewing
the Most Excruciatingly Complex Code Provisions Ever
Devised.”6

1. It’s Not a Private Foundation if it Is Described in
Section 509(a)(1).

The first categories (yes, there are categories) of
Section 501(c)(3) organization that automatically avoid pri-
vate foundation classification, all described under Section
509(a)(1), are actually those which are listed in clauses (i)
through (vi) of Section 170(b)(1)(A).7 Tax nerds call these
Section 501(c)(3) organizations “Section 509(a)(1) organiza-
tions,” which is pretty annoying because all Section 509(a)(1)
does is cross-refer to Section 170(b)(1)(A). What is Section
170(b)(1)(A)? Section 170(b)(1)(A) deals with the actual
charitable deduction rules that authorize charitable contribu-
tions to certain specifically-defined entities (obviously it
would be too easy to have these rules in the rules governing
Section 501(c)(3) organizations), and, depending on the
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organization’s classification, also limits the actual charitable
contribution deduction to 50 percent or 30 percent of the
donor’s “contribution base,” which is defined as the donor’s
adjusted gross income (“AGI”).8 So, Section 170(b)(1)(A) lists
what we can call “50 percent deductibility charities;”
Section(b)(1)(B) provides the rule for “30 percent deductibili-
ty charities,” which include most private foundations.

Types of Section 501(c)(3) organizations that “get out of
private foundation jail” under Section 170(b)(1)(A) include:

(i) churches;9

(ii) educational institutions with regular faculties and
curriculum and regular enrollment;10

(iii) hospitals or medical education or research institu-
tions (provided certain parameters are met);11

(iv) Section 501(c)(3) organizations that both meet a
“substantial support test” by receiving substantial support
from Section 170(c)(1) governmental units or the general
public and makes distributions to educational institutions
owned or operated by a governmental unit or agency there-
of (i.e. public university foundations);12

(v) governmental units (as specified in Section
170(c)(1);13 and

(vi) a Section 501(c)(3) organization which receives a
“substantial part of its support,” “exclusive of income”
received in its exercise or performance of activities, from a
governmental unit or from direct or indirect contributions from
the general public; called publicly supported organizations.14

This last organization, the publicly supported organiza-
tion classification, creates a lot of confusion (okay, more con-
fusion if you actually got this far). The primary reason for
such confusion is the annoying fact that under the Code,
there are actually two types of “publicly supported organiza-
tions.” Section 170(b)(1)(A)(vi) is the first type (which is dis-
cussed right here), and Section 509(a)(2) is the other type
(and will be discussed in more detail later). The main differ-
ence is that under Section 170(b)(1)(A)(vi), support from per-
formance of activities (such as performance of medical serv-
ices for the indigent, performance of plays, admission fees,
etc.) is NOT included.15 In contrast, under Section 509(a)(2),
a publicly supported organization may include in the income
from exempt activities in satisfying the tests.16 Section
170(b)(1)(A)(vi) was effective for tax years after December
31, 1963; Section 509(a)(2) was passed in 1969 to extend
the same benefits to organizations in which receipts from
performance of the exempt function was a major source of
revenue and the public support test for Section
170(b)(1)(A)(vi) could not be met.17

Under both types of publicly supported organizations,
the support test is met if the publicly supported organization
either receives at least 1/3rd of its support from governmen-
tal or general public sources; however, Section
170(b)(1)(A)(vi) publicly supported organizations may in the
alternative meet a facts and circumstances test that is satis-
fied if the hopeful organization normally receives at least 10
percent of all its support from government or public sources,
has a bona fide program for solicitation of funds from the
government or public sources, and (by looking at all facts and
circumstances) the activities are actually going to appeal to
persons with broad common interests or purposes.18 Meeting
these tests can be difficult if the funds primarily come from a

few key sources with no real fundraising or grant solicitations.
Organizations described in clauses (vii) and (viii) of

Section 170(b)(1)(A) are purposely left out as automatic non-
private foundations.19 Under clause (vii), such organizations
qualify for some, but not all, non-private foundation advan-
tages separately (though they are still private foundations,
technically). Section 170(b)(1)(A)(vii) cross-refers to recently
amended Section 170(b)(1)(F) (which was moved to (F)
under PPA ‘06 to make room for new (E), now dealing with
qualified conservation contributions). Clause (vii) therefore
describes three types of private foundations that are “not so-
bad” private foundations. Thus, Section 170(b)(1)(F) covers
private operating foundations (which are subject to separate
rules that give them the same advantages of private founda-
tions), conduit foundations, and common fund foundations.
Under Clause (viii), Section 509(a)(2) and (3) organizations
are covered and these are also not private foundations. First
covered will be clause (vii) “not so bad” private foundations.

A private operating foundation actively conducts its own
tax-exempt activities rather than simply distributing funds to
other organizations. The cross-referencing fun continues as
the meat of the definition of a “private operating foundation”
is found not in Section 170 or in Section 509, but in Section
4942(j)(“Taxes on Failure to Distribute Income; Other
Definitions”) and the accompanying Treasury regulations.
Part of the reason the definition is here is because private
operating foundations aren’t subject to the Section 4942
taxes on failure to distribute its income20 and also get the
benefits of “50 percent deductibility charities.”21 To under-
stand private operating foundations, the tax practitioner has
to leave the safe confines of Section 170 and jump to Section
4942. A private operating foundation must satisfy (i) an
income test and (ii) either an assets test, an endowment test,
or a support test for its current tax year.22 Through these
tests, the IRS ensures the private operating foundation
directly and actively carries out its exempt purposes through
its own programs.

(i) The income test for a private operating foundation is
met if it spends substantially all of the lesser of its adjusted
net income or its minimum investment return (generally, 5
percent of the fair market value of all assets less acquisition
indebtedness) directly for the active conduct of the activities
or purpose for which it was organized and operated.
“Substantially all” means 85 percent or more of either adjust-
ed net income or minimum investment return.23

(ii) The assets test is met if the private operating foun-
dation devotes substantially more than half of its assets
(defined as 65 percent or more of the fair market value of the
organization’s assets) to its charitable activities or to func-
tionally related businesses.

(iii) The endowment test is met if it has an endowment
based on 2/3rds of its minimum investment return;24 in other
words, if the foundation normally makes qualifying distribu-
tions directly for the active conduct of the activities for which
it is organized and operated in an amount not less than two
thirds of its minimum investment return, it meets the endow-
ment test.

(iv) The support test is met if it derives substantially all
(at least 85 percent) of its support from the general public
and five or more exempt organizations, and not more than 25
percent of its support is received from any one such exempt
organization, and not more than half is received from gross
investment income (such as interest and dividends).25
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A common fund foundation is a private foundation that
pools its contributions into a common fund.26 The organiza-
tion’s common fund must be a fund that would be a support-
ing organization but for the right of any substantial contribu-
tor or his spouse to designate annually the recipient organi-
zations of the income attributable to the donor’s contribution
to the fund, and to direct by deed or will the payment to a
charitable organization of the corpus in the common fund
attributable to the donor’s contribution.27 Assuming this clas-
sification applies, contributions made to a common fund
foundation are treated as if made to a public charity.

A common fund foundation must contain provisions in its
governing instrument requiring it to:

(i) distribute all of the adjusted net income of the com-
mon fund to one or more charitable organizations not later
than the 15th day of the third month after the close of the tax
year in which the income is realized by the fund; and

(ii) distribute all of the corpus attributable to any sub-
stantial contributor’s contribution to the fund to one or more
charitable organizations not later than one year after the sub-
stantial contributor’s death, or the death of his surviving
spouse if she has the right to designate the recipients of the
corpus.

A conduit, nonoperating foundation is a private founda-
tion that distributes an amount equal in value to 100 percent
of all contributions received in a tax year by the 15th day of
the third month following the close of its tax year.28

The contributions must be “qualifying distributions”
which are amounts paid to accomplish charitable purposes,
amounts paid to acquire an asset used or held for use direct-
ly in carrying out one or more of such charitable purposes, or
qualified set-asides for these purposes.29 Amounts paid to a
private foundation (that is not a private operating foundation)
or to an organization controlled by the foundation are not
qualifying distributions.

Now that the deceptively exhaustive Section 509(a)(1)
rules have been covered; the supporting organization rules
follow.

2. It’s Not a Private Foundation if it is Described in
Section 509(a)(2).

Section 501(c)(3) organizations that “get out of jail”
under Section 509(a)(2) are also called “publicly supported
organizations,” but as mentioned earlier, include “exempt
function income” in the one-third support test. The one-third
support test for a Section 509(a)(2) organization differs in
additional ways and is a bit more stringent than in a Section
170(b)(1)(A)(vi) organization.

Section 509(a)(2) classification becomes necessary
where donations from the general public are not sufficient
(i.e. no major fundraising campaigns are planned or doable),
but the organization expects to generate revenues through
its activities (such as an artistic organization’s performance
of plays, or an exempt healthcare organization’s fees for
services). Such an organization may obtain much of its fund-
ing through a few wealthy donors and might consider Section
509(a)(2) classification as Section 170(a)(1)(A)(vi) require-
ments are unlikely to be met.

Hence, a simple walkthrough for Section 509(a)(2) sta-
tus (which should be reviewed only when the easier Section

170(a)(1)(A)(vi) tests cannot be met) works as follows.
(i) The organization must normally receive more than

one-third of its support in each taxable year from “permitted
sources” listed below.30 This requires consideration of a frac-
tion; the denominator is “total support” as defined in Section
509(d);31 the numerator is taken from amounts as described
below.

(a) Gifts, grants, contributions, or membership
fees from “permitted sources,” and such “permitted sources”
include persons other than “disqualified persons,” from gov-
ernmental units, or from organizations described in Section
170(b)(1)(A)(other than from clauses (vii) and (viii) therein).
The text of the statute itself is confusing; to restate it differ-
ently, permitted sources include support from governmental
units and from most Section 170(b)(1)(A) sources and any-
body that is not a disqualified person.

(b) Gross receipts from admissions, sales of mer-
chandise, performance of services, or furnishing of facilities,
in an activity which is not an unrelated trade or business, and
such receipts must be from permitted sources, including per-
sons other than “disqualified persons,” from governmental
units, or from organizations described in Section
170(b)(1)(A)(other than from clauses (vii) and (viii) therein).

(ii) In calculating the one-third test, receipts from any
single permitted source are excluded to the extent that such
receipts exceed the greater of $5,000 or 1 percent of the
organization’s support in such taxable year.

(iii) A Section 509(a)(2) organization must also meet
both the gross investment income and unrelated business
income test set forth in Section 509(a)(2)(B). An organization
will meet this test only if it normally receives not more than
one-third of its total support in each taxable year from gross
investment income,32 and from the excess of unrelated busi-
ness taxable income over any unrelated business income
tax imposed.33

3. It’s Not a Private Foundation if it is Described in
Section 509(a)(3).

The other way to “get out of jail” (i.e. get out of private
foundation status) is Section 509(a)(3), which covers “sup-
porting organizations.” The rules here are quite extensive, so
this Article will delay the discussion until later this year.

B. By the Way, the IRS Eliminated the Advance Ruling
Period (But Hasn’t Updated Form 1023).

The one-third tests are computed based on “normal”
sources of support, which must look to complex testing rules
over a five year period.34 Prior to new temporary regulations
under Section 170, applications for Section 501(c)(3) status
needed either to use at least eight months of activity to deter-
mine if it met the tests or to apply for an “advance ruling,”
whereby the organization needed to file Form 8754 (Support
Schedule for Advance Ruling Period) five years later.
Effective September 8, 2008, the IRS changed that process.
Applicants now automatically qualify for public charity status
if they can reasonably expect that they will meet the tests
during the first five years.35 Whether or not such reasonable
expectation exists is based on a facts and circumstances
test, depending on whether “its organizational structure, cur-
rent or proposed programs or activities, and actual or intend-
ed method of operation are such as can reasonably be
expected to attract the type of broadly based support from
the general public, public charities, and governmental units
that is necessary to meet such tests.”36
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Form 1023, however, has not been revised to take out
the Advance Ruling language on Page 11 of Form 1023. The
IRS has published an “Errata Sheet” which tells the tax prac-
titioner to basically ignore the outdated provisions in Form
1023 and follow instead the instructions in the Errata Sheet
itself.37

III. Private Foundation Disadvantages – Dance with Who
Brung Ya.

Assuming, after all attempts at parsing the mess of rules
described above, an organization is left with no choice but to
be a private foundation, what are the consequences? First,
donors on average will be less likely to contribute to a private
foundation; second, private foundations are far more high-
maintenance than public charities, subject to a host of excise
taxes not applicable to public charities. Major donors are
more hesitant to contribute to private foundations because
donations of cash or capital gain property to private founda-
tions are more limited. Donations of cash to a private founda-
tion are capped at 30 percent of the donor’s contribution
base and donations of capital gain property are capped at 20
percent of such base. 38

The distinctions arise throughout the rarely-seen
Sections 4940 through 4948 and are “simply” summarized
here.

(i) Private foundations (that aren’t private operating
foundations) are subject to a 2 percent tax on their “net
investment income” under Section 4940 (Excise Tax Based
on Investment Income).39

(ii) Private foundations are subject to potential penalty
taxes under Section 4941(a)(“Taxes on Self-Dealing”), a fair-
ly lengthy section. This section imposes a tax on each
instance of “self-dealing,” which is any transaction between a
“disqualified person” and the private foundation itself. The tax
is potentially severe; it amounts to 10 percent of the amount
of the “self-dealing” transaction (paid by the disqualified per-
son, along with another 5 percent tax paid by a “foundation
manager” who cannot show that the self-dealing transaction
was not willful or had reasonable cause). There is another
200 percent tax on the disqualified person, and a 50 percent
tax on the foundation manager, if they don’t correct the self
dealing transaction after a certain amount of time (generally,
if the practitioner notices it, fix it soon; if the IRS actually
notices it, fix now!).40

This requires a bit more parsing of defined terms. The
definition of “disqualified person” isn’t cross-referenced early
enough in Section 4941, but once it is “helpfully” cross-refer-
enced in Section 4941(d)(2), we learn that a disqualified per-
son is defined in Section 4946 (Definitions and Special
Rules). Section 4946 is actually an entire section dedicated
towards defining what a “disqualified person” is, at least for
purposes of the Section 4941 tax. A disqualified person is
basically any substantial contributor41 or foundation manag-
er.42 And lest this is too simple, the IRS provides that a dis-
qualified person also includes:

(a) an owner of 20 percent or more of the interest
(or control) of any substantial entity contributor;

(b) any individual related (other than siblings) to
such substantial contributor or foundation manager; or

(c) a corporation, partnership, or trust in which the

substantial contributor or foundation manager owns or con-
trols at least 35 percent of a substantial contributor, a foun-
dation manager, or a 20 percent owner or an individual as
described above.43

How the average individual preparing Form 990s or estab-
lishing a nonprofit is supposed to worm through these rules
to determine if there is a disqualified person in the mix is any-
one’s guess.

What, then, is self-dealing? The practitioner goes back
to Section 4941(d), which defines “self-dealing” as director or
indirect:

(a) sale or exchange or leasing of property
between a private foundation and a disqualified person
(unless the property is made available to the public on terms
at least as favorable as the terms made to the disqualified
person and such property is functionally related to the orga-
nization’s purpose)44;

(b) lending of money or extension of credit
between a private foundation and a disqualified person
(unless the loan is without interest or other charges);

(c) furnishing of goods, services, or facilities
between a private foundation and a disqualified person
(excepted are furnishings such goods or services where the
general public receives similar terms for goods, services, or
facilities);45

(d) payment of compensation (or payment or reim-
bursement of expenses) by a private foundation to a qualified
person (unless such compensation is reasonable and neces-
sary);46 or

(e) transfer to, or use by or for the benefit of, a dis-
qualified person of the income or assets of a private founda-
tion (excepting incidental benefits);47 and

(f) any agreement by a private foundation to make
any payment of money or other property to a government
official (other than an agreement to employ the government
official after termination of government service within 90
days).48

(iii). Private foundations are also subject to an excise tax
under Section 4942 (Taxes on Failure to Distribute Income).
This is yet another mind-bogglingly complex section; the
dumbed-down (i.e. to-the-point) purpose is to make sure pri-
vate foundations do not hoard net income. The tax is 30 per-
cent of a private foundation’s “undistributed income,” which is
then defined as the difference between its “distributable
amount” and any “qualifying distributions.”49 The “distributable
amount” is generally a 5 percent minimum investment return
on a private foundation’s assets. “Qualifying distributions” are
basically distributions for actual charitable purpose.50

Naturally, this is all a huge oversimplification of what the
rules actually are (since there are all sorts of funky adjust-
ments to what makes up the distributable amount and what
is a qualifying distribution), but hopefully the practitioners
won’t have to actually make this calculation anytime soon.

(iv). Under Section 4943 (Taxes on Excess Business
Holdings), private foundations are subject to yet another 10
percent excise tax on any excess business interest holdings
relating to businesses owned by disqualified persons.
Another scarily long section, Section 4943, is directed at pro-
hibiting rich folks from setting up tax-exempt charities that
hold their own corporation’s stock and basically doing what-
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ever with that stock (and avoiding taxes on it at the same
time). Generally (but of course with lots of exceptions), pri-
vate foundations can only hold up to 20 percent of the voting
stock in a corporation, reduced by the amount of any stock
held by disqualified persons.51 The difference between the
high amount (i.e. 50 percent) and the permitted amount (i.e.
20 percent) is the “excess business holding.” Like the Section
4941 self-dealing penalty taxes, if the IRS finds out about
excess business holdings and the private foundation doesn’t
give or sell it back somehow, there is a potential 200 percent
penalty on the private foundation on top of the 10 percent
tax.52

(v). Section 4944 (Tax on Investments Which
Jeopardize Charitable Purpose) is a catch-all 10 percent
excise tax assess on the value of investments which jeopard-
ize the carrying out of any of the private foundation’s exempt
purposes. Uncorrected, an additional 25 percent tax is
assessed on the private foundation, and a 10 percent tax is
imposed on a knowing foundation manager. This is a fairly
broad-based, discretionary penalty since, after all, what
jeopardizes a charitable purpose? Generally where the foun-
dations managers have failed to exercise ordinary business
care and prudence.53

(vi). Finally, Section 4945 (unhelpfully titled “Taxes on
Taxable Expenditures”) imposes a 20 percent tax on the pri-
vate foundation and a 5 percent tax on a knowing foundation
manager on amounts expended for the purpose of influenc-
ing legislation or for study/scholarships which do not meet
nondiscriminatory requirements in terms of selection.54 Also
under Section 4945, private foundations are required to exer-
cise “expenditure responsibility,” meaning that upon receipt of
a grant, the private foundation must make reasonable and
adequate efforts to:

(a) see that the grant is spent solely for the purpose
for which made,

(b) obtain full and complete reports from the
grantee on how the funds are spent, and

(c) make full and detailed reports with respect to
such expenditures to the IRS.55

IV. Conclusion (For Now).

There are plenty of helpful articles and web-based
materials on the issue of public charities versus private foun-
dations, but many are geared towards the layperson.
Hopefully this Article presents it in a different manner that
enables the tax practitioner not entirely familiar with the tax-
exempt Code provisions to better follow the Code and thus
more effectively advise clients when creating a charitable
organization. Part I of this Article summarized the public
charity versus private foundation distinction and explained
the relationship between Section 501(c)(3) and Section 509,
and all the Code branches growing haywire thereof.

Part II: Supporting Organizations will discuss the sup-
porting organization rules in Section 509(a)(3) and the PPA
‘06 provisions that require heightened compliance and due
diligence with respect to the three different “Types” of Section
509(a)(3) organizations.
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20 See supra n. .
21 See infra n. and accompanying text.
22 I.R.C. §4942(j)(3).
23 Treas. Reg. §53.4942(b)-1(c).
24 I.R.C.§4942(j)(3)(B)(ii); Treas. Reg. §53.4942(b)-2(b)(1).
25 I.R.C. §4942(j)(3)(B)(iii); Treas. Reg. §53.4942(b)-2(c)(1).
26 §170(b)(1)(A)(vii); §170(b)(1)(F)(iii); Treas. Reg. §1.170A-9(h).
27 This might make more sense later, because supporting organ-

izations, discussed later, don’t let contributors have that much
say.

28 §170(b)(1)(A)(vii); §170(b)(1)(F)(ii); Treas. Reg. §1.170A-9(g).
This one is easy; obviously if all a private foundation does is
pay out all its monies each year to charitable purposes by its
governing documents, the IRS has less to worry about.

29 §4942(g)(1), (2).
30 I.R.C. §509(a)(2)(A); Treas. Reg. §1.509-3(a)(2). Treasury regu-

lations give the name “permitted sources” to the sources spec-
ified in the actual Code.Treas. Reg. §1.509(a)–3(d)(2)(“Broadly,
publicly supported organizations”).

31 “Total support” includes gifts, grants, contributions, or member-
ship fees, gross receipts from admissions, sales of merchan-
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dise, performance of services, or furnishing of facilities in any
activity which is not an unrelated trade or business net income
from unrelated business activities, whether or not such activi-
ties are carried on regularly as a trade or business, gross
investment income, tax revenues levied for the benefit of an
organization and either paid to or expended on behalf of such
organization, and the value of services or facilities (exclusive of
services or facilities generally furnished to the public without
charge) furnished by a governmental unit to an organization
without charge. I.R.C. §509(d). Capital gains are specifically
excluded.

32 Generally, gross investment income includes interest, divi-
dends, royalties, and rents. I.R.C. §509(e). Where, however,
rents are received in connection with the organization’s exempt
purposes (i.e. rent from low-income housing), such rents are
applied towards support from a related activity. Treas. Reg.
§1.509(a)–3(m)(1); I.R.M. 7.26.4.3.2 (04-01-1999).

33 I.R.C. §509(a)(2)(B); Treas. Reg. §1.509-3(a)(3); I.R.M.
7.26.4.3.1 (04-01-1999).

34 Normal sources exclude unusual grants from disinterested par-
ties. Temp Reg. §1.509(a)-3T(c)(3) (outlining rules for determi-
nation whether grants are unusual).

35 Temp. Reg. §1.170A–9T(f)(4)(v).
36 Id.
37 See Errata Sheet for Form 1023 - To Be Used to Complete

Parts IX and X, available at http://www.irs.gov/pub/irs-
tege/errata_sheet_for_form_1023_final.pdf.

38 I.R.C. §170(b)(1)(B); 170(b)(1)(D).
39 I.R.C. §4940(c). Of course, “net investment income” has to be

defined as “gross investment income” less “allowable expens-
es.” Gross investment income is simply dividends, interest, roy-
alties, and the like, and “allowable expenses” are investment-
type expenses. Id. §4940(c)(1)-(4).

40 I.R.C. §4941(b); 4941(e).

41 Guess what? “Substantial contributor” is defined by yet another
cross-reference to §507 (Termination of Private Foundation
Status). This section defines a substantial contributor as any
person who contributed more than $5,000 to the private foun-
dation, if such amount is more than 2 percent of the total con-
tributions received by the foundation before the close of the tax-
able year of the foundation. I.R.C.§507(d)(2).

42 A “foundation manager” is at least still defined in §4946(b), and
includes any officer, director, or trustee of a foundation as well
as any employee with authority or responsibility to act with
respect to the transaction in question. I.R.C. §4946(b).

43 I.R.C. §4946.
44 Also excepted are no-charge leases between the disqualified

person and the private foundation. I.R.C. §4942
45 Leases of office space between the private foundation and the

disqualified person are permitted without charge, even where
the private foundation pays for maintenance and expenses so
long as the payment is not made directly or indirectly to the dis-
qualified person. Treas. Reg. §1.4391(d)-2(d)(3).

46 Treas. Reg. §1.4391(d)-2(e).
47 Treas. Reg. §53.4941(d)-2(f).
48 I.R.C. §4942(d)(1)(a)-(f).
49 I.R.C. §4942(c).
50 Id. §4942(g).
51 I.R.C. §4943(c). If an unrelated third party has effective control

of the corporation and the private foundation and disqualified
persons do not together own more than 35 percent of the cor-
poration, the permitted holdings is 35 percent.The author does-
n’t make these rules up.

52 I.R.C. §4943(a), (b).
53 Investments that Jeopardize Charitable Purposes, IRS 1988

EO CPE Text, available at http://www.irs.gov/pub/irs-
tege/eotopick88.pdf.

54 I.R.C. §4945(a), (b).
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PENDING LEGISLATION TO CHANGE THE FEDERAL TRANSFER TAXES
James V. Roberts, Esq.1

In 2001, Congress passed and the President signed into
law the Economic Growth and Tax Relief Reconciliation Act
of 2001 (“EGTRRA”). That statute contained a number of
transfer tax provisions which were designed to eliminate the
estate tax through a phase-in of increases in the amount of
the credit a taxpayer could use against estate tax obligations
in his or her estate. Congress capped the amount that could
be given away during life at $1,000,000, while the estate tax
so-called “applicable exclusion amount” was increased to $1
million, then $1.5 million, then $2 million and, for 2009, $3.5
million. EGTRRA provided that no estate tax would be due
for decedents dying after December 31, 2009. But the Act did
not have the requisite number of votes to clear the Senate.
As a result, EGTRRA had a sunset provision that repealed
all of the foregoing changes for tax years after December 31,
2010, thus creating a situation where the estate and gift tax
credits would re-unify in 2011 at $1 million.

Over the intervening years, numerous pieces of legisla-
tion have been introduced to change the outcome of EGTR-
RA. Many bills sought to make the repeal of the estate tax
permanent. Others sought to keep the estate tax but in a
modified form. With the success of the Democratic Party in
the Congressional elections in 2006, most hopes for repeal
faded away. And during the 2008 presidential campaign, then
candidate, and now President, Barrack Obama promised to
work toward freezing the estate tax applicable exclusion
amount at $3.5 million.

Significant problems with the economy, the desire to
implement sweeping changes in health care, the massive
2009-2010 budget, the wars in Iraq and Afghanistan, other

problems abroad as well as pressing needs concerning
Social Security reform and many other matters have dictated
that estate and gift tax reform legislation take a back seat to
more pressing problems. But nonetheless, a year without an
estate tax has been a predictable motivator for many in
Congress and beyond. At the same time, the discussions
concerning estate tax repeal or reform have impressed upon
many at least some of the complexities of the existing sys-
tem, and even of the one before EGTRRA. At the same time,
perceived abuses with family limited partnerships have been
a motivating factor for change of valuation rules.

As a result of the foregoing, 14 bills (not counting com-
panion bills) have been introduced, some following the path
laid out by President Obama, some attempting to rekindle
dreams of estate tax repeal, some using estate tax reform as
a means to another end, and some seeking specialized relief
of one form or another. This paper seeks to report on those,
examine proposed portability and valuation rules, and, at the
same time, make some predictions on where the entire
process is going.

Budget Resolutions

Trying to answer the question, “What do you think will
happen with the estate tax?” can be answered in part by
examining the budget resolutions working their way through
Congress. While the individual bills certainly testify to the
objectives of the legislators who have proposed them, or per-
haps to the legislators’ perceptions of their constituents, the
budget resolutions may give some idea of where Congress
as a whole may go.
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