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PREFACE

This is the twentieth edition of the Exempt Organizations
Continuing Professional Education (CPE) Program. As in previous
years, the topics have been selected because of their relevance in
light of recent developments or because we think a review of the
subject would be beneficial.

The text consists of two parts. Part I contains 19 essays on
technical topics and Part II, Current Developments, recaps the
technical developments since June 1995, including a discussion on
Taxpayer Bill of Rights 2. The Cumulative Index, at the end of the
book, has been updated to include references to this year’s material,
including a listing of current revenue procedures.

The material in this book is for educational use only. The
general counsel memoranda and private letter rulings are cited for
illustrative purposes and cannot be used or cited as precedent.

We view our CPE program as an important tool for maintaining
the highest possible level of currency and technical competence
among our EO specialists, and I believe you will find this year’s
curriculum useful in carrying out your EO responsibilities.

Marcus S. Owens
Director, Exempt Organizations Division
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PART1

EXEMPT ORGANIZATIONS TECHNICAL TOPICS

A. UPDATE ON STATE INSTITUTIONS -

INSTRUMENTALITIES
b
Joseph O’Malley and)iVIarvin Friedlander

1. Introduction

Organizations such as state colleges, fire departments, libraries, school
districts, hospital districts, soil and water conservation districts, port
authorities, and Indian related entities, are some examples of organizations
that may be created by, controlled by, or closely affiliated with governments.
Many of these organizations file applications for exemption. For the purposes
of this article, these government affiliated organizations will be referred to as
instrumentalities.

IRM 7664.31(2) has been revised so exemption applications filed by in-
strumentalities are now being processed by the Key District Offices. Only those
applications submitted by instrumentalities where an adverse determination is
contemplated are referred to Headquarters.

Specific information on handling instrumentality exemption applications
can be found in IRM 7751-34(12), Exempt Organizations Handbook, the 1990
CPE text under the heading of Instrumentalities, and the 1996 CPE text under
the heading of State Institutions-Instrumentalities. Basically, if an instrumen-
tality is a separately organized entity, not an integral part of a state or municipal
government, and does not possess a disqualifying regulatory or enforcement
power, we can recognize it as exempt from federal income tax under IRC 501(a)
as an organization described in IRC 501(c)(3).

There have been a few recent developments dealing with instrumentalities
that require the referenced materials to be updated. That is the purpose of this
article. We are also updating IRM 7751-34(12).



Update on State Institutions - Instrumentalities

2. Recent Developments

A. Power of Taxation - The 1996 CPE article stated that Headquarters was
considering several cases involving the power of taxation, including how to
distinguish a power to merely recommend a tax rate from the power to levy,
assess or impose taxes, and that additional guidance would be provided in this
area.

At issue is whether there is a difference between a power to recommend or
certify a tax rate and a power to levy, assess, or impose a tax in terms of the
latter powers being disqualifying for purposes of being considered an organiza-
tion with purposes limited to those within IRC 501(c)(3). Rev. Rul. 74-15, 1974-1
C.B. 126, held that it is okay to certify or determine a tax rate. We have
concluded that there is no distinction between the power to recommend or certify
a tax rate, the power to determine a tax rate, and the power to levy, assess, or
impose a tax, but that the regulatory or enforcement power lies with the power
to collect. Thus, if an organization has the power to collect the tax, it will be
disqualified from being recognized as exempt.

B. Rev. Proc. 95-48, 1995-47 1.R.B. 13 - One of the requirements for an
organization that is recognized as exempt from federal income tax is the
requirement to file an annual information return on Form 990, Return of
Organization Exempt From Income Tax. Rev. Proc. 95-48, published in Novem-
ber, 1995, relieves most instrumentalities of that filing requirement. This
revenue procedure supplements Rev. Proc. 83-23, 1983-1 C.B. 687, and specifies
two additional classes of organizations that are not required to file the annual
information return. These two classes are (1) governmental units, and (2)
affiliates of governmental units that are exempt from federal income tax under

IRC 501(a).

The majority of cases under this revenue procedure will involve "affiliates
of governmental units." For most of these organizations to be treated as an
"affiliate of a governmental unit" and be excepted from filing the annual
information return on Form 990, the following two requirements must be
satisfied:

First, the organization must be controlled by a governmental unit. This
means that a governmental unit (or a public official acting in his official
capacity) must appoint the majority of the members of the organization’s
governing body. A governing body elected by the public also satisfies this
requirement. For purposes of this control test, a governmental unit is a state,
a possession of the United States, or a political subdivision of one of them; the

2



Update on State Institutions - Instrumentalities

United States; the District of Columbia; or a federally recognized Indian tribal
government. Indirect control also satisfies this requirement. Thus, an or-
ganization controlled by an organization that is itself a qualifying "affiliate of
a governmental unit" under the revenue procedure also qualifies.

Second, the organization must satisfy two of the five affiliation factors listed
in the revenue procedure indicating actual oversight of its financial affairs and
activities by the governmental unit.

At the time it files its application for recognition of exemption under IRC
501(a), an organization may request a determination that it meets the require-
ments to be excepted from filing Form 990.

An organization that has been recognized as exempt under IRC 501(a) may
(but is not required to) request a ruling or determination that it meets the
requirements to be excepted from filing Form 990. Requests to be excepted from
filing Form 990 that are processed by Headquarters require a $200.00 user fee.
Requests to be excepted from filing Form 990 that are processed by the Key
District Offices currently require no fee. See Rev. Proc. 96-8, 1996-1 [.R.B. 187
(or its successor).

3. Closing Remarks

The materials on instrumentalities referred to in this update contain ade-
quate information for handling most instrumentality exemption applications.
As stated previously, except for cases where an adverse determination is
contemplated, these exemption applications are now being processed by the Key
District Offices. For those adverse cases referred to Headquarters that present
unique issues, further guidance will be developed as needed.



B. PUBLICITY AND DISCLOSURE OF FORM 990
b
John Roman Farorf and David Flavin

1. Introduction - Who Must File

With some exceptions, exempt organizations, private foundations, and IRC
4947 trusts must file annual returns. IRC 6033(a) provides that, in general,

...every organization exempt from taxation under section 501(a)
shall file an annual return, stating specifically the items of gross
income, receipts, and disbursements, and such other information
for the purpose of carrying out the internal revenue laws as the
Secretary may by forms or regulations prescribe....

Generally, for years beginning after December 31, 1969, organizations
exempt from tax under IRC 501(a) (other than organizations described in IRC
401(a) or 501(d)), that are not specifically excepted from filing are required by
Regs. 1.6033-2 (a)(2) to file an annual return on Form 990, Return of Organiza-
tion Exempt From Income Tax. Any non-exempt charitable trust described in
IRC 4947(a)(1) which is not treated as a private foundation and meets the gross
receipts threshold is also required to file Form 990.

For years beginning after December 31, 1972, organizations that have
private foundation status under IRC 509(a) are required by Regs. 1.6033-2(a)(2)
to file an annual return on Form 990-PF, Return of Private Foundation (for prior
years, such organizations filed Form 990). Nonexempt charitable trusts
described in IRC 4947(a)(1) that are treated as private foundations must also
file Form 990-PF. IRC 6033(d)(2) requires an annual return on Form 990-PF
by private foundations that are not exempt from tax under IRC 501(a).

IRC 6033(a)(2)(B) provides for discretionary exceptions from filing informa-
tion returns where the Secretary "determines such filing is not necessary to the
efficient administration of the internal revenue laws." Regs. 1.6033-2(g)(6) of
the Income Tax Regulations delegates authority to the Commissioner to excuse
organizations from the filing requirement. Regs. 1.6033-2(g)(1) provides a list
of organizations that are not required to file annual returns either because they
are excepted by statute or because the Commissioner has exercised the
authority delegated by the regulations.
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Rev. Proc. 83-23, 1983-1 C.B. 687, also contains a list of those organizations
exempt under IRC 501(a) that are not required to file an annual information
return. Rev. Proc. 83-23 has been supplemented by Rev. Proc. 86-23, 1986-1
C.B. 564, which establishes an additional class of organizations, affiliated with
a church or convention of churches and exempt under IRC 501(c)(3), which are
not required to file an annual return, Rev. Proc. 94-17, 1994-1 C.B. 457, which
relieves certain foreign organizations (other than private foundations) from the
requirement to file an annual return and Rev. Proc. 95-48, 1995-47 1.R.B. 13,
which specifies two additional classes of organizations, governmental units and
affiliates of governmental units, that are not required to file annual information
returns on Form 990.

2. IRC 6103 - Confidentiality and Disclosure of Returns and Return
Information

IRC 6103 provides that returns and return information are confidential
information and, unless otherwise specifically authorized by the Code, may not
be disclosed. IRC 6103(b)(1) defines the term "return" to mean "any tax or
information return...filed with the Secretary by, on behalf of, or with respect to
any person, and any amendment or supplement thereto, including supporting

schedules, attachments, or lists which are supplemental to, or part of, the return
so filed."

IRC 6103(b)(2) defines the term "return information" to include

...a taxpayer’s identity, the nature, source, or amount of his in-
come, payments, receipts, deductions, exemptions, credits, assets,
liabilities, net worth, tax liability, tax with-held, deficiencies,
overassessments, or tax payments, whether the taxpayer’s return
was, is being, or will be examined or subject to other investigation
or processing, or any other data, received by, recorded by,
prepared by, furnished to, or collected by the Secretary with
respect to a return or with respect to the determination of the
existence, or possible existence, of liability (or the amount thereof)
of any person under this title for any tax, penalty, interest, fine,
forfeiture, or other imposition, or the offense....

The annual returns required to be filed by exempt organizations clearly fit
within the definition of a "return" under IRC 6103(b)(1) and the information
required to be provided on those annual returns constitutes "return informa-
tion" as defined in IRC 6103(b)(2).
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As a result, in the absence of disclosure authorization under a specific
section of the Code, tax returns and tax return information of organizations
exempt from tax under IRC 501 are confidential. The specific exception to the
non-disclosure rule of IRC 6103 for returns required to be filed and return

information required to be furnished by organizations exempt from tax under
IRC 501(a) is provided by IRC 6104.

3. IRC 6104 - Publicity of Information Required From Certain Exempt Or-
ganizations and Certain Trusts

IRC 6104 authorizes the public disclosure of information furnished on
annual returns filed under IRC 6033. Public disclosure is required to be made
by the Internal Revenue Service, under IRC 6104(b), by private foundations,
under IRC 6104(d), and, under 6104(e), by organizations described in subsec-
tions (c) or (d) of IRC 501, that are not private foundations.

The intent of Congress in allowing for the public inspection of exempt
organization information was to enable the public to scrutinize the activities of
these organizations and trusts. Congress intended that these organizations and
trusts be subject to a certain degree of public accountability in view of their
privileged tax status and because the public has a right to know for what
purposes their contributions are being or will be used.

Publicity of exempt organization information is discussed in several parts
of the Internal Revenue Manual. IRM 1272, Disclosure of Official Information
Handbook, discusses the provisions of law governing disclosure of tax informa-
tion. IRM 1272-900, Exempt Organization Information, provides rules and
procedures for disclosing material under IRC 6104, as does Chapter 49(00) of
IRM 7751, Exempt Organizations Handbook. IRM 7(16)00, Publicity and
Limitations of EP/EO Material, provides specific procedures for disclosing
Exempt Organization information. IRM 7(10)90 discusses penalty procedures
with regard to filing and publicity of exempt organization returns.

Public Disclosure Under IRC 6104(b) - Inspection of Annual
Information Returns

For returns filed after December 31, 1969, IRC 6104(b) provides, in part,
that "...[t]he information required to be furnished by sections 6033, 6034 and
6058, together with the names and addresses of such organizations and trusts,
shall be made available to the public at such times and in such places as the
Secretary may prescribe." Prior to January 1, 1970, only information furnished
on Part II of Forms 990-A, filed pursuant to IRC 6033(b) by certain exempt
organizations, and on Forms 1041-A, filed pursuant to IRC 6034 by trusts

7
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claiming charitable, etc., deductions under IRC 642(c), was required to be made
available for public inspection. This information is still available upon request
to the extent that it has not been destroyed in accordance with the Service’s
records retention schedule.

IRM 1272-900 lists the following documents which are to be made available
for public inspection in accordance with IRC 6104(b):

(1)

(2)

(3)

(4)

(5)

(6)

Form 990, Return of Organization Exempt from Income Tax, Form 990-EZ,
Short Form Return of Organization Exempt From Income Tax, and attach-
ments which are required to be filed with the Service, except for the names
and addresses of contributors. The amounts of contributions and bequests are
also disclosed unless such amounts could reasonably be expected to identify
any contributor.

Form 990-PF, Return of Private Foundation (under Section 501(c)(3)), or
Section 4947(a)(1) Trust Treated as a Private Foundation and attachments
required to be filed.

Form 1041-A, U.S. Information Return -- Trust Accumulation of Charitable
Amounts.

Form 4720, Return of Certain Excise Taxes on Charities and Other Persons
Under Chapters 41 and 42 of the Internal Revenue Code, filed by foundations.
(Note: Forms 4720 filed by individuals are not subject to the disclosure
provisions of IRC 6104.)

Form 5578, Annual Certification of Racial Nondiscrimination for a Private
School Exempt from Federal Income Tax.

Form 5768, Election/Revocation of Election by an Eligible Section 501(c)(3)
Organization to Make Expenditures to Influence Legislation.

IRM 1272-900 lists the following documents which are not to be disclosed
except as provided by IRC 6103:

(1)

(2)
(3)

Form 4720, Return of Certain Excise Taxes on Charities and Other Persons
Under Chapters 41 and 42 of the Internal Revenue Code, filed after 12-31-76,
by individuals. (Note: Forms 4720 filed by foundations are subject to disclosure
under IRC 6104.)

Form 990-C, Farmer’s Cooperative Association Income Tax Return.

Form 990-T, Exempt Organization Business Income Tax Return.
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(4)

Form 5227, Split-Interest Trust Information Return.

Under Regs. 1.6033-2(a)(2)(ii) the information generally required to be
furnished by an exempt organization and, therefore, the information which is
subject to public inspection is:

(1)

(2)
(3)
(4)
(5)

(6)

(7)

Gross income for the year (other than contributions, gifts, grants, and similar
amounts received);

Dues and assessments from members and affiliates for the year;
Expenses incurred within the year;
Disbursements made within the year for the purposes for which it is exempt;

A balance sheet showing its assets, liabilities, and net worth as of the
beginning and end of such year.

The total of the contributions, gifts, grants and similar amounts received by
it during the taxable year, and the names and addresses of all persons who
contributed, bequeathed, or devised $5,000 or more (in money or other proper-
ty) during the taxable year. In the case of a private foundation, the names and
addresses of all persons who became substantial contributors (as defined in
IRC 507(d)(2)) during the taxable year shall be furnished. In addition, for its
first taxable year beginning after December 31, 1969, each private foundation
was required to furnish the names and addresses of all persons who became
substantial contributors before such taxable year.

The names and addresses of all officers, directors, or trustees (or any person
having responsibilities or powers similar to those of officers, directors, or
trustees) of the organization, and, in the case of a private foundation, all
persons who are foundation managers, within the meaning of IRC 4946(b)(1).
Organizations described in IRC 501(c)(3) must also attach a schedule showing
the names and addresses of the five employees (if any) who received the
greatest amount of annual compensation in excess of $30,000; the total
number of other employees who received annual compensation in excess of
$30,000; the names and addresses of the five independent contractors (if any)
who performed personal services of a professional nature for the organization
(such as attorneys, accountants, and doctors, whether such services are
performed by such persons in their individual capacity or as employees of a
professional service corporation) and who received the greatest amount of
compensation in excess of $30,000 from the organization for the year for the
performance of such services; and the total number of other such independent
contractors who received in excess of $30,000 for the year for the performance
of such services.
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(8) A schedule showing the compensation and other payments made during the
organization’s annual accounting period (or during the calendar year ending
within such period) that are includible in the gross income of each individual
whose name is required to be listed.

(9) In the case of a private foundation liable for tax imposed under Chapter 42,
such information as is required by Form 4720.

(10) Its lobbying expenditures, grass roots expenditures, exempt purpose expendi-
tures, lobbying nontaxable amount, and grass roots nontaxable amount for

the taxable year and for prior taxable years that are base years (within the
meaning of Regs. 1.501(h)-3(c)(7)).

Under IRC 6033(e)(1)(A)(1) and Rev. Proc. 95-35, 1995-32 I.R.B. 51, social
welfare organizations described in IRC 501(c)(4) (other than veterans organiza-
tions), agricultural and horticultural organizations described in IRC 501(c)(5),
and organizations described in IRC 501(c)(6) are required to include on their
annual returns information setting forth the total expenditures of the organiza-
tion to which IRC 162(e)(1) applies and the total amount of the dues or similar
amounts paid to the organization to which such expenditures are allocable. IRC
162(e)(1) applies to amounts paid or incurred in connection with (1) influencing
legislation, (2) participating in, or intervention in, any political campaign on
behalf of (or in opposition to) any candidate for public office, (3) any attempt to
influence the general public with respect to elections, legislative matters, or
referendum, or (4) any direct communication with a covered executive branch
official in an attempt to influence the official actions or positions of such official.
Since this information is part of the organization’s return it would be subject to
public inspection under IRC 6104(b). Under IRC 6033(e)(1)(A)(ii), the above
organizations are required to provide notice to their dues paying members which
contains a reasonable estimate of the portion of the member’s dues to which the
organization’s lobbying and political expenditures are allocable. Since the
notice required to be provided under IRC 6033(e)(1)(A)(ii) is not required to be
filed as part of the return, that information would not be subject to public
inspection.

Certain information normally contained on Form 990, or on attachments
thereto, is, by statute or regulation, not disclosable under IRC 6104. IRC
6104(b) exempts the names and addresses of contributors to an organization
other than a private foundation from public inspection. Regs. 301.6104(b)-
1(b)(3) also mandates that the names, addresses, and amounts of contributions
or bequests to a foreign organization described in IRC 4948(b)by persons who
are not citizens of the United States are not to be made available for public
inspection under section 6104(b).

10
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Under Regs. 301.6104(b)-1(b)(2) the amounts of contributions and bequests
to an organization are to be made available for public inspection unless the
disclosure of such information can reasonably be expected to identify any
contributor. However, the amounts of contributions and bequests to a private
foundation, as well as the identities of the contributors and bequeathers, are
always to be made available for public inspection. The exemption from public
inspection provided by Regs. 301.6104(a)-5 for trade secrets, patents, processes,
styles of work, or apparatuses appearing on an application for tax exemption,
has no counterpart in Regs. 301.6104(b), and such information, to the extent it
appears on an annual return, is available for public inspection.

Under Regs. 301.6104(b)-1(c) information furnished on an exempt
organization’s annual return is to be made available for public inspection at the
IRS National Office and at the office of any district director. Requests for
information must be in writing. Oral requests will not be honored. Form
4506-A can be used to request a copy or to inspect an exempt organization
return. The request should be sent to the District Director (Attention: Dis-
closure Office) of the district in which the person making the request wishes to
inspect the return. Ifthe person making the request wants to inspect the return
at the National Office, the request should be sent to the Commissioner of
Internal Revenue, Attention: Freedom of Information Reading Room, 1111
Constitution Avenue, NW, Washington, D.C. 20224.

The written request must include the following information:
(1) The name and address of the organization (city and state);

(2) The type of return;

(3) The year(s) involved.

Under Regs. 301.6104(b)-1(d)(2) a person making a proper request for
information will be notified by the Service when the material will be available
for inspection. Information will be made available for inspection at reasonable
and proper times, and under conditions that will not interfere with its use by
the Service and will not exclude other persons from inspecting it. In addition,
the Commissioner, Director of the Service Center, or District Director may limit
the number of returns to be made available to any person for inspection on a
given date. Inspection will be allowed only in the presence of an Internal
Revenue officer or employee and only during the regular hours of business of
the Internal Revenue Service office.

11
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The Assistant Commissioner (Examination) (CP:EX), has overall respon-
sibility for disclosure of tax information through the Office of Disclosure. That
office would normally handle most disclosures of exempt organization tax
information under IRC 6103 and 6104. Chapter 700, Reading Room Operations,
of IRM 1272 outlines the procedures for disclosing IRC 6104 information. It
also discusses the responsibilities different offices - Taxpayer Service, Employee
Plans and Exempt Organizations, Public Affairs - have with respect to IRC 6104
disclosure. Because the Office of Disclosure has primary responsibility for
disclosing tax information, any IRC 6104 disclosure problem not clearly covered
under IRC 6104, the regulations, or IRM 1272 should be referred to that office.

B. Public Disclosure Under IRC 6104(d) - Private Foundations

IRC 6104(d) requires that Form 990-PF be made available by foundation
managers for inspection at the principal office of the foundation during regular
business hours by any citizen on request made within 180 days after the date
of publication of its availability. A "notice of availability" of the annual return
must be published not later than the date required for filing the annual return,
in a newspaper having general circulation in the county in which the principal
office of the foundation is located. The term "newspaper having general circula-
tion" in section 6104(d) includes any newspaper or journal which is permitted
to publish statements in satisfaction of State statutory requirements relating
to transfers of title to real estate or other similar legal notices. The notice must
state that the annual return is available at the principal office of the foundation
for inspection during regular business hours by any citizen who requests it
within 180 days after the date of such publication. It must also show the address
ofthe foundation’s principal office, the name of its principal manager, and, since
January 1, 1985, the telephone number of the foundation’s principal office.

IRC 6033(c)(2) provides that a copy of the notice required by IRC 6104(d),
together with proof of publication, be filed by the foundation with the annual
Form 990-PF. A copy of the notice as published, and a statement signed by a
foundation manager stating that the notice was published, setting forth the date
of publication and the publication in which it appeared, is sufficient proof.

In addition to making the returns publicly available, under Regs. 1.6033-
3(c)(1) the foundation manager must furnish a copy of the annual return and
Form 4720, if any, to the Attorney General of (a) each state which the foundation
is required to list on its return pursuant to Regs. 1.6033-2(a)(2)(iv), (b) the state
in which the principal office of the foundation is located, and (c) the state in
which the foundation was incorporated or created. Additionally, the foundation
manager must also furnish copies to the Attorney General or appropriate state

12
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officer (within the meaning of IRC 6104(c)(2)) of any state who requests them.
Copies to the state officials must be mailed at the same time the returns are
sent to the Service.

For tax years beginning after December 31, 1980, IRC 4947(a)(1) trusts
treated as private foundations are also subject to the public inspection and
notice provisions of IRC 6104(d).

C. Public Disclosure Under IRC 6104(e) - Organizations Exempt Under
IRC 501 (¢) and (d) Other Than Private Foundations

Section 10702 of the Omnibus Budget Reconciliation Act of 1987, P.L.
100-203, 12/22/87, added IRC 6104(e), which requires all exempt organizations
except for private foundations, which are covered by IRC 6104(d), to make a
copy of their annual Form 990 available for public inspection. The organization
must make its return available during the three year period beginning on the
filing date of the return. The filing date for this purpose is the last day
prescribed for filing the return including any extension of time granted.

The requirements for the content of the required disclosure and the method
of inspection are set forth in Notice 88-120, 1988-2 C.B. 454. The organization
must make available an exact copy of the original Form 990 and all schedules
and attachments filed with the Internal Revenue Service, except for the names
and addresses of contributors to the organization. The required disclosure
includes, for example, Schedule A of Form 990, containing supplementary
information on section 501(c)(3) organizations, the compensation of specific
individuals required in Part VI of Form 990 and Parts I and II of Schedule A,
and any attachments and amendments. The required disclosure does not
include Form 990-T, Exempt Organization Business Income Tax Return, relat-
ing to unrelated business income tax, or Form 1120-POL, U.S. Income Tax
Return for Certain Political Organizations, relating to taxes on political or-
ganizations.

A copy of the annual information return must be made available for public
inspection at the organization’s principal office. If the organization regularly
maintains one or more regional or district offices having three or more full time
employees serving as management staff (or part-time employees whose total
number of paid hours per week is at least 120), a copy of the return must also
be made available at each regional or district office. If the organization does
not maintain a permanent office and receives a request to inspect its annual
returns, it must provide the person making the request an opportunity to inspect
the material at a reasonable location of the organization’s choice. At the
organization’s option, it may mail the information to the requester in lieu of an
inspection.

13
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Generally, the required information should be available during the normal
business hours of the organization’s office on the day of the request for inspec-
tion. In exceptional circumstances where an organization has no office, or where
the office has limited hours during certain times of the year, the required
information should be made available within a reasonable amount of time
(normally not more than 2 weeks) and at a reasonable time of day.

An organization is not required to provide or distribute a photocopy of its
annual returns, but must have on hand a copy available for inspection. The
organization may have an employee present in the room during the inspection,
but must allow the person making inspection to take notes freely during the
inspection or, if the requester prefers, must allow the requester to photocopy
the document on the requester’s own photocopying equipment within
reasonable constraints of time and place. If the organization does not object to
making a photocopy, the organization may charge up to the per page copying
charge stated in section 601.702(f)(5)(iv)(B) of the Internal Revenue Service’s
Statement of Procedural Rules, as well as postage if the copy is mailed.

Individuals who request inspection of an information return at the
organization’s office and are denied access to the return or any of the information
required to be disclosed, should bring this to the attention of the appropriate
key district director. The requester should provide, in writing, the name of the
person who refused to provide the information and the date on which the refusal
occurred. The key district office should attempt to get the organization to
comply with the requirements of IRC 6104(e) before imposing the penalties for
failure to comply.

4. Penalties for Failure to Make Returns Public

IRC 6652(c)(1)(C) provides that the person who fails to meet the require-
ments of IRC 6104(d) or (e)(1) relating to public inspection of Forms 990 and
990-PF, must pay a penalty of $10 per day as long as the failure continues. The
maximum penalty on all persons for failures with respect to any one return shall
not exceed $5,000. No penalty will be imposed if the failure is due to reasonable
cause.

A willful failure to permit public inspection of annual returns will result in
an additional penalty of $1,000 per return under the provisions of IRC 6685.
For taxable years beginning after December 31, 1986, IRC 6685 applies to the
annual returns of all exempt organizations. For taxable years beginning before
January 1, 1987, IRC 6685 applied only to annual returns of private founda-
tions. If more than one person has a duty, all persons who fail to comply are
jointly and severally liable for the penalties. More information on penalties can
be found in IRM 7(10)92.2.
14
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5. Current Developments

The Taxpayer Bill Of Rights 2, P.L.. 104-168, 110 Stat. 1452, signed by the
President on July 30, 1996, adds additional filing and public disclosure rules.

The Act extends the present-law IRC 501(c)(3) private inurement prohibi-
tion to nonprofit organizations described in IRC 501(c)(4) and provides for
certain intermediate sanctions that could be imposed when nonprofit organiza-
tions described in IRC 501(c)(3) ot 501(c)(4) engage in transactions, termed
"excess benefit transactions", with certain insiders, called "disqualified per-
sons", that result in private inurement. The Act amends IRC 6033 (b) to require
tax exempt organizations described in IRC 501(c)(3) and 501(c)(4) to disclose on
their Form 990 the amount of the taxes paid by the organization, or any
disqualified person with respect to the organization, during the taxable year as
a result of an "excess benefit transaction" and such additional information as
the Secretary may prescribe regarding excess benefit transactions and regard-
ing disqualified persons. In addition, exempt organizations described in IRC
501(c)(3) will be required to disclose on their Form 990 any other excise tax
penalties paid during the year under present-law sections 4911 (excess lobbying
expenditures), 4912 (disqualifying lobbying expenditures), or 4955 (political
expenditures), including the amount of the excise tax penalties paid with respect
to such transactions, the nature of the activity, and the parties involved.

The Act also provides that, unless relief is granted, a tax-exempt organiza-
tion that is subject to the public inspection rules of present-law section
6104(e)(1) will be required to supply copies of their annual return without
charge, other than a reasonable fee for reproduction and mailing costs, for any
of the organization’s three most recent taxable years. In addition, the penalty
imposed under IRC 6685 on tax-exempt organizations that willfully fail to allow
public inspection of their annual returns (or applications for exemption) is
increased.
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C. TAX-EXEMPT HEALTH CARE ORGANIZATIONS
COMMUNITY BOARD AND CONFLICTS OF

INTEREST POLICY
b
Lawrence M. Brauer ;’nd Charles F. Kaiser

1. Overview
A. Introduction

Tax-exempt health care organizations that engage in business dealings with
members of their boards run a serious risk of violating the inurement prohibi-
tion and private benefit restriction of IRC 501(c)(3). Service experience has
shown the potential for abuse to be especially acute when affiliated physicians
comprise a substantial part of the board of a health care organization when that
health care organization is part of an integrated delivery system (IDS) that
purchased for-profit entities controlled by those physicians. To ensure that
those organizations would operate for public, rather than private interests, the
Service developed the "20 percent safe harbor" guideline. This guideline al-
lowed the Service to recognize health care organizations that were part of an
integrated delivery system (IDS) as exempt under IRC 501(c)(3) if physicians
affiliated with the organization comprised no more than 20 percent of its board
of trustees. (Throughout this article the term "trustee" includes members of a
board of directors.)

Failure to meet the 20 percent safe harbor does not preclude exemption. In
lieu of the safe harbor, an organization may show other facts and circumstances
that balance the roles of physicians or other interested parties to insure the
organization operates for exclusively public purposes. In general, a health care
organization should show that its board broadly represents the community and
that the majority of its members are independent of the organization; that the
board has adopted and operates under a conflicts of interest policy; and that all
components of the organization conduct periodic activity reviews to ensure the
organization operates in a charitable manner.

Collectively, the facts and circumstances are referred to as the "Community
Board and Conflicts of Interest Policy." This article describes the particular
elements needed to make a successful showing that a health care organization

operates according to the policy. It supplements articles on IDS’s and health
care in the 1994, 1995, and 1996 CPE texts.
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B. Background

IRC 501(c)(3) provides exemption for organizations organized and operated
exclusively for charitable purposes, where no part of the net earnings inures to
the benefit of any private shareholder or individual. An organization cannot be
organized or operated exclusively for charitable purposes unless it serves a
public rather than a private interest. Thus, to meet the requirements of IRC
501(c)(3), an organization must establish that it is not organized or operated for
the benefit of private interests. Reg. 1.501(c)(3)-1(d)(1)(i1).

Promotion of health is considered a charitable purpose in the general law of
charity. Thus, a health care organization may qualify as organized and
operated in furtherance of charitable purposes if it is operated to benefit the
community as a whole rather than private individuals or interests. Rev. Rul.
69-545, 1969-2 C.B. 117, establishes a community benefit standard that focuses
on a number of factors to determine whether a hospital operates to benefit the
community as a whole rather than private interests. In this revenue ruling,
control of a tax-exempt hospital by a board of trustees composed of "independent
civic leaders" was a significant fact.

The application of the community benefit standard of Rev. Rul. 69-545,
supra, to exempt hospitals and other exempt health care organizations was
sustained in Eastern Kentucky Welfare Rights Org. v. Simon, 506 F.2d 1278
(D.C. Cir. 1974), vacated on other grounds, 426 U.S. 26 (1975), and in Sound
Health Association, 71 T.C. 158 (1978), acq., 1981-2 C.B. 2.

2. Community Board

A community board is one in which independent persons representative of
the community comprise a majority. Practicing physicians affiliated with the
hospital, officers, department heads, and other employees of the hospital are
not independent due to their close and continuing connection with the hospital.
They may serve on the hospital’s board of trustees, but cannot comprise a
majority. Other persons who may have some business dealings with the
hospital are usually included in the majority. Nevertheless, the entire board of
trustees is subject to the conflicts of interest policy.

3. Conflicts of Interest

The purpose of a conflicts of interest policy is to protect the exempt
organization’s interest in transactions or arrangements that may also benefit
an officer’s or director’s private interest. The primary benefit of a conflicts of
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interest policy is that the board can make decisions in an objective manner
without undue influence by persons with a private interest. The presence and
enforcement of a conflicts of interest policy can also help assure that an exempt
health care organization fulfills its charitable purposes, properly oversees the
activities of its directors and principal officers, and pays no more than
reasonable compensation to physicians and other highly compensated
employees. In this latter regard, see Rev. Rul. 69-383, 1969-2 C.B. 113. Main-
taining adequate books and records, as generally required by IRC 6001 and Reg.
1.6100-1(c), helps to ensure that the exempt health care organization operates
in accordance with its commitment to the conflicts of interest policy.

4. Application

The Service will generally apply the Community Board and Conflicts of
Interest Policy when considering applications for recognition of exemption from
hospitals and other health care organizations that are part of a multi-entity
hospital system. The Service will also generally apply this Community Board
and Conflicts of Interests Policy to requests for private letter rulings from
exempt health care organizations that have the 20 percent safe harbor expressly
stated in their determination or ruling letters. For an existing exempt health
care organization, the Service will consider its historic development and record
of significant charitable operations to determine if it requires an independent
community board. Where facts and circumstances, such as a long history of
substantial community service and the absence of inurement or private benefit,
provide assurance that the community benefit standard is satisfied, the com-
munity board standard may not be required. On the other hand, the Service
will consider whether the 20 percent safe harbor guideline should be applied in
situations where an existing exempt health care organization has a record of
problems with its charitable operations or a history of inurement or private
benefit. In any event, the organization should adopt a substantial conflicts of
interest policy.

The Community Board and Conflicts of Interest Policy may provide guidance
to examining agents in evaluating the facts of a particular case. For example,
if an examining agent is concerned about the existence of excessive private
benefit, the required records and periodic reviews may provide a valuable source
of information. Agents may also find the Community Board and Conflicts of
Interest Policy useful as a guide for considering how an exempt health care
organization, in danger of having its exemption revoked, may be rehabilitated.
For example, an agent may consider recommending that the organization adopt
amore stringent conflicts of interest policy that incorporates a community board
standard with a strict quorum requirement.
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The Community Board and Conflicts of Interest Policy that follows incor-
porates facts and circumstances that the Service considers significant for
exemption. We are also providing a sample conflicts of interest policy that may
be adopted in an organization’s bylaws or as a resolution of an organization’s
board of trustees.
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COMMUNITY BOARD AND CONFLICTS OF
INTEREST POLICY

I. Community Board

A majority of the voting members of the board of trustees of a hospital should
be comprised of independent community members. This means that practicing
physicians affiliated with a hospital, as well as officers, department heads and
other employees of the hospital, cannot constitute a majority of the board. In a
multi-entity hospital system, the board of a subsidiary non-profit health care
organization is considered to be comprised of independent community members
if it is controlled by an exempt organization whose board is comprised of a
majority of voting members who are independent community members.

II. Conflicts of Interest Policy

One significant fact that will help demonstrate that a tax-exempt health
care organization promotes the health of the community as a whole, rather than
to benefit private interests, is the organization’s adoption of a substantial
conflicts of interest policy. All exempt organizations in a hospital system should
adopt the conflicts of interest policy. The policy should apply to any transaction
or arrangement with an "interested person." An "interested person" is a trustee
or director, a principal officer, or a member of a committee with board-delegated

powers who has a direct or indirect "financial interest," as defined in Section
IV.

An interested person who has a financial interest in one or more organiza-
tions within the hospital system will be considered to have a financial interest

in all related organizations within the system.

A substantial conflicts of interest policy should include the following
provisions:

A. Disclosure by interested persons of financial interests and all material
facts relating thereto.

B. Procedures for determining whether the financial interest of the inter-
ested person may result in a conflict of interest.

C. Procedures for addressing the conflict of interest after determining that
there is a conflict:
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1.

Requiring that the interested person leave the meeting during the
discussion of, and the vote on, the transaction or arrangement that
results in the conflict of interest;

. Appointing, if appropriate, a disinterested person or committee to

investigate alternatives to the proposed transaction or arrangement;

. Determining, by a majority vote of the disinterested trustees present,

that the transaction or arrangement is in the organization’s best
interests and for its own benefit; is fair and reasonable to the organiza-
tion; and, after exercising due diligence, determining that the or-
ganization cannot obtain a more advantageous transaction or
arrangement with reasonable efforts under the circumstances; and

. Taking appropriate disciplinary and corrective action with respect to

an interested person who violates the conflicts of interest policy.

. Procedures for adequate record keeping. The minutes of the board

meetings and all committees with board-delegated powers should in-
clude:

1.

The names of the persons who disclosed financial interests, the nature
of the financial interests, and whether the board determined there
was a conflict of interest; and

. The names of all persons present for discussions or votes relating to

the transaction or arrangement; the content of these discussions,
including any alternatives to the proposed transaction or arrange-
ment; and a record of the vote.

. Procedures ensuring that the policy is distributed to all trustees, prin-

cipal officers and members of committees with board-delegated powers.
Each such person should sign an annual statement that he or she:

1.

2.

3.

Received a copy of the conflicts of interest policy;
Has read and understands the policy;

Agrees to comply with the policy;
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4. Understands that the policy applies to all committees and subcommit-
tees having board-delegated powers; and

5. Understands that the organization is a charitable organization that
must engage primarily in activities that accomplish one or more of its
tax-exempt purposes to maintain its tax-exempt status.

Procedures for applying the policy to a compensation committee should
include:

1. Restrictions barring practicing physicians who receive, directly or
indirectly, compensation from the organization, for services as
employees or as independent contractors, from membership on its
compensation committee; and

2. Restrictions precluding a voting member of a compensation committee
who has a conflict of interest in the organization from which the
member receives compensation, directly or indirectly, from voting on
matters pertaining to that member’s compensation.

ITI. System of Periodic Reviews

Another significant fact that will help demonstrate that a tax-exempt health
care organization promotes the health of the community as a whole, rather than
private interests, is that the board of trustees and all committees with board-
delegated powers require that, as part of their systems of controls, all tax-ex-
empt organizations within the hospital system conduct periodic reviews of their
activities to ensure that the organizations are operating in a manner consistent
with accomplishing their charitable purposes and that their operations do not
result in private inurement or impermissible benefit to private interests. Issues
of special concern are:

A.

Whether compensation arrangements and benefits are reasonable and
are the result of arm’s-length negotiations;

. Whether acquisitions of physician practices and other provider services

result in private inurement or impermissible private benefit;
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C. Whether partnership and joint venture arrangements, and arrange-

ments with management service organizations and physician hospital
organizations, conform to written policies, are properly recorded, reflect
reasonable payments for goods or services, further charitable purposes,
and do not result in private inurement or impermissible private benefit;
and

. Whether agreements to provide health care and agreements with other

health care providers, employees, and third-party payors serve
charitable purposes.

IV. Financial Interest Defined

A person has a financial interest if the person has, directly or indirectly,
through business, investment, or family:

A. An ownership or investment interest in any entity with which the

B.

C.

tax-exempt health care organization has a transaction or arrangement,
or

A compensation arrangement with the tax-exempt health care organiza-
tion or with any entity or individual with which the organization has a
transaction or arrangement, or

A potential ownership or investment interest in, or compensation arran-
gement with, any entity or individual with which the tax-exempt health
care organization is negotiating a transaction or arrangement.

Compensation includes direct and indirect remuneration as well as gifts or
favors that are substantial in nature.
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SAMPLE CONFLICTS OF INTEREST POLICY
Article I

Purpose

The purpose of the conflicts of interest policy is to protect the Corporation’s
interest when it is contemplating entering into a transaction or arrangement
that might benefit the private interest of an officer or director of the Corporation.
This policy is intended to supplement but not replace any applicable state laws
governing conflicts of interest applicable to nonprofit and charitable corpora-
tions.

Article IT

Definitions

1. Interested Person

Any director, principal officer, or member of a committee with board
delegated powers who has a direct or indirect financial interest, as defined
below, is an interested person. If a person is an interested person with respect
to any entity in the health care system of which the Corporation is a part, he or
she is an interested person with respect to all entities in the health care system.

2. Financial Interest

A person has a financial interest if the person has, directly or indirectly,
through business, investment or family--

a. an ownership or investment interest in any entity with which the
Corporation has a transaction or arrangement, or

b. acompensation arrangement with the Corporation or with any entity or
individual with which the Corporation has a transaction or arrange-
ment, or

c. apotential ownership or investment interest in, or compensation arran-

gement with, any entity or individual with which the Corporation is
negotiating a transaction or arrangement.
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Compensation includes direct and indirect remuneration as well as gifts or
favors that are substantial in nature.

Article II1

Procedures

1. Duty to Disclose

In connection with any actual or possible conflicts of interest, an interested
person must disclose the existence and nature of his or her financial interest to
the directors and members of committees with board delegated powers consider-
ing the proposed transaction or arrangement.

2. Determining Whether a Conflict of Interest Exists

After disclosure of the financial interest, the interested person shall leave
the board or committee meeting while the financial interest is discussed and
voted upon. The remaining board or committee members shall decide if a
conflict of interest exists.

3. Procedures for Addressing the Conflict of Interest

26

a.

b.

The chairperson of the board or committee shall, if appropriate, appoint
a disinterested person or committee to investigate alternatives to the
proposed transaction or arrangement.

After exercising due diligence, the board or committee shall determine
whether the Corporation can obtain a more advantageous transaction
or arrangement with reasonable efforts from a person or entity that
would not give rise to a conflict of interest.

If a more advantageous transaction or arrangement is not reasonably
attainable under circumstances that would not give rise to a conflict of
interest, the board or committee shall determine by a majority vote of
the disinterested directors whether the transaction or arrangement is
in the Corporation’s best interest and for its own benefit and whether
the transaction is fair and reasonable to the Corporation and shall make
its decision as to whether to enter into the transaction or arrangement
in conformity with such determination.
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4. Violations of the Conflicts of Interest Policy

a.

If the board or committee has reasonable cause to believe that a member
has failed to disclose actual or possible conflicts of interest, it shall
inform the member of the basis for such belief and afford the member
an opportunity to explain the alleged failure to disclose.

If, after hearing the response of the member and making such further
investigation as may be warranted in the circumstances, the board or
committee determines that the member has in fact failed to disclose an
actual or possible conflict of interest, it shall take appropriate discipli-
nary and corrective action.

Article IV

Records of Proceedings

The minutes of the board and all committee with board-delegated powers
shall contain--

a.

a.

the names of the persons who disclosed or otherwise were found to have
a financial interest in connection with an actual or possible conflict of
interest, the nature of the financial interest, any action taken to deter-
mine whether a conflict of interest was present, and the board’s or
committee’s decision as to whether a conflict of interest in fact existed.

the names of the persons who were present for discussions and votes
relating to the transaction or arrangement, the content of the discussion,
including any alternatives to the proposed transaction or arrangement,
and a record of any votes taken in connection therewith.

Article V

Compensation Committees

A voting member of any committee whose jurisdiction includes compen-
sation matters and who receives compensation, directly or indirectly,
from the Corporation for services is precluded from voting on matters
pertaining to that member’s compensation.
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b.

Physicians who receive compensation, directly or indirectly, from the
Corporation, whether as employees or independent contractors, are
precluded from membership on any committee whose jurisdiction in-
cludes compensation matters.

Article VI

Annual Statements

Each director, principal officer and member of a committee with board
delegated powers shall annually sign a statement which affirms that such
person--

a.

b.

has received a copy of the conflicts of interest policy,

has read and understands the policy,

has agreed to comply with the policy, and

understands that the Corporation is a charitable organization and that

in order to maintain its federal tax exemption it must engage primarily
in activities which accomplish one or more of its tax-exempt purposes.

Article VII

Periodic Reviews

To ensure that the Corporation operates in a manner consistent with its
charitable purposes and that it does not engage in activities that could jeopard-
ize its status as an organization exempt from federal income tax, periodic
reviews shall be conducted. The periodic reviews shall, at a minimum, include
the following subjects:

a.
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Whether compensation arrangements and benefits are reasonable and
are the result of arm’s-length bargaining.

Whether acquisitions of physician practices and other provider services
result in inurement or impermissible private benefit.

Whether partnership and joint venture arrangements and arrange-
ments with management service organizations and physician hospital
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organizations conform to written policies, are properly recorded, reflect
reasonable payments for goods and services, further the Corporation’s
charitable purposes and do not result in inurement or impermissible
private benefit.

d. Whether agreements to provide health care and agreements with other
health care providers, employees, and third party payors further the
Corporation’s charitable purposes and do not result in inurement or
impermissible private benefit.

Article VIII

Use of Outside Experts

In conducting the periodic reviews provided for in Article VII, the Corpora-
tion may, but need not, use outside advisors. If outside experts are used their
use shall not relieve the board of its responsibility for ensuring that periodic
reviews are conducted.
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D. DETECTING FRAUD IN CHARITY GAMING
b
James V. Competti anyd Conrad Rosenberg

Contrary to popular belief, bingo cannot be categorized as a
low-stakes game played by middle-aged and elderly women. Itis,
rather, a billion-dollar industry whose popularity permeates all
aspects of American society, and the abuses of which often go
undetected or unremedied.

Despite bingo’s popularity as a charity fundraiser and its reputa-
tion as a harmless pastime, it has been the object of abuse by a
number of sources: Illegal parlors resort to tricks to circumvent
the law or openly defy it. Racketeers are thought to control bingo
games- legal and illegal- in a number of urban areas. Skimming
and other scams are practiced by both organized groups and
shady independent operators. Some bingo players have devised
elaborate cheating schemes.

Gambling in America. Final Report of the Commission on the Review of the
National Policy Toward Gambling. Washington: 1976; at pages 160 and 164.
Although the report was written over 20 years ago, its observations and
conclusions are still essentially valid, if not possibly even a bit understated in
light of the recent growth of the gambling business in the United States.

1. Introduction

The subject of exempt organizations conducting gaming activities, ostensib-
ly to raise funds for charitable uses, has been the focus of a significant amount
of interest. The April 1992 Pennsylvania Crime Commission Report entitled,

Racketeering and Organized Crime in the Bingo Industry, at page iv, explains
why, in its view, bingo may attract a criminal element:

Promoters have infiltrated this industry and have very little to
fear from law enforcement because of their low profile and be-
cause of the benign way in which society views Bingo. However,
the significant amount of monies which these scams, frauds and
diversions of revenue produce, represent a multi-million dollar
loss to legitimate charities with very little risk of the perpetrators
being prosecuted. In a very real sense, fraudulent charitable
Bingo is the perfect white-collar crime.

The purpose of this article is to educate exempt organizations examiners
about abuses that have been uncovered in some gaming programs and inform
them of audit techniques to detect possible diversion of funds from the charity
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by the professional operator. This article will also assist examiners in ac-
complishing the EP/EO Examination Quality Case Standard of adequately
considering and developing issues of possible fraud when examining organiza-
tions conducting gaming activities. Lastly, this updates articles on gaming
activities in the 1985, 1987, 1990, and 1996 CPE Texts.

2. Factor that Causes Embezzlement in Charity Gaming

A. Inadequate Oversight by the Charity

(1) General

Members of these organizations know little about how to operate
a Bingo game. Therefore they rely on the operator at the facility.
This reliance eventually becomes essential to the organization
continuing their games at the facility. Within a short period of
time the organization finds that it has, in effect, given the Bingo
hall operator/facility the organization’s license to operate their
Bingo game.

We find that the organizations knowingly allowed nonbonafide
members to manage the intimate details of their organization’s
Bingo financial affairs. We are convinced often times that these
organizations merely "turned their head" and allowed non-
bonafide members to take advantage of the organization’s ap-
parent good name and reputation because it was an easy way to
make money without any responsible supervision whatsoever.

The charitable organization is given every opportunity to raise
funds through Virginia and local statutes. Yet a low percentage
of their actual gross income goes to the charity. One of the main
reasons this happensis that the true charitable organization who
entrusts its name to an operator is charged exorbitant expense to
run their Bingo operation, and then the operator takes advantage
of their position and actually steals from the charity.

Special Grand Jury Impaneled to Investigate Bingo Operations in Henrico County,
Va., on September 30, 1992, December 16, 1993, at Sections 4-4, 7-3, and 4-3.

(2) Discussion

An article in the Dayton Daily News dated April 26, 1992, discussed
problems with professional bingo operators. The article was headlined "Big
Bucks, Big Business. No One Really Knows Where the Bingo Cash Goes." An
investigative reporter had interviewed several sources and the story was the
same: people outside the charities are controlling this megabucks cash business.
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In the article, one minister described signing management contracts with a
professional operator. The professional operator ran the bingo game in ex-
change for a percentage of the gross receipts. Another minister said he allowed
operators to obtain bingo licenses in his church’s name in exchange for $100 per
week.

The following are examples of the typical relationship between the profes-
sional operator and the charity. With control over the bookkeeping, money-
counting, record-keeping, and an assortment of other duties such as bank
deposits and the hiring and firing of workers, the professional operator may
create a situation conducive to the diversion of funds.

Pennsylvania Bingo Law requires that bona fide members of nonprofit
associations operate bingo games. However, according to the April 1992 Pen-
nsylvania Crime Commission Report entitled, Racketeering and Organized
Crime in the Bingo Industry, at pages 6 and 34, the investigation revealed that
after the legalization of bingo, professional operators ran bingo games on a
commercial scale using charities as "fronts." In exchange the "sponsoring"
charity received either a percentage of the profits or a flat fee. The promoter
utilized an established formula when distributing the bingo proceeds to the
charitable organizations. Regardless of how much money was taken in from the
bingo games, the charitable organizations received a specific amount based on
the formula. Officers of the charities that sponsor bingo games related that they
trusted the individuals that ran the bingo games. No one from the charities
ever challenged the operators regarding financial matters, primarily because
bingo was their biggest source of revenue, and they could not afford losing these
revenues. Testimony clearly demonstrated that the promoter controlled virtual-
ly every facet of the bingo operations.

Ohio Revised Code Chapter 2915 also requires that nonprofit associations
be the operators of bingo games. However, an IRS Special Agent’s affidavit filed
on February 9, 1996 with the United States District Court for the Southern
District of Ohio provides another example of problems when the promoter
controls the entire operation. During the period 1988 through 1990, a promoter
and his associates operated seven bingo halls in the Cincinnati and Dayton
areas ostensibly for and on behalf of certain tax-exempt organizations. In
addition to the bingo games, pull-tab tickets were available for sale at these
halls. The associates of the promoter worked as office manager, floor manager,
and floor workers at each hall. The promoter and these associates obtained the
required pull-tab ticket supplies, sold the pull-tab tickets, and operated the
bingo games at the halls. The office manager’s duties at each hall were to count
the nightly proceeds, to pay the workers, to remove the cash to be given to the
promoter, and then report the remaining proceeds to the tax-exempt organiza-
tions. The currency given to the promoter from nightly pull-tab and bingo sales
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was not reported on the nightly work papers given to the exempt organization.
The promoter received approximately one-half of the proceeds from the nightly
instant lottery ticket and bingo game sales from each of the seven halls.

Based upon the Special Agent’s examination of the records and interviews
of the promoter’s associates, the above affidavit described that the operator
skimmed approximately the following total amounts of cash from the proceeds
for the seven bingo halls: $1,546,346 for the year 1990; $1,017,848 for the year
1989; and $703,382 for the year 1988.

(3) Audit Procedures to Determine Adequate Oversight by the
Charity

Conduct a detailed interview with the officers of the organization to deter-
mine its corporate structure and history. The interview should also discuss
whether and, if so, how the Board monitors the bingo game to ensure that all
funds are collected from the bingo operator and workers.

The examiner should determine if the bingo operation has a system of
internal controls to safeguard adequately the revenue generated from the game.
The internal control system should be structured so that various parts of the
bingo activity are handled by different members of the charity, each of whom
serves as a check on the others. The following is an example of various positions
and responsibilities when an internal control system is functioning properly.
This example is not a mandatory internal control system; it is merely illustra-
tive.

1. The bingo operator has control over the execution of the game and records
the transactions of the game on the daily sheet.

2. The cash controller independently counts the cash receipts and compares
the cash on-hand to the inventory/paid out reports.

3. The inventory controller reviews the daily sheets received from the operator
to determine the inventory usage and profit achieved.

4. The check writer is responsible for making all payments related to the bingo
game and for ensuring that all deposits stated on the daily sheet actually
appear on the bank statement.

5. The Board of Directors or Trustees reviews and compares the bingo reports
or daily sheets with the previous reports for consistency. The board should
monitor the bingo game to ensure the internal controls, as described above,
are functioning properly.
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3. Ways Funds are Embezzled in Charity Gaming

A. Pull-tab Embezzlement Schemes
(1) General

"Pull-tabs" are defined as the gaming pieces used in a game of chance which
are made completely of paper or paper products with concealed numbers or
symbols that must be exposed by the player to determine wins or losses.

Pull-tabs are known in various jurisdictions as charitable gaming tickets,
break-opens, hard cards, banded tickets, jar tickets, pickle cards, Lucky Seven
cards, Nevada Club tickets, instant bingo tickets, and other such names and
include the tickets used with tip boards, seal cards and club special games. See
North American Gaming Regulators Association, Standards on Pull-tabs, Oc-
tober 12, 1991, at page 1. See also Julius M. Israel Lodge of B’nai Brith No.
2113, 1995 RIA TCM 95,439 for distinction between bingo and "instant bingo"
(pull-tabs).

At most bingo games, the majority of profits is generated through the sale
of pull-tabs. There are approximately ten major manufacturers of pull-tab
tickets in the United States. Each state has numerous suppliers who obtain the
pull-tabs from the manufacturer and sell the tickets to the local charities
conducting the gaming activity. Suppliers provide pull-tab tickets to the
charities in the form of packaged boxes known as "deals." Each deal of pull-tabs
sold by the charities to players is supposed to generate a specified net profit as
indicated by the manufacturer. For example, charities may purchase a pull-tab
game called "Form 860" or "C-Note." Each box contains 2400 tickets that sell
for $1.00 each. The box’s winning tickets pay out a total of $1,992. This results
in a net proceeds of $408 (2,400 tickets at $1.00 less $1,992) for each box of
tickets sold.

(2) Discussion

Recent IRS examinations in the State of Ohio revealed skimming of the
pull-tab receipts by the bingo operator. During the examinations, individuals
have admitted during interviews with IRS agents to skimming cash from the
nightly proceeds. In some instances, the amount skimmed was as much as
$250,000 annually on $500,000 of profits. The IRS also found that some bingo
game operators are buying their pull-tab supplies with cash. When this hap-
pens, the supply company does not provide an invoice to the charity, and the
profits from the pull-tabs are easily skimmed by the operator.
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The December 16, 1993 report entitled Special Grand Jury Impaneled to

Investigate Bingo Operations in Henrico County, Va. on September 30, 1992,
at Section 6-5, documented similar pull-tab embezzlement schemes:

This investigation has also revealed that boxes of instant bingo
[pull-tabs] can be purchased in cash either from local suppliers
or from out of state suppliers where supply records would not
necessarily document the purchase. The many boxes that are
purchased in this manner can easily be sold at a bingo game
where the entire profit of each box (anywhere from $160 to $650)
could be skimmed or embezzled with absolutely no trace that the
sale had occurred.

For the ten charitable organizations noted in the above report compiled by
the Special Grand Jury in Henrico County, Virginia, nearly a million dollars
was shown to be missing from the pull-tab operations. (The report does not
specify the duration of time involved.)

(3) Audit Procedures for Examination of Pull-tab Operations

The examiner should review the inventory of pull-tab supplies by comparing
boxes of pull-tabs in the inventory to the supplier invoices described in the books
and records. Where an organization’s records do not reflect all pull-tab pur-
chases, secure information from pull-tab manufacturers and suppliers to aid in
reconstructing purchases. State laws generally require manufacturers and
suppliers to have internal control procedures that enable them to track pull-tab
deals by serial number. For those pull-tab deals that are not reflected in the
organization’s supplier invoices, the examiner could contact the manufacturer
to identify the supplier of pull-tabs purchased for cash by describing the serial
number and form number of the applicable boxes. Once the supplier is iden-
tified, the agent should interview the supplier’s salesperson to determine the
frequency of currency purchases by the organization. This will help in verifying
that the supplier provided copies of all the organization’s pull-tab purchases
when requested by the Service.

The examiner should analyze the pull-tab income to determine if there was
any unreported profit. Gaming regulators have reconstructed pull-tab opera-
tions and determined that for every dollar spent on pull-tab supplies, between
ten to thirteen dollars in pull-tab profits is generated. If the examiner deter-
mines that the pull-tab operation consistently reports ten dollars or less of
pull-tab profits for every dollar spent on pull-tab supplies, the gaming operation
may be consistently under-reporting profits from the pull-tab operation.
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In cases where the examiner suspects that the organization is under-report-
ing pull-tab profits, he or she should consider completing the following analysis.

e (Construct a schedule of the type of pull-tabs and the guaranteed profit
for each deal purchased by the organization. Catalogues listing pull-tab
profits for various deals may be obtained from suppliers.

e Compare the total amount of pull-tab profits for all deals purchased by
the organization for the year to the pull-tab profits described per the
general ledger.

* Reconcile and obtain detailed documentation for any differences.

B. Bingo Embezzlement Schemes
(1) General

"Bingo" means a game of chance played for prizes with cards containing five
rows of five squares bearing numbers, except for the center square which is a
free space. Traditional bingo also requires that the letters "B -1-N - G - O"
appear in order over each column and that no more than 75 numbers may be
used. The holder of a card ("player") covers such numbers when objects similarly
numbered are randomly drawn. The game is won by the first person covering
a previously designated arrangement of numbers on such cards. A game of
bingo begins with the first number called and ends when an individual covers
the previously designated arrangement, declares bingo and the winning card is
verified. Beano asitis played in Massachusetts, is the same as bingo. See North

American Gaming Regulators Association, Standards on Bingo, October 22,
1992, at page 2.

(2) Discussion

Skimming, the practice of underreporting income [receipts] from
games and pocketing the difference, is thought to be the biggest
problem regulatory agencies and law enforcement officials have
with bingo. Skimmed money is tax free: Federal, State, and local
governments do not receive their share of taxes from that income.

Most bingo scams are simple. Not all of the games are reported
totheregulatory authority, and the bingo operator merely pockets
the money from the unreported ones. Skimming is even easier if
the floor workers are involved. For example, after a collector
turns over the money picked up from the tables, the counter (who
tabulates each game’s income) records a figure lower than the
amount collected and keeps the difference.
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Gambling in America. Final Report of the Commission on the Review of the National
Policy Toward Gambling. Washington: 1976; at page 160.

Illegitimately run bingo games derive much of their unreported income by
underreporting the attendance and the number of bingo packages sold. An IRS
Special Agent’s affidavit filed on February 8, 1992 with the United States
District Court of Western Kentucky provides an example of this type of bingo
embezzlement scheme. The affidavit describes a professional operator who
failed to report the actual number of players attending each bingo session on
quarterly reports filed with the local authorities, sometimes reporting less than
half the actual players. Former workers stated that the charity’s bingo game
averaged 650 players per session during the week, and 1,000 players per session
on weekends. The records for the charity reflected an average of 350 players
per session. If, for argument’s sake, we assume in this case that the average
spent for bingo packages by players attending the game was $15, the profes-
sional operator had the opportunity to skim between $4,500 to $9,750 each night
by underreporting the attendance.

According to the 1976 Commission on the Review of the National Policy
Toward Gambling, "...to avoid paying out large jackpots advertised to lure
players, some operators hire a player who works from a card recorded earlier
with the announcer. The announcer calls the numbers from that card to insure
that the "plant" wins the jackpot, which remains with the house."

The above IRS Special Agent’s report also describes a variation on this
scheme. As a promotion for a charity bingo operation, the promoter announced
that the organization would give away a new pickup truck. On the night of the
drawing, the promoter’s neighbor won the truck. The winner later bragged that
the truck game was fixed, that the promoter slipped him the winning key. The
promoter retained actual possession of the truck. The phony winner received a
kickback from the promoter.

(3) Audit Procedures for Examination of Bingo Operations

The examiner should review the information reported periodically on the
application for a gaming license filed with the gaming regulators. The amounts
reported from the game under examination should be compared with games
similar in size within its respective county. If the game under examination
reports significantly less revenue and a smaller profit margin when compared
to similar operations in its locality, that could indicate "skimming" or private
purposes being served. Information on gaming regulators may be obtained from
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the EO Gaming Focus Group or the North American Gaming Regulators
Association, which were discussed in the 1996 CPE text, at page 92.

With approval from his or her supervisor, the agent can gain much insight
into the gaming activity by monitoring the bingo game while it is in operation.
The examiner should determine the type of packages and or specials purchased
by the bingo players at the beginning of a bingo occasion. The cash received at
the door from the bingo players should be compared to the door receipts reported
previously by the bingo operation. While the on site observation does not
establish or disprove the accuracy of reported receipts, it may help the examiner
determine the appropriate scope of the audit.

The examiner should reconcile the bingo operations’ gross receipts reported
on the Form 990 to the gross receipts reported on the summary of the daily bingo
sheets. Trace the gross income from the bingo occasions to the bank deposit slip
for each occasion. The bingo operation should be closely scrutinized if currency
deposits are not made soon after each bingo occasion.

Lastly, the examiner should analyze the gross receipts from the bingo
occasion to determine the potential for unreported revenue. The daily sheet for
each bingo occasion usually reflects the bingo gross receipts from package sales,
prizes paid, and the number of players in attendance. The average spent per
player is computed by dividing the bingo gross receipts by the number of players
in attendance. The average spent per player should be compared to the prices
for bingo packages sold during the bingo occasion.

4. Additional Ways Funds are Diverted in Charity Gaming

A. Diverting Charity Gaming Profits by Use of Management, Supply &
Real Estate Companies

(1) General

According to the April 1992 Pennsylvania Crime Commission Report en-
titled Racketeering and Organized Crime in the Bingo Industry, at pages 7 and
16, gaming operations employed related management, supply, and real estate
companies to oversee and run the bingo games. These companies were deter-
mined to receive unreasonable compensation for their services rendered:

Organized crime obtained an interest in the bingo operations
through the use of management companies which are employed
by the charity or Indian tribes to oversee and run the bingo games.
These management companies control the entire bingo operation,
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including record-keeping and accounting. Once organized crime
controls the bingo operation, they siphon the proceeds using
several methods, such as skimming the profits before they are
dispersed (sic) to the charity or Indian tribes and rigging the
Jjackpot games.

Organized crime also receives the profits from bingo halls
through the use of companies which provide supplies and equip-
ment to the halls. By requiring bingo operations to purchase
supplies from their businesses, organized crime can charge in-
flated prices for merchandise or equipment. The halls can also
be billed for non-existent supplies.

A sub-lease is also utilized as a means of diverting money from a
charity. The commercial operators become the landlords to the
charities, and siphon off the profits of the bingo game from the
charitable associations. Rents charged for the halls are in excess
of the fair market value of the properties, thus obtaining for
themselves the great bulk of the profits of the bingo games from
the charitable associations and giving the landlord corporations
a direct pecuniary interest in the profitability of the Bingo games.

The December 16, 1993 report entitled Special Grand Jury Impaneled to
Investigate Bingo Operations in Henrico County, Va. on September 30, 1992,
at Section 10-1, also provided an example of sub-leases and unreasonable
compensation:

Our investigation reveals that the same practice is prevalent in
Henrico County. Four Bingo permittees sponsored eight games
per week for years prior to October, 1992, resulting in a weekly
rental from Bingo alone of $8,200.00, and an annual rent of
$426,400.00. Given the current assessed value of the property is
$490,700.00, the question arises whether the rental charged was
in excess of a fair market rental for the property.

(2) Audit Procedures for Reviewing Management, Real Estate, &
Supply Companies

Bingo and pull-tab operations may consist of more than one established legal
entity. Related entities should be identified as early as possible in the examina-
tion. The examiner should ascertain that any management, real estate, supply,
or equipment companies are receiving reasonable and true compensation as
would ordinarily be paid for like services by like enterprises under like cir-
cumstances, as described in Reg. 1.162-7(b)(3).
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The examiner should review any management, supply, or rental agreements
from the bingo operation. He or she should closely scrutinize any of the above
agreements where the charity pays for its management, rental, supplies, or
equipment based on its gross sales or net profits from the bingo or pull-tab
operation.

The following factors in a management or operating agreement may indicate
private benefit or inurement:

1. The contract is lengthy in duration.

2. The contract provides severe penalties if the exempt organization ter-
minates the agreement.

3. The gaming operator was not selected through open bidding, or the or-
ganization lacks documentation to support such a claim.

B. Diverting Charity Gaming Profits by Use of Grantee Agreements or
by Creating Fraudulent Charities

(1) General

For charitable organizations whose primary purpose is to raise funds from
the operation of bingo and pay the proceeds to other charities, the examiner
should review any large grants or contributions to other charities. The grantee
may be required to make kickbacks to the for-profit fund-raising companies
owned and operated by persons who are related to officers of the grantor.
Contributions may also be linked to the grantee’s participation in supply or
service agreements with the grantor officer’s for-profit companies. (For the
effects of the "feeder organization" provision, section 502 of the Internal
Revenue Code, see 1983 CPE at page 83.)

For example, in one recent examination, the bingo operator offered an
educational organization a million dollar grant. The educational organization
was instructed that it would receive only 50% of the funds, and the remaining
funds were to be distributed back to the bingo operator in monthly installments.

(2) Discussion
Recent IRS examinations revealed that some organizations obtaining

gaming permits were nothing more than a subterfuge to support the personal
living expenses of the family members that controlled the charity. A review of
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the general fund of these charities revealed the following transactions that
indicated inurement or private benefit:

1. Salaries and loans provided to family members with no substantiation of
services being performed.

2. The purchase of vehicles and boats for officers with no substantiation of
business purposes.

3. Equipment purchases for a sole proprietorship operated by family members.
(3) Audit Procedures

Review in detail the transactions within the general fund of the charity for
expenditures that indicate inurement or private benefit. A discussion of inure-
ment or private benefit for organizations conducting gaming activities is
provided in the 1996 CPE text, at page 101.

Determine if the section 501(c)(3) organization operating gaming activities
conducts a charitable program commensurate in scope with its financial resour-
ces. The charity may fail to operate a real and substantial charitable program.
See the discussion in the 1996 CPE text, at page 100.

Review minutes of meetings of the governing board, committees and other
groups to determine whether the officers of the charity approved the grant.
Grants should be closely scrutinized if large contributions are not approved by
officers of the charity and do not appear to further the charity’s mission
statement.

Compare the date the grants are made by the grantor and the date of any
management and supply agreements signed by the grantee. This may provide
evidence that the contributions may be linked to the grantee’s participation in
supply or service agreements with the grantor officer’s related companies.

C. Diverting Charity Gaming Profits by Payment of Money to Volunteer
Bingo Workers

(1) General
In many states allowing gaming activities, the bingo workers must volunteer

their services. The worker may not be paid, or compensated in any manner,
directly or indirectly. Recent IRS examinations have revealed that although
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persons working the bingo game were referred to as "volunteers," they were
actually paid for their work and were legally employees of the bingo operator.

(2) Discussion

The IRS Special Agent’s affidavit filed on February 9, 1996 with the United
States District Court for the Southern District of Ohio described an example of
the diversion of bingo receipts to pay bingo workers in violation of State law.
As previously noted, one of the office manager’s duties at each hall was to pay
the workers with the funds skimmed from the bingo receipts. See Section 2A(2)
of this article.

The December 16, 1993 report entitled Special Grand Jury Impaneled to
Investigate Bingo Operations in Henrico County, Va. on September 30, 1992,
at Section 6-8, also provided an example of payment of money to "volunteer"
bingo workers:

Clear evidence and testimony has revealed that the "volunteer"
workers are paid $30.00 per Bingo event "under the table." Bingo
members and family members of the landlord have been paid
$40.00 to $50.00 per Bingo event. Payment is usually put under
an ashtray or under a cigar box close to the caller’s stand and
available for the workers to pickup at intermission. Also, some-
times "volunteers" have been paid by not returning their "$30.00
bank" handed to each floor worker at the beginning of the games
which they use to make change for sales on the floor. These
payments mean that the charity organization is duped out of
anywhere from $120.00 to $160.00 per bingo event.

(3) Audit Procedures

Talk to current and, if possible, former workers. Ifthe organization will not
divulge the names of former workers, consideration should be given to issuing
a summons for such information. Regarding summons procedures, see IRM

7(10)22.2(1).

The payment of workers in violation of State law may cause exemption or
unrelated business income tax issues, excise and employment tax issues. The
effect of illegal gaming activities on exempt status is discussed in the 1996 CPE
text, at page 99. The unrelated business income tax issues for gaming activities
are also discussed in the 1996 CPE text, at page 93. Lastly, Federal excise taxes
on wagering are discussed in the 1996 CPE text, at page 105 and Topic E, Excise

Tax and Occupational Tax on Wagering, of this text.
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5. Conclusion

Since the federal and state governments have cut back on the amount of
money they contribute to charitable programs, some organizations have focused
more intensely on fundraising options such as charity gaming. Proper control
of the bingo games by the officers of the charitable organizations is essential if
the charities are to realize their appropriate profit. The officers of the charity
should monitor their games as closely as possible to keep instances of embez-
zlement to a minimum. Instead of just assuming that the volunteers are doing
an adequate job, the officers should determine how much money is being
realized from the gaming activity. A detailed system of internal controls should
be established to safeguard the revenues from the games. Charities and
purported charities that lend their names indiscriminately to unscrupulous
bingo operators usually have little or no control over their own bingo operations,
and may be mere fronts (witting or unwitting) for tax dodges, criminal activities,
and scams.
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E. EXCISE TAX AND OCCUPATIONAL

TAX ON WAGERING
b
Glenn Cunningham ali’d Conrad Rosenberg

1. Introduction

The purpose of this topic is to discuss excise taxes on wagering activities
common to tax-exempt organizations such as bingo, pull-tabs, raffles, wheels,
casino nights. This topic does not discuss gambling activities such as bookmak-
ing.

Organizations that are exempt from income tax under section 501 or 521 of
the Internal Revenue Code are not categorically exempt from the excise tax on
wagering or the occupational tax. (See sections 7 & 8 below.) Federal wagering
tax laws apply to both authorized and unauthorized gaming activities conducted
by exempt organizations. The facts and circumstances of the types of wagering
conducted, as well as the benefits derived therefrom, may have a bearing on
whether the wagers are subject to the taxes.

Internal Revenue Code Sections 4401 and 4411 impose excise taxes on the
gaming industry. Section 4401 figures the tax on the wagers themselves while
its companion occupational tax under Section 4411 is figured by two rates of
tax.

Form 730, Tax on Wagering, and Form 11-C, Special Tax Return and
Application for Registry - Wagering, are used for reporting wagering taxes to
the Internal Revenue Service. Effective January 1, 1997, Forms 11-C and 730
processing will be centralized at Cincinnati Service Center.

2. Disclosure of Wagering Tax Information

Section 4424 of the Code provides that no Treasury Department official or
employee may disclose, except in connection with the administration or enfor-
cement of internal revenue taxes, any document or record supplied by a taxpayer
in connection with such taxes or any information obtained through any such
documents or records. Further, certain documents related to the wagering taxes
and information obtained through such documents may not be used against the
taxpayer in any criminal proceeding except in connection with the administra-
tion or enforcement of internal revenue taxes.
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Congress enacted section 4424 of the Code with the intent of removing any
constitutional impediment to the enforcement of the wagering taxes. Therefore,
a taxpayer who complies with the wagering tax statutes is no longer confronted
by substantial hazards of self-incrimination.

Thus no disclosure in any manner to any person of the documents or records
described above should be made without first consulting the district disclosure
office.

3. Excise Tax on Wagering

IRC 4401(a)(1) imposes a 0.25 percent tax on the amount of any wager
authorized under the law of the state in which accepted.

IRC 4401(a)(2) imposes a 2 percent tax on the amount of any wager not
described in IRC 4401(a)(2) (i.e., those not authorized by state law).

4. Imposition of Tax

IRC 4404 provides that the tax applies to wagers:
e Accepted in the United States, or

e Placed by a person who is in the United States with a U.S. citizen or
resident, or in a wagering pool conducted by a U.S. citizen or resident.

Further, Reg. 44.4404-1(a) states that all wagers made within the United
States are taxable regardless of the citizenship or place of residence of the
parties to the wager. Thus, the tax applies to wagers placed within the United
States, even though the person for whom or on whose behalf the wagers are
received is located in a foreign country and is not a citizen or resident of the
United States. Likewise, a wager accepted outside the United States by a
citizen or resident of the United States is taxable if the person making such
wager is within the United States at the time the wager is made.

5. Who is Liable for the Tax, and When

IRC 4401(c) and Reg. 44.4401-2 describe persons who are liable for the tax
on wagers as those who

(1) engage in the business of accepting wagers;
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(2) conduct any wagering pool or lottery; or

(3) receive wagers for, or on behalf of, another person.

There is a difference between a person who "accepts" a wager and a person
who "receives" a wager. The courts have ruled that an "acceptor of a wager"
generally designates the "principal" who is liable for both the tax on wagers
and the special tax. "Receiver" designates an "agent" who is liable only for the
special tax. See United States v. Pepe, 198 F. Supp. 226 (D. Del. 1961).

Therefore, a principal is a person who is in the business of accepting wagers
for his or her own account. This is the person who is at risk for the profit or loss
depending on the outcome of the event or contest to which the wager was
accepted. The employee-agent is the paid employee of the principal who accepts
wagers for the principal.

The excise tax on wagers attaches when a person who operates a lottery for
profit accepts a wager or contribution. See Reg. 44.4401-3.

6. Computation of Tax

The tax applies to (1) wagers on sports events or contests placed with a
person engaged in the business of accepting such wagers, (2) wagers placed in
a wagering pool that involves a sports event or contest, if the pool is conducted
for profit, and (3) wagers placed in a lottery conducted for profit. See section 7.
below.

Reg. 44.4401-1(b)(2) provides that the tax base on wagers is the gross
amount of wagers accepted. Form 730 figures the tax on the wagers themselves.
The amount of the wager is the amount risked by the bettor including any fee
or charge incident to placing the wager. It is not the amount that the bettor
stands to win.

7. Taxable Wagers
IRC 4421 and Reg. 44.4421-1(a) provide that a wager is a bet:

(1) made on sports events or contests with a person in the business of ac-
cepting wagers,

(2) placed in a wagering pool on a sports event or contest, if such pool is
conducted for profit, and
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(3) placed in a lottery conducted for profit.

The excise taxes apply to all race and sports book establishments whether
they are authorized or unauthorized.

Where a wagering pool or lottery is operated with the expectation of a profit

in the form of increased sales, attendance, or other indirect benefits, the event
is staged for profit. See Reg. 44.4421-1(c)(4).

Reg. 44.4421-1(c(1) defines wagering pool. A wagering pool conducted for
profit includes any method or scheme for the distribution of prizes to one or
more winning bettors based on the outcome of a sports event (see Reg. 44.4421-
1(¢)(2)), a contest, or a combination or series of such events or contests, if the
wagering pool is managed and conducted for the purpose of making a profit.

Reg. 44.4421-1(c)(3) provides that a contest includes any type of competition
involving speed, skill, endurance, popularity, politics, strength, appearance,
etc., such as a general or primary election, the outcome of a nomination
convention, a dance marathon, a log rolling, wood-chopping, weight-lifting,
corn-husking, beauty contest, etc.

Reg. 44.4421-1(b)(1) provides the term lottery includes the numbers game,
policy, and similar types of wagering. In general, a lottery conducted for profit
includes any scheme or method for the distribution of prizes among persons who
have paid or promised a consideration for a chance to win such prizes, usually
determined by the numbers or symbols on tickets as drawn from a lottery wheel
or other receptacle, or by the outcome of an event. The operation of a punch
board or a similar gaming device for profit is also considered to be the
operation of a lottery.

Rev. Rul. 57-258, 1957-1 C.B. 418, holds that a pull-tab game is essentially
nothing more than a type of punchboard game that falls within the meaning of
the term "lottery" as used in section 4421(2) of the Code and, as such, is subject
to the wagering taxes imposed by section 4401 and 4411.

Most legal wagering conducted by non-profit organizations relates to lot-
teries. "Pull-tab" or "instant" games meet the definition of taxable wagers
placed in a lottery. See Rev. Rul. 57-258, supra.

Section 4421(2)(A) of the Code provides that the term lottery does not include
games where the wagers are placed, the winners are determined, and the prizes
are distributed in the presence of all persons placing wagers in the game. Reg.

48



Excise Tax and Occupational Tax on Wagering

44.4421-1(b)(2)(1) provides for example, no tax would be payable with respect to
wagers made in a bingo or keno game since such game is usually conducted
under circumstances in which the wagers are placed, the winners are deter-
mined, and the distribution of prizes is made in the presence of all persons
participating in the game. For the same reason, no tax would apply in the case
of card games, dice games, or games involving wheels of chance, such as roulette
wheels, and gambling wheels of a type used at carnivals and public fairs. Bingo
and gambling wheels and perhaps keno are common gaming activities con-
ducted by tax-exempt organizations. Although bingo operations are exempt
from excise taxes, bingo must be analyzed to determine if it is played in the
traditional manner as described in Reg. 44.4421-1(b)(2)(i).

Reg. 44.4421-1(b)(2)(ii) states that a lottery, for these purposes, is not a
drawing conducted by an organization exempt from tax under section 501, if no
part of the net proceeds derived from such drawing inures to the benefit of any
private shareholder or individual. The term "lottery" does not include any
wagering conducted by an exempt organization if no part of the net proceeds
derived from the activity inures to the benefit of any private individual or
shareholder. See Rev. Rul. 57-241, 1957-1 C.B. 419. See also P.LL.R. 8806001
(May 18, 1987); G.C.M. 39740 (May 31, 1988).

Whether inurement exists may depend on the section of the Code under
which a particular organization is exempt. Where participation in the revenue
raising activity of gambling was limited to members of a social or fraternal
organization, inurement was not established since the financial resources were

merely shifted between members of the group. Rochester Liederkranzv. United
States, 450 F.2d 152 (2d Cir. 1972).

The general rule is that an organization exempt under IRC 501(a) will not
be subject to the wagering taxes if no part of the pull-tab net proceeds inures to
the private shareholder or individual. However, where inurement to a private
shareholder or individual exists with regard to any net income from a pull-tab
game conducted for profit, the exemption from the wagering taxes provided by
section 4421(2)(B) would not be applicable. An organization may use the
proceeds to further its exempt purpose without inurement occurring. For
example, a volunteer fire department may use wagering proceeds to purchase
equipment, but a social club’s use of non-member wagering proceeds to subsidize
member activities constitutes inurement for purposes of the wagering tax

provisions.
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Knights of Columbus Council No. 3660 v. United States, 783 F.2d 69 (7th
Cir. 1986), concerned an exempt fraternal organization which sold lottery
tickets to the general public and held weekly drawings. The court noted that
the Council used proceeds from the drawings to defray club operating expenses
and to subsidize membership activities, recreational and social functions. Fur-
ther, the court found that inurement was present because the income from its
public ticket sales was used for the general operation of the organization.
Without the income, Council members would have had to pay higher member-
ship dues or see the quality and quantity of membership benefits and services
substantially reduced. The court concluded that the taxpayer is liable for the
wagering taxes imposed by section 4401 and 4411 of the Code with respect to
public ticket sales.

Technical Advice Memorandum 9529004 describes a section 501(c)(19)
organization that conducts pull-tab drawings for profit. The pull-tabs are sold
to anyone who attends its public bingo games, whether member or not. A
portion of the net proceeds is used to pay the operating expense of the organiza-
tion and, thus, indirectly inures to the members. The TAM concluded that the
taxpayer is liable for the wagering taxes imposed by section 4401 and 4411 of
the Code with respect to sales of pull-tabs even though the sales were made by
uncompensated volunteer members.

Technical Advice Memorandum 9509001 found that a drawing conducted
by a 501(c)(3) public charity is not a taxable lottery if no part of the net proceeds
inures to the benefit of any private shareholder or individual. The organization
is a non-stock, non-dues membership corporation. There was no private inure-
ment resulting from the organization’s pull-tab operation. The TAM concluded
that the taxpayer is not liable for the wagering taxes imposed by section 4401
and 4411 of the Code with respect to amounts wagered on pull-tab games. See
section 44.4421-1(b)(2)(ii1) of the Wagering Tax Regulations and Rev. Rul.
74-425, 1974-2 C.B. 373.

Although TAM’s cannot be cited as authority, the rationale and discussion
contained therein can be used.

The U.S. Tax Court Memorandum Opinion 1995-439, Julius M. Israel Lodge
of B'nai B’rith No.2113, v. Commissioner filed September 14, 1995, stated that
Federal law dictates when and how to tax regardless of State classification. The
Tax Court held that "instant bingo" does not satisfy the requirements of IRC
513(f) and the proceeds from instant bingo activities are subject to the unrelated
trade or business income tax under IRC 511(a). Therefore, instant bingo is a
type of pull-tab game. Rev. Rul. 57-258, supra, holds that a pull-tab game is
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essentially nothing more than a type of punchboard game that falls within the
meaning of the term "lottery" as used in section 4421(2) of the Code and, as such,
is subject to the wagering taxes imposed by section 4401 and 4411. However,
pursuant to Rev. Rul. 54-240, 1954-1 C.B. 254, otherwise taxable punchboard
type games conducted by an exempt organization may come within the meaning
of a "drawing" as that term is used in section 4421(2). As such, drawings are
exempt from the wagering taxes provided no part of the net proceeds derived
from such operation inures to the benefit of any private shareholder or in-
dividual of the exempt organization.

8. Exemptions and Exclusions From Tax

A. IRC 4402 and Reg. 44.4402-1 provide three exemptions to the taxes
on wagering:

(1) Parimutuel Wagering Enterprises Licensed Under Any State Law

If an exempt organization derives income from operating parimutuel
wagering on horse racing conducted in conjunction with a fair or
exposition, the wagers are not subject to excise tax

(2) Coin-operated Devices

Regulation 44.4402-1(b)(1) provides that these devices include:

so-called "slot" machines that operate by means of the insertion of a
coin, token, or similar object and that, by application of the element of
chance, may deliver, or entitle the person playing or operating the
machine to receive cash, premiums, merchandise, or tokens; and
machines that are similar to slot machines described above and are
operated without the insertion of a coin, token, or similar object.

Regulation 44.4402-1(2) provides as examples of wagering machines
some pinball type machines that have the features and characteristics
of a gaming device; so called crane/claw/digger devices; and a coin-
operated machine that displays a poker hand or delivers a ticket with
a poker hand symbolized on it that entitles the player to a prize if the
poker hand displayed by the machine or symbolized on the ticket
constitutes a winning hand.

The IRS has not published a decision as to whether pull-tab dispensing
machines and electronically simulated pull-tab games devices are wagering
machines within the meaning of Regulation 44.4402-1(b). Therefore, technical
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advice should be requested where pull-tab dispensing machines or electronically
simulated pull-tab games devices are encountered during examinations.

(3) Sweepstakes, Wagering Pools, or Lotteries Conducted By a State
Agency

B. Drawings Conducted by Exempt Organizations

For purposes of IRC 4421(2)(B), any drawing conducted by an organization
exempt from income tax under IRC 501 and 521, is not subject to wagering excise
and occupational taxes if no part of the net proceeds inures to the benefit of any
private interest. If the drawing is conducted by someone other than the
organization, the exemption does not apply.

Rev. Rul. 69-21, 1969-1 C.B. 290, concludes that a "drawing" that is "con-
ducted by" an organization exempt under IRC 501 must, in fact, be operated by
such organization to be excluded from wagering taxes. The term "drawing" as
it relates to wagering taxes refers to the physical drawing of a ticket, or its
equivalent thereof, such as the use of a wheel or a similar device whereby the
winner is conclusively determined by a number, letter, legend, or symbol
without reference to any other event, the happening of which is beyond the
control of the operator. The ruling held that there is a basic distinction between
mere sponsorship of a drawing and actual conduct thereof. In general, "conduct"
denotes supervision and control, as distinguished from lending the name of an
organization to the activity or endorsing it.

Presumably, this would also be true for IRC 527 organizations.

Consider the case of a tax exempt organization that arranges with a carnival
operator to conduct a carnival under the tax-exempt organization’s auspices.
The entire operation is managed and controlled by the carnival operator,
including the sale of raffle tickets on an automobile. Under the financial
agreement between the two parties, the carnival operator receives a percentage
of the amount of raffle ticket sales. The question of whether or not net proceeds
are inuring to the benefit of private individuals must be determined not only by
the amount of the commissions paid, but by all other factors bearing upon the
relationship of the parties to each other. Where there are joint ventures with
non-exempt organizations or individuals, the exclusion from the wagering tax
is thus defeated not only because the operation is not "conducted by" an exempt
organization but also because it follows from the nature of the enterprise that
some part of the net proceeds inures to the benefit of the non-exempt organiza-
tion or individuals involved and the second requirement for exclusion is not met.
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C. Social Bets

During the baseball world series, a group of employees in an office each
contribute $5 for a chance to win the entire proceeds contributed to the
pool. The winner is the person holding the ticket for the inning in
which the highest number of runs is scored. This is a social or friendly
type of operation because it is not conducted for profit.

A social or friendly bet is not a wager as defined in IRC 4421 and Reg.
44.4421-1(a). However, according to Reg. 44.4421-1(c)(4), a wagering
pool or lottery may be conducted for profit even though direct profit
will not inure from the operation. Ifit is operated with expectation of
a profit in the form of increased sales or attendance or other indirect
benefits, the wagering pool or lottery is conducted for profit for wager-
ing tax purposes.

D. Games When All Are Present

Bingo, for example is customarily played one game at a time and meets the
exception to the lottery provisions because the winners are determined and the
prizes or other property are awarded in the presence of all persons placing
wagers in the game. But bingo must be analyzed to see if it is played in the
traditional manner to insure that it is not a lottery for the purposes of excise
tax (see section 7. above).

9. Returns, Payments, and Records

Reg. 44.6011(a)-1 requires that Form 730 be used to compute and pay the
excise tax under IRC 4401.

Rev. Rul. 77-51, 1977-1 C.B. 346, holds that in view of the enactment of
section 4420 of the Code, the delinquency and fraud penalties imposed by
sections 6651 and 6653 may be assessed and collected for failure to file wagering
Forms 730 and 11-C and pay the required taxes. Congress enacted section 4424
of the Code with the intent of removing any constitutional impediment to the
enforcement of the wagering taxes.

Every person required to pay the tax on wagers imposed by section 4401 of
the Code shall file Form 730 each month. A return shall be made for each month
whether or not liability has been incurred for that month. Ifthe taxpayer ceases
operations which make him liable for the tax, the last return shall be marked
"Final Return". See Reg. 44.6011(a)-(1)(a).
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10. Return and Record Requirements

Tax assessments are generally based on a return filed by a taxpayer upon
which he or she has determined the liability. Every person required to pay the
tax on wagers must keep adequate records.

IRC 4403 provides that each person liable for the wagering tax shall keep a
daily record showing the gross amount of all wagers on which he is so liable, in
addition to all other records required pursuant to section 6001(a).

Section 44.4403-1 of the Excise Tax Regulations provides that every person
liable for tax under section 4401 shall keep such records as will clearly show as
to each day’s operations:

(1) The gross amount of all wagers accepted;

(2) The gross amount of each class or type of wager accepted on each
separate event, contest, or other wagering medium.

For example, bingo and pull-tab gross wagers should be shown separately.

11. Applicability of Federal and State Laws

IRC 4422 and Reg. 44.4422-1 provide that paying the wagering tax does not
protect a person from prosecution for violation of any Federal or state law.

12. Inspection of Books

Section 4423 of the Code provides that notwithstanding section 7605(b), the
books of account of any person liable for taxes on wagering may be examined
and inspected as frequently as may be needful to the enforcement of taxes on
wagering.

13. Record Retention Period

Section 44.6001-1 of the Excise Tax Regulations provides additional
provisions relating to general records, records of agent or employee, record of
claimants, place for keeping records, and period for retaining records. Rev. Rul.
72-554, 1972-2 C.B. 630, holds that certain documents prepared and used by
gambling establishments constitute records within the meaning of section 6001
ofthe Code and the regulations and must be retained so long as they may become
material to the administration of any tax law.
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Excise Tax Regulation 44.6001-1(e) provides that all records required by
these regulations shall at all times be available for inspection by internal
revenue officers. Further, that the records required by section 44.4403-1 and
general records required by this section shall be maintained for a period of at
least three years from the date the tax became due; records required of agent
or employee shall be maintained for a period of at least three years from the
date the wager was received; and records required of claimants shall be
maintained for a period of at least three years from the date any credit is taken
or refund is claimed.

When any person liable for the wagering tax imposed by IRC 4401 or who
is engaged in receiving for or on behalf of another person (at any place other
than a registered place of business of such other person) wagers of a type subject
to the tax imposed by IRC 4401, has failed to maintain sufficient records as
required by Regulations 44.4403-1 and 44.6001, a notice on Letter 911 (DO)
(Notice of Inadequate Records to Wagering Taxpayers) or Letter 912
(DO)(Notice of Inadequate Records to Agents or Employers of Wagering Tax-
payers) may be issued. See IRM 4791. The factors in IRM 4271.21:(4)(b) should
be applied in reaching a decision to send a notice of inadequate records.

14. Credit or Refund

If a person overpays the tax imposed under section 4401, IRC 6416 and the
regulations thereunder, provide that he or she may either file a claim for refund
on Form 8849, Claim for Refund of Excise Taxes, or take credit for such
overpayment against the tax due on subsequent monthly return.

A complete statement of the facts involving the overpayment shall be
attached either to the claim or to the return on which the credit is claimed. See
Excise Tax Regulation 44.6419-1.

15. Occupational Tax

The occupational tax is a companion to the excise tax on wagering.

IRC 4901 and Reg. 44.4901-1(a) hold that persons who plan to engage in the
business of accepting wagers; conducting any wagering pool or lottery; or
receive wagers for, or on behalf of, another person are liable for the tax on
wagers.

Form 11-C is used by the person who accepts the wagers subject to excise
tax to pay the annual occupational tax under IRC 4411. Form 11-C is also used

55



Excise Tax and Occupational Tax on Wagering

by each individual who accepts wagers for another person to register under IRC
4412 and pay the annual occupational tax. Reg. 44.4412-1 provides that
registration is made by filing Form 11-C. After the form is filed and the tax is
paid, the Service issues the taxpayer a special tax stamp as evidence of
registration and payment. See Reg. 44.4901-1.

16. Rate and Imposition of Tax

IRC 4411(a) imposes an occupational tax of $500 per year on each person
liable for the tax under IRC 4401 on wagers, or upon the person engaged in
receiving wagers for or on behalf of any person so liable.

IRC 4411(b) reduces the occupational tax to $50 where liability for the tax
under IRC 4401 is determined under IRC 4401(a)(1) (i.e., state authorized
wagers) and for persons who are engaged in accepting wagers only for or on
behalf of persons so liable.

The occupational tax shall be paid at the time fixed for filing the returns.
See section 20. below regarding when returns must be filed and the tax paid.
See Reg. 44.6151-1.

17. Partnership Liability

IRC 4902 and Reg. 44.4902-1 provide that only one occupational tax stamp
is required of persons in a copartnership.

18. Change of Address

Where there is a change of business or residence address, IRC 4905 and Reg.
44.4905-2 requires the filing of a "Supplemental Return" on Form 11-C.

19. Application of State Laws

IRC 4906 provides that paying the wagering tax does not protect a person
from prosecution for violation of any state law. For provisions relating to the
applicability of Federal and state laws, see IRC 4422 and Reg. 44.4422.

20. Registration and Penalties

IRC 4901 and Reg. 44.4901-1(a) requires that the occupational tax must be
paid before anyone engages in any wagering activities. Registration is ac-
complished by filing a return, with remittance in full, on Form 11-C.
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Form 11-C is filed by a principal or an employee agent. The principal or
employee agent must have an EIN (employer identification number); a social
security number cannot be used. The Form 11-C requires an EIN.

Section 4901 of the Code provides that for purposes of the occupational tax
imposed by section 4411, the tax year begins July 1. In the case of a person
commencing any trade or business on which the tax applies, the individual shall
pay a proportionate part of the annual tax from the first day of the month in
which the liability for the tax commences. Section 44.4901-1(b)(2) of the
regulations defines "commencing business" as a person’s initial acceptance of a
wager subject to the tax imposed by section 4401. Thereafter, the person must
pay the full tax by July 1 of each year. Persons in business for only a portion of
a month are liable for tax for the full month, i.e. a person first becoming subject
to the special tax on, for example, the 20th day of a month, is liable for tax the
entire month.

Taxpayers who accept wagers only a few months of the year (wagers are
accepted only on a seasonal basis) are still engaged in the business of accepting
wagers all year. They may not reduce the tax imposed by section 4411 of the
Code and must pay the full occupational tax by July 1 of each year. See Rev.
Rul. 81-258, 1981-2 C.B. 216.

Rev. Rul. 77-933, 1977-2 C.B. 382, holds that employees hired before the end
of ataxable year to replace employees who had been engaged in receiving wagers
on behalf of another person, and who had paid the occupational tax imposed by
section 4411 of the Code for the entire taxable year, are also subject to the tax
in that taxable year. However, new employees would be liable only for the
proportionate part of the tax computed from the first day of the month during
which they began receiving wagers to the following June 30th. For example, if
D had commenced receiving wagers on A’s behalf on April 15, D would have
been liable for a special tax of $125 (based on 1/4 of a year) rather than the full
$500. In addition, there is no refund available of the occupational tax paid by
employees who leave the employ of the person accepting wagers on behalf of
another person.

Rev. Rul. 77-51, supra, holds that in view of the enactment of section 4424
of the Code, the delinquency and fraud penalties imposed by sections 6651 and
6653 may be assessed and collected for failure to file wagering Forms 730 and
11-C and pay the required taxes. Congress enacted section 4424 of the Code
with the intent of removing any constitutional impediment to the enforcement
of the wagering taxes.
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21. Examination Techniques

An examination of the wagering tax and determination of gaming gross
income or unrelated trade or business income tax should be done simultaneous-
ly, since the figures used in both examinations, such as gross wagers, are the
same. Ifno records are kept by the taxpayer as to wagering activity or amounts
wagered, it will be necessary to reconstruct daily wager play.

Information that would be helpful in reconstructing an average wager daily
amount include copies of any available records from local law enforcement
officials or gaming regulators. This information may be useful in determining
an average daily wager which can be projected between periods that the
taxpayer appeared to be in the wagering business.

The Form 11-C should be secured for the period covered by the Forms 730.

Computer generated alphabetical listings for Forms 11-C and Forms 730
are produced in March of each year for the prior calendar year. The listing may
be used to determine whether organizations engaged in wagering have filed
Forms 11-C and 730.

For a more complete discussion of examination techniques in cases involving
gaming activities, see IRM 4700, Excise Tax Procedure, and IRM 4235, Techni-
ques Handbook for In-Depth Examinations.

For a discussion of examination techniques where fraud is suspected, see
Topic D. Detecting Fraud in Charity Gaming of this text.

22. Jeopardy Assessment

Where the collection of excise taxes is in jeopardy, appropriate jeopardy
assessment action may be taken. The statutory authority for jeopardy assess-
ments in excise tax cases is IRC 6862.

23. Summary

Organizations that are exempt from income tax under section 501 or 521 of
the Internal Revenue Code are not categorically exempt from the excise tax on
wagering or the occupational tax. Federal wagering tax laws apply to both
authorized and unauthorized gaming activities conducted by exempt organiza-
tions.
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Most legal wagering conducted by non-profit organizations relates to lot-
teries. "Pull-tab" or "instant" games meet the definition of taxable wagers
placed in a lottery. Bingo games are specifically excluded from the tax. The
term "lottery" does not include any wagering conducted by an exempt organiza-
tion if no part of the net proceeds derived from the activity inures to the benefit
of any individual.

Certain gaming activities which are "conducted by" organizations exempt

under IRC 501 are not subject to wagering excise and occupational taxes,
pursuant to IRC 4421(2)(B).

The facts and circumstances of the types of wagering conducted, as well as
the benefits derived therefrom, may have a bearing on whether the wagers are

subject to the taxes.

Publication 510, Excise Taxes for 1996 includes a general discussion of the
wagering taxes.
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F. IRC 7602 EXAMINATION OF

BOOKS AND WITNESSES
b
Glenn Cunningham ::,nd Robert Gardiner

1. Introduction

Congress has given the Internal Revenue Service broad powers to compel
the production of information it requires to ascertain tax liability or to collect
tax. Section 7602 of the Internal Revenue Code permits the Service, for any
statutorily authorized purpose, to:

(1) examine any books, papers, records or other data;

(2) summon a taxpayer or any other person, requiring the person to
appear, to produce books and records, and to give testimony under
oath; and

(3) take testimony under oath.

2. Delegation Order No. 4 (Rev.21)

Delegation Order No. 4, Authority to Issue Summonses, to Administer Oaths
and Certify, and to Perform Other Functions, authorizes district Employee
Plans and Exempt Organization Internal Revenue Agents, Tax Law Specialists,
and Tax Auditors to issue summonses, except summonses to third parties, which
must be approved by a case manager, group manager, or a supervisory official
above the level of group manager; to serve summonses; to examine books,
papers, records or other data; to take testimony under oath, and to set the time
and place of examination. In addition, these officers and employees are desig-
nated to administer oaths and affirmations and to certify to such papers as may
be necessary under the internal revenue laws and regulations except that the
authority to certify shall not be construed as applying to those papers or
documents the certification of which is authorized by separate order or directive.

Delegation Order No. 4 includes limitations which are applicable to student
trainees and aides.
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Section 7622(a) of the Code provides that every officer or employee of the
Treasury Department designated by the Secretary to administer oaths and
certify is authorized to administer such oaths or affirmations and to certify to
such papers as may be necessary under the internal revenue laws or regulations
made thereunder.

3. Examine Any Books, Papers, Records or Other Data and Take Testimony
Under Oath

Section 7602 authorizes the Secretary to examine any books, papers,
records, or other data which may be relevant or material (emphasis added) and
take such testimony of the person concerned, under oath, as may be relevant
(emphasis added) to:

(1) determine if a return is correct;
(2) make a return where there is none;
(3) determine tax liability of any person for any internal revenue tax;

(4) determine the liability at law or in equity of any transferee or
fiduciary of any person in respect of any internal revenue tax;

(5) collect taxes; or

(6) inquire into any offense connected with the administration or enfor-
cement of the internal revenue laws.

IRC 7602 provides the authority to interview the taxpayer, principal officers,
third parties, and lower level employees. The principal officer or taxpayer’s
representative should always be informed before interviews of lower level
employees begin.

The right to interview a third party is a strong power and should not be
abused or used frivolously.

The specialist can summons anyone pertinent to the case for testimony and
an interview.
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Administering an oath to a taxpayer is an underutilized tool for an agent.
The oath is very effective when interviewing third parties, subordinate
employees, etc. Also, if a taxpayer has previously given inaccurate or mislead-
ing testimony, the same questions should be asked again under oath. The oath
should not always be used at the start of an interview. It should be used at the
first sign of a misstatement.

Misstatements under oath are significant in fraud cases since they may
show willfulness and intent as well as prior knowledge.

Every agent should know how to administer an oath.

When the oath is administered, the person taking it should be asked to stand
and raise his or her right hand. The oath should be given as follows:

"Do you solemnly swear (affirm) under the penalties of perjury
that the testimony you are about to give in this matter is true and
correct to the best of your knowledge and belief so help you God?"

As noted, the term "affirm" may be substituted. The phrase "so help you
God" may be omitted. The witness should respond by saying "I do." See IRM
4022.41(3). However, a witness cannot be forced to give testimony under oath.
Where a witness refuses to take the oath, a memorandum should be prepared
to document the fact that the witness refused to take the oath.

4. Authority to Summons

A summons may be used to compel testimony, and/or the production of
books, papers, records, or other data that may be relevant or material to any of
the purposes listed in section 3, above.

A summons may be issued for a dual purpose, i.e., to investigate both the
summonee and unknown taxpayers. A dual-purpose summons directs the
summonee to surrender information concerning both the summonee and tax-
payers whose identities are currently unknown to the Service. Tiffany Fine
Arts, Inc. v. United States, 469 U.S. 310, 315-16 (1985) provides an example of
such a summons. There the Service issued several summonses to a taxpayer,
a holding company, and its tax-shelter promoting subsidiaries. The summonses
ordered the holding company to surrender its own financial statements and the
names and addresses of all persons who had acquired from the taxpayer licenses
to distribute medical devices.
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The John Doe procedures of IRC 7609(f) do not apply as long as all the
summoned information is relevant to the investigation of the taxpayer-sum-
monee. The Service must, however, comply with the John Doe procedures of
IRC 7609(f) if the information sought is relevant only to the investigation of the
unnamed taxpayers.

5. Special Procedures for Third-Party Summonses

Special procedures contained in IRC 7609(a) and (b) apply anytime an
examiner issues a third-party summons to a third-party recordkeeper. These
procedures require the examiner to notify the taxpayers that a third-party
recordkeeper summons has been issued and inform them of their right to
intervene in any court proceeding brought to enforce the summons. These
procedures apply only when the summonee is a third-party recordkeeper.

A third-party recordkeeper is specifically defined in IRC 7609(a)(3). Also
included in this group are recordkeepers that extend credit by credit cards or
similar devices, such as telephone companies and gambling casinos that extend

credit or cashing privileges through credit cards. See United States v. New York
Telephone Co., 644 F.2d 953 (2d Cir. 1981).

A thorough discussion of third-party summons may be found in the Con-
tinuing Professional Education Exempt Organizations Technical In-
struction Program for 1993 at G. Summons and Enforcement, page 104.

6. No Administrative Summons When There is Justice Department Referral

A. Limitation of Authority

No summons may be issued or enforced by the Service when a Justice
Department referral is in effect with respect to the taxpayer. See IRC 7602(c).

B. Justice Department Referral In Effect

A Justice Department referral is in effect when (1) the Service recommends
a grand jury investigation or a criminal prosecution of the taxpayer; or (2) the
Attorney General, Deputy Attorney General, or Assistant Attorney General
makes a written request to the Service for the taxpayer’s return or other return
information relating to the taxpayer. See IRM 4022.3(2). A referral is no longer
in effect when the Attorney General notifies the Service that (1) it will not
prosecute the taxpayer; (2) it will not authorize a grand jury investigation; (3)
it will discontinue a grand jury investigation; or (4) there has been a final
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disposition in a criminal tax proceeding against the taxpayer. In the case of a
referral initiated by the Attorney General, the referral ends when the Attorney
General notifies the Service, in writing, that the taxpayer will not be prosecuted.
IRM 4022.3(2). See IRC 7602(c)(2)(B).

C. Taxable Years, etc., Treated Separately

Each taxable period (or, in the case of excise taxes, each taxable event) must
be treated separately. As a result, the Service may issue a summons for one
taxable year even if a Department of Justice referral is in effect with respect to
the taxpayer for another taxable year.

7. Purpose May Include Inquiry Into Offenses

The Secretary may examine, summon, and take testimony for the purpose
of inquiring into any offense connected with the administration or enforcement
of the internal revenue laws.

8. Summary

District Employee Plans and Exempt Organization Internal Revenue
Agents, Tax Law Specialists, and Tax Auditors have authority to perform all
duties conferred upon such officers under all laws and regulations administered
by the Internal Revenue Service, including the authority to investigate, and to
require and receive information, as to all matters relating to such laws and
regulations.

A thorough discussion of the power to summon, its limitations, summons
enforcement, and the procedures involved in issuing a summons may be found
in the Continuing Professional Education Exempt Organizations Tech-
nical Instruction Program for 1993 at G. Summons and Enforcement,
page 100.
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G. UPDATES ON DISCLOSURE AND

SUBSTANTIATION RULES
b
Michael Seto aid Dave Jones

1. Introduction

The Omnibus Budget Reconciliation Act 0of 1993 contains two provisions that
significantly affect charities and their contributors. These two provisions are
IRC 6115, relating to disclosure of certain information to contributors and IRC
170(£)(8), relating to substantiation of certain information by contributors.

These two provisions were discussed in the 1995 CPE, Substantiation and
Disclosure Rules of OBRA 93, at pp. 129-138. That article was written just after
the statute was enacted. The Service has since issued proposed regulations,
1.170A-13(f) and 1.6115-1, to implement IRC 6115 and IRC 170(f)(8).

The purpose of this article is to discuss the disclosure and the substantiation
rules as interpreted by the proposed regulations. The article will highlight the
circumstances where disclosure and substantiation statements are required;
the elements necessary to the statements; safe harbors that have been created
to ensure greater compliance; and how the rules work in certain special situa-
tions.

2. Disclosure of Quid Pro Quo Contributions

IRC 6115 provides that charities, for contributions made on or after January
1, 1994, must provide timely written disclosure statements to contributors who
make payments described as "quid pro quo" contributions in excess of $75. IRC
170()(8)(A) provides that for contributions made on or after January 1, 1994,
no deduction will be allowed under IRC 170 for a contribution of $250 or more
(whether in cash or property) unless the contributor has a contemporaneous
written acknowledgment from the charity substantiating the contribution.

These are two different requirements, and although at times they may
overlap (a "quid-pro-quo contribution" of $250 or more), each must be satisfied.
For example, in certain circumstances, charities may be able to meet both
requirements with the same written document. Nevertheless, they must be
careful to provide the written statement in a "timely" manner satisfying the
more stringent requirement of the disclosure rules if the statement is to meet
the requirements of both sections.
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A. Quid Pro Quo Contribution Defined

A "quid pro quo contribution" is defined as a payment made partly as a
contribution and partly as payment for goods or services provided to the
contributor. A charity provides goods or services in consideration for a
contributor’s payment if, at the time that contributor make the payment, he or
she receives or expects to receive goods or services in exchange for that payment.
Goods or services include those provided in a year other than the year in which
a contributor made the payment.

Illustration: On December 20, 1995, a contributor provides the
Washington Opera, a section 501(c)(3) organization, $100 in considera-
tion for a concert ticket with a fair market value of $60. The concert is
to take place Jan. 20, 1996.

The Washington Opera must furnish that contributor a timely dis-
closure statement indicating among other things that the value of the
ticket is $60.

The contributor may claim the $40 as a charitable deduction on his or
her 1995 tax return.

Note that the $75 threshold is determined on the $100 payment, not on the amount of
the actual deductible portion (i.e., $40) of said payment.

For purposes of the $75 threshold, separate payments of $75 or less made
at different times of the year for separate fundraising events are not aggregated.
To prevent circumvention of the disclosure requirement in situations such as
the writing of multiple checks by a contributor in the same transaction, the
Service is authorized to develop anti-abuse rules. No such rules have been
prescribed.

B. Contribution Defined

Whether or not the portion of a payment in excess of the fair market value
of the goods or services received is a contribution depends on the intent of the
donor. The Service applies a two-part test, which was adopted in United States
v. American Bar Endowment, 477 U.S. 105 (1986): first, a payment to a charity
is deductible only to the extent the payment exceeds the fair market value of
any goods or services the contributor received; and, second, the excess payment
is made with the intent to make a gift. See also Rev. Rul. 67-246, 1967-2 C.B.
104.
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The first condition is satisfied by evidence that the payment exceeds the fair
market value of the goods or services received. The second condition is satisfied
where the surrounding facts and circumstances of a particular payment indi-
cates such intent. In most situations, the intent is apparent.

Ilustration 1: WXYZ, public television station, informs A that she may
receive a compact disc of classical music, with a fair market value of
$15, for a contribution of $50. That compact disc can be purchased for
$15 at music stores in the community. A sends the $50 contribution
and accepts the compact disc. Since the contribution exceeds the fair
market value of the compact disc and A was informed of this before she
made the $50 payment, A has made a charitable contribution of $35
to WXYZ.

Illustration 2: The facts are the same as in Illustration 1 except that
WXYZ only asks for a $15 contribution. Notwithstanding the fact that
A may think she is making a charitable contribution of $15 to WXYZ,
no part of the payment is deductible. Since the payment approximates
the established purchase price of identical compact discs sold at music
stores, the $15 payment is not a contribution; it is the purchase price
of the disc.

C. Written Disclosure Statement

A charity, in connection with the solicitation or receipt of a quid pro quo
contribution in excess of $75, must provide to the contributor a written dis-
closure statement. See IRC 6115(a).

(1) Content

The required written disclosure statement must accomplish the following:
first, inform the contributor that the part of the payment that is deductible for
Federal income tax purposes is limited to the excess of any money, and the value
of any property other than money, contributed above the value of goods or
services provided by the charity; second, provide the contributor with good faith
estimates of the value of the goods or services furnished to the contributor. For
an in-depth discussion of good faith estimates and fair market value, read
Section 4 of this article.

Illustration: On May 1, 1996, X contributes $150 to the Houston
Symphony, a section 501(c)(3) organization, and receives in return one
concert ticket with a fair market value of $50. The information in the
disclosure statement should include the following:
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(A) A statement that the amount of the contribution the donor may deduct
for Federal income tax purposes is limited to the excess of the money
contributed over the value of the goods provided by the Houston Sym-
phony in exchange for the contribution;

(B) A description of the quid pro quo goods (a concert ticket);

(C) the fair market value of the ticket ($50).

Also, the information in the disclosure statement must be made in a manner
that is reasonably likely to come to the attention of the contributor. Since there
is no specific format, whether a disclosure statement satisfies this requirement
depends upon the facts and circumstances of a particular situation.

(2) Time of Disclosure

Charities must furnish the disclosure statements in a timely manner - with
either the solicitation of the quid pro quo contribution or the receipt of the quid
pro quo contribution. If the disclosure statements are furnished in connection
with a particular solicitation, it is not necessary for charities to provide addi-
tional statements when contributions are actually received. The timing, how-
ever, is critical.

(3) Situations Where Disclosure Statements are Not Required

In the following three circumstances, disclosure statements are not re-
quired.

First, when goods or services given to contributors by an organization
described in IRC 170(c) have an insubstantial or de minimis value. See
Proposed Reg. 1.6115-1(b). These goods or services can be treated as having no
value for purposes of disclosure pursuant to IRC 6115. The standards for
insubstantial or de minimis value are prescribed in Rev. Rul. 90-12, 1990-1 C.B.
471, as amplified by Rev. Proc. 92-49, 1992-1 C.B. 987, and modified by Rev.
Proc. 92-102, 1992-2 C.B. 580; Rev. Proc. 93-49, 1993-2 C.B. 581; Rev. Proc.
94-72, 1994-2 C.B. 811; Rev. Proc. 95-53, 1995-52 I.R.B. 22. Since the dollar
amount that the Service considers insubstantial or de minimis is adjusted
annually, check any updates or modification to Rev. Proc. 90-12 and Rev. Proc.
92-49. Also, read Section 5 of this article for additional discussion.

Ilustration: In its 1995 fundraising campaign, the March of Dimes
provides a bookmark bearing its logo to any contributor donating $75.
The cost of each bookmark is 25¢. Each bookmark is considered de
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minimis or a low cost article pursuant to IRC 513(h)(2) because the
cost is well below the $6.60 limitation stated in Rev. Proc. 94-72. Also,
the $25 payment rule is satisfied because the $75 contribution is more
than the $33 limitation stated in Rev. Proc. 94-72. Thus, the March
of Dimes may treat the bookmark as having no substantial value and,
thus, need not issue a disclosure statement to the contributors.

Second, there is no donative or gift element in a particular transaction. A
typical museum gift shop sale is an example of a transaction without a donative
element; it is not a quid pro quo contribution.

Third, where there is only an intangible religious benefit provided to
contributors. Intangible religious benefits are benefits provided to contributors
by an organization organized exclusively for religious purposes and are not
generally sold in commercial transactions. Payments for intangible religious
benefits are not quid pro quo contributions. See IRC 6115(b). An example of
an intangible religious benefit is admission to a religious ceremony. The
exception also includes de minimis tangible benefits, such as wine or wafer,
provided in connection with a religious ceremony. The intangible religious
benefit exception, however, does not apply to such items as payments for tuition
for education leading to a recognized degree or for travel services or consumer
goods.

D. Failure To Provide Disclosure Statements

IRC 6714(a) provides that a penalty is imposed on organizations that do not
meet the disclosure requirement of IRC 6115. This provision also provides that
a penalty of $10 per contribution, not to exceed $5,000 per fundraising event or
mailing, be imposed on organizations that failed to make the required disclosure
in connection with a quid pro quo contribution of more than $75.

Charities may avoid such penalties if they can show that the failure was due
to reasonable cause. See IRC 6174(b). Reasonable cause is dependent upon the
facts and circumstances of a particular case.

3. Substantiation of Charitable Contributions

IRC 170(f)(8)(A) provides that beginning January 1, 1994, no deduction will
be allowed under IRC 170 for a contribution of $250 or more whether in cash or
property unless the contributor has a contemporaneous written acknow-
ledgment from the charity. A one year transitional rule, for calendar year filers,
allowed contributors to take a deduction where they made a good faith attempt
to contact the charities by October 15, 1995, to obtain written substantiation.
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If they could not obtain the written substantiation but have documented a good
faith attempt to obtain it, they can take a deduction for contributions made. See
IRS News Release 95-25 (March 22, 1995). This transitional rule applied to the
1994 tax year, and no further relief has been granted.

A. Written Substantiation

A contributor must have a written statement substantiating the amount of
the donation from the donee charity in order to take a deduction. The con-
tributor cannot rely upon cancelled checks alone to substantiate the contribu-
tion. It is the responsibility of the contributor to obtain the written statement.

Under IRC 170(f)(8)(D), charities need not substantiate donations if, in
accordance with Treasury regulations, they report directly to the Service the
information required to be provided in the written statements. There are no
regulations at present establishing such reporting procedure, nor will there be
any in the foreseeable future. Hence, charities may not report to the Service on
behalf of contributors the information in the written statements. In practice,
since good donor relations are in charities’ interest, most, if not all, charities
will provide contributors written statements with the proper information.

(1) Content

The written statement must include sufficient information to substantiate
the amounts of deductible contribution. Thus, it should have the following
information. First, if the contribution is in cash, the amount must be in the
written statement. If the contribution is in property, the written statement
must have a description of the property, but need not value the property. See
IRC 170(f)(8)(B)(i) and Proposed Reg. 1.170A-13(f)(2). Second, if the charity
provided any goods or services in consideration, in whole or in part, for the
contribution, the written statement must provide a description and the good
faith estimate of the fair market value of the goods or services. See IRC
170(f)(8)(B)(i1), (iii) and Proposed Reg. 1.170A-13(f)(2)(ii), (iii). Finally, if the
contributor received nothing in return for the contribution, the written state-
ment must say so. The information does not have to include contributors’ social
security or tax identification numbers.

If goods or services consist entirely of intangible religious benefits, the
written statements should indicate this. The written statements need not

describe or provide estimates of the value of these benefits. See IRC
170(f)(8)(B)(iii) and Proposed Reg. 1.170A-13(f)(2)(iv).
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(2) Format

There is no prescribed form for the written statement. Letters, postcards,
or computer-generated forms are acceptable.

B. Contemporaneous

The written statement must be contemporaneous. IRC 170(f)(8)(C) provides
that written statements must be received by a contributor no later than the date
the contributor actually files his or her return for the tax year in which the
contribution was made. Ifthe return is filed after the due date or extended due

date, the written statements must be obtained by the extended due date. See
Proposed Reg. 1.170A-13(£)(3).

C. Separate and Aggregate Contributions

Charities may provide separate written statements for each contribution of
$250 or more received from a contributor, or provide periodic written statements
substantiating contributions of $250 or more. Separate payments received from
a contributor at different times are regarded as independent contributions and
are not aggregated for the purpose of applying the $250 threshold.

To prevent the circumvention of the substantiation rule in situations such
as the writing of multiple checks in an amount below $250 on the same date,
the Service is authorized to establish anti-abuse rules. No such rules have been
prescribed.

D. Substantiation of Contributions Made By Payroll Deductions

If contributions are made through withholding of wages, the contributions
deducted from each paycheck are regarded as separate payments to be substan-
tiated. Reg. 1.170-13(f)(11)(ii). Substantiation of payroll deductions may be
done by the following: first, a pay stub, Form W-2, or other documents furnished
by the employer that show the amount withheld by the employer for payment
to the charity and, second, a pledge card or other document prepared by or at
the direction of the charity that includes a statement to the effect that the
charity did not provide goods or services in whole or part in consideration for
the contribution. See Reg. 1.170-13(f)(11).
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E. Substantiation of Contributions Made Through Intermediary Or-
ganizations

Frequently, intermediary organizations such as the United Way, Combined
Federal Campaign receive contributions and distribute them to one or more
charities. Reg. 1.170A-13(f)(12) provides that these intermediary organizations
are treated, for purposes of the substantiation rules, as the recipients of the
contributions. Therefore, they should provide written statements to con-
tributors.

Intermediary organizations are not treated as the recipients of the contribu-
tions if the actual recipient/charities provide goods and services to contributors.
They structure the transaction to avoid taking the goods or services into account

in determining the amount of the charitable deduction to which contributors
are entitled. See Reg. 1.170A-13(f)(12).

F. Substantiation of Out-of-Pocket Expenses

A contributor who incurs expenses while rendering services and qualifies
for a charitable deduction is treated as having obtained contemporaneous
written acknowledgment for these expenses if:

1. The contributor has records that substantiate the amount of the expenses; and
2. By the appropriate date, obtains from the charitable organization:
a. a description of the services provided;
b. the date on which the services were provided;
c. a statement of whether or not the recipient charity provided any goods or
services for performance of the services; if the recipient charity provided

such goods and services,

i. a description and good faith estimate of the value of those goods or
services;

ii. ifthe recipient charity provided intangible religious benefits, a statement
to that effect. See Proposed Reg. 1.170A-13(f)(10)(ii).

G. Substantiation of Matched Payment

If a contributor’s payment is matched, in whole or in part, by another

contributor and the contributor receives goods or services in consideration for
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the payment and some or all of the matching payment, the goods and services
will be treated as provided in consideration for the contributor’s payment and
not in consideration for the matching payment.

H. False Substantiation

Charities that knowingly provide false written substantiation to con-
tributors may be subject to penalties under IRC 6701, aiding and abetting an
understatement of tax liabilities. Whether a charity knowingly provided false
substantiation depends upon the facts and circumstances of the particular
situation.

4. Good Faith Estimate and Fair Market Value

Perhaps the most daunting aspect of the disclosure rule under IRC 6115 and
the substantiation rule under IRC 170(f)(8) is the requirement in both
provisions to provide contributors with good faith estimates of the goods or
services given as an inducement to make contributions. See IRC 6115(a)(2) and

IRC 170(f)(8)(B)(ii1).
A. Definition of Good Faith Estimate

One basic issue is the definition of a good faith estimate. Proposed Regs.
1.6115-1(a)(1) and 1.170A-13(f)(7) provide that a good faith estimate is the donee
charity’s estimate of the fair market value of the goods or services. Neither of
the proposed regulations requires any particular method of estimating fair
market value. Consequently, charities may use any reasonable methodology as
long as it is used in good faith. See Proposed Reg. 1.6115-1(a)(1) and 1.170A-
13(£)(7).

B. Estimating Fair Market Value

There are many methods that can be used to estimate the fair market value
of a particular item or property. One is the market-comparable method. For
example, if a real estate agent wants to estimate the value of a house, she
examines the sale price of similar houses with similar features in the same
neighborhood. Although an identical house may not be available, the agent
estimates the value by looking at similar or comparable houses.

Charities may use the market comparable method to estimate the goods or
services provided to contributors as long as they do so in good faith.
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(1) Goods or Services That Are Not Commercially Available

A charity may provide goods or services that are not commercially available.
In this case, estimates can be based on goods or services that are commercially
available even though the commercially available goods or services do not have
the unique qualities of the goods or services being valued. See Proposed Reg.
1.6115-1(a)(2).

Illustration: a museum allows contributor A to hold an event in one
of its galleries in return for a contribution of $50,000. No other private
events are held in the museum. In the community where it is located,
there are four hotels with ballrooms with the same capacity as the
gallery in the museum. Two of the four hotels, Y and Z, have ballrooms
offering amenities and atmosphere comparable to the gallery in the
museum, although the two hotels lack the unique art displayed on the
walls of the museum. Because the capacity, amenities and atmosphere
of the ballrooms of the two hotels are market-comparable to the room
in the museum, a good faith estimate of the fair market value of the
benefits received by contributor A may be determined by reference to
the cost of renting the ballroom in either of the two hotels. The cost of
renting the ballrooms in Y or Z is $5,000. Hence, the rental value of
the gallery in the museum is $5,000.

An axiom of tax law is that the fair market value of property is what a willing
buyer will pay a willing seller. Fair market value is not what it costs the charity
to purchase a particular item. A common error many charities make when
estimating the fair market value of benefits is to value items given to it at $0.
If a charity is given books, which it turns around and gives as premiums, a good
faith estimate of the fair market value of the books can be determined by looking
at market-comparable book prices. The value should not be $0.

(2) Certain Goods or Services Treated As Having No Measurable
Value

Newsletters or other publications that are not of commercial quality are
treated as though they do not have measurable value as long as their primary
purpose is to inform members about the activities of the charity and are not
available to the public through subscriptions or newsstands. See Rev. Proc.
90-12, 1990-1 C.B. 471. Generally, publications that contain articles written
for compensation and that accept advertising are considered commercial quality
publications and have measurable fair market value. Professional journals,
whether or not their articles are written for compensation, or whether or not
advertising is accepted, are considered commercial quality publications.
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Illustration 1: A museum sends a newsletter to patrons who made
$250 contributions. The primary purpose of the newsletter is to inform
patrons about forthcoming art exhibits and lectures. It contains no
commercial advertisements or articles; it is only available to patrons
who made such contributions. The newsletter is treated as having no
measurable fair market value for substantiation and disclosure pur-
poses.

Illustration 2: Assume the same facts as Illustration 1, except that the
newsletter also contains high quality photographs of art works and
articles and reviews written by experts, critics, historians and collec-
tors of art works. Announcements of art openings held in commercial
art galleries are also included in the newsletters; the museum charges
a fee to include such announcements. The newsletter is printed on
quality paper and in a magazine format, and published quarterly. The
newsletter is sold to the general public in the museum’s gift shop as
well as book stores and museum gift shops throughout the country for
$60. The cost of producing the newsletter is $20. Under the facts and
circumstances, the newsletter is a commercial quality publication and
is also not a de minimis or low cost article. Consequently, the newslet-
ter cannot be treated as having no measurable market value. The
value is $60.

Celebrity presence is another item that is treated as having no fair market
value. Often celebrities will lend their presence to enhance the fundraising of
a charity they support. The mere presence of celebrities need not be valued

because, generally, it cannot be valued independently. See Proposed Reg.
1.6115-1(a)(3).

Illustration: A charity provides a contributor of $1,000 with a dinner
for two followed by an evening tour of a museum. An artist, whose
most recent works are on display at this museum, conducts the tour.
Typically, tours at this museum are free. Because museum tours are
free, the celebrity presence is treated as having no value and the
charity need not value the tour. The museum, however, must provide
a good faith estimate of the fair market value of the dinner for two.

In contrast, another charity provides a one-hour tennis lesson with a tennis
professional in return for the first payment of $500 it receives. The tennis
professional normally provides one-hour lessons for $100. Because the services
of the tennis professional have a market and can be valued, the charity must
provide to the contributor a good faith estimate ($100) of the fair market value
of the one-hour lessons.
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5. Safe Harbors from the Requirements of the Disclosure
and Substantiation Rules

Many charities, in their fundraising activities, provide benefits to con-
tributors in appreciation of their contributions or to potential contributors as
enticements to make contributions. These charities are required to disclose to
contributors the value of benefits for purposes of the disclosure and substantia-
tion rules. Nevertheless, there are several situations where charities need not
disclose so long as they conform to any of the following safe harbors.

The first safe harbor involves the use of token items such as bookmarks,
calendars, key chains, mugs, tee shirts and other such items that bear the
charities’ names or logos. See Rev. Proc. 90-12, 1990-1 C.B. 471, see also
Proposed Regs. 1.170A-13(8)(1)(A) and 1.6115-1(b). The use of these items must
be in the context of a legitimate fundraising campaign. The token items are
exchanged for a contribution of $25 or more (adjusted for inflation) and such
items are low cost articles within the meaning of IRC 513(h)(2). For 1996, this
safe harbor applies where the value of a contribution must be $33.50 or more
and the value of low cost articles is $6.70 or less. See Rev. Proc. 95-53, 1995-52
IL.R.B. 22 (the dollar amount that the Service considers insubstantial or de
minimis is adjusted annually; check any updates or modification). If these
conditions are met, the fair market value of token items can be treated as having
no substantial value and can be disregarded for charitable deduction purposes.

Illustration: A charity, an inner city nonprofit health clinic, in its 1996
fundraising campaign, sends its supporters a small calendar bearing
its logo in return for a contribution of $250. The cost of production and
distribution of the calendar is $1.50 per supporter. Since the cost of
the calendar is below $6.70, the calendar is considered a low cost
article. Also, the $25 payment rule is satisfied because the $250
contribution is more than the $33.50 limitation stated in Rev. Proc.
95-53. Thus, the health clinic can inform the contributor that the
calendar has no substantial value and that the full amount of the
contribution is deductible in the substantiation statements.

The second safe harbor involves charities mailing or otherwise distributing
free, low-cost, unordered items to patrons. The items will be treated as not
having market value. See Rev. Proc. 92-49, 1992-1 C.B. 987. For this safe
harbor to apply, items received must not have been distributed at patrons’
requests or with the express consent of patrons and must be low cost articles
within the meaning of IRC 513(h)(2). In 1996, the amount of low cost articles
is $6.70 or less. See Rev. Proc. 95-53, 1995-52 I.R.B. 22.
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Illustration: As part of a fund raising campaign, on June 1, 1995, a
charity mails each potential contributor a packet of 20 return address
labels containing his or her name along with a solicitation letter
requesting a donation of $250. The packet has not been distributed at
potential contributors’ requests or with their consent. The solicitation
states that the potential contributor may keep the packet whether or
not he or she makes a contribution. The cost of producing each packet
is 75¢. Since the cost of each packet is well below the $6.70 limitation
stated in Rev. Proc. 95-53, the packet is considered a low cost article.
Thus, the charity may inform the contributor that the labels have no
substantial value and that the full amount of the contribution is
deductible in the substantiation statements.

The third safe harbor is where the fair market value of a benefit received in
return for a contribution is not more than 2% of the contribution or $50,
whichever is less. See Rev. Proc. 90-12, 1990-1 C.B. 471. The $50 is indexed
for inflation, and in 1996, that amount is $67. See Rev. Proc. 95-53, 1995-52
I.R.B. 22.

INlustration: A section 501(c)(3) university, in 1996, gives its con-
tributors a framed print of the university campus with a fair market
value of $40 in return for contributions of $1000. The university may
inform its contributors that the print has no substantial value and that
the full amount of the contribution is deductible.

The fourth safe harbor involves membership package benefits. Charities,
such as museums, libraries, zoos, and arboretums, typically use membership
packages to build a following and base of support. The benefits of a typical
membership package may include free parking, gift shop discounts, an admis-
sion discount, etc. Charitable organizations which offer basic membership
packages at $75 or less and include some or all of the following benefits can treat
such membership benefits as having insubstantial value and, hence, need not
value them. See Proposed Regs. 1.170A-13(f)(8)(1)(B) and 1.6115-1(b). The

membership benefits are:

a) Any right or privilege, other than rights to seating at collegiate
athletic events, the contributor can exercise frequently during the
membership period. Examples of such rights and privileges include
free or discounted admission to organizations’ facilities or events,
free or discounted parking, preferred access to goods or services, and
discounts on purchases of goods or services; and
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b) Admission to events during the membership period open only to
members if the cost per person for the event, excluding any allocable
overhead, is within the limits for low cost articles. For 1996, the
limit for low cost articles is $6.70. See Rev. Proc. 95-53, 1995-52
I.R.B. 22.

Illustration: A performing arts center offers a basic membership
package for $75. The benefits offered include the right to purchase
tickets one week before they go on sale to the general public, free
parking in its garage during evening and weekend performances, and
a 10% discount at its gift shop. For $150, the performing arts center
offers a preferred membership package which includes all the benefits
of the $75 package plus a poster sold at its gift shop for $20. The basic
membership and the preferred membership are each valid for twelve
months. There are approximately 50 productions at the performing
arts center during the twelve month period. The center’s gift shop is
open for several hours during the week and during performances. The
performing arts center may disregard the value of the basic member-
ship package benefits for purposes of the disclosure statement.
Preferred members must receive a disclosure statement indicating
that a reasonable estimate of the fair market value of their member-
ship benefit is $20, the fair market value of the poster. This estimate
also should be included in the preferred members’ substantiation
statements.

This safe harbor can only apply to frequently available benefits. The
following illustration is meant to draw the distinction between frequently
available benefits and those that cannot be exercised frequently.

Illustration: A community theater group performs four different plays
each summer. Each play is performed twice. In return for a member-
ship fee of $60, the theater offers a membership package that consists
of free admission to any of its performances. Non-members may
purchase tickets for $15 each on a performance-by-performance basis.
If a contributor makes a gift of $350 and receives such membership
package in return, the theater must provide a reasonable fair market
estimate of the benefit, i.e., the value of the performances. Because
the benefit provided admission is to a limited number of performances,
it could not be frequently exercised and, therefore, does not meet the
requirements of the safe harbor.
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6. Special Situations

Where a charity provides to a contributing corporation’s employees benefits
that are same as those described in any of the above safe harbors, such benefits
can be treated as insubstantial and need not be valued. See Proposed Reg.
1.170A-13(f)(9). Where the benefits given employees are other than those
described in any of the safe harbors, the substantiation and disclosure state-
ments have to be provided.

7. Conclusion

The final and proposed regulations and the revenue procedures are designed
to improve compliance with and facilitate enforcement of IRC 170(f)(8) and IRC
6115. They will also relieve exempt organizations from complying with the
disclosure and substantiation rules in certain circumstances. It is anticipated
that the proposed regulations will be finalized without substantial changes.
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H. EDUCATION, PROPAGANDA, AND

THE METHODOLOGY TEST
b
Ward L. Thomas andyRobert Fontenrose

What is truth?
Pontius Pilate (John 18:38)

1. Introduction

The Internal Revenue Code has exempted organizations operated exclusive-
ly for "educational" purposes since the inception of the federal income tax (and
has allowed deductions for contributions to such organizations for nearly as
long). Also, common law regards public trusts to advance education as
charitable.

What is an "educational" organization? Neither the Service nor the courts
have had much trouble recognizing the educational nature of traditional
schools, colleges, and universities. However, it is far less clear under what
circumstances an organization is educational if it advocates a particular view
as a substantial activity. The Service view is that an organization’s mere
dissemination of words or a viewpoint to the public does not necessarily benefit

the public sufficiently to warrant the organization’s tax exemption under IRC
501(c)(3).

This article will discuss the administrative history of the "educational"
exemption as it pertains to advocacy organizations, the current "methodology"
test, and its relationship to other provisions under IRC 501(c)(3).

2. Evolution of the Methodology Test

Developing a satisfactory standard to determine whether an organization
has an educational purpose vexed the Service for years. There arose differing
tests in distinguishing permissible education from impermissible "propaganda."
First came an "ends" test (is the organization’s ultimate purpose to achieve a
goal other than education of the individual or public?) with a "controversial"
gloss (is the subject matter controversial?) The Service later focused on a
"means" or "methodology" test (does the organization employ educational
methods to achieve its desired result?)
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A. Reg. 45
A Treasury regulation promulgated in 1919 provided as follows:

Educational corporations may include an association whose sole
purpose is the instruction of the public . ... But associations
formed to disseminate controversial or partisan propaganda are
not educational within the meaning of the statute.

Reg. 45, Art. 517.

The regulation overruled two Solicitor’s Memoranda published by the
Bureau of Internal Revenue in 1918 (S. 400 and S. 455) that recognized
exemption of organizations whose sole purpose was to educate the public
sentiment in favor of a doctrine or change in the law. A 1920 Memorandum of
the Solicitor of Internal Revenue explained Reg. 45 as follows:

The prime purpose of education is to benefit the individual . . ..

Propaganda is that which propagates the tenets or principles of
a particular doctrine by zealous dissemination . ... propaganda
in the popular sense is disseminated not primarily to benefit the
individual at whom it is directed, but accomplish the purpose or
purposes of the person instigating it . . .. I believe that it was
Congress’ intention, when providing for the deduction of con-
tributions to educational corporations, not to benefit and assist
the aims of one class against another, not to encourage the
dissemination of ideas in support of one doctrine as opposed to
another, to the profit of one class and to the detriment perhaps of
another, but to foster education in its true and broadest sense,
thereby advancing the interest of all, over the objection of none.

S. 1362, 2 C.B. 152, 154.

B. Early Cases and Subsequent Developments

It is difficult to discern a uniform approach in the early court cases with
regard to the "controversial" or "ends" tests of Reg. 45. Some of the leading cases
are discussed below. (Because "advocacy" organizations typically seek change
that requires implementation by government, the early law on "educational"
purposes is intertwined with that of action organizations, although the
statutory bans on substantial legislative activity and on political campaign
intervention did not appear until 1934 and 1954, respectively. For a review of
the following authorities from the perspective of the development of the law on
lobbying restrictions, see "Lobbying Issues" in this year’s CPE text.)
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Slee v. Commissioner, 42 F.2d 184 (2d Cir. 1930), held that the American
Birth Control League was not educational. The organization disseminated
information on the relationship of national and world problems to uncontrolled
procreation, sought to repeal anti-contraception laws through direct lobbying,
and operated a clinic to advise women on how to prevent conception. Judge
Learned Hand’s opinion reasoned that the purpose to change the law would
have been permissible if ancillary to the purpose of conducting the clinic, but
the purpose to change the law was regarded as an end in itself under the
circumstances, and was not considered an exempt purpose. However, the
Second Circuit did not assert the "controversial propaganda" regulation as a
ground of denial, as the Board of Tax Appeals had done (15 B.T.A. 710, 715
(1929)). Judge Hand reasoned as follows:

Political agitation as such is outside the statute, however in-
nocent the aim, though it adds nothing to dub it "propaganda," a
polemical word used to decry the publicity of the other side.

42 F.2d at 185.

Weyl v. Commissioner, 18 B.T.A. 1092 (1930), held not educational the
League for Industrial Democracy, whose purpose was to promote a new social
order based on production for use rather than production for profit, and which
conducted research, published the views of its members (who differed on the
method to best bring about the desired social order), and held lectures and
debates. The court reasoned that the organization did not educate in the sense
of presenting both sides of the matter, but only advocated its side, and that it
was not Congressional intent to exempt organizations that advocate drastic
political and economic change. The Second Circuit reversed (48 F.2d 811
(1931)), finding the activities educational in that they were of interest and
informative to students of political economy, and finding that the organization
had "no legislative program hovering over its activities."

Leubuscher v. Commissioner, 54 F.2d 998 (2d Cir. 1932), involved two
organizations. One had the following purposes:

teaching, expounding, and propagating the ideas of Henry
George. .. especially what are popularly known as the single tax
on land values and international free trade.

54 F.2d at 999.

The other was the Manhattan Single Tax Club, founded by Henry George,
which had a purpose to advocate the abolition of taxes on industry and replace-
ment with a single tax upon land. The court held that the former organization
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was educational, reasoning that its purpose was to teach rather than to lobby.
But the court also held that the latter organization was not exclusively educa-
tional, reasoning that to advocate is not an educational purpose, and that the
organization’s purpose was not to educate but to effect change. The Board of
Tax Appeals had held the former organization also not exempt, on the ground
that it had a purpose to effect legislation, though the Board also stated that the
controversial nature of the single tax theory did not render the teaching of it
non-educational. 21 B.T.A. 1022 (1930). Thus, the Second Circuit reversed as
to the former organization.

Cochran v. Commissioner, 30 B.T.A. 1115 (1934), held not educational the
World League Against Alcoholism, formed by organizations (some of which
favored prohibition and some of which opposed it) from various countries to
gather, research, and disseminate information about alcoholism. Its purpose
expressed in its constitution was to attain the total suppression throughout the
world of alcoholism, through education and legislation, although the reference
to "legislation" was later dropped and the organization never had a legislative
program. The organization distributed literature both supporting and opposing
prohibition, and did not promote particular methods for eliminating alcoholism.
The court reasoned that the organization disseminated information that was
highly controversial in nature and was like an agent to its members, serving
their prohibition or anti-prohibition causes. The Fourth Circuit reversed,
reasoning that the elimination of alcoholism (as opposed to alcohol) was not a
controversial cause, that the organization disseminated information on both
sides of the prohibition issue, and that the controversial views of the members
did not detract from the organization’s educational nature:

If a public library has on its shelf books of a highly controversial
character, it is none the less educational if it is not operated and
maintained for the purpose of giving only one side of a question.

78 F.2d 176, 179 (4th Cir. 1935).
See also Seasongood v. Commissioner, 227 F.2d 907 (6th Cir. 1955).

As previously mentioned, Congress passed the restriction against substan-
tial legislative activities in 1934. The original bill would also have prohibited
substantial "participation in partisan politics," but such language was later
struck. H.R. Rep. No. 1385, 73d Cong., 2d Sess. 3-4, 17 (1934), 1939-1(Pt. 2)
C.B. 629. Some commentators inferred from this action that Congress did not
object to the exemption of organizations that advocated a position on controver-
sial or "political" issues (in the broad sense of affecting government policy, as
opposed to the narrow sense of supporting or opposing the campaigns of
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candidates). However, the Service did not eliminate the "controversial or
partisan propaganda" test from its educational regulation when the regulations
were subsequently amended in 1935.

In 1938, Treasury amended the educational regulation by adding, in part,
the following language:

An organization formed, or availed of, to disseminate controver-
sial or partisan propaganda is not an educational organization
within the meaning of the Act. However, the publication of books
or the giving of lectures advocating a cause of a controversial
nature shall not of itself be sufficient to deny an organization the
exemption, if carrying on propaganda, or otherwise attempting,
to influence legislation forms no substantial part of its activities,
its principal purpose and substantially all of its activities being
clearly of a nonpartisan, noncontroversial and educational na-
ture.

Reg. 101, Art. 101(6)-1.

As 0f 1954, the Service regarded the law as establishing that an organization
could have as its ultimate objective the creation of public sentiment favorable
to one side of a controversial issue and still secure exemption, provided that its
methods were educational and that it did not attempt to influence legislation

to a substantial degree. See Hearings Before the Special Committee to Inves-

tigate Tax-Exempt Foundations and Comparable Organizations, H.R. Res. 217,
83d Cong., 2d Sess., pt. 1, 433 (1954) (testimony of Norman A. Sugarman,

Assistant Commissioner of Internal Revenue). The Service regarded the
caselaw as favoring a methodology test.

C. 1959 Regulations

The regulations under the 1954 Code (finalized in 1959) basically adopted
a methodology test (referred to below as the educational regulation or "full and
fair" test) for determining whether an organization was educational, by includ-
ing the following statement which remains in the regulation today:

An organization may be educational even though it advocates a
particular position or viewpoint so long as it presents a sufficient-
ly full and fair exposition of the pertinent facts as to permit an
individual or the public to form an independent opinion or con-
clusion. On the other hand, an organization is not educational
if its principal function is the mere presentation of unsupported
opinion.
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Reg. 1.501(c)(3)-1(d)(3)(3).

Applying the educational regulation, Rev. Rul. 68-263, 1968-1 C.B. 256, held
not educational an organization that, as a substantial activity, distributed
publications that sought to discredit particular institutions and individuals on
the basis of unsupported opinions and incomplete information about their
affiliations and activities. The organization had a purpose to alert the American
citizenry to the dangers of an extreme political doctrine, and distributed
materials that included many allegations that certain individuals and institu-
tions were of questionable national loyalty. Such charges were primarily
developed by the use of disparaging terms, insinuations, innuendoes, and the
suggested implications to be drawn from incomplete facts. For instance, the
organization based many of its conclusions on incomplete listings of an
individual’s organizational affiliations without stating the extent or the nature
of the affiliations or attempting to present a full and fair exposition of the
pertinent facts about those organizations.

Rev. Rul. 78-305, 1978-2 C.B. 172, provided a useful example of an organiza-
tion that satisfied the methodology test. It held educational an organization
formed to educate the public about homosexuality in order to foster an under-
standing and tolerance of homosexuals and their problems. The organization
collected factual information relating to the role of homosexual men and women
in society and disseminated this information to the public. The organization
presented seminars, forums, and discussion groups open to the public.
Materials distributed to the public included copies of surveys, summaries of
opinion polls, scholarly statements, publications of government agencies, and
policy resolutions adopted by educational, medical, scientific, and religious
organizations. The organization accumulated factual information through the
use of opinion polls and independently compiled statistical data from research
groups and clinical organizations. All materials disseminated by the organiza-
tion contained a full documentation of the facts relied upon to support con-
clusions contained therein.

In National Association for the Legal Support of Alternative Schools v.
Commissioner, 71 T.C. 118 (1978), acq., 1981-2 C.B. 2, the organization at issue,
which was held to be educational under IRC 501(c)(3), collected and dissemi-
nated copies of briefs in legal actions involving alternative schools, and publish-
ed a newsletter that encouraged individuals with views different from the
organization’s to submit them for publication. The Service argued that the
organization advocated the advantages of alternative schools over public schools
without presenting a sufficiently full and fair exposition of pertinent facts. The
court reasoned that the dissemination of the briefs filed by the opposing parties
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was an appropriate method of presenting a full and fair exposition of facts, and
that the newsletter’s invitation for supporting views allowed the audience to
consider opposing views and form their own opinion on the subject.

D. Big Mama

Big Mama Rag, Inc. v. United States, 631 F.2d 1030 (D.C. Cir. 1980), held
unconstitutional the educational regulation. The landmark case generated a
great deal of controversy and is extensively discussed in 1981 CPE at 66.

The case involved an organization that published a newspaper dealing with
issues of concern to women. The editors printed anything that would advance
the cause of the women’s movement and refused to publish material they
considered damaging to the cause. The organization also devoted a considerable
minority of its time to promoting women’s rights through workshops, seminars,
lectures, a weekly radio program, and a free library.

The lower court upheld denial of exemption under IRC 501(c)(3) for failure
to meet the educational tests of Reg. 1.501(c)(3)-1(d)(3)(i) and Rev. Rul. 67-4.
494 F.Supp. 473 (D.D.C. 1979). The government argued that the one-sided
editorial policy precluded a full and fair exposition of pertinent facts; that many
articles presented unsupported opinion, innuendo, and inflammatory, disparag-
ing language; and that the organization’s advocacy of revolution rather than
reform was not useful to the community. The organization argued that the
newspaper as a whole met the full and fair test; that the full and fair test does
not require presentation of opposing points of view, as religious organizations
need not make the case for atheism; and that the full and fair test unconstitu-
tionally regulated the content of speech in violation of the First Amendment
and was so vague as to allow discriminatory enforcement (in this case, against
the organization for its support of lesbianism). The District Court held that the
organization failed to meet the "full and fair" test, reasoning that the organiza-
tion need not present views inimical to its philosophy, but must be sufficiently
dispassionate as to provide its readers with the factual basis from which they
may draw independent conclusions (unlike organizations that further an ex-
empt purpose other than educational); and that the full and fair test did not
impermissibly regulate speech, was sufficiently clear to allow objective enforce-
ment, and did not appear discriminatorily applied under the facts, since the
Service had approved an organization promoting understanding of
homosexuality in Rev. Rul. 78-305. However, the court rejected the argument
that the subject matter was not "useful to the community," finding such a
standard too subjective to pass constitutional muster.
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The D.C. Circuit reversed, holding that the educational regulation, par-
ticularly the full and fair test, was excessively vague in violation of the First
Amendment, both in describing who is subject to the test and in articulating its
substantive requirements. The court reasoned that the Service defined "advo-
cates a particular position" as synonymous with "controversial" (citing the IRM),
and found the "controversial" standard overly subjective. With respect to the
"full and fair" test, the court considered the phrase "sufficient . . . to permit an
individual or the public to form an independent opinion or conclusion" especially
vague, considered it futile to try to distinguish between fact and unsupported
opinion, considered the Service’s preoccupation with facts misplaced since they
can be distorted, and also considered it futile to try to distinguish between
appeals to the mind as opposed to the emotions, a test suggested by the
government as embodied in the regulation. The court agreed with the lower
court insofar as the latter had observed that the regulation does not compel an
educational organization to present views inimical to its philosophy. The
Circuit Court did indicate that exemption need not be accorded to every
organization claiming to be educational, but only that they must be evaluated
with criteria capable of neutral application.

E. National Alliance

In National Alliance v. United States, 710 F.2d 868 (D.C. Cir. 1983), the
court upheld the Service’s denial of exemption to an organization that published
a monthly newsletter and membership bulletin, organized lectures and meet-
ings, issued occasional leaflets, and distributed books, all for the stated purpose
of arousing in white Americans of European ancestry "an understanding of and
a pride in their racial and cultural heritage and an awareness of the present
dangers to that heritage." The newsletter’s general theme was that "non-
whites" are inferior to white Americans of European ancestry, and that Jews
control the media and thus cause government policy to be harmful to the
interests of white Americans of European ancestry. The lower court, following
Big Mama, upheld the organization’s exemption as educational, because of the
invalidity of the regulation. 81-1 U.S.T.C. | 9464, 48 A.F.T.R.2d { 81-5029
(D.D.C. 1981). The government set forth in its briefs the four-prong "methodol-
ogy" test (later published in Rev. Proc. 86-43) as its test to determine whether
the organization’s activities were educational. The court rejected the methodol-
ogy test, finding its criteria as vague as the regulation, and even more suscep-
tible of selective enforcement since they were not published.

The D.C. Circuit reversed, holding that the organization’s materials could
not qualify as educational within any reasonable interpretation of the term, and
therefore did not decide the question whether the methodology criteria cured
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the vagueness problem in the educational regulation. The court reasoned that
although the organization cited certain purported facts in support of its views
(e.g., crimes committed by blacks), there was no reasoned link between the facts
cited and the conclusions asserted by the organization, and that the
organization’s views required more than mere assertion and repetition, since
the truth of such views was not readily demonstrable. The court distinguished
Big Mama on the ground that the vague test set forth in the regulations posed
a real risk of arbitrary enforcement, in that the organization’s activities in Big
Mama could have been found educational within some reasonable interpreta-
tion of the term. Although the court avoided the question of constitutionality
of the methodology test, it did state that the test tends "toward ensuring that
the educational exemption be restricted to material which substantially helps
areader or listener in a learning process," and therefore reduces the vagueness
found in Big Mama. The court also cited the government’s argument that it
need not, and cannot, devise an educational standard free from all subjectivity,
and that judicial review protects against discriminatory enforcement.

F. Rev. Proc. 86-43

Rev. Proc. 86-43, 1986-2 C.B. 729, remains the Service’s official administra-
tive pronouncement on the subject of the methodology test. The Rev. Proc.
indicates that it is the Service’s policy to maintain a position of disinterested
neutrality with respect to the beliefs advocated by an organization, and that it
is the method used by the organization in advocating its position, rather than
the position itself, which determines whether the organization has educational
purposes. The Service stated that publication of the test represented no change
either to existing procedures or to the substantive position of the Service. The
method used by the organization to develop and present its views will not be
considered educational ifit fails to provide a factual foundation for the viewpoint
being advocated, or if it fails to provide a development from the relevant facts
that would materially aid a listener or reader in a learning process. The
presence of any of the following factors in the presentations made by an
organization is indicative that the method used by the organization to advocate
its viewpoints is not educational:

1. The presentation of viewpoints unsupported by facts is a significant
portion of the organization’s communications.

2. The facts that purport to support the viewpoints are distorted.

3. The organization’s presentations make substantial use of inflam-
matory and disparaging terms and express conclusions more on the
basis of strong emotional feelings than of objective evaluations.
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4. The approach used in the organization’s presentations is not aimed
at developing an understanding on the part of the intended audience
or readership because it does not consider their background or train-
ing in the subject matter.

The Service indicated, however, that an organization’s advocacy may be
educational in exceptional circumstances even if one of more of the factors are
present, and that all the facts and circumstances must be considered.

G. Nationalist Movement

In The Nationalist Movement v. Commissioner, 102 T.C. 558 (1994), af-
firmed per curiam, 37 F.3d 216 (5th Cir. 1994), cert. denied, 131 L.Ed.2d 136
(1995), the Tax Court upheld the Service’s denial of 501(c)(3) exemption to an
organization on the ground of failure to operate exclusively for charitable or

educational purposes.

The organization, largely through the efforts of its founder, engaged in a
variety of activities, including providing "social services" (phone counseling);
litigating, mainly as a party plaintiff purportedly to advance First Amendment
rights; appearing in radio and television talk shows (often before hostile audien-
ces) and debates; holding conventions, speeches, rallies, and parades; conduct-
ing classes and training, including physical and weapons training of members;
and publishing a monthly newsletter that reported on rallies, speeches, litiga-
tion, and other events, answered questions about the organization, and provided
editorial commentary. The organization allocated its staff time as follows:

25% social service
20% legal (First Amendment)
20% TV, broadcasting
10% administration
10% publishing
5% forums, speeches
5% classes, training
5% miscellaneous

A disproportionately large share of the organization’s expenditures was
devoted to the newsletter and social service activities.

The organization’s membership application stated as follows:
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I apply for membership in The Nationalist Movement vowing
freedom as the highest virtue, America as the superlative nation,
Christianity as the consummate religion, social justice as the
noblest pursuit, English as the premier language, the White race
as the supreme civilizer, work as the foremost standard and
communism as the paramount foe.

The organization was generally critical of blacks, Jews, homosexuals, Com-
munists, and other minorities of various kinds, advocated a "pro-majority"
philosophy to counteract minority "tyranny" in the form of special privileges for
minority groups such as affirmative action, and advocated voluntary emigration
or repatriation of foreigners and minorities, who were considered "unassimil-
able" and "incompatible". For instance, a fundraising letter described incidents
of perceived injustice carried out by minorities against whites (including the
beating of a high school student, demands for the ouster of white school officials
and other white workers, and the tearing down of the American flag) and
included a petition directed to "public officials" to "keep gangs of minorities from
replacing government by the people." One newsletter included a list of "common
sense" standards for Supreme Court Justices, including "No odd or foreign
name," "No beard," "Christian and Protestant," and "Anti-ERA and anti-
busing." Another contained a list of people who should be excluded from U.S.
citizenship, including "Non-Americans: Boat people, wetbacks and aliens who
are incompatible with American nationality and character, such as Nicaraguan
refugees and Refusnik immigrants." Another newsletter queried,

What is ’Black History’ Month anyhow? No such thing. Nary a
wheel, building or useful tool ever emanated from non-white
Africa. Africanization aims to set up a tyranny of minorities over
Americans.

The organization encouraged its supporters to help the poor, sick, and elderly,
and included Christian observances in its public activities.

With respect to educational purposes, the court held that Rev. Proc. 86-43
was not unconstitutionally vague or overbroad, on its face or as applied. The
court stated that Rev. Proc. 86-43 does not by its terms require organizations
to present and rebut opposing views, and that it is doubtful whether such a
requirement would be appropriate even apart from Constitutional considera-
tions; thus, the Service need not evaluate how accurately or completely an
organization presents opposing views.

The court found that the newsletter activity was substantial, reasoning that
it was an important source of support and means of communicating with
members and was available to the general public. In applying the Rev. Proc.
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86-43 criteria and finding the newsletter non-educational, the court found that
a significant portion of it was devoted to presenting viewpoints unsupported by
facts, such as the standards for Supreme Court Justices, the groups of people
who should be excluded from U.S. citizenship, and the statement regarding
Black History Month.

The court could not determine whether the newsletter failed the distortion
standard since the government had not pointed to specific distorted or erroneous
facts in its brief. However, the court did find one obvious distortion of fact: an
article stated that the Anti-Defamation League "recently called for Nationalists
to be prosecuted and even killed for pamphleteering and exercising free speech,"
but later indicated that the "killed" reference was an extrapolation from the
quoted phrases "must be stopped" and "pay the price." The court noted that
such a patent distortion is less serious than one not apparent on its face.

The court found prevalent use of inflammatory terms, such as references to
"queers" and "perverts," and in use of the terms "invasion" and "invaders" to
describe a protest march in Forsyth County, Georgia by "black-power" par-
ticipants, with those opposing the march characterized as "patriots" and "mar-
tyrs."

The court also found that the organization did not consider its audience’s
youthful background. The average age of members was in the low twenties,
newsletter articles discussed activities of students and skinheads, and the
organization sought to recruit youth. The newsletter included many references
to events and public leaders in the 1960s, of which the audience may have had
limited knowledge.

The Tax Court also held that the organization failed to provide sufficient
detail of the social service work (phone counseling) and litigation (mostly
involving the organization as party plaintiff) to establish that such activities
accomplished exempt purposes. On appeal, the Fifth Circuit did not reach the
issue whether the methodology test is constitutional, since it determined that
the organization’s non-advocacy activities (phone counseling and litigation)
were substantial non-exempt activities.

3. Relationship of Methodology Test to Other Exemption Issues

A. Lobbying

Rev. Proc. 86-43 implies that the fact that advocacy is educational does not
mean that it is not lobbying. IRC 501(c)(3) prohibits as a substantial activity
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the attempting to influence legislation, by carrying on propaganda or other-
wise. However, the relationship between education and lobbying under IRC
501(c)(3) is complicated, partly by IRC 501(h) and 4911. An important question
is under what circumstances an organization’s advocacy may satisfy the
methodology test and still constitute lobbying.

(1) Advocacy of Objective vs. Nonpartisan Analysis

The 1959 regulations include a definition of an action organization that
incorporates both an "ends" test and a "means" test:

An organization is an "action" organization if it has the following two
characteristics:

(a) Its main or primary objective or objectives (as distinguished
from its incidental or secondary objectives) may be attained only
by legislation or a defeat of proposed legislation; and

(b) it advocates, or campaigns for, the attainment of such main
or primary objective or objectives as distinguished from engaging
in nonpartisan analysis, study, or research and making the
results thereof available to the public.

Reg. 1.501(c)(3)-1(c)(3)(iv).

Rev. Rul. 62-71, 1962-1 C.B. 85, provided an example of such an action
organization. The organization’s purpose was to support an educational pro-
gram for the stimulation of interest in the study of economics, particularly with
reference to the single tax theory of taxation. The organization conducted
research (primarily concerned with securing information for determining the
effect of the various methods of real estate taxation on the rise and fall of land
values); moderated discussion groups; disseminated publications at nominal
prices; and maintained a lecture service for schools and other organizations that
studied social and economic problems. The organization’s announced policy was
to promote its philosophy by educational methods as well as by the encourage-
ment of political action. Most of the publications and a substantial part of the
other activities dealt with the theory advocated, which could be put into effect
only by legislative action.

Rev. Rul. 64-195, 1964-2 C.B. 138, involved an organization held to engage
in nonpartisan analysis (rather than advocacy), in connection with court reform
which was the subject of an upcoming state referendum. The organization was
a 501(c)(3) educational organization that promoted the study of law. The
analyses explained contemplated changes in (1) the number of such courts,
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territory of each; (2) judges: number, pay, removal, duties; (3) clerks: number,
pay, removal, duties; (4) jurisdiction of courts, court clerks and magistrates; and
(5) rules of practice and procedure for courts and magistrates. The organization
did not participate in any way in the presentation of suggested bills to the state
legislature and did not campaign to persuade the people to vote for the constitu-
tional amendment. Its activity in connection with court reform was limited to
the study, research, and assembly of materials and the presentation of an
objective analysis to those interested in court reform including those who
opposed it as well as those who favored it, and to the general public.

Other Code and regulatory provisions distinguish between advocacy and
nonpartisan analysis. With respect to activities of private foundations, IRC
4945(e), enacted in 1969, defines as a taxable expenditure an amount paid for
any attempt to influence legislation through an attempt to affect the opinion of
any segment of the general public, other than through making available the
results of "nonpartisan analysis, study, or research."

Reg. 53.4945-2(d)(1)(i1), promulgated in 1972, provides as follows:

For purposes of IRC 4945(e), "nonpartisan analysis, study, or
research" means an independent and objective exposition of a
particular subject matter, including any activity that is "educa-
tional" within the meaning of Reg. 1.501(c)(3)-1(d)(3). Thus, "non-
partisan analysis, study, or research" may advocate a particular
position or viewpoint so long as there is a sufficiently full and fair
exposition of the pertinent facts to enable the public or an in-
dividual to form an independent opinion or conclusion. On the
other hand, the mere presentation of unsupported opinion does
not qualify as "nonpartisan analysis, study, or research."

Reg. 53.4945-2(d)(1)(vii) contains a dozen examples regarding "nonpartisan
analysis." Although the examples are too voluminous to discuss in detail here,
they illustrate that analyses that present information merely on one side of a
controversy rather than discussing the pros and cons do not constitute nonpar-
tisan analysis, because they do not allow the audience to form an independent
opinion or conclusion.

It should be noted that the nonpartisan analysis exception applies only
where the organization makes the results available to the public in a proper
manner, and the communication does not "directly" encourage the recipient to
take action, within the meaning of Reg. 56.4911-2(b)(2)(ii1)(A) through (C).
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A question arises as to the relationship of the educational regulation (Reg.
1.501(c)(3)-1(d)(3)(1)) to the action organization regulation (Reg. 1.501(c)(3)-
1(c)(3)(iv)), and to others that deal with the distinction between advocacy and
nonpartisan analysis. As discussed above, the regulations under IRC 4945
equate nonpartisan analysis with satisfaction of the methodology test under
IRC 501(c)(3). However, those regulations also indicate that nonpartisan
analysis must discuss the pros and cons of both sides of an issue, whereas the
D.C. District Court in Big Mama and the Tax Court in Nationalist Movement
(unlike Alternative Schools) indicated that such discussion is not required under
the methodology test.

The court in Haswell v. United States, 500 F.2d 1133 (Ct. Cl. 1974), cert.
denied, 419 U.S. 1107 (1975), discussed the meaning of "nonpartisan analysis"
under action organization Reg. 1.501(c)(3)-1(c)(3)(iv). Atissue was the National
Association of Railroad Passengers, an organization formed by an individual
concerned by the discontinuance of passenger trains. The organization advo-
cated the preservation of passenger service. The court noted by analogy the
definition under IRC 4945(e) and regulations thereunder which make clear that
projects designed to present information on one side of a legislative controversy,
or that fail to report available information that would tend to dispute con-
clusions that are advocated, are partisan, and stated that nonpartisan analysis,
study, or research requires a fair exposition of both sides of an issue. The court
also noted that the term "nonpartisan" relates to issues rather than organized
political parties. The court concluded that the organization’s materials were
partisan and prepared in a manner that would present most forcefully its
position rather than being full and fair objective expositions that would enable
the audience to reach an independent conclusion.

Some observers have concluded that the Service might be justified in
applying a stricter "full and fair" standard for purposes of nonpartisan analysis
than for purposes of the educational methodology test.

(2) Advocacy of Legislation vs. Discussion of Broad Problems

The test of lobbying under Reg. 1.501(c)(3)-1(c)(3)(i1) is whether the or-
ganization advocates the adoption or rejection of legislation, or whether the
organization contacts (or urges the public to contact) legislators for the purpose
of proposing, supporting, or opposing legislation. IRC 4945 provides some
interpretive guidance.
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According to the Senate Report, IRC 4945(d)(1) and (e), which contain a
definition oflobbying, were intended essentially to retain the 501(c)(3) definition
of lobbying except for the "substantiality" test. S. Rep. No. 552, 91st Cong., 1st
Sess. 48 (1969). Reg. 53.4945-2(d)(4) provides that examinations and discus-
sions of broad social, economic, and similar problems are not lobbying, even if
the problems are of the type with which government would be expected to deal
ultimately. The regulation states that lobbying does not include public discus-
sion, or communications with members of legislative bodies or governmental
employees, the general subject of which is also the subject of legislation before
a legislative body, but only where such discussion does not address itself to the
merits of a specific legislative proposal, and only where such discussion does
not directly encourage recipients to take action with respect to legislation.

As mentioned above, the 4945 regulations contain the "nonpartisan
analysis" exception to lobbying under Reg. 53.4945-2(d)(1)(ii). The "nonpar-
tisan analysis" exception goes further than the "discussion of broad problems"
exception and allows a position to be taken on a specific pending legislative
proposal. See Examples (5) and (8) under Reg. 53.4945-2(d)(1)(vii), which
involve nonpartisan analysis in which a position is taken with respect to
pending legislative proposals.

However, G.C.M. 36127 (Jan. 2, 1975) concluded that an expression of
opinion or position by an organization for or against specific proposed or pending
legislation, even if educational, would be an attempt to influence legislation
under IRC 501(c)(3), notwithstanding the 4945 regulations. The G.C.M. drew
a distinction between specific legislative proposals or programs, on the one
hand, and general classes of legislative solutions to policy problems, which arise
from nonpartisan analysis and are not timed to coincide with specific legislative
proposals, on the other.

Under the reasoning of the G.C.M., advocacy favoring or opposing specific
legislative proposals would be regarded as lobbying under Reg. 1.501(c)(3)-
1(c)(3)(i1), even if presented in conjunction with nonpartisan analysis. Courts
have held that time spent in formulating, discussing, and agreeing upon an
organization’s positions with respect to advocating or opposing legislative
measures is properly considered a part of the organization’s program for
influencing legislation. See Kuper v. Commissioner, 332 F.2d 562 (3d Cir.
1964), cert. denied, 379 U.S. 920 (1964); League of Women Voters v. United
States, 180 F.Supp. 379 (Ct.Cl. 1960). Thus, time spent on formulating ad-
vocacy positions would apparently also be considered as devoted to influencing
legislation.
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(3) IRC 501(h) and 4911

The above discussion applies to 501(c)(3) organizations that do not have a
501(h) election in effect; the analysis is somewhat different for organizations
with a 501(h) election, which are subject to the lobbying rules under IRC 4911.

The lobbying definitions under IRC 4911 contain exceptions practically
identical to those in IRC 4945 for nonpartisan analysis (IRC 4911(d)(2)(A) and
Reg. 56.4911-2(c)(1)) and for discussion of broad problems (Reg. 56.4911-2(c)(2)).
Furthermore, these exceptions expressly apply in determining whether an
organization that has made the 501(h) election has engaged in lobbying for
501(c)(3) purposes, whereas they are not controlling for 501(c)(3) lobbying
purposes with respect to organizations without a 501(h) election. Therefore,
G.C.M. 36127 cannot be applied to an organization with a 501(h) election; the
nonpartisan analysis exception is an absolute exception to lobbying.

The enactment of IRC 501(h) and 4911 was not intended to change the
lobbying rules under IRC 501(c)(3) for non-electing organizations. See IRC
501(h)(7). Thus, the relationship of the methodology test to the lobbying rules
depends on whether the organization has made a 501(h) election.

Some commentators have questioned the viability of action organization
Reg. 1.501(c)(3)-1(c)(3)(iv) for organizations with a 501(h) election in effect,
given the purpose of IRC 501(h) to provide a more precise definition of lobbying
and of the permissible amounts of lobbying. However, the regulations under
IRC 501(h) indicate that Reg. 1.501(c)(3)-1(c)(3)(iv) is not affected by a 501(h)
election. See Regs. 1.501(c)(3)-1(c)(3)(ii) and 1.501(h)-1(a)(4).

B. Political Intervention

IRC 501(c)(3) contains an absolute bar to political intervention; Rev. Proc.
86-43 makes clear that nothing vitiates that bar. Under Rev. Proc. 86-43, the
publication of statements on behalf of or in opposition to a candidate is
prohibited, regardless whether educational. For a fuller discussion, see 1993
CPE at 411-415. However, the Service has condoned certain "voter education"
activities (such as the truly impartial publication of the voting records of all
legislators) under certain circumstances. See 1993 CPE at 419-427.

C. Other Exempt Purposes

The methodology test determines only whether advocacy is educational. If
advocacy serves another exempt purpose, then the test is not controlling. See,
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e.g., Rev. Rul. 68-306 (religious publication furthered religious purposes). The
regulations expressly state that a charitable organization may advocate its
views on controversial issues:

The fact that an organization, in carrying out its primary pur-
pose, advocates social or civic changes or presents opinion on
controversial issues with the intention of molding public opinion
or creating public sentiment to an acceptance of its views does
not preclude such organization from qualifying under IRC
501(c)(3) so long as it is not an "action" organization.

Reg. 1.501(c)(3)-1(d)(2). However, non-educational advocacy must be reasonab-
ly related to the accomplishment of the exempt purpose. See Rev. Rul. 80-278,
1980-2 C.B. 175. Further, if an organization is "charitable" only in that it
advances education, then the methodology test is controlling on the issue of
whether its advocacy of particular viewpoints furthers charitable purposes.

Cases involving organizations that claim a religious purpose are particular-
ly sensitive matters. Such advocacy generally falls into two categories--(1)
religious proselytizing (i.e., seeking converts to the religion), and (2) advocating
a political, social, or other secular cause based on religious principles. Advocacy
of the first type (and entailing none of the second) is clearly permissible.
Advocacy of the second type could raise questions whether the advocacy is
conducted exclusively for religious purposes, requiring a careful examination of
the facts and circumstances, through taxpayers have won several cases in such
situations. See Girard Trust Co. v. Commissioner Trust Co. v. Commissioner, 122 F.2d 108 (3rd.Cir. 1941);
Lord’s Day Alliance of Pennsylvania v. United States, 65 F.Supp. 62 (E.D.Pa.
1946). Even if the advocacy is conducted exclusively for religious purposes, it
may still run afoul of the action organization regulations under IRC 501(c)(3),
which contain no exceptions for religious organizations. See, e.g., Christian
Echoes National Ministry, Inc. v. United States, 470 F. 2d 849, 854 (10th Cir.
1972), cert. denied, 414 U.S. 864 (1973). However, particularly in the case of
churches with many activities, the advocacy may prove to be insubstantial.

In cases where advocacy activities purportedly in furtherance of an exempt
purpose other than education (e.g., promoting secular causes based on religious
beliefs, defending human rights, preventing cruelty to animals) do not appear
to satisfy the methodology test, coordination with the Exempt Organizations
Division in Headquarters may be appropriate.
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D. Activities Illegal or Contrary to Public Policy

If an organization advocates engaging in criminal or other activities con-
trary to public policy, then it may run afoul of the prohibition against such
activity by 501(c)(3) organizations. See. e.g., Rev. Rul. 75-384, 1975-2 C.B. 204;
1994 CPE at 155.

Cases in which educational methodology problems arise may involve or-
ganizations whose membership criteria discriminate on the basis of race,
religion, or similar criteria. Where such is the case, violation of clearly estab-
lished public policy may be considered as an alternative ground for denial or
revocation. The lower court in National Alliance rejected the government’s
argument that the organization, by advocating violence against blacks and
Jews, violated the common law prohibition against charities engaging in ac-
tivities that are illegal or contrary to public policy; the court considered this
prohibition applicable only to racial discrimination by schools. The issue was
not presented to the D.C. Circuit on appeal. However, the Service may raise
the argument in appropriate cases.

E. Inurement and Private Benefit

Non-educational purposes and private benefit are not entirely distinct
concepts; activities that do not further an exempt purpose may further the
private interests of the founders. In some cases, an advocacy organization
appears to be carrying on a personal vendetta of its founder against one or more
individuals or organizations. The court in Save the Free Enterprise System,
Inc. v. Commissioner, T.C.M. 1981-388, relied on inurement and private benefit
to the founder as the ground for denial rather than the non-educational nature
of the advocacy. See also Puritan Church-The Church of America v. Commis-
sioner, T.C.M. 1951-151; G.C.M. 36323 (June 26, 1975). The Tax Court in
Nationalist Movement, however, rejected the Service’s argument that the
organization privately benefitted its founder by providing him a forum to
express his personal agenda and promote his career in politics, reasoning that
the founder did not engage much in retaliatory personal attacks, financially
benefit from the organization, or appear to have current ambitions for public
office (although he had campaigned for office a decade earlier).

Where advocacy qualifies as educational, benefit to the founder arising from
the advocacy itself may be incidental to achievement of the educational purpose
in most cases, although all the facts and circumstances must be considered.
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F. Commerciality

Even if the content of an organization’s publications or programming is
educational, the organization may still be denied exemption if conducted like a
commercial business. See, e.g., Rev. Rul. 77-4, 1977-1 C.B. 141, 1988 CPE at
62.

G. Promotion of the Arts

The Service has long held that promotion of the arts is educational. See,
e.g., Rev. Rul. 64-175, 1964-1(Pt. 1) C.B. 185. Although the proposition has
never been tested in court, it might be concluded that the methodology test does
not apply to an organization that promotes literature, film, or other arts, even
if the art contains messages or "advocates" particular views, so long as the art
is portrayed as fictional (rather than as documentary or nonfictional).

4. Value Neutrality and Constitutional Concerns

As discussed above, the D.C. Circuit in Big Mama found the educational
regulation unconstitutionally vague, in violation of the First Amendment.
However, the Tax Court’s holding in Nationalist Movement and the D.C.
Circuit’s dicta in National Alliance indicate that the regulation, as amplified by
the methodology test, is not unconstitutionally vague.

Aside from First Amendment concerns, where the Service denies exemption
to an organization for failure to meet the methodology test, the organization
may claim that it is being treated differently than similar organizations, in
violation of its Constitutional rights to due process under the Fifth Amendment
and equal protection. The Service is susceptible to this charge in any action
that it takes with any taxpayer. However, the charges may arise more frequent-
ly in cases involving educational advocacy organizations (and religious or-
ganizations), because of the awareness of such organizations that they are
engaged in activities protected by the First Amendment, which prohibits federal
law from abridging the freedom of speech. Advocacy organizations have some-
times charged that the Service is discriminating against them due to dislike of
their viewpoints or positions rather than due to their methodology of presenta-
tions.

Such arguments were raised in Nationalist Movement. The Tax Court
indicated that although it takes a restrained and cautious approach to allega-
tions of administrative inconsistency, it also does not take such allegations
lightly. The court concluded that the organization had not proven unequal
treatment as a factual matter.
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Thus, cases involving application of the methodology test are particularly
sensitive. It is important for the tax law specialist to try to be as objective as
possible in applying the test. As the National Alliance court put it, "the
government must shun being the arbiter of ’truth™ (although the government,
unfortunately, cannot entirely avoid this role to the extent that it must deter-
mine whether communications are supported by undistorted facts). Each case
should be well-developed and carefully considered before a denial or revocation
is issued, and coordination with Headquarters may be appropriate.
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I. PUBLIC CHARITY STATUS ON THE RAZOR’S EDGE
IRC 509(a)(3) AND THE COMPLEXITIES OF THE
OPERATED IN CONNECTION WITH INTEGRAL

PART TEST, AND MISCELLANEOUS

IRC 509(a)(3) ISSUES
b
Ron Shoemaker a);ld Bill Brockner

The Internal Revenue Service has drafted fantastically intricate
and detailed regulations to thwart the fantastically intricate and
detailed efforts of taxpayers to obtain private benefits from foun-
dations while avoiding the imposition of taxes.

From a court opinion as to whether an organization was "operated in connection with."
Windsor Foundation v. United States, 77 U.S.T.C. 9709 (E.D. Va., 1977).

1. Introduction

The primary advantage for the over 32,000 IRC 501(c)(3) or IRC 4947(a)(1)
organizations that qualify as "supporting organizations" described under IRC
509(a)(3) is the avoidance of the private foundation rules and taxes under
Chapter 42 of the Code. While supporting organizations take several forms, the
central focus of this article is on the "operated in connection with" variety that
requires application of the "integral part test" and related sub-tests. The crucial
elements of the integral part test will be discussed independently and in context
with real and hypothetical cases. Finally, the article addresses a number of
miscellaneous but important IRC 509(a)(3) issues. A Subject Directory follows
the article.

2. General

IRC 509(a)(3) was enacted as a part of the Tax Reform Act of 1969. The
theory behind the provision, as explained in the 1982 EO CPE Text on the
subject, Exclusion From Private Foundation Status Under IRC 509(a)(3), page
24, is "that the public charity’s control or involvement with the supporting
organization will render unlikely the potential for manipulation to private ends
present in a private foundation." It is this element of a supported organization’s
oversight or accountability that legally allows the supporting organization
(often sailing on the razor’s edge between public charity and private foundation
status) to navigate away from the shoals of Chapter 42 of the Code.
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Under the statute, a supporting organization may be one of three different
varieties. The relationship that exists where a supporting organization is
"operated supervised or controlled by" a public charity is much like the relation-
ship between a parent corporation and its wholly-owned subsidiary. See Reg.
1.509(a)-4(g). The relationship between a supporting organization and the
public charity it supports is, in some ways, similar to the relationship between
brother-sister corporations. See Reg. 1.509(a)-4(h). The third variety of sup-
porting organization comes under the rubric "operated in connection with". See
Reg. 1.509(a)-4(i). The "integral part test" is a key element to qualification
under the "operated in connection with" relationship. For a broader discussion
of IRC 509(a)(3), see the 1982 EO CPE Text, page 23, and the 1993 EO CPE
Text, p. 232.

GCM 36186, March 10, 1975, explains the problem in drafting the regula-
tions with respect to the "operated in connection with" relationship to comply
with the purpose behind the Tax Reform Act of 1969. An extract follows:

The Regulations endeavor to restrict the application of this lan-
guage exclusively to the types of strongly integrated relationships
described in the legislative history. See S. Rep. 91-552, 91st Cong.,
1st Sess. 57 (1969); H. Rep. 91-413, 91st Cong., 1st Sess. (Part 1) 41
and (Part 2) 6 (1969). Thus, the Regulations require that the
supporting organization be responsive to and significantly in-
volved in the operations of the publicly supported charity. Treas.
Reg. section 1.509(a)-4(f)(4). In order to do this, the supporting
organization must satisfy the "responsiveness test" and the "in-
tegral part test" of Treas. Reg. section 1.509(a)-4(i)(2) and (3)
respectively.

3. The "Operated in Connection With" Responsiveness Test
and Other IRC 509(a)(3) Requirements

The relationship required of a supporting organization wishing to come
under the "operated in connection with" language of IRC 509(A)(3)(B) as defined
in Reg. 1.509(a)-4(i) is: (1) responsiveness to the needs of a publicly supported
organization; as well as (2) an integral or significant involvement in the
operations of the public charity. The regulations define a "responsiveness test"
and a "integral part test."

Reg. 1.509(a)-4(1)(2) describes two separate and distinct avenues for achiev-
ing responsiveness to the supported organization. The first avenue is where the
officers or directors of the supporting organization are elected by or are in
common with those officers or directors of the public charity, or there is a close
working relationship between the officers and directors of the two entities. Reg.
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1.509(a)-4(1)(2)(i1). The second avenue, the one most frequently utilized by
trusts, is under Reg. 1.509(a)-4(i)(2)(iii). It provides:

(a) The supporting organization is a charitable trust under State
law;

(b) Each specified publicly supported organization is a named
beneficiary under such charitable trust’s governing instrument;
and

(c) The beneficiary organization has the power to enforce the trust
and compel an accounting under State law.

While the responsiveness test is obviously a crucial element to qualification
under "operated in connection with," most applications seen in Headquarters
reveal few problems under this test. More often problems arise in complying
with the "integral part test." However, before discussing this key test, other
general IRC 509(a)(3) requirements deserve mention in passing.

The Regulations impose organizational and operational tests applicable to
all three varieties of supporting organizations. Reg. 1.509(a)-4(b). To some
extent, qualification under the organizational and operational tests is more
difficult for the supporting organization seeking to qualify as "operated in
connection with" IRC 509(a)(3). Under Reg. 1.509(a)-4(c), the supporting
organization’s governing instrument must contain appropriate language con-
cerning the organization’s purposes. Additionally, under Reg. 1.509(a)-4(d), the
governing instrument, to meet the organizational test, must "specify" the
publicly supported charities. Under the operational test set forth in Reg.
1.509(a)-4(e), the supporting charity must engage in activities that support or
benefit the specified publicly supported organizations. Usually such activity
takes the form of grants to the specified publicly supported charity. However,
the activity of the supporting organization may take other forms as described
in the Regulations. See also 4B(1) and 6A below. There is a further discussion
of the requirements of the organizational test under 6B.

Also applicable to all three varieties under IRC 509(a)(3)(C), a supporting
organization must not be controlled directly or indirectly by one or more
disqualified persons (as defined in IRC 4946) other than foundation managers
or other than one or more of the supported public charities. See also the
discussion under 5 below.
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4. The Integral Part Test

A. A Common Example

A common example of an organization seeking exemption under IRC
509(a)(3) as a supporting organization, purportedly qualifying under the
"operated in connection with" relationship, is an inter vivos or testamentary
trust that is funded as a purely charitable trust at some time after the death of
the settlor of the trust. In some cases, the trust becomes entirely charitable
shortly after the settlor’s death and in other cases the trust is not entirely
charitable until the expiration of intervening life interests of the settlor’s heirs
or other beneficiaries who receive an income interest in the trust. After the
trust becomes wholly charitable, the trust is commonly managed by a trust
department of a bank having no interest in the trust other than as a fiduciary.
The charitable beneficiary is one or more public charities specifically named in
the Trust document. This type of trust is relatively uncomplicated in form. The
main issue is whether there is a sufficient connection between the trust and the
named charitable beneficiaries to qualify it as a supporting organization by
virtue of the "operated in connection with" relationship; the second subsection
of the "integral part test" is usually the key element in meeting such relation-
ship.

B. The Regulations - Alternative Tests

(1) General

The key to qualifying as a supporting organization under the "operated in
connection with" relationship is being able to meet the requirements of the
"integral part test" set forth in Reg. 1.509(a)-4(i)(3). There are two alternative
ways in which the integral part test may be met by a supporting organization.
The first is described in Reg. 1.509(a)-4(1)(3)(i1) as follows:

The activities engaged in for or on behalf of the publicly sup-
ported organizations are activities to perform the functions of,
or to carry out the purposes of, such organizations, and, but for
the involvement of the supporting organization, would not nor-
mally be engaged in by the publicly supported organizations
themselves.

Most IRC 509(a)(3) aspirants in exemption applications processed in Head-
quarters do not attempt to meet this subsection of the Regulations in order to
satisfy the integral part test. Most entities seeking IRC 509(a)(3) status under
the "operated in connection with" relationship are trusts or other organizations
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having only a purpose to make grants to or for the use of the supported
organization. Making grants to the supported organization does not generally
constitute the kind of activity described in Reg. 1.509(a)-4(i)(3)(i1) since this
integral part test contemplates more ongoing supportive program activity. See
GCM 36523, December 18, 1975; GCM 36379, August 15, 1975. However, under
GCM 38417, June 20, 1980, grant making would meet the requirement of the
Regulation under consideration by virtue of the particular facts of that GCM.
This is not inconsistent with the general rule. In GCM 38417, the supporting
organization was making grants directly to a class of charitable beneficiaries
that were also receiving grants from the supported organization, a community
trust, a special type of IRC 509(a)(1)/170(b)(1)(A)(vi) public charity described in
Reg. 1.170A-9(e)(11). Grant making is generally the means by which com-
munity trusts carry out their charitable purposes.

The second subsection, the alternative method, for qualifying under the
"integral part test" is found in Reg. 1.509(a)-4(1)(3)(iii)(a) through (d). Under
Reg. 1.509(a)-4(i)(3)(iii)(a), there is a three part test. First, the supporting
organization must make payments of "substantially all" of its income to or for
the use of one or more publicly supported organizations. Second, the amount
of support received by the publicly supported organization(s) must represent a
sufficient amount or part of the organization’s(s’) total support to ensure
"attentiveness" to the operations of the supporting organization. Third, "a
substantial amount" of the total support of the supporting organization must
go to the publicly supported organization(s) that meet the "attentiveness"
requirement described in the preceding sentence.

Each of the requirements of the Regulation suggests a certain portion of the
income/support of the supporting organization must be paid out by the support-
ing organization. The Regulation does not define the specific numerical amount
ofthe payout required. Similarly, the Regulation suggests that a certain portion
of the support of the recipient public charity’s total support must be received
from the supporting organization to ensure its attentiveness. While the Regula-
tion does not provide any numerical parameters for determining the in-
come/support amounts, numerical amounts have been defined by revenue ruling
and GCM. Each of these separate requirements is examined in turn, and, in
detail as follows:
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(2) Subtest One- Substantially All of the Supporting
Organization’s Income

a. General

Rev. Rul. 76-208, 1976-1 C.B. 161, defines the substantially all requirement
to mean that the supporting organization must distribute 85 percent or more of
its income to one or more publicly supported charities. For purposes of Reg.
1.509(a)-4(1)(3)(ii)(a), Rev. Rul. 76-208 holds that 85 percent is the appropriate
definition of "substantially all" by virtue of the definition of "substantially all"
under Reg. 53.4942(b)-1(c). The underlying GCM, GCM 36186, notes a number
of other Code and Regulation sources where "substantially all" is defined as 85
percent but focuses on the IRC 4942 regulations since IRC 509 and Chapter 42
were both promulgated under the Tax Reform Act of 1969. GCM 36186 stated
that "it appears logical to give the term substantially all a consistent meaning
throughout the provisions of the Tax Reform Act of 1969 which relate to private
foundations." The trust which was the subject of Rev. Rul. 76-208 failed to
qualify under the integral part test because it accumulated 25 percent of its
income yearly and thus failed to distribute 85 percent.

GCM 36523, December 18,1975, addresses Rev. Rul. 76-208 and GCM 36186
on the 85 percent income payout requirement. The facts of GCM 36523 indicate
that a supporting organization was paying out its income in most years to
benefit a specifically named charity named in its trust document. In some years,
income was accumulated and paid to the charity in a subsequent year. GCM
36523 distinguished the facts of GCM 36186 and found that accumulations of
income in some years may be acceptable if the accumulations are not extended
and if the accumulations are ultimately paid to the supported charity. Other
favorable factors are that the accumulations were for a specific purpose and at
the request of the publicly supported charity. GCM 36186 was distinguished
on its facts, in part, from the holding of GCM 36523 because the accumulation
ofincome by the trust described in GCM 36186 would never be paid to the named
charitable income beneficiary according to the conclusion reached in GCM
36523.

G.C.M. 36523 goes even further and suggests that a facts and circumstances
test may be appropriate in some cases. It states:

Thus, we believe that all the facts and circumstances must be
considered in determining whether a supporting organization
satisfies the ’substantially all’ requirement. Where, as in ...
(G.C.M. 36186) ... there is a permanent accumulation of income,
or where thereis an accumulation for an extended period without
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apparent purpose, the ’substantially all’ requirement will not be
met. Where, as in the instant case, however, there are only rela-
tively minor delays and arguable reasons for these delays, we
think it proper to consider the ’substantially all’ test as having
been met.

Is there a conflict between GCM 36523 and GCM 36186 (Rev. Rul. 76-208)
on the "substantially all" requirement? The G.C.M. states that it is distin-
guished from the earlier G.C.M. 36186 on the facts, and perhaps this is the way
to view the differences to the extent that differences exist.

GCM 36523 also clarifies GCM 36186. GCM 36523 states that the "substan-
tially all" requirement of Reg. 1.509(a)-4(i)(3)(iii)(a) is a prerequisite to all parts
of the integral part test under Reg. 1.509(a)-4(i)(3)(iii).

b. The Definition of Income

What is the meaning of the term "income" for purposes of applying the
"substantially all" test of the Regulation? Specifically at issue is the treatment
of capital gains income of a trust. Under widely accepted accounting principles,
capital gains are allocated to trust corpus unless the trust instrument provides
to the contrary. For income tax purposes, the capital gains earned by a trust
are included in income.

In PLR 9021060, February 28, 1990, the term "income" was held to not
include all capital gains income for purposes of the application of the substan-
tially all test of Reg. 1.509(a)-4(i)(3)(iii)(a). The PLR was also cited in the
Private Foundation Handbook, IRM 7752-28.7, paragraph 523.33 (9-20-94).

The Service is now revisiting PLR 9021060, and has amended PFHB
523.33(8) (MT, 7752-38, May 10, 1996) in respect to the exclusion for all capital
gains for purposes of the substantially all test. The Service believes that long
term capital gains may indeed be excluded from income for purposes of the
application of the substantially all test, but short-term capital gains must be
included. This position is based on Rev. Rul. 76-208. Since the Service turned
to Reg. 53.4942(b)-1(c) for the definition of the term "substantially all", it follows
that the term "income" is tied to "adjusted net income." Adjusted net income is
defined in Reg. 53.4942(a)-2(d) and includes short-term capital gains, but not
long-term capital gains. Although many income tax distinctions between long-
term and short-term capital gains ended years ago, there is still a great
difference in the nature of short-term gains (a regular carried out financial
strategy), versus long-term gains (intermittent sales of long held capital assets).
IRC 1222 still distinguishes short-term capital gains as gains from sales or
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exchanges of capital assets held for not more than a year and long-term capital
gains as gains from the sales of exchanges of capital assets held for more than
a year. Under certain facts and circumstances, short-term capital gains may
be accumulated by the supporting organization if done at the explicit request of
the supported organization. See discussion of GCM 36523 in (2)a above.
Headquarters is reviewing this matter.

(3) Subtest Two - The Attentiveness Test

a. General Rule

A second test that must be met to qualify under the integral part test of
section 1.509(a)-4(1)(3)(iii)(a) is the attentiveness requirement. In the words of
the Regulations "... the amount of support received by a publicly supported
organization must represent a sufficient part of the organization’s total support
so as to ensure the attentiveness of such organizations to the operations of the
supporting organization."

GCM 36379, August 15, 1975, discussed the attentiveness test in terms of
a numerical support limitation. The GCM stated that although the regulations
do not specify a required percentage of support, it seems unlikely that grants
that were less than 10 percent of a beneficiary’s support would, in the usual
case, be deemed sufficient to ensure attentiveness. The facts of the GCM
disclose that the supporting organization was providing support to the sup-
ported organizations in amounts that ranged from 2 to 6 percent of the
beneficiaries’ support. Thus, the GCM found that under a "strict application"
of subdivision (a), the trust did not satisfy the "integral part test."

GCM 36379 does not establish a standard set in stone. The GCM does not
absolutely rule out qualifying support to the supported organization of less than
10 percent. Secondly, it does not necessarily bless qualifying support to the
supported organization where there is an amount that is greater than 10 percent
of the supported organization’s total support. The GCM goes on to discuss the
"facts and circumstances" test under Reg. 1.509(a)-4(i)(3)(iii)(d). The holding in
the GCM was that the trust was able to meet the facts and circumstances test
of subdivision (d) because of the large size of the gift and the long history with
the supported charity.

The numerical test was again applied in GCM 36523, where it was held that
providing 2 percent of the supported organization’s support was insufficient to
meet the 10 percent test of GCM 36379. Thus, the 10 percent numerical test is
given further credence in a subsequent GCM. GCM 36523 also found grounds

112



Section 509(a)(3), the Integral Part Test,
and Miscellaneous Issues

for the organization discussed therein to meet the attentiveness test under the
facts and circumstances test of subdivision (d). Nonetheless, the 10 percent
attentiveness test has become the rule of thumb utilized by the Service in testing
for "attentiveness" under subsection (iii)(a) of the Regulations.

b. The Meaning of Support

What is the meaning of "support" for purposes of the Regulations? Is the
term limited to just gifts, grants and contributions or does it include all revenue?
Section 509(d) of the Code takes a broad approach in defining support to include
(1) gifts, grants, and contributions, (2) program related revenues, (3) invest-
ment income, and (4) government support, among other listed items of revenue.
The two GCMs (36379; 36523) discussed above do not define the term "support"
or discuss its application. Both GCMs were using "support" as derived from the
use of that term in Reg. 1.509(a)-4(i)(3)(iii)(a). The use of the term in the
Regulations can be tied to IRC 509(d) of the Code. IRC 509(d) provides that for
purposes of this part and Chapter 42, the term "support" is defined to include
a number of sources of revenue as mentioned above. Thus, it is a logical
conclusion that the term "support" for purposes of the application of the 10
percent test found in GCM 36379 is controlled by the definition of support under
IRC 509(d).

c. Continuance of Support

How long must the supporting organization meet the 10 percent attentive-
ness test applied by GCM 36379? In that GCM, comparisons were made with
respect to the grants to four potentially attentive recipient charities for either
a two or a three year period. Apparently, in GCM 36523, the support test may
have been examined for a number of years with respect to the 10 percent
attentiveness requirement, perhaps longer than ten years. On the other hand,
GCM 36523 concluded that, in some situations, the "substantially all" test may
not have to be met each and every year. Perhaps, the same is true for the 10
percent attentiveness test; that compliance is not required for each and every
year in the recent past. What would seem required, based on a general
understanding of the purpose of IRC 509(a)(3) and the intent of the Regulations,
is that there is some continuous and ongoing relationship between the attentive
charities and the supporting organization. Recently, representatives of a nas-
cent organization, in a preliminary discussion with EO division officials, sug-
gested that the supporting organization would have a number of attentive public
charities (also nascent) and that the payout of 10 percent (or more) support
would vary among and between the several different charities from year to year
so that not every supported charity would receive 10 percent support for every
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year or even most years. For this structure to provide a basis for 509(a)(3)
status, there would have to be, at the least, some history of a continuing and
ongoing relationship with the attentive charities. That relationship would not
have existed in the described situation.

d. Attentiveness- Alternative Support of A Program

"Attentiveness" can also be achieved by means other than under the 10
percent support test. Reg. 1.509(a)-4(i)(3)(iii)(b) provides that even where the
amount of support received by a publicly supported charity does not represent
a sufficient part of the supported beneficiary organization’s total support,
attentiveness may be achieved where it can be demonstrated that in order to
avoid the interruption of the carrying on of a particular function or activity, the
beneficiary organization will be sufficiently attentive to the operations of the
supporting organization. This may be the case where the support received is
earmarked for a particular program or activity of the supported organization.
Reg. 1.509(a)-4(1)(3)(iii)(c) provides two examples, one involving a museum’s
chamber music series, and the other the endowment of a chair of a university’s
law school. In GCM 36326, June 30, 1975, the Service addressed another factual
situation, involving a special program of a children’s home to recruit, screen,
and train foster parents, in which attentiveness may be achieved under subsec-
tion (iii)(b) of the Regulations.

Achieving attentiveness under Reg. 1.509(a)-4(i)(3)(iii)(b) offers a real tax
planning opportunity to organizations that wish to achieve 509(a)(3) status, but
would otherwise fail to meet the 10 percent attentiveness requirement. The EO
Division has seen a number of cases where the organization was able to secure
status as a supporting organization by providing significant support to one
particular program of a large organization where 10 percent attentiveness could
not be achieved by a direct grant to the organization as a whole because of the
very broad public support for the charity. Thus, providing support to just one
separate program will allow the supporting entity to qualify under the integral
part test. In GCM 36326, Chief Counsel concluded that it may not be necessary
to provide 100 percent of the support to the particular program to qualify under
subsection (iii)(b) of the Regulations. The GCM suggested that the loss of 50
percent of the necessary support for the program may be sufficient to interrupt
the program within the meaning of the Regulations. GCM 36326 emphasized
that the crucial factor was whether the activity would be interrupted without
the supporting organization’s funding.
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e. Attentiveness - Alternative All Pertinent
Factors Approach

Reg. 1.509(a)-4(1)(3)(ii1)(d) offers a catch-all method for achieving attentive-
ness under the integral part test. That subsection tests attentiveness based on
all pertinent factors, including the number of beneficiaries, the length and
nature of the relationship between the beneficiary and the supporting organiza-
tion, amounts received as support, and evidence of actual attentiveness by the
beneficiary organization.

In GCM 36379, August 15, 1975, the supporting organization, a trust, made
large grants to four public charities. However, because the public charities were
large entities widely supported by the public, the grants by the trust represented
only 2 to 6 percent of each charity’s total support for the year. Thus, the trust
failed to achieve attentiveness under the 10 percent test. However, the GCM
held that attentiveness was achieved under the all pertinent factors language
of subsection (iii)(d) of the Regulations. One of the pertinent factors relied on
in reaching this conclusion was the large amount of the grants in absolute terms.
The grants to three of the public charities were in the range of $200,000 to
$400,000 per year. The GCM concluded that "no matter how large a
beneficiary’s total budget may be, it will undoubtedly be at least somewhat
attentive to a grant of $200,000 to $400,000 per year." Additionally, the G.C.M.
goes on to mention other important pertinent factors that led to the finding of
attentiveness. One factor was the long history with the public charities where
the grants have continued over 20 years. Also, there was some evidence of
actual attentiveness by virtue of the distribution each year of an array of reports
to the recipient charities, including the supporting trust’s form 990.

GCM 36379 does not suggest that all that is required to achieve attentive-
ness under subsection (iii)(d) of the Regulations is a large grant and the
furnishing of annual reports to the supported attentive charity. The Service
does not accept the position that there is a safe harbor for achieving attentive-
ness simply by virtue of a large grant and providing annual reports to the
supported charity.

Support for such position is found, in part, in Rev. Rul. 76-32, 1976-1 C.B.
160, which holds that merely providing the reports of the type described in
section 1.509(a)-4(i)(3)(iii)(d) of the Regulations to each of the beneficiaries of
charitable trust each year, will not alone satisfy the attentiveness requirement
of the integral part test. Other factors are also required to find "attentiveness"
under the regulations.
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Attentiveness was also achieved under the "all pertinent factors" require-
ment in GCM 36523. The facts indicate that the organization, a trust, was
making grants to a zoo, a part of the city government, for the purpose of aiding
the zoo in animal acquisition and housing. The GCM held that there was actual
attentiveness as well as anumber of other factors suggesting qualification under
subsection (iii)(d). An important factor was that the zoo was a component part
of the city government, and that the trust was only one of two nongovernmental
organizations to support the zoo.

(4) Subtest Three- Substantial Amount of Total Support

The third leg of the integral part test under subdivision (iii) of the Regula-
tions is the requirement that "a substantial amount of the total support of the
supporting organization must go to those publicly supported organizations
which meet the attentiveness requirement . .." GCM 36326 determined that a
supporting organization met the substantial amount requirement if any one of
three organizations was proven to be "attentive" where the supporting organiza-
tion was required to pay its net income equally to three named publicly
supported organizations. Thus, the GCM suggests that Chief Counsel may
entertain the idea of a safe harbor rule when at least 33 1/3 percent of the total
support paid to named public charities must be paid to an attentive charity.
The support of multiple organizations is discussed in 5A below.

C. Integral Part Test - - Bottom Line Comments

The numerical guidelines set forth in the GCMs described above are helpful
in resolving difficult decisions relating to the application of the integral part
test. However, one would assume that the numerical tests, while helpful,
cannot be relied upon as absolutes. For example, GCM 36523 appears to have
retreated considerably on the 85 percent requirement for the substantially all
test (subtest one). Yet, this position is the most fundamentally sound of the
three numerical tests discussed in the GCMs, and is supported by Rev. Rul.
76-208.

5. Application of The Integral Part Test and Other
509(a)(3) Requirements to Cases

A. PLR 8617119 - An Example of a Conversion

It is not uncommon for a private foundation to convert to a supporting
organization under IRC 509(a)(3). There are several reasons why an organiza-
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tion may undergo a conversion, but the primary reason is likely to avoid one or
more restrictions under Chapter 42.

Private Letter Ruling 8617119, January 31, 1986, is representative of this
type of case. Facts and a discussion of this private ruling follows.

FACTS

M is a nonprofit organization which was established by A and
incorporated in the state of P. M is exempt from federal income
tax under section 501(c)(3) of the Code and is presently a private
foundation as defined in section 509(a).

Pursuant to a plan of reorganization adopted by M on July 9,

1985, N was incorporated as a P nonprofit public benefit corpora-

tion. N is identical in all material respects to M. On September

17,1985, the Service determined N to be exempt from federal tax
under section 501(c)(3) of the Code and a private foundation
under section 509(a).

The Board of Directors of M has approved an amendment to its
Articles of Incorporation which provides that M is organized and
shall be operated in connection with Q, a corporation sole, the
legal entity constituting R. R is an exempt section 501(c)(3)
religious institution described in section 170(b)(1)(A)(i) of the
Code. The amended articles also list as secondary beneficiaries
a number of organizations which are section 501(c)(3) public
charities within the meaning of section 509(a). Specifically, the
amended articles provide that M shall: (i) operate primarily for
the benefit of S, a separate fund of R, (ii) distribute substantially
all of its net income to its designated beneficiaries, and (iii)
distribute at least one-third of such income to S. The amended
articles further provide that R shall have the power to enforce its
rights thereunder and to compel an accounting.

The office of the Attorney General of the State of P has submitted
a letter stating that, under P law, all assets of a corporation
formed exclusively for charitable purposes are held in trust for

such charitable purposes. This letter also makes it clear that
under x, R has the power to compel an accounting or otherwise
bring action to remedy any breach of a charitable trust by M.

The support provided by M to R will be held and administered in
S, and used within R exclusively for the benefit of various
religious organizations of R’s denomination. R will appoint a
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committee for administration of S, a minority of which will con-

sist of some members of the Board of Directors of M. The total
amount of support of M will be approximately 600w dollars
annually. M will make grants of approximately one-third of its
total support (200w dollars) to S which will represent substan-
tially all of the support received by S. This 200w dollars of
support will be derived from M’s proposed assets of fourteen
percent of the stock of O described below.

Pursuant to the reorganization, M will file the amended articles
and will make the operational changes necessary to qualify as a
support organization under section 509(a)(3) of the Code. Upon
final distribution of the residue of C which consists of the total
outstanding stock of O, a "business enterprise" within the mean-
ing of section 4943(d)(3) of the Code, M will transfer to N all of
M'’s existing assets, and all of the residue received from C, except
for approximately fourteen percent of the O stock. After the
reorganization, the combined holdings of N and its disqualified
persons in O will not exceed twenty percent of the total outstand-
ing stock of O. The value of this transfer of assets to N from M
will be in excess of 25 percent of the fair market value of M’s net
assets at the beginning of M’s taxable year.

Each of the Boards of Directors of M and N is composed of nine
persons. The composition of both boards is identical. Of the
nine members, only two are disqualified persons within the
meaning of section 4946 of the Code (other than as foundation
managers). These two persons do not have the power to exer-
cise veto power over the actions of M. Further, except for these
two persons, who are employees of O, none of the directors are
employees of O. Also, the other seven directors do not work for
the two disqualified persons. M has submitted a notice to the
Service of the intention to terminate its private foundation status
in compliance with section 507(b)(1)(B)(ii) of the Code.

DISCUSSION

The distribution of the estate or trust of "C" would have caused the private
foundation, M, to hold over 20 percent of the stock of "O", a business enterprise,
in violation of IRC 4943(c). M is able to avoid IRC 4943 restrictions and avoid
selling O stock within 5 years by converting to a supporting organization under
the integral part test of IRC 509(a)(3). N is created as the new private
foundation and will carry out the wishes of M’s founder. N will also receive a
significant amount of O stock but not enough to violate the IRC 4943(c)
prohibition. In addition, by virtue of acquiring IRC 509(a)(3) status, M is not
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treated as a disqualified person as to N for purposes of attributing M’s large
ownership in O stock to N. See Reg. 53.4946-1(a)(7).

Further, M is carrying out its founder’s wishes by providing a substantial
benefit to S, a special program of Q/R. Note, however, that M retains some of
its former private foundation character under the amended Articles of Incor-
poration in that M may distribute up to 2/3 of its income annually to a number
of "secondary" public charities.

PLR 8617119 states, among other items, that M is terminating its private
foundation status over a sixty month period and is treated as a public charity
for that period. Reg. 1.507-2(f)(1). The Ruling holds that M meets the integral
part test of the Regulations. The Ruling holds further that M meets the
attentiveness requirement under Reg. 1.509(a)-4(i)(3)(iii)(b) by virtue of the
support of S, a particular activity of Q/R. In addition, the large size of the annual
contributions is sufficient to ensure the attentiveness of Q/R.

Presumably, the support of S, a particular program of Q/R, was designed by
M to avoid problems of achieving attentiveness under the 10 percent test of
G.C.M. 36379. If Q/R was a large religious institution, even M’s large annual
contribution would likely fall far short of 10 percent. An interesting point of
this PLR is that under state law a corporation is accorded the same right as a
trust in enforcing the beneficiary’s rights under the law. Thus, in the Ruling,
M, a corporation, is ruled to have complied with the responsiveness test of Reg.
1.509(a)-4(i)(2)(iii) because the corporation is treated the same as a charitable
trust under state law.

It is possible that the holding of O stock by M as a private foundation would
have created a problem also under IRC 4942 if the O stock paid only a small
dividend. Even if IRC 4943 was not a problem, a low yield on the O stock, the
primary asset of M, could result in the failure to distribute 5 percent of assets
as required by IRC 4942 unless appropriate amounts of O stock were sold.

B. Hypothetical Example - The Integral Part Test
and the Disqualified Person Control Test

FACTS

A is the retired owner of major corporation, X, and over 10 years
ago had established private foundation, W, holding as its primary
asset less than 2 percent of X stock. A owns the remaining X
stock. A wishes to support an existing private school, Y, for the
benefit of the residents of his home town. In addition, A wishes
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to establish Z supporting organization under IRC 509(a)(3) to
assist the operations of the school but also to make grants to
other public charities that A wishes to support. Accordingly, the
private school, Y, is informed of A’s intentions. At the same
time, Z is organized and is funded with X stock to serve as a
supporting organization to Y and other named public charities
in the articles of incorporation. A’s daughter, C, is to serve as
CEO of Z and she is also a member of the three person board of
directors of Z. The other two members of the Board of Directors
of Z are persons asserted by A to be unrelated to A or C and
independent as to X or private foundation W. However, one of
the directors is a part-time employee with a subsidiary  cor-
poration of X. Z will support Y with the payment of $250,000
yearly which will be no less than 35 percent of Z's total support
for the year paid to the named public charities. The $250,000
annual grant will not equal 10 percent of Y’s support due to
tuition revenue and grants from other sources. Some of the
stock of W in X will be transferred to Z and some of X stock will
be transferred by A to Z during A’s lifetime. Under A’s estate
plan, a significant part of X stock will be transferred to Z on the
death of A.

DISCUSSION

The public and private charities described above must display considerable
flexibility in order to carry out A’s estate planning and charitable wishes. Since
private foundation W remains in existence, the charitable programs that A was
supporting through the foundation may continue. The creation of Z was
intended to allow A to use the X stock for his charitable purposes without the
restrictions imposed by IRC 4942 or 4943. In addition, the makeup of the Z
board of directors would give A considerable influence, if not control, over
decision making. Further, since 1/3 of Z’s support is paid to Y annually, there
is flexibility in benefiting other public charities with special grants. The
transfer of X stock by W private foundation to Z is intended to constitute a
qualifying distribution under IRC 4942. While it is intended that most of the
X stock is to be transferred to Z on the death of A, any lifetime transfer of X
stock by A to Z will qualify for IRC 170 deductibility. For an individual, the
charitable contribution limitation under IRC 170(b)(1)(A) for a cash gift to a
public charity is 50 percent of the taxpayer’s contribution base for the year in
contrast to a 30 percent limitation for a cash gift to a private foundation under
IRC 170(b)(1)(B). For contributions of capital gain property (X stock), gifts to
public charities are limited to 30 percent of the taxpayer’s contribution base
under IRC 170(b)(1)(C) in contrast to the 20 percent limitation under IRC
170(b)(1)(D) for gifts to private foundations.
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However, there are a number of problems associated with the hypothetical

example. The independence of the board of directors is of critical importance to
Z’s qualification under IRC 509(a)(3).

Particular focus on the composition of the board of directors of Z is mandated
by IRC 509(a)(3)(C). It is necessary to determine that the organization is not
controlled directly or indirectly by one or more disqualified persons (as defined
in section 4946) other than foundation managers and other than one or more
organizations described in paragraph (1) or (2). C is a disqualified person by
virtue of her family relationship with her father. IRC 4946(d). In addition, the
board member that is a part-time employee of X’s subsidiary is likely to be
treated as a disqualified person or controlled by a disqualified person. In Rev.
Rul. 80-207, 1980-2 C.B. 193, the Service held that for purposes of IRC
509(a)(3)(C) an employee of a corporation owned (over 35 percent) by a substan-
tial contributor will be considered a disqualified person. In applying the holding
of Rev. Rul. 80-207 to this example, the part-time employee would be treated as
a disqualified person. Accordingly, Z would be considered controlled by dis-
qualified persons. See Reg. 1.509(a)-4(j). Compare to the facts in PLR 8617119,
extracted in 5A above.

Finally, in the example, the Service would have a problem with the "atten-
tiveness" requirement under the integral part test. As discussed in part 4B(3)e
above, the mere payment of a large sum without other supporting factors, will
not ensure attentiveness if the grant does not equal 10 percent of Y’s total
support for the year.

Under the existing facts, Z would be classified as a private foundation.

6. Miscellaneous IRC 509(a)(3) Issues

A. Flow of Support and Foundation Status of the Supported
Charity

A charitable organization may avoid private foundation status by qualifying
as a publicly supported organization under IRC 509(a)(1)/170(b)(1)(a)(vi) or IRC
509(a)(2). Qualifying under IRC 509(a)(1)/170(b)(1)(A)(vi) requires an examina-
tion of the sources of support and the need to meet certain support limitation
tests. Reg. 1.170A-9(e)(2) provides a 33 1/3 support test. Even if failing this
test, an organization may qualify under a facts and circumstances test. Reg.
1.170A-(e)(3). Under such test the public support received by the organization
must be at least 10 percent of its total support. Reg. 1.170A-9(e)(i). To meet
the 33 1/3 and 10 percent tests, the public charity may include in its calculation
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of public support from any single donor (individual, trust, or corporation) an
amount that does not exceed 2 percent of the organization’s total support for
the year. Reg. 1.170A-9(e)(6)(i). An exception for the 2 percent limitation is
made for gifts or grants from government units or public charities described in
IRC 170(b)(1)(A)(vi). Reg. 1.170A-9(e)(6)(1). In contrast, all varieties of IRC

509(a)(3) organizations are subject to the 2 percent limitation.

IRC 509(a)(3) organizations are also subject to the operational test described
in Reg. 1.509(a)-4(e). Basically, it provides that an IRC 509(a)(3) organization
will be operated exclusively to support one or more specified organizations only
ifit engages in activities that support or benefit the publicly supported organiza-
tions. Generally, providing funds to an IRC 509(a)(1)/170(b)(1)(A)(vi) supported
organization is the primary charitable activity of the 509(a)(3) supporting
organization. Funds distributed to the IRC 170(b)(1)(A)(vi) supported organiza-
tion would be taken into account for measuring the latter’s public charity status.
The EO Division has occasionally observed situations where the supporting
organization makes grants to organizations that are not the supported organiza-
tion in an apparent attempt to avoid having the distributions attributed to the
supported organization, especially in those situations where the supporting
organization is the dominant financial feeder of the IRC 170(b)(1)(A)(vi) or-
ganization which is subject to the two percent rule. In some cases, the IRC
509(a)(3) distributions could jeopardize the IRC 170(b)(1)(A)(vi) status of the
supported organization and, as a result, like the collapse of a house of cards,
would cause the loss of the supporting organization’s IRC 509(a)(3) status.

In any case, to satisfy the IRC 509(a)(3) operations test requirement,
pursuant to Reg. 1.509(a)-4(e)(1), payments may be made to organizations other
than the specified publicly supported organization only under the following
circumstances:

(1) The payment constitutes a grant to an individual who is a
member of a charitable class benefited by the specified publicly
supported organization rather than a grant to the organization
receiving it[applicable rules are set forth in Reg. 53.4945-4(a)(4)];

(2) The payment is made to an organization that is operated,
supervised, or controlled by; supervised or controlled in connec-
tion with; or operated in connection with the publicly supported
organization; or

(3) The payment is made to an organization described in IRC
511(a)(3)(B) (colleges and universities that are governmental
agencies or instrumentalities).
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See 4B(1) above for discussion of GCM 38417 and IRC 509(a)(3) support of
community trusts. See additional discussion in the 1993 EO CPE Text, at p.
245, et. seq.

B. The Scholarship Cases

As discussed earlier in this article, IRC 509(a)(3) organizations must satisfy
organizational and operational tests. Reg. 1.509(a)-4(c)(1); Reg. 1.509(a)-
4(e)(1). The state of the law has evolved through a line of cases, rulings, and
GCMs dealing with scholarships granted to high school students for the purpose
of pursuing advanced education. While the focus of this line of authority was
on the IRC 509(a)(3) organization test, many of the authorities also dealt with
the responsiveness test and the integral part test. This is because most cases
(but not all) that addressed the issue fell under the "operated in connection with"
relationship.

The Service took a conservative position on the organizational and opera-
tional tests in GCM 36043, October 9, 1974. The facts of the GCM involved two
different factual cases where trusts were established to provide funds for high
school graduates for advanced study at specifically named institutions of higher
learning. In each case, a bank was named as trustee. In one of the cases, a
scholarship committee from the named college selected the high school student
to receive the grant. Both trusts were held in the GCM to have failed the
organizational test because neither trust document included language that the
trusts were created to support or benefit the publicly supported organization.
See Reg. 1.509(a)-4(d)(2). The two trusts described did not have the requisite
language in the trust documents. Additionally, the GCM concluded that neither
trust satisfied either the responsiveness test or the integral part test.

The holding of Rev. Rul. 75-437, 1975-2 C.B. 218 reached a similar con-
clusion. The failure under the organizational test is explained by the Rev. Rul.
as follows:

The trust in the instant case does not satisfy this requirement of
the ’organizational test,” because the trust instrument does not
contain the requisite statement of purpose. Since the trust is not
’operated, supervised, or controlled by’ or ’supervised or control-
led in connection with’ the publicly supported schools and
governmental units, the fact that the educational purposes of the
trust are consistent with those of schools and governmental units
is not sufficient to satisfy the organizational test.
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Under section 1.509(a)-4(d)(2) of the regulations, if the supported
organization is neither ’operated, supervised, or controlled by’
nor ’supervised or controlled in connection with’ a publicly sup-
ported organization, then the ’specified’ publicly supported or-
ganization must be designated by name in the supporting
organization’s articles unless there has been an historic and
continuing relationship between the supporting organization
and the supported organization and by reason of such relation-
ship there has developed a substantial identity of interests be-
tween such organizations.

Rev. Rul. 75-437 goes on to conclude that the trust satisfies neither the
responsiveness test nor the integral part test. GCM 36050, October 9, 1974, is
the underlying GCM of Rev. Rul. 75-437.

The Service position addressed in the scholarship cases was challenged by
three cases in the Tax Court. In Warren M. Goodspeed Scholarship Fund v.
Commissioner, 70 T.C. 515 (1978), a testamentary trust provided scholarships
to graduates of the high school in Duxbury, Massachusetts or bona fide residents
of Duxbury for the purpose of attending Yale College. The trust was ad-
ministered by the trustee, a bank. Yale College participated in the selection of
the recipients of the scholarship grant. The case centered on the issue of the
absence of specific language in the trust document that the trust was for the
benefit of or to carry out the purpose of Yale University. The Court held that
it was clear from the trust document that the trust was for the benefit of Yale
University. The Court stated that the Regulations did not require more specific
language. See the 1993 EO CPE Text, p. 243, footnote 8.

A similar result was reached in Nellie Callahan Scholarship Fund v. Com-
missioner, 73 T.C. 626 (1980). The facts of the case disclose that the graduates
of Winterset Community High School were eligible to a scholarship to attend a
school located in Iowa. The selection committee for the scholarship consisted
of officials of the school board and the principal of the high school. The Callahan
case focused, however, not on the organizational test but on the responsiveness
test and the integral part test. In this case, the Service argued that the Trust
document failed to name the designated beneficiaries of the trust and, thus,
failed under Reg. 1.509(a)-4(i)(2)(iii)(b). The Court found, however, that there
was no doubt as to the intended beneficiary of the trust, citing Goodspeed as
authority. Further, the Court found compliance with the integral part test
under Reg. 1.509(a)-4(i)(iii)(b).

In Cockerline Memorial Fund v. Commissioner, 86 T.C. 53 (1986), the
responsiveness test and the integral part test were again at issue as well as the
organizational test. After finding compliance with the responsiveness and
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integral part test, the Court addressed the organizational test. Under the rule
provided by Reg. 1.509(a)-4(d)(2)(iv), the Court found a historic and continuing
relationship between the supporting organization and the public supported
organization.

In light of the outstanding Tax Court cases, the tax law specialist may wish
to approach comparable cases judiciously.

C. Nonexempt Charitable Trusts (NECTs) Under
IRC 4947(a)(1) and 509(a)(3)

In recent years, the Service has received multiple requests in batches from
NECTSs, many of which have never filed an income tax or information return.
This activity may often be due to the national rise in mergers and acquisitions
of smaller institutions by larger institutions in the banking industry. The new
or acquiring financial institution takes inventory, discovers the NECTSs, and,
after reviewing the filing requirements of charitable and split interest trusts in
Rev. Proc. 83-32, 1983-1 C.B. 723, brings the tax delinquents into compliance.
Often this may involve closing agreements since there may be late filing
penalties and interest charges and Chapter 42 taxes due in the case of NECTs
that are private foundations.

Pursuant to Rev. Proc. 72-50, 1972-2 C.B. 830, as superseded in minor part
by Rev. Proc. 76-34, 1976-2 C.B. 657, a charitable trust classified as a 4947(a)(1)
trust may request a determination from the Internal Revenue Service as to the
status of the trust under IRC 509(a)(3) even though the trust has neither
obtained nor seeks exemption under IRC 501(c)(3). Exemption per se may not
be relevant since IRC 4947(a)(1) trusts are exempted from the notice require-
ments of IRC 508(a). See Reg. 1.508-1(b)(7)(iv). A determination letter issued
by the Service that the requesting IRC 4947(a)(1) trust qualifies under IRC
509(a)(3) will allow such organization to avoid retroactively the imposition of
the private foundation rules. See section 5.01 of Rev. Proc. 72-50. However,
the delinquent trust could still be subject to late filing penalties and interest
charges.

IRC 509(a)(3)’s Supporting IRC(c)(4)’s, (c)(5)’s, and (c)(6)’s
--Foundation Status of the Supported Organizations

The last sentence of IRC 509(a) reads as follows:
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For purposes of paragraph (3), an organization described in
paragraph (2) shall be deemed to include an organization
described in section 501(c)(4), (5), or (6) which would be described
in paragraph (2) if it were an organization described in section
501(c)(3).

This provision had the dubious honor of being placed at least twice in the
Gobbledygook column of the defunct Washington Star (D.C.). In essence, it
provides that an organization may qualify as an IRC 509(a)(3) organization if
it: (1) supports a section 501(c)(4), (5), or (6) that has public support charac-
teristics of a section 509(a)(2) organization; and (2) meets the 509(a)(3) tests.
See Reg. 1.509(a)-4(k).

The provision does not provide for a legal conversion of the section 501(c)(4),
(5), or (6) supported organization into a section 501(c)(3) and/or section 509(a)(3)
organization for classification purposes. This flip/flop interpretation was made
in PLRs 8650091, September 22, 1986 and 8933059, May 25, 1989. The E:EO

Division is presently revisiting these PLRs.

E. Organizations Supporting Action Organizations
Exempt Under IRC 501(c)(4)

Many educational organizations forego IRC 501(c)(3) status and accept IRC
501(c)(4) status because of substantial lobbying expenditures that would exceed
the liberal limits allowed under IRC 501(h)/4911 provisions. In addition, such
organizations may wish to be regulated under the less restrictive primary
activities test of the social welfare exemption provisions in order to occasionally
intervene in political campaigns directly or through an IRC 527(f)(3) segregated
fund. See Rev. Rul. 81-95, 1981-1 C.B. 332.

The trade-offs for the degree of freedom to engage in legislative advocacy
and political campaign activity that would be precluded under IRC 501(c)(3) are
the losses of contributions from donors, that would be deductible under IRC
170(c)(2), and private foundation grants that are subject to IRC 4945. Many of
these educational action IRC 501(c)(4) organizations create 501(c)(3) organiza-
tions that are funded by the same members or contributors of the IRC 501(c)(4)s.
These IRC 501(c)(3) entities may have only one purpose and that is to channel
funds to pay for the programs of the IRC 501(c)(4) organizations. These 501(c)(3)
entities generally claim IRC 509(a)(1)/170(b)(1)(A)(vi) public charity status.
They accordingly make the IRC 501(h) lobbying election to fall under the IRC
501(h)/4911 expenditures’ tests to cover any distributions to the IRC 501(c)(4)
entities that may secondarily pay for legislative activity associated with funded
educational projects.
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The IRC 501(c)(3) entity and the IRC 501(c)(4) entity may be structured so
that there is no interlocking directorate or a situation where there is a majority
of the IRC 501(c)(4)’s directors who are also members of the board of directors
of the IRC 501(c)(3) entity. However, the reality of the interrelationship reveals
that year after year, the IRC 501(c)(3) entity exists only to fund the IRC
501(c)(4)’s programs and does little if anything else except solicit funds (through
the IRC 501(c)(4)’s fundraising component) and maintain an investment
portfolio.

This coziness between a IRC 501(c)(4) organization and a IRC 501(c)(3)
organization may not have been contemplated by Congress. The totality of the
tax exemption and deductibility statutory framework provides that: IRC
501(c)(3) prohibits political campaign intervention and imposes limits on legis-
lative activities; IRC 170(c)(2) restricts deductibility to IRC 501(c)(3) organiza-
tions and not IRC 501(c)(4) organizations; and IRC 504 requires denial of IRC
501(c)(4) exemption status to section 501(c)(3) organizations that lose exempt
status because of excessive lobbying or political campaign intervention. See
also discussion of IRC 504 "transfer" rules in Lobbying Issues, part 5, in this
EO CPE text. Under the circumstances of the relationships between the
organizations described above, there is a question of whether tax deductible
contributions should be allowed and IRC 501(c)(3) exemption recognized to an
entity that is in effect a mere conduit for a IRC 501(c)(4) that would not be
recognized as a IRC 501(c)(3) if the existing IRC 501(c)(4) was legally merged
into it. There is also a question of whether such a conduit IRC 501(c)(3) is
eligible to make the IRC 501(h) lobbying election.

IRC 501(h)(4)(F) prohibits IRC 509(a)(3) organizations that support IRC
501(c)(4) organizations from making the lobbying election under IRC 501(h).

According to the General Explanation of the Tax Reform Act of 1976 (Blue
Book), page 415, footnote 10:

Also organizations which are public charities because they are
support organizations (under sec. 509(a)(3)) of certain types of
social welfare organizations(sec. 501(c)(4)), labor unions, etc.
(sec. 501(c)(5)), or trade associations (sec. 501(c)(6)) areineligible
to make this election.

The IRC 501(c)(3) organizations described herein claim eligibility to make
the lobbying election through IRC 509(a)(1)/170(b)(1)(A)(vi) status. However,
they are clearly IRC 509(a)(3) organizations also. Does that fact make them
ineligible to make the lobbying election? Congress would have appeared to deny
IRC 501(h) accessibility to organizations that support exempt action organiza-
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tions. If ineligible to make the election, the IRC 501(c)(3) organizations dis-
cussed here would have to apply closer scrutiny in funding programs of the IRC
501(c)(4) organizations to ensure that any lobbying is insubstantial under the
vague substantial part test of IRC 501(c)(3).

In regard to the threshold issue of IRC 501(c)(3) exempt status, the 1976
Blue Book provides the following on page 411, footnote 7, in commenting about
public charities and the legislative activity tests under IRC 501(c)(3), 501(h),
and 4911:

This Act deals only with whether an organization is to be treated
as violating the lobbying activity limits of the law. The Act does
not affect the question of whether an expenditure might cause the
organization to lose its charitable status because the expenditure
violates the requirement that the organization be organized and
operated "exclusively" for charitable, etc. purposes. (The
Supreme Court has defined "exclusively" in this context to mean
thatthereis nononexemptpurpose thatis"substantialin nature."
Better Business Bureau v. U.S., 326 U.S. 279, 283 (1945)). Also, the
Act does not deal with the circumstances under which an expen-
diture might be treated as electioneering, which constitutes
another cause for loss of exempt status.

In the scenario described herein, the IRC 501(c)(3) organization has no other
purpose or activity except fund the IRC 501(c)(4) action organization. The IRC
501(c)(4) is receiving indirectly IRC 170(c)(2) tax deductible dollars that it could
not receive directly. Is the IRC 501(c)(3) promoting a substantial nonexempt
purpose under these circumstances? Or has Congress inadvertantly created a
loophole allowing organizations supporting IRC 501(c)(4) action organizations
to meet IRC 501(c)(3) qualifications through the "gobbledygook" provision of
IRC 509(a)(3)?

Headquarters is reviewing this matter.

F. Review the 1023 - Is the Private Foundation
Applicant a Qualified Public Charity?

Tax Law Specialists should review whether a 501(c)(3) applicant may
qualify as a supporting organization under IRC 509(a)(3) (or under some other
public charity category) even if the organization has checked off Private Foun-
dation status on its 1023. Headquarters occasionally considers private letter
ruling and technical advice cases involving challenging chapter 42 issues which
would not have been raised if the subject organizations were properly classified
as public charities during the application process.
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Once an organization is classified as a private foundation, the organization
will always be treated as a private foundation, including paying an IRC 4940
tax, unless it terminates its private foundation status under IRC 507(a)(1)(B).
In order to terminate private foundation status, the organization must notify
the Key District Office. See 1982 and 1989 EO CPE texts at pages 93 and 119
respectively; PLRs 8617119 and 9407029; and Reg. 1.507-2(b)(3). During the
60 month termination period, the organization must still file 990PF returns.
These IRC 507 termination requirements may be onerous for the organization.
Thus, it is helpful to the organization, and the Service in the long run, if the
private foundation/public charity status is correctly determined at the outset.

7. Conclusion

Many IRC 501(c)(3) organizations seek to avoid private foundation status
through classification as a supporting organization under IRC 509(a)(3).
Achieving IRC 509(a)(3) status is often a matter of tax planning for organiza-
tions contemplating conversion or reorganization transactions. A working
knowledge of the "operated in connection with" integral part test is crucial to
developing the issues related to the determination of IRC 509(a)(3) status. It
is also important to keep up with current developments in this evolving area
through a review of the important Miscellaneous Issues discussed in this article.
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J. VIRTUAL MERGERS

HOSPITAL JOINT OPERATING AGREEMENT AFFILIATIONS
b
Roderick Darling an({ Marvin Friedlander

1. Introduction

The nonprofit healthcare industry in the United States is in the midst of
significant change. A variety of different operational arrangements are being
devised to achieve efficiencies and improve particular institutions’ financial
health. Some of these arrangements, including the "virtual mergers" discussed
in this article and "whole hospital joint ventures" of the sort arising between
nonprofit and proprietary institutions, reflect substantial changes in the tax
exempt entities’ operations. Agents examining institutions that have entered
into such arrangments should ascertain whether the Service was notified of the
change in operations as required by the terms of the standard IRS exemption
determination letter and by Rev. Rul. 58-617, 1958-2 C.B. 260. Failure to notify
the Service of significant changes in operations could have serious consequences
for the exempt institution. Should adverse tax positions be taken by the Service,
the presence or absence of notification would be significant for purposes of the
effective date of the adverse action.

2. Background

For some period of time, formerly independent exempt hospitals have been
forming affiliations that are actual mergers, as evidenced by absolute structural
and financial control ceded to a centralized "parent" entity, as in the following
two situations.

A. Northwestern Healthcare Network

In an exemption ruling (administrative file is a matter of public record
pursuant to IRC 6104 ) issued to Northwestern Healthcare Network, the central-
ized entity had the following powers:

1. Appoint and remove the members of the boards of the subordinates.
2. Approve amendments to the Articles or Bylaws of the subordinates.

3. Approve or disapprove withdrawal of subordinates from the system.
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4. Monitor and audit the subordinates to assure compliance with its direc-
tives.

5. Authority over asset transfers, overall budgets and strategic plans, and
capital acquisition strategies of the subordinates.

6. Direct or approve the mergers, acquisitions or affiliations of the subor-
dinates and their affiliates with other entities.

B. PLRs 9609012 and 9623011

In PLRs 9609012 and 9623011 the Office of Assistant Chief Counsel (Finan-
cial Institutions and Products) relied on representations that a newly estab-
lished parent organization would constitute the sole governance authority of a
network that included previously unrelated hospital systems and the Service
concluded, in part, that services shared among the network’s participants were
being performed as an integral part of the exempt activities of organizations
that are financially and structurally related. These rulings reflect the interac-
tion between virtual mergers and the rules for tax exempt bonds under IRC 141.

3. Joint Operating Agreements

Unlike the absolute financial and structural control affiliations previously
described where a centralized authority has power over participating hospitals’
boards of directors and assets, regional hospital systems are now affiliating
through a joint operating agreement that may be implemented through a
partnership or through a non-profit corporation. The hallmark of the joint
operating agreement type of affiliation is that participating hospitals retain
their separate identities, boards of directors, and a certain amount of autonomy
even though considerable management and financial authority is shifted to the
governing body of the JOA. For example, authority to make moral or ethical
decisions based on religious principles is usually retained by the hospitals.
Powers ceded to the governing body of the joint operating agreement and
powers reserved by the hospitals may be spelled out in a variety of documents,
including a joint operating agreement, a partnership agreement, articles of
incorporation, bylaws, a code of regulations, or management contracts. Because
a joint operating agreement affiliation is not a true merger, it has come to be
called a "virtual merger."

Virtual mergers are intended to unify operations to achieve cost efficiencies
necessary to compete successfully in a managed care environment by eliminat-
ing duplications, consolidating managerial decisions, and offering third-party
payers unified access to cost effective services.
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4. What’s The Fuss?

When an exempt hospital provides support activities that are not the direct
provision of health care, such as management, fiscal, or administrative services,
to exempt hospitals for a fee, it is usually subject to unrelated business income
tax pursuant to IRC 511. This result is derived from IRC 513(e), which creates
an exception to the unrelated trade or business rules for a hospital providing
certain services listed in IRC 501(e) (e.g., data processing, billing and collection,
or record center) but only if provided to exempt hospitals with facilities for less
than 100 inpatients. Thus, ancillary services provided by an exempt organiza-
tion to other exempt organizations outside the IRC 513(e) exception are an

unrelated trade or business. See also BSW Group, Inc. v. Commissioner, 70
T.C. 352 (1978).

If this was the primary purpose of a healthcare organization, the provision
of ancillary services for a fee to other exempt hospitals, then it would not be
qualified for exemption since it would have a substantial nonexempt purpose.
See Better Business Bureau v. United States, 326 U.S. 279, 283 (1945). Also,
IRC 502 describes as a feeder organization one that is operated for the primary
purpose of carrying on a trade or business for profit. A feeder organization is
not qualified for exemption under IRC 501(a) on the grounds that all the profits
are payable to exempt organizations. Moreover, where an organization is
providing support activities on a centralized basis to hospitals, the exclusive
route to exemption is generally provided by IRC 501(e), which provides exemp-

tion for certain cooperative hospital service organizations. See HCSC-Laundry
v. United States, 450 U.S. 1 (1981).

5. Integral Part Basis For Exemption

Evenifan organization does not independently qualify for exemption, it may
qualify if it is an integral part of an IRC 501(c)(3) organization, provided it is
not a feeder organization within the meaning of IRC 502. An otherwise properly
organized and operated organization could derivatively qualify for exemption
as an integral part if (1) it performs essential services for an exempt organiza-
tion and the services, if performed by the exempt organization itself, would not
be an unrelated trade or business, and (2) the exempt organization exercises
sufficient control and close supervision, based on all the facts and circumstan-
ces, to establish the equivalent of a parent and subsidiary relationship. See
Rev. Rul. 78-41, 1978-1 C.B. 148 (trust to satisfy malpractice claims against a
hospital); Rev. Rul. 75-282, 1975-2 C.B. 201 (organization controlled by a
conference of churches to provide member churches with mortgage loans); GCM
39830 (September 10, 1990) (a separately incorporated health maintenance
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organization that was controlled by an exempt hospital was not providing
essential services or services that would not be an unrelated trade or business
if performed by the exempt parent necessary to satisfy the integral part basis
for exemption); and GCM 39684 (December 10, 1987) (an organization was not
qualified for exemption on the integral part basis where it performed services
for an exempt parent organization and its subsidiary organizations as well as
organizations that had no relationship to the parent).

If the equivalent of a parent-subsidiary relationship is established, dealings
between the parent and the subsidiary that would not otherwise have resulted
in unrelated trade or business are considered to be merely a matter of account-
ing rather than unrelated trade or business activity under IRC 513. See Rev.
Rul. 77-72, 1977-1 C.B. 157 (indebtedness owed to a labor union by its wholly
owned tax-exempt subsidiary is not acquisition indebtedness within the mean-
ing of IRC 514 since the parent-subsidiary relationship shows the indebtedness
to be merely a matter of accounting).

6. Application To Joint Operating Agreements

Joint operating agreements between or among previously independent
hospitals and hospital systems usually do not provide the "parent" authority
over boards of directors and assets. Therefore, the Service must look for other
explicit manifestations of control so dealings between the hospitals (and the
parts of the hospital systems that are completely financially integrated) under
the agreement are between organizations that are the equivalent of a parent
and its subsidiary and thus not unrelated trade or business. If the hospitals
establish a "super" parent to implement the joint operating agreement, and the
facts and circumstances establish that the equivalent of a parent-subsidiary
relationship exists, then the "super" parent will be considered to be an integral
part of the subsidiaries. Thus, essential services it provides to the subsidiaries
would not constitute unrelated trade or business.

7. Facts and Circumstances

The following facts and circumstances provide the basis for a more flexible
control analysis that does not rely strictly on the degree of structural control or
on any one factor. Although some factors are more significant than others, the
analysis looks to a preponderance of all the facts and circumstances that
demonstrates significant control over management and financial decisions
which have been ceded by participating entities to a governing body under a
joint operating agreement or a "super" parent organization. There may be other
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facts and circumstances that have not been listed and they too will be considered
if raised by organizations.

A. Delegation of Significant Authority

The following facts and circumstances consider the long range and day-to-
day management decisions delegated to the JOA governing body. In addition
to specific items such as those set out below, the facts and circumstances also
consider frequency of meetings by the JOA governing body and its overall
responsibility for operational decisions. For example, if the JOA governing body
meets infrequently merely to ratify a participating entity’s decision, it does not
have authority to exercise significant management authority. Elements of
specific management authority include:

(1) Authority to establish budgets. This significant aspect includes respon-
sibility to establish overall budgets, as well as authority to approve major
expenditures, debt, contracts, managed care agreements, and capital
expenditures. This aspect also considers whether the JOA governing
body regularly meets to establish long term and short term budgets and
to implement its decisions.

(2) Authority by the JOA governing body to monitor and audit each par-
ticipating entity’s compliance with its directives. This is a significant
aspect.

(3) Authority to direct services. This significant aspect considers whether
the JOA governing body can direct that health care services be under-
taken or not be undertaken by the participating entities. For example,
whether the governing body of the JOA can direct a participating hospital
to refrain from being a provider of pediatric services.

(4) Authority to enter agreements that bind participating entities, par-
ticularly agreements with managed care providers.

(5) Authority to hire and fire personnel.

(6) Authority to grant hospital staff privileges.

(7) Authority to set or approve fees and prices.

(8) Authority to buy assets for and sell assets of participating entities.

(9) Authority to re-allocate income among the participating entities to
balance income and expenses to assure financial integration and to

achieve mutual objectives.
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B. Permanence

Factors that establish a permanent arrangement include whether there are
significant penalties or other hindrances to terminating the agreement, and
whether there are mechanisms such as direct negotiations and binding arbitra-
tion in place to resolve disputes among the parties. The degree to which the
JOA is permanent also affects the determination whether the JOA establishes
the equivalent of a parent-subsidiary relationship.

C. Veto Power

A veto power is not the same as a power to initiate an action. If the authority
ceded to the JOA governing body is merely the power to veto actions taken by
participating hospitals, then the facts and circumstances necessary to establish
the equivalent of a parent-subsidiary relationship would not be present.
Similarly, if actions of the JOA governing body are subject to veto by the
participating hospitals, this too would negate a finding that the hospitals
function as subordinates of the JOA.

D. Reserved Powers

If participating hospitals retain some authority, this is not necessarily
determinative of whether the equivalent of a parent-subsidiary relationship has
been established. For example, authority over ethical or moral issues based on
religious principles may be reserved by the participating entities. If all of the
other surrounding facts and circumstances showed that sufficient authority had
otherwise been ceded to the JOA governing body, this type of reservation would
not preclude a finding that the equivalent of a parent-subsidiary relationship
had been established.

E. Less Than Full Integration

Where there is not full integration among participating hospitals because,
for example, a hospital system excludes one or more of its subsidiary hospitals
from participating in the joint operating agreement, then services involving the
excluded organization would not be covered by the joint operating agreement
and may not be excepted from unrelated business income tax.
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8. Conclusion

This is a new and evolving area for tax exempt hospitals. Certainly, we will
be continuing to look closely at transactions that involve joint operating agree-
ments or other forms of affiliations between exempt hospitals. Private Letter
Rulings (PLR) in this area involving unrelated business income tax issues will
be available to the public under IRC 6110. They will reflect application of these
tax law considerations to specific factual situations.
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K. CHARITABLE REMAINDER TRUSTS:

THE INCOME DEFERRAL ABUSE AND OTHER ISSUES
b
Ron Shoemaker an David Jones

1. Introduction

The focus of this article is the use of charitable remainder unitrusts to defer
income and the circumstances where this creates problems under the IRC 4941
self-dealing rules. Following this material is a discussion of several of the
current issues relating to charitable remainder unitrusts.

Under IRC 4947(a)(2) some of the Chapter 42 restrictions, primarily IRC
4941 and IRC 4945, are applicable to split interest charitable trusts, including
charitable remainder unitrusts. The Service is aware of a growing practice of
using this format for purposes other than those originally intended by Congress.

In making these arrangements, a number of donors and their relatives, who
are disqualified persons under IRC 4946, may have violated the self-dealing
prohibition of IRC 4941. For example, in Notice 94-78, 1994-2 C.B. 555, the
Service addressed the problem of the charitable remainder unitrust format
being used as a vehicle to avoid tax resulting from the realization of gain on the
sale of appreciated assets. An article in the FY 1996 CPE text, "Self-Dealing
and Other Issues Involving Charitable Remainder Trusts" (Topic G at 159),
discusses the self-dealing aspect of the problem presented in Notice 94-78.

Another recent tax scheme involves the use of the "net income with makeup"
charitable remainder unitrust, the so-called "NIMCRUT." The tax deferral
aspects of these trusts have been touted in a number of published tax articles.

2. Discussion of the Problem

The standard fixed charitable remainder unitrust under IRC 664(d)(2)(A)
requires a minimum fixed percentage payout from the trust annually in an
amount that is no less than 5 percent of the net fair market value of the trust
assets which are valued no less frequently than annually. The fixed percentage
payout may be greater than 5 percent. If the unitrust is unable to generate
sufficient income from its investments to pay the required unitrust payout
amount, the trustee must dip into trust principal for the necessary funds.
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An alternative, the net income limitation under IRC 664(d)(3), allows a trust
instrument to provide an annual payout that is the lesser of the amount of trust
income for the year or the fixed percentage (of trust assets) payout of 5 percent
or more provided for in the trust instrument. Thus, with a net income limita-
tion, if the trust income is not sufficient to pay the fixed percentage payout
amount, the trustee is authorized to pay to the noncharitable income beneficiary
only the amount that is the trust’s income for the year. Under IRC 664(d)(3), a
trust’s income is defined by state law. The advantage of this provision is that
the trustee need not resort to trust principal to fulfill the trust’s obligation to
the income beneficiary.

The deficit in the income paid to the income beneficiary also may be made
up at some future date if the unitrust has a makeup provision pursuant to IRC
664(d)(3)(B). With a makeup provision, if the trust income exceeds the fixed
percentage payout amount, the excess may be paid to the income beneficiary to
make up a deficiency from prior years. Trusts with both net income limitations
and makeup provisions are called NIMCRUTS. The Service has seen
NIMCRUTS used to defer income to the beneficiary.

When Congress described IRC 664(d)(3), it stated:

Allowing a charitable remainder unitrust to distribute to the
income beneficiary the lesser of the trust income or the stated
payout will prevent a trust from having to invade its corpus when
the income for the year is below that originally contemplated.

General Explanation of the Tax Reform Act 0of 1969, 91st Cong., 1st Sess., at 85.
IRC 664(d)(3) was enacted to give trustees breathing room. If, in any year, trust

income dropped and the distributions to the noncharitable beneficiaries
originally intended by the donor could not be met using trust income, the
trustees could temporarily reduce the current payout, or could otherwise adjust
the unitrust’s portfolio to generate sufficient income for future years.

However, the net income and makeup provisions of IRC 664 are now being
used not to gain flexibility in the normal management of the portfolio, but for a
tax deferral purpose not contemplated by Congress.

To achieve a maximum deferral for a noncharitable beneficiary, a trust’s
assets must be manipulated in such a manner so that the net income and
makeup provisions can be used to avoid payout in the early years of the trust
and to realize income, including the makeup amount, only in later years when
the noncharitable income beneficiary may be in a lower tax bracket. This device
is called an income deferral NIMCRUT.
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The operation of the income deferral NIMCRUT and the tax benefits that
may be achieved are illustrated by the following example:

Individual A is a key employee and major stockholder of closely-held
corporation M which specializes in high technology products. A has
substantial wealth from his ownership of M stock as well as a
substantial salary with M of $500,000 per year. A is 55 years of age
and wishes to arrange his income, retirement, and estate planning
to avoid taxes to the greatest extent possible.

In year one, A executes a NIMCRUT, called TRUST X. TRUST X
will pay the unitrust amount annually to A for his life and then to
A’s wife for her life. The unitrust amount will be the lesser of 8
percent of the annual fair market value of the trust’s assets or the
income of the trust. If the trust income is greater than 8 percent in
any year, the excess income will be used to make up any deficiency
in the unitrust amounts for prior years. Income is defined under the
governing instrument to include income from the sale of the trust’s
assets.

Trust X is funded with M stock which has a zero basis and a current
fair market value in year one of $20,000,000. The M stock has no
history of paying a dividend, and, when TRUST X is created, the
stock is expected to appreciate significantly in value over the years.

Time passes. Trust X realizes no income from the M stock during the
first 10 years while A continues to receive his substantial salary from
M as a key employee. In year eleven, A retires. In year eleven the
M stock has a fair market value of $34,000,000. By prearrangement
and subject to regular consultation, Trust X has held the stock off
the market. Beginning in year eleven and over the next five years
Trust X, at A’s direction, sells all of the M stock, 20 percent each
year. Beginning in year eleven and for the next five years, A receives
substantial income from Trust X under the makeup provision of IRC
664(d)(3)(B). A will continue to receive income from the trust in year
15 and thereafter since Trust X has invested a portion of the proceeds
from the sale of M stock (the portion not distributed to A) in other
assets.

Assuming that taxes can be avoided under IRC 4941, the tax benefits
to A are obvious. As is true for donors to all charitable remainder
trusts, A will receive a current charitable deduction. The deduction
will be used to offset his substantial salary generated by his employ-
ment with M. In addition, A is able to benefit from the tax free build-
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up of the income from Trust X for ten years and has shifted the
receipt of that income to years when he will be taxed at a lower rate.

3. NIMCRUTS and the Self-Dealing Provisions

Analytically, the self-dealing issues for both charitable remainder unitrusts
used as tax shelters and for the income deferral NIMCRUTS are similar. In both
cases, unitrust assets must be managed in a particular way if the desired result
is to be achieved. For Trust X, the way is to hold the stock of M off the market
until year eleven in order to defer tax during years one through ten. Whether
this is an act of self-dealing depends on whether it can be characterized as
"transfer to, or use by or for the benefit of, a disqualified person of the income
or assets of a private foundation", as that phrase is used in IRC 4941(d)(1)(E).

A classic example of the use of foundation assets to benefit a disqualified
person may be found in Rev. Rul. 74-600, 1974-2 C.B. 385. Rev. Rul. 74-600
states that the placing of paintings owned by a private foundation in the
residence of a substantial contributor/ disqualified person constitutes an act of
self-dealing.

As early as 1969, the Joint Committee on Taxation realized that self-dealing
could involve something other than a transfer of the asset between the parties.

The General Explanation of the Tax Reform Act of 1969 states at p. 31 that:

A self-dealing transaction may occur even though there has been no
transfer of money or property between the foundation and any dis-
qualified person. For example, securities purchases or sales by the
foundation to manipulate the prices of the securities to the advantage
of the disqualified person constitute a "use by or for the benefit of a
disqualified person of the income or assets of a private foundation."

This conclusion was echoed in the regulations. Reg. 53.4941(d)-2(f)(1)
provides in part that "the purchase or sale of stock or other securities by a
private foundation shall be an act of self-dealing if such purchase or sale is made
in an attempt to manipulate the price of the stock or other securities to the
advantage of a disqualified person."

One point that the regulation makes quite clear is that for a stock manipula-
tion to be considered a "use by or for the benefit of a disqualified person," it must
be intentional. In the words of the regulation, it must be "made in an attempt
to manipulate" the price of the stock. (Emphasis added)
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Although the manipulation must be intentional, the individuals involved
need not know that engaging in such manipulation may constitute self-dealing.
Reg. 53.4941(a)-1(a)(1) provides that the excise tax shall be imposed on a
disqualified person even though he had no knowledge at the time of the act that
the act constituted self-dealing. See also G.C.M. 37731 (October 26, 1978).

Also consider the case of a private foundation which receives from an estate
as a bequest three secured mortgage notes carrying a rate of interest described
as excellent. The obligor under the notes is a partnership that is a disqualified
person with respect to the private foundation. The loan was made at an earlier
date, but is less than 10 years old. It was not contemplated that the notes would
be transferred to the foundation. Reg. 53.4941(d)-2(a)(2) provides that if a
private foundation assumes a mortgage that a disqualified person placed on the
property within 10 years, the transfer will be considered self-dealing under
4941(d)(1)(B).

An asset manipulation intended to provide an economic benefit (the maxi-
mum tax deferral) for a NIMCRUT’s income beneficiary, therefore, may be
involved in self-dealing where the beneficiary is a disqualified person. In 4941
terms, it may be a use that is for the benefit of a disqualified person.

In the earlier example, Trust X may be involved in self-dealing, because the
stock of M intentionally has been managed in such a way as to obtain a benefit
(the maximum tax deferral) for A, a disqualified person. The issue then becomes
whether it is the kind of benefit that is appropriate for a noncharitable
beneficiary under IRC 4947(a)(2).

Charitable remainder unitrusts are unlike tax exempt private foundations
in that they partially serve noncharitable interests. To rationally apply IRC
4941 to charitable remainder unitrusts, there has to be some way to draw the
distinction between legitimate charitable and noncharitable interests.

For split interest trusts, that method is suggested in Reg. 53.4947-1(c)(2)(1).
The regulation provides that the income beneficiaries under the terms of the
trust are excepted from self-dealing with respect to unitrust distributions
providing that these payments are not made from amounts for which a deduc-
tion was allowed. (Emphasis added.) This exception, found at IRC
4947(a)(2)(A), is obviously necessary to preclude the application of the self-deal-
ing rules where a trust makes a payout to the noncharitable income beneficiary.
Without such a provision, the charitable remainder trust is not possible.
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It also suggests that the remainder interest must be negatively affected in
order for a transaction to be characterized self-dealing.

The IRM makes the obvious point that "Payments to private beneficiaries
in excess of proper unitrust or annuity amounts are subject to IRC 4941..." IRM
7752:(18)73(2). However, excessive payments made to disqualified persons are
not the only form of self-dealing.

Under IRC 4941(d)(1)(B), aloan of foundation assets to a disqualified person
is an act of self-dealing. Rev. Rul. 74-600, discussed earlier, illustrated this. If
unitrust assets were lent to a disqualified person, the issue then becomes how

it affects the remainder interest. Is it a use of the assets that ultimately affects
the amount for which a deduction was allowed under Reg. 53.4947-1(c)(2)(1)?

If unitrust assets were paintings and the paintings were placed in the
residence of a noncharitable beneficiary/disqualified person, the value of the
remainder interest could certainly be affected if the paintings were lost or stolen.
For instance, the insurance proceeds could be invested in such a way as to
produce a lesser return than might have been the case had the paintings
remained in the possession of the unitrust. In that circumstance, the
remainderman assumes a risk so that the noncharitable beneficiary/ dis-
qualified person may benefit.

In the unitrust format, the noncharitable beneficiary is only entitled to a
stream of income. In the hypothetical, the noncharitable beneficiary/ dis-
qualified person receives something (the use of assets in a situation where he
is only entitled to an income stream) that does not fall within the self-dealing
exception of Reg. 53.4947-1(c)(2)(1).

Where, in the loaned painting hypothetical, a noncharitable beneficiary/
disqualified person receives a benefit that puts the value of the remainder
interest at risk, self-dealing questions arise. If the benefit is not excepted by
Reg. 53.4947-1(c)(2)(1), self-dealing in fact occurs.

If both interests are served equally by a particular transaction, there would
be no self-dealing. If, for example, a trustee were to sell an appreciated asset
when the trustee believed the market was favorable, no self-dealing would occur
because one interest would not intentionally be served at the expense of the
other.

Clearly, the maximization of the noncharitable beneficiary/disqualified
person’s tax deferral is not a benefit excepted from the self-dealing rules under
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Reg. 53.4947-1(c)(2)(1). The question becomes how holding an asset off the
market adversely affects a charitable remainder interest for which a deduction
is allowed. Returning to the example at the beginning of the article, suppose
that the M stock, which funded Trust X, did not rise in value as fast as the
general market. Suppose that, as is often the case, the products that M produced
were not technology leaders as was originally thought, but played only a
secondary role. By withholding from the market a stock that pays no current
dividend, the trustees of Trust X were not taking advantage of market condi-
tions that would have benefitted the charitable remaindermen of Trust X.

In the end, it does not matter whether a charitable remainderman gains or
loses as the result of any particular transaction. The rules of IRC 4941 apply to
whatever a transaction produces. As Reg. 53.4941(d)-1(a) puts it: "For purposes
of this section [defining self-dealing] it is immaterial whether the transaction
results in a benefit or a detriment to the private foundation."

In a general sense, preventing the manipulation of the assets of a charitable
remainder trust was precisely the purpose of Congress in enacting the rules
relating to split interest charitable remainder trusts as a part of the Tax Reform
Act of 1969. The General Explanation of the Tax Reform Act of 1969, supra., at
page 84, explained that the fixed percentage payout requirements imposed on
charitable remainder trusts "... remove the flexibility of the prior provisions
whereby it was possible to favor the income beneficiary over the remainder
beneficiary by means of manipulating the trust’s investments." The application
of IRC 4941 to the split interest remainder trusts gave the Service the tools to
address the problem of manipulation by deferral of income.

4. Application to Other Situations

Another issue before the National Office involves a NIMCRUT holding
limited partnership interests in a partnership. The facts involve a husband and
wife who transferred shares of stock to a newly formed limited family partner-
ship. They each received in exchange therefor, a .5 percent general partnership

and a 49.5 percent limited partnership interest. Both husband and wife donated
their limited partnership interests to the NIMCRUT.

The stock will then be sold to purchase diversified investment assets. Both
husband and wife retained the .5 percent general partnership interest and use
their authority as general partners to manage the partnership investments and
make distributions. They do not foresee making any income distributions from
the partnership to the NIMCRUT until many years in the future after the
husband has retired from his current position which pays a significant salary.

145



Charitable Remainder Trusts:
The Income Deferral Abuse and Other Issues

Accordingly, the NIMCRUT will receive no income distributions from the
partnership for many years and until after the husband’s retirement.

The creators of the NIMCRUT are disqualified persons by virtue of being
substantial contributors to the trust. IRC 4946(a)(2) and 507(d)(2). In addition,
the partnership, as an entity, would also be a disqualified person by virtue of
the application of the constructive ownership rules. The income interest of the
husband and wife in the NIMCRUT results in the application of the attribution
rules.

Treating the partnership as a disqualified person probably makes little
difference in the final analysis in asserting that the decision not to distribute
income to the NIMCRUT may constitute an act of self-dealing. Clearly, its
purpose is to maximize the income deferral.

The missing element, using the preceding analysis, may be the absence of
risk to the remainder interest. In a situation such as this, there is no risk that
the remainderman assumes if the trustee chooses to accumulate the income
inside of the partnership. Quite to the contrary, the value of the remainder
interest should increase with the accumulation.

If, on the other hand, one takes the position that self-dealing involves any
impact that this transaction has on the remainder interest whether positive or
negative, then this transaction involves self-dealing.

5. Charitable Remainder Trusts - Other Issues

As of March 1, 1996, there were over 61,000 charitable remainder trusts on
file with the Service under IRC 4947(a)(2). There are a number of issues that
have surfaced recently related to such trusts; these issues have no common
element or central theme other than the characteristic of involving organiza-
tions as charitable remainder trusts. These issues are discussed briefly in the
following material.

A. The Settlor’s Charitable Pledge

The charitable pledge issue is a self-dealing issue not strictly limited to
organizations that are only IRC 4947(a)(2) trusts. However, the issue has been
addressed recently in the context of charitable remainder trusts as well as
typical private foundations.
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PLR 8128072 (April 16, 1981) ruled that a distribution from a private
foundation to fulfill the obligation of a disqualified person to pay a legally
enforceable charitable pledge constitutes an act of self-dealing under IRC
4941(d)(1)(E). The private foundation was created by corporations which in-
tended to use the private foundation as a conduit to distribute the contributions
made by such corporations to and through the private foundation to satisfy
certain legally enforceable charitable pledges to exempt organizations which
were previously incurred by the creating corporations. The Service ruled that

such actions were acts of self-dealing under the authority provided by Reg.
53.4941(d)-2(f)(1).

However, the Service seemed to reach a contrary result in PLR 9233053
(May 22, 1992), where it ruled that the creation of a charitable remainder trust
in satisfaction of a previously incurred charitable pledge did not result in an act
of self-dealing. Inthe ruling, the charity that had previously received the pledge
received the remainder interest under the charitable remainder trust in the
place of the charitable pledge that had reached maturity prior to such exchange.
In a letter dated December 14, 1995, the Service advised the subject trust that
it could no longer rely on PLR 9233053. That letter has not yet been numbered
for publication.

Another charitable pledge case (PLR 9540042 (July 6, 1995)) is also being
revisited. PLR 9610032 (December 13, 1995) also advised the subject trust that
it could no longer rely on PLR 9540042. PLR 9540042 involved a charitable
trust under IRC 4947(a)(1) which was created to distribute funds to charities
in order to fulfill the charitable pledges of the corporate creator of the trust and
the pledges of related corporate entities.

The authority for the Service position regarding the charitable pledges is
found in Reg. 53.4941(d)-2(f)(1). It provides that if a private foundation makes
a grant or other payment which satisfies a legal obligation of a disqualified
person, that payment or grant will normally constitute an act of self-dealing.
There is an exception for certain pledges made on or before April 16, 1973.

On a slightly different topic, G.C.M. 38103 (September 21, 1979) and G.C.M.
39644 (June 26, 1987) discuss permissible substitutions of existing charitable
pledges with new charitable pledges or with charitable transfers prior to the
maturity date of the original charitable pledge. The key element to the pledge
issue discussed in the G.C.M.s is that the terms of the pledge are revised with
the consent of the charity prior to the date that the pledge was to mature.
Further, such revision of the pledge is made without any economic disadvantage
to the charity.
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B. Reformation of Charitable Remainder Trust

In PLR 9522021 (March 1, 1995), the Service ruled that reformation of the
terms of an existing charitable remainder unitrust would constitute an act of
self-dealing. The creator and income beneficiary received an income right for a
period that was the greater of his life or a set period of years. The trust
document was drafted to include a net income limitation that limits the income
to the lesser of trust income or the fixed percentage of the value of trust assets
under IRC 664(d)(3)(A). The grantor wished to petition to reform the trust
instrument to delete the net income limitation provision. The Service concluded
that such reformation by the creator of the trust, a disqualified person, would
constitute an act of self-dealing under IRC 4941(d)(1)(E). The Service held that
the reforming of the trust in the manner proposed would remove interests in
the trust that were previously dedicated to charity and transfer them to the
benefit of the disqualified person (income beneficiary).

This issue continues to be debated in estate planning circles. Critics argue
that the ability to "flip" (change format from a NIMCRUT to a standard CRUT)
is a necessity given modern portfolio management theory. Variations of the
"flip" trusts need to be closely scrutinized to make sure they comply with
self-dealing rules.

C. Installment Redemption

The Service ruled in PLR 9347035 (August 31, 1993) that the redemption of
stock held by a charitable remainder trust by a corporation which was a
disqualified person with respect to the trust did not constitute an act of
self-dealing, but rather fell under the IRC 4941(d)(2)(F) exception to self-dealing
for any liquidation, merger, redemption, recapitalization, or other corporate
adjustment, organization or reorganization. The unusual aspect of the ruling
was that the redemption was made on the installment basis so that the
charitable trust received the installment note of the corporation. Thus, in effect,
the note constituted a loan from the trust to the corporation, a disqualified
person. The loan constitutes an act of self-dealing under IRC 4941(d)(1)(B).
PLR 9347035 is being revoked. For a further discussion of this topic, see the
material in the FY 1995 CPE article, Private Foundations in the Mid-1990s with

an Emphasis on IRC 4941 and IRC 4945 at 263.
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L. TAX-EXEMPT ADVANCE REFUNDING BONDS --
SOME BASICS

by
Brigitte Finley and Lon B. Smith

1. Introduction

The arbitrage article in the 1996 CPE Book presented a practical application of the
arbitrage restrictions to an issue of tax-exempt bonds that financed the construction of a
governmental facility (the "1996 Article"). Frequently, however, tax-exempt bonds are
issued to refinance facilities. These refinancing bonds, commonly referred to as
“refunding bonds," are issued for a variety of reasons, such as the realization of savings
in the payment of debt service or the release of the issuer from covenants in the original
financing documents. This article will show the reader how to analyze one type of
refinancing transaction, an advance refunding.

Like the 1996 Article, this article shows how the rules apply to a specific example.
The example presents two simplified issues of advance refunding bonds. Each refunding
issue wholly refunds, rather than partially refunds, an outstanding issue of bonds, and the
outstanding issue of bonds finances a single purpose, rather than two or more purposes.
Although more complex refinancing structures are common, the example raises most of
the same questions presented by these complex structures.

Part 2 of this article sets forth the facts of the example. To clearly demonstrate the
effects of transferred proceeds, the facts begin with an issue of bonds in 1985, continue
with an issue of advance refunding bonds in 1990, and end with another issue of advance
refunding bonds in 1993. Some facts have been simplified to make the example more
instructional.

Part 3 of this article, which sets forth the analysis under the Internal Revenue Code
and Income Tax Regulations, focuses on the arbitrage yield restriction rules in 8 148(a)
and the special advance refunding rules in 8§ 149(d). Although arbitrage rebate is
mentioned, the computations for rebate are not included here because no rebatable
arbitrage is earned under the facts of the example. The computations for rebate were
explained in the 1996 Article.

Before moving to the example itself, a few warnings are in order. First, this article
assumes the reader is familiar with the concepts discussed in the introductory guide to
arbitrage presented in the 1994 CPE Book and in the 1996 Article. For example, both the
concept and computation of yield were described in the previous articles and are not
explained here. An understanding of that concept and computation is necessary for an
understanding of the concepts in this article. THE READER IS STRONGLY
ENCOURAGED TO REVIEW THE 1996 ARTICLE BEFORE READING THIS
ARTICLE.
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Second, this article is a tool for understanding advance refundings. Although it shows
how to analyze one specific example, it is not an attempt to set forth audit guidelines. If
an agent follows only the steps in this article during an actual examination, the agent may
miss issues in the examination.

Third, the example assumes that all the bond documents, such as the official
statement, accurately reflect the underlying facts. Therefore, this article does not explore
the circumstances requiring an agent to look beyond the bond documents.

Fourth, the example does not illustrate an abusive transaction. During an actual
examination, an agent should be mindful of the anti-abuse rules of the regulations, which
can modify the application of other rules in the regulations.

Fifth, this article emphasizes the current statute and the 1993 regulations. Because
an issue of refunding bonds refinances another issue of bonds issued at a different time,
it is likely that different sets of regulations will apply to the different issues of bonds.
Also, an agent must be aware of the transition rules in 88 1312 through 1318 of the Tax
Reform Act of 1986 (the "1986 Act"), which can affect application of the current rules
to the various issues of bonds.

Finally, this article only discusses the requirements found in 88 148 and 149(d).
Other requirements are contained in 88 103 and 141 through 150 and are not addressed
here.

2. Facts of the Example

A. Overview

The State of Z("State") issues an original or "new money" issue of bonds in 1985
(the "1985 Bonds") to finance the construction of several new classroom buildings at
University of Z("University"). The classroom buildings will be used only by students and
teachers at University. The 1985 Bonds have 10-year call protection to make the issue
more marketable to investots.

Over the next few years, interest rates decline. State wishes to refinance the 1985
Bonds to lock in lower interest rates and lower its debt service payments. Consequently,
State issues a second issue of bonds in 1990 (the "1990 Bonds") and deposits a portion
of the proceeds into an escrow account (the "1990 Escrow"). The 1990 Escrow will pay

! "Ten-year call protection" means that State is contractually unable to redeem the 1985 Bonds within the first 10
years after the 1985 Bonds are issued.
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the debt service on the 1985 Bonds until all of the 1985 Bonds can be redeemed. Like
the 1985 Bonds, the 1990 Bonds have 10-year call protection to make the issue more
marketable to investors.

Interest rates continue to decline, and State wishes to refinance the 1990 Bonds to
lock in lower interest rates and lower its debt service payments further. Therefore, State
issues a third issue of bonds in 1993 (the "1993 Bonds") and deposits a portion of the
proceeds into an escrow account (the "1993 Escrow"). The 1993 Escrow will pay the debt
service on the 1990 Bonds until all of the 1990 Bonds can be redeemed.

This article focuses generally on the application of the arbitrage restrictions under
8§ 148 and the advance refunding limitations under § 149(d) to the 1993 Bonds.
Remember that the Internal Revenue Code of 1954 and 88 1.103-13, 1.103-14, and
1.103-15 of the 1979 regulations apply to the 1985 Bonds; the 1986 Code, some of the
1979 regulations, some of the 1989 temporary regulations under 8 148, and some of the
1992 regulations under § 148 apply to the 1990 Béraisd the 1986 Code and the 1993
regulations under § 148 apply to the 1993 Bohdslso, remember that §8 1312 through
1318 of the 1986 Act set forth a series of transition rules that apply to post-1986 Act
refinancings of pre-1986 Act issues of bonds. Therefore, a complete analysis of the 1993
Bonds requires an understanding of the application of some of the former rules to the
1985 Bonds and the 1990 Bonds. These former rules are discussed where necessary.

B. The 1985 Bonds

On December 15, 1985, State issues the 1985 Bdondinance the construction of
several new classroom buildings at University. University is a state institution that is part
of State. It is not a separate corporation and is not an organization described in
8§ 501(c)(3). The classroom buildings will be used only by students and teachers at
University.

As shown on the cover page of the official statement, attached as Appendne A
1985 Bonds are limited obligations of State payable solely from University's revenues,
such as tuition and dormitory fees. The 1985 Bonds have an aggregate stated principal
amount of $50,000,000. Each bond in the issue pays a fixed, stated rate of interest
semiannually on April 1 and October 1 of each year. Interest is computed using the
30/360 day count convention.

? Section 1.148-0(b) of the 1992 regulations contains the effective dates for the 1992 regulations.
® Section 1.148-11 of the 1993 regulations contains the effective dates for the 1993 regulations.

* All of the bonds that make up the 1985 Bonds are part of the same "issue" within the meaning of § 1.150-1T(c).
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The 1985 Bonds are comprised of 10 serial bonds ($15,530,000 total) and one term
bond ($34,470,000). The serial bonds mature annually between 1987 and 1996 in the
amounts shown in Appendix.AThe term bond matures on April 1, 2006, but is subject
to mandatory annual sinking fund redemptions. Table 1 shows the mandatory sinking
fund redemption schedule:

TABLE 1
1985 Bonds
Term Bond Mandatory Redemption Schedule

Maturity (April 1) Principal Amount

1997 $ 2,270,000.00
1998 2,475,000.00
1999 2,695,000.00
2000 2,940,000.00
2001 3,205,000.00
2002 3,490,000.00
2003 3,805,000.00
2004 4,145,000.00
2005 4,520,000.00
2006 4,925,0000
$34,470,00M0

The term bond also is subject to optional redemption before maturity on April 1,
1996, or on any later date. This call protection makes the term bond more marketable to
investors. In order to call the term bond, State must pay all interest accrued to the
applicable redemption date plus the applicable redemption price, expressed as a percentage
of the outstanding principal amount redeemed, as follows:

Redemption Period Redemption
(Dates Inclusive) Price
April 1, 1996 through March 31, 1997 102%
April 1, 1997 through March 31, 1998 101
April 1, 1998 and thereafter 100

State uses the proceeds of the 1985 Bonds to pay the costs of constructing the new
classroom buildings and the costs of issuing the 1985 Bonds. The costs of issuing the
1985 Bonds include (1) underwriters’ discount, (2) a premium for bond insurance,
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(3) a premium for a surety bond to fund the debt service reserve,fand (4) legal

and other fees. Construction of the classroom buildings is completed as expected on
December 1, 1988, the date on which the last of the proceeds from the 1985 Bonds are
spent.

C. The 1990 Bonds

Between 1985 and 1990, interest rates decline. State decides to refinance the 1985
Bonds to lock in lower interest rates and lower its debt service payments. On October 15,
1990, State issues the 1990 Bohtisrefinance the 1985 Bonds and deposits most of the
proceeds of the 1990 Bonds into the 1990 Escrow. The 1990 Escrow is structured to pay
the debt service on the 1985 Bonds until all of the 1985 Bonds are redeemed. Because
the 1990 Escrow will pay the debt service on the 1985 Bonds, the University revenues
formerly pledged for the same purpose are defeased and available to be used for other
purposes, such as payment of the 1990 BdndEhis defeasance is permitted by the
documents for the 1985 Bonds.

As shown on the cover page of the official statement, attached as Appentive B
1990 Bonds are limited obligations of State payable solely from University’s revenues.
The 1990 Bonds have an aggregate stated principal amount of $50,085,000. Each bond
in the issue pays a fixed, stated rate of interest semiannually on April 1 and October 1 of
each year. Interest is computed using the 30/360 day count convention. The yield on the
1990 Bonds is 7.111415%.

The 1990 Bonds are comprised of 15 serial bonds ($27,945,000 total) and one term
bond ($22,140,000). The serial bonds mature annually between 1991 and 2005 in the
amounts shown in Appendix.BThe term bond matures on April 1, 2011, but is subject
to mandatory annual sinking fund redemptions. Table 2 shows the mandatory sinking
fund redemption schedule:

® The surety bond is an insurance policy that pays if State is ever required to draw from the debt service reserve
fund. Because State purchases a surety bond for this purpose, no cash is deposited into the debt service reserve fund.

® All of the bonds that make up the 1990 Bonds are part of the same "issue" within the meaning of § 1.150-1T(c).

" Under a defeasance, the lien on the pledged revenues or other properties is released, and the revenues or
properties no longer secure the bond issue.
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TABLE 2
1990 Bonds
Term Bond Mandatory Redemption Schedule

Maturity (April 1) Principal Amount

2006 $ 3,090,000.00
2007 3,310,000.00
2008 3,545,000.00
2009 3,790,000.00
2010 4,060,000.00
2011 4,345,0000

$22,140,00M0

The serial bonds maturing in the years 2002 through 2005 and the term bond also are
subject to optional redemption before maturity on April 1, 2001, or on any later date.
Like the 1985 Bonds, the 1990 Bonds have 10-year call protection to make them more
marketable to investors. In order to call these serial bonds or the term bond, State must
pay all interest accrued to the applicable redemption date plus the applicable redemption
price, expressed as a percentage of the outstanding principal amount redeemed, as follows:

Redemption Period Redemption
(Dates Inclusive) Price
April 1, 2001 through March 31, 2002 102%
April 1, 2002 through March 31, 2003 101
April 1, 2003 and thereafter 100

State uses a portion of the proceeds of the 1990 Bonds to pay the costs of issuing the
1990 Bonds. These costs include (1) underwriters’ discount, (2) a premium for bond
insurance, (3) a premium for a surety bond to fund the debt service reserve fund, and
(4) legal and other fees.

State uses $48,751,100 of the proceeds of the 1990 Bonds to purchase, at par, certain
United States Treasury securities-State and Local Government Series ("SLGS") on
October 15, 1990. State deposits these SLGS into the 1990 Escrow. State also deposits
$80.78 of cash from the proceeds of the 1990 Bonds into the 1990 Escrow. This cash
deposit is required because the total receipts from the SLGS are $80.78 less than the total
debt service on the 1985 Bonds that will be paid by the 1990 Escrow. The 1990 Escrow
is irrevocably pledged to the payment of debt service on the 1985 Bonds.

Over time, the SLGS will earn investment income and then mature. These receipts
by the 1990 Escrow, together with the initial cash deposit, will be sufficient to pay the
principal of, and interest and premium on, the 1985 Bonds up to and including the first

154



Tax-Exempt Advance Refunding Bonds -- Some Basics

optional redemption date of the 1985 Bonds on April 1, 1996. The yield on the SLGS
in the 1990 Escrow for arbitrage purposes is 7.110979%.

The following tables describe the SLGS State deposits into the 1990 Escrow, the cash
flow from the SLGS in the 1990 Escrow, and the debt service on the 1985 Bonds that will
be paid from the cash and the SLGS in the 1990 Escrow:

TABLE 3
Description of SLGS in 1990 Escrow
Type Maturity First Interest Par Interest

of SLGS Date Payment Date Amount Rate
Certificate  04/01/1991 04/01/1991  $ 1,882,800.00 0%
Certificate  10/01/1991 10/01/1991 243,400.00 0%
Note 04/01/1992 04/01/1991 1,808,300.00 6.484%
Note 10/01/1992 04/01/1991 244,900.00 6.665%
Note 04/01/1993 04/01/1991 1,933,000.00 6.785%
Note 10/01/1993 04/01/1991 255,600.00 6.871%
Note 04/01/1994 04/01/1991 2,069,400.00 6.958%
Note 10/01/1994 04/01/1991 266,900.00 7.026%
Note 04/01/1995 04/01/1991 2,221,200.00 7.087%
Note 10/01/1995 04/01/1991 278,200.00 7.130%
Note 04/01/1996 04/01/1991 37,547,400 7.181%

$48,751,10M0

® Note that the yield on the 1990 Escrow is not exactly the same as the yield on the 1990 Bonds. In general, an
issuer specifies the yield it will receive on SLGS purchased for a refunding escrow. However, SLGS must be
purchased in multiples of $100, and debt service on the prior bonds is not always evenly divisible by $100.
Consequently, the yield on the investments in a refunding escrow may not be identical to the yield on the refunding
issue.

° The United States Department of the Treasury issues three types of SLGS. These types are (1) certificates of
indebtedness, which have maturity periods from 30 days up to and including 1 year, (2) notes, which have maturity
periods from 1 year and 1 day up to and including 10 years, and (3) bonds, which have maturity periods from 10
years and 1 day up to and including 30 years.
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TABLE 4
1990 Escrow Cash Flow
Principal at Total Net Escrow
Date Redemption Interest Receipts

04/01/1991 $ 1,882,800.00 $ 1,531,643.64 $ 3,414,443.64

10/01/1991 243,400.00 1,659,280.63 1,902,680.63

04/01/1992 1,808,300.00 1,659,280.63 3,467,580.63

10/01/1992 244,900.00 1,600,655.54 1,845,555.54

04/01/1993 1,933,000.00 1,592,494.25 3,525,494.25

10/01/1993 255,600.00 1,526,917.22 1,782,517.22

04/01/1994 2,069,400.00 1,518,136.08 3,587,536.08

10/01/1994 266,900.00 1,446,141.65 1,713,041.65

04/01/1995 2,221,200.00 1,436,765.45 3,657,965.45

10/01/1995 278,200.00 1,358,057.23 1,636,257.23

04/01/1996 37,547,4000 1,348,13H0 38,895,53H0

$48,751,10M0 $16,677,51172 $65,428,611721°
TABLE 5
1985 Bond Debt Service Paid With
Proceeds of SLGS and Cash in 1990 Escrow
Maturing Principal Redemption
Date Principal Interest Redeemed Premium Total
04/01/1991 1,460,000.00 $ 1,954,472.50 $ $ $ 3,414,472.50
10/01/1991 1,902,642.50 1,902,642.50
04/01/1992 1,565,000.00 1,902,642.50 3,467,642.50
10/01/1992 1,845,520.00 1,845,520.00
04/01/1993 1,680,000.00 1,845,520.00 3,525,520.00
10/01/1993 1,782,520.00 1,782,520.00
04/01/1994 1,805,000.00 1,782,520.00 3,587,520.00
10/01/1994 1,713,027.50 1,713,027.50
04/01/1995 1,945,000.00 1,713,027.50 3,658,027.50
10/01/1995 1,636,200.00 1,636,200.00
04/01/1996 2,100,0000 1,636,20000 34,470,000 689,40000 38,895,60M00
$10,555,0000 $19,714,2950 $34,470,0000 $689,40000  $65,428,6950

The proceeds from the 1990 Bonds that are in the 1990 Escrow are used to pay
principal of, and interest and redemption premium on, the 1985 Bonds between April 1,

1991, and April 1, 1996.

*This amount plus the $80.78 State deposits in the 1990 Escrow equals the $65,428,692.50 total debt service on
the 1985 Bonds shown in Table 5.
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D. The 1993 Bonds

Interest rates continue to decline, and State decides to refinance the 1990 Bonds to
lock in lower interest rates and lower its debt service payments further. On July 1, 1993,
State issues the 1993 Bontl$o refinance the 1990 Bonds and deposits most of the
proceeds of the 1993 Bonds into the 1993 Escrow. The 1993 Escrow is structured to pay
the debt service on the 1990 Bonds until all of the 1990 Bonds are redeemed. Because
the 1993 Escrow will pay the debt service on the 1990 Bonds, the University revenues
formerly pledged for the same purpose are defeased and available to be used for other
purposes, such as payment of the 1993 Bonds. This defeasance is permitted by the
documents for the 1990 Bonds.

As shown on the cover page of the official statement, attached as Appentire C
1993 Bonds are limited obligations of State payable solely from University’s revenues.
The 1993 Bonds have an aggregate stated principal amount of $54,950,000. Each bond
in the issue pays a fixed, stated rate of interest semiannually on April 1 and October 1 of
each year. Interest is computed using the 30/360 day count convention.

The 1993 Bonds are comprised of 14 serial bonds ($30,510,000 total) and one term
bond ($24,440,000). The serial bonds mature annually between 1994 and 2007 in the
amounts shown in Appendix.CThe term bond matures on April 1, 2014, but is subject
to mandatory annual sinking fund redemptions. Table 6 shows the mandatory sinking
fund redemption schedule:

TABLE 6
1993 Bonds
Term Bond Mandatory Redemption Schedule

Maturity (April 1) Principal Amount

2008 $ 3,000,000.00
2009 3,150,000.00
2010 3,310,000.00
2011 3,475,000.00
2012 3,650,000.00
2013 3,830,000.00
2014 4,025,0000
$24,440,00M0

* All of the bonds that make up the 1993 Bonds are part of the same "issue" within the meaning of § 1.150-1T(c).
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State receives $54,582,453.45 from the sale of the 1993 Bonds to the public. The
price for each bond is as follows:

TABLE 7
1993 Bond Price Schedule
Maturity Principal Interest
(April 1) Amount Rate Yield Price
1994 $ 1,300,000.00 2.70% 2.70% $ 1,300,000.00
1995 1,770,000.00 3.15 3.15 1,770,000.00
1996 1,825,000.00 3.45 3.45 1,825,000.00
1997 1,885,000.00 3.70 3.70 1,885,000.00
1998 1,955,000.00 3.95 3.95 1,955,000.00
1999 2,035,000.00 4.05 4.05 2,035,000.00
2000 2,115,000.00 4.15 4.15 2,115,000.00
2001 2,205,000.00 4.25 4.25 2,205,000.00
2002 2,300,000.00 4.35 4.35 2,300,000.00
2003 2,400,000.00 4.40 4.40 2,400,000.00
2004 2,505,000.00 4.50 4.50 2,505,000.00
2005 2,615,000.00 4.60 4.60 2,615,000.00
2006 2,735,000.00 4.70 4.80 2,708,935.45
2007 2,865,000.00 4.80 4.90 2,836,350.00
2014 24,440,0000 5.00 5.10 24,127,1680
$54,950,00M0 $54,582,45315"

State uses a portion of the proceeds of the 1993 Bonds to pay the costs of issuing the
1993 Bonds. These costs include (1) underwriters’ discount, (2) a premium for bond
insurance, (3) a premium for a surety bond to fund the debt service reserve fund, and
(4) legal and other fees. Both the bond insurance and the surety bond are qualified
guarantees within the meaning of 8 1.148-4(f).

State also uses a portion of the proceeds of the 1993 Bonds to purchase, at par,
certain SLGS on July 1, 1993. State deposits these SLGS into the 1993 Escrow. State
also deposits $58.09 of cash from the proceeds of the 1993 Bonds into the 1993 Escrow.
This cash deposit is required because the total receipts from the SLGS are $58.09 less
than the total debt service on the 1990 Bonds that will be paid by the 1993 Escrow. The
1993 Escrow is irrevocably pledged to the payment of debt service on the 1990 Bonds.

* This amount is equal to the par amount of the 1993 Bonds ($54,950,000) minus the discount resulting from the
differences between the stated interest rates of, and the yields on, the bonds maturing in 2006, 2007, and 2014
($367,546.55).
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The following table shows the sources and uses of the funds State raises from the sale
of the 1993 Bonds:

TABLE 8
1993 Bonds
Sources and Uses

Sources of Funds:

Par Amount $54,950,000.00
Less Discount 367,5485
Total Sources $54,582,45%

Uses of Funds:
1993 Escrow Deposits:
Cash $ 58.09
SLGS 53,619,7000
53,619,758.09

Costs of Issuance:

Underwriters’ Discount 522,025.00
Bond Insurance Premium 262,972.10
Surety Bond Premium 126,801.90
Legal and Other Fees 50,836
962,69536
Total Uses $54,582,4586

Over time, the SLGS will earn investment income and then mature. These receipts
by the 1993 Escrow, together with the initial cash deposit, will be sufficient to pay the
principal of, and interest and premium on, the 1990 Bonds up to and including the first
optional redemption date of the 1990 Bonds on April 1, 2001.

159



Tax-Exempt Advance Refunding Bonds -- Some Basics

The following tables describe the SLGS State deposits into the 1993 Escrow, the cash
flow from the SLGS in the 1993 Escrow, and the debt service on the 1990 Bonds that will

be paid from the cash and the SLGS in the 1993 Escrow:

160

TABLE 9
Description of SLGS in 1993 Escrow
Type Maturity First Interest Par Interest

of SLGS Date Payment Date Amount Rate
Certificate  10/01/1993 10/01/1993 $ 1,002,700.00 0%
Certificate  04/01/1994 04/01/1994 1,815,800.00 0%
Note 10/01/1994 10/01/1993 351,000.00 3.198%
Note 04/01/1995 10/01/1993 1,866,700.00 3.483%
Note 10/01/1995 10/01/1993 340,800.00 3.686%
Note 04/01/1996 10/01/1993 1,952,100.00 3.852%
Note 10/01/1996 10/01/1993 332,600.00 4.009%
Note 04/01/1997 10/01/1993 2,049,200.00 4.165%
Note 10/01/1997 10/01/1993 325,500.00 4.322%
Note 04/01/1998 10/01/1993 2,157,500.00 4.470%
Note 10/01/1998 10/01/1993 320,000.00 4.608%
Note 04/01/1999 10/01/1993 2,272,400.00 4.718%
Note 10/01/1999 10/01/1993 315,900.00 4.801%
Note 04/01/2000 10/01/1993 2,398,400.00 4.884%
Note 10/01/2000 10/01/1993 312,000.00 4.958%
Note 04/01/2001 10/01/1993 35,807,100 5.022%

$53,619,70M0
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TABLE 10
1993 Escrow Cash Flow
Principal at Total Net Escrow
Date Redemption Interest Receipts
10/01/1993 $ 1,002,700.00 $ 613,623.29 $ 1,616,323.29
04/01/1994 1,815,800.00 1,220,576.80 3,036,376.80
10/01/1994 351,000.00 1,220,576.80 1,571,576.80
04/01/1995 1,866,700.00 1,214,964.31 3,081,664.31
10/01/1995 340,800.00 1,182,455.71 1,523,255.73
04/01/1996 1,952,100.00 1,176,174.79 3,128,274.79
10/01/1996 332,600.00 1,138,577.34 1,471,177.34
04/01/1997 2,049,200.00 1,131,910.37 3,181,110.37
10/01/1997 325,500.00 1,089,235.78 1,414,735.78
04/01/1998 2,157,500.00 1,082,201.72 3,239,701.72
10/01/1998 320,000.00 1,033,981.59 1,353,981.59
04/01/1999 2,272,400.00 1,026,608.79 3,299,008.79
10/01/1999 315,900.00 973,002.87 1,288,902.87
04/01/2000 2,398,400.00 965,419.69 3,363,819.69
10/01/2000 312,000.00 906,850.76 1,218,850.76
04/01/2001 35,807,1000 899,11628 36,706,216°8
$53,619,70M0 $16,875,27®1 $70,494,97®1'3

* This amount plus the $58.09 State deposits in the 1993 Escrow equals the $70,495,035 total debt service on the
1990 Bonds shown in Table 11.
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TABLE 11
1990 Bond Debt Service Paid With
Proceeds of SLGS and Cash in 1993 Escrow

Maturing Principal Redemption
Date Principal Interest Redeemed Premium Total

10/01/1993 $ $ 1,616,346.25 $ $ $ 1,616,346.25
04/01/1994 1,420,000.00 1,616,346.25 -- 3,036,346.25
10/01/1994 1,571,616.25 - 1,571,616.25
04/01/1995 1,510,000.00 1,571,616.25 -- 3,081,616.25
10/01/1995 1,523,296.25 - 1,523,296.25
04/01/1996 1,605,000.00 1,523,296.25 -- 3,128,296.25
10/01/1996 1,471,133.75 - 1,471,133.75
04/01/1997 1,710,000.00 1,471,133.75 -- 3,181,133.75
10/01/1997 1,414,703.75 - 1,414,703.75
04/01/1998 1,825,000.00 1,414,703.75 -- 3,239,703.75
10/01/1998 1,354,022.50 - 1,354,022.50
04/01/1999 1,945,000.00 1,354,022.50 -- 3,299,022.50
10/01/1999 1,288,865.00 - 1,288,865.00
04/01/2000 2,075,000.00 1,288,865.00 -- 3,363,865.00
10/01/2000 1,218,833.75 1,218,833.75
04/01/2001 2,215,0000 1,218,83375 32,620,000 652,40000 36,706,23375

$14,305,00M0 $22,917,63%0 $32,620,00M0 $652,40000 $70,495,0300

The proceeds from the 1993 Bonds that are in the 1993 Escrow are used to pay
principal of, and interest and redemption premium on, the 1990 Bonds between October 1,
1993, and April 1, 2001.

Because State purchases a surety bond to fund the debt service reserve fund for the
1993 Bonds, no proceeds of the 1993 Bonds are deposited into this fund.

On the issue date of the 1993 Bonds, State makes an election under § 1.148-9(g) to
waive its right to invest the proceeds of the 1993 Bonds in higher yielding investments
during the temporary period applicable to those proceeds.

Under the documents for the 1993 Bonds, State establishes a debt service fund into
which it makes monthly deposits from University’s revenues equal to one-sixth of the next
semiannual interest payment plus one-twelfth of the next annual principal payment. Under
the documents for the 1993 Bonds, State must deplete this fund at least once each bond
year, except for a reasonable carryover amount not to exceed the greater of (1) the
earnings on the fund for the immediately preceding bond year or (2) one-twelfth of the
principal of, and interest payments on, the 1993 Bonds for the immediately preceding
bond year. This debt service fund is a bona fide debt service fund within the meaning of
§ 1.148-1(b). The amounts in this fund are invested in short-term investments permitted
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under documents for the 1993 Bonds until the amounts are needed to pay the next debt
service payment on the 1993 Bonds.

3. Analysis of Code and Requlations

A. General

Section 103(a) provides that interest on any state or local bond is excluded from gross
income. However, this interest exclusion is limited by § 103(b), which makes § 103(a)
inapplicable to any arbitrage bond under § 148 or any bond that does not comply with the
applicable requirements of § 149.

Section 148 generally provides that a state or local bond will be an arbitrage bond if
either (1) the issuer invests the proceeds of the bonds at a yield that is materially higher
than the yield on the bonds ("yield restriction rules”) or (2) the issuer fails to rebate the
excess earnings on those bond proceeds ("rebate rules"). These arbitrage restrictions apply
to all state and local bonds unless the bonds meet one or more of the enumerated
exceptions to the yield restriction rules (e.ggmporary period exceptions) or the rebate
rules (e.g. 6-month spending exception or small issuer exception).

Section 149 contains other requirements that must be met for a state or local bond to
qualify for the interest exclusion under § 103(a). Among the requirements are those found
in 8§ 149(d) for "advance refundings."

B. Definition of "Refunding”

In general, a "refunding" is a refinancing of another debt obligation. The precise
definition of a "refunding issue" can be found in 8 1.150-1(d)(1). Under this definition,
a "refunding issue" is an issue of debt obligations the proceeds of which are used to pay
principal of, or interest or redemption price on, another issue of bonds. The bonds of a
refunding issue are often called the "refunding bonds." The definition also provides that
the proceeds of the refunding issue may be used for issuance costs, accrued interest,
capitalized interest on the refunding issue, a reserve or replacement fund, or any similar
costs that are properly allocable to that refunding issue.

The "other issue” that has amounts paid by the proceeds of a refunding issue is called
the "prior issue" under 8§ 1.150-1(d)(5). The prior issue also is commonly called the
“refunded issue,"” and the bonds of the prior issue that are refinanced are often called the
"refunded bonds." Although the regulations use the term "prior issue,"” § 1.150-1(d)(5)
states that a prior issue may be issued before, at the same time as, or after, a refunding
issue. Thus, the determination of whether a particular bond issue is a refunding issue
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depends on the use of its proceeds rather than the relative issue dates of the refunding and
refunded issues.

In addition to the general requirement that the proceeds of the refunding issue must
be used to pay the principal of, or interest or redemption price on, the prior issue,
§ 1.150-1(d)(2)(ii) states that an issue is not a refunding issue to the extent that the obligor
of one issue is neither the obligor of the other issue nor a related party with respect to the
obligor of the other issue. In general, the "obligor" of an issue is the actual issuer of the
bonds.

State is the actual issuer of the 1985 Bonds, the 1990 Bonds, and the 1993 Bonds.
Thus, State is the obligor of each of these issues, even though the debt service on each
iIssue is payable, at some point, solely from University’s revenues.

State uses the proceeds of the 1993 Bonds to purchase the SLGS in the 1993 Escrow,
and the principal and investment income from these SLGS plus the initial cash deposit in
the 1993 Escrow will be used to pay the principal of, and interest and call premium on,
the 1990 Bonds. Therefore, the 1993 Bonds are a refunding issue of the 1990 Bonds, and
the 1990 Bonds are a prior issue of the 1993 Bonds. Similarly, State uses the proceeds
of the 1990 Bonds to purchase the SLGS in the 1990 Escrow, and the principal and
investment income from these SLGS plus the initial cash deposit in the 1990 Escrow will
be used to pay the principal of, and interest and call premium on, the 1985 Bonds.
Therefore, the 1990 Bonds are a refunding issue of the 1985 Bonds, and the 1985 Bonds
are a prior issue of the 1990 Bonds. Note that the 1990 Bonds are both a refunding issue
and a prior issue.

C. "Current" and "Advance" Refunding Issues

Every refunding issue is classified as either a current refunding issue or an advance
refunding issue. This classification is important because the limitations in 8 149(d)
discussed below only apply to advance refunding issues. In general, the classification is
based on the number of days between the issue date of the refunding issue and the last
date the proceeds of the refunding issue will be used to pay debt service on the prior
issue.

Under § 149(d)(5) and § 1.150-1(d)(3), a refunding issue issued after 1985 is an
"advance refunding issue" if any proceeds of the refunding issue are used more than 90
days after the issue date to pay debt service on the prior issue. For bonds issued before
1986, the time period is 180 days. A current refunding issue is an issue of refunding
bonds that is not an advance refunding issue.

164



Tax-Exempt Advance Refunding Bonds -- Some Basics

State issues the 1990 Bonds on October 15, 1990. State uses a portion of the
proceeds of the 1990 Bonds to purchase the SLGS in the 1990 Escrow. These SLGS,
together with the initial cash deposit in the 1990 Escrow, will be used to pay debt service
on the 1985 Bonds until they are called on April 1, 1996. Because April 1, 1996, is more
than 90 days from October 15, 1990, the 1990 Bonds are an advance refunding issue.
Under a similar analysis, the 1993 Bonds are also an advance refunding issue.

D. Advance Refunding Limitations Under 8 149(d)

I. General

Section 149(d)(1) provides that three types of advance refunding issues are not
entitled to the interest exclusion for state and local bonds under § 103(a). These types are
(1) advance refunding issues that refund private activity bonds other than qualified
501(c)(3) bonds, (2) advance refunding issues that are abusive transactions, and
(3) advance refunding issues that do not meet certain specified requirements. Each type
of advance refunding issue is discussed below.

il. Tax-exempt Advance Refunding of Private Activity Bonds (Other than
Qualified 501(c)(3) Bonds)

Section 149(d)(2) states that only governmental bonds and qualified 501(c)(3) bonds
may be advance refunded. A private activity bond is any bond within an issue of bonds
if that issue meets both of the private business tests in 8 141(b) or meets the private loan
financing test in § 141(c). The main focus of these tests is on the use of bond proceeds
in the trade or business of an entity that is not a state or local governmental unit.

State issues the 1985 Bonds to finance the construction of classroom buildings at
University. The classroom buildings will be used only by University, which is a state
institution. Because there is no private business use of the classroom buildings and no
private loan of proceeds, the 1985 Bonds are not private activity bonds under § 141.
Therefore, the 1985 Bonds may be advance refunded by the 1990 Bonds.

Under § 1.103-7(d)(1), the proceeds of a refunding issue are considered to be used
for the same purpose as the proceeds of the prior issue. Therefore, the 1990 Bonds are
treated as if they were used to finance the classroom buildings, even though the proceeds
of the 1990 Bonds actually are used to purchase the SLGS in the 1990 Escrow.
Consequently, the 1990 Bonds are not private activity bonds, and they may be advance
refunded by the 1993 Bonds.
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iii. Abusive Advance Refunding Transactions

Section 149(d)(4) provides that the interest on an advance refunding issue will not be
excluded from gross income under § 103(a) if a device is employed in connection with
the issuance of the advance refunding issue to obtain a material financial advantage. The
material financial advantage is based on arbitrage concepts under 8§ 148 and does not
include savings attributable to lower interest rates. Section 1.149(d)-1(b) provides that an
advance refunding issue violates § 149(d)(4) if (1) the issue violates any of the anti-abuse
rules under 8 1.148-10, (2) the issue fails to meet the rebate requirements under § 1.148-3,
or (3) the proceeds of the issue are invested in a certain type of escrow that contains both
nonpurpose investments and tax-exempt obligations.

The 1990 Bonds and the 1993 Bonds are issued to take advantage of savings from
lower interest rates. In addition, neither the 1990 Escrow nor the 1993 Escrow contain
tax-exempt obligations. Assuming that the anti-abuse rules under § 1.148-10 are not
violated and that State satisfies the rebate requirements, the 1993 Bonds do not violate the
limitation under § 149(d)(4).

iv. Other Requirements for Advance Refunding Issues

Section 149(d)(3) generally provides that the interest exclusion under § 103(a) will
not apply to any advance refunding issue unless the issue also meets the requirements
discussed below.

Number of Advance Refunding Issues Permitted

Section 149(d)(3)(A)(i) limits the number of times an issuer may advance refund an
original bond issue. If the original bond issue was issued before 1986, two advance
refundings are permitted. If the original bond issue was issued after 1985, only one
advance refunding is permitted. In addition, 8 149(d)(6)(B) treats an original bond issue
issued before 1986 as having been advance refunded no more than once before March 15,
1986. For example, if an original bond issue issued in 1975 were advance refunded three
times in 1978, 1981, and 1985, the three advance refundings would be counted as only
one advance refunding. Under § 149(d)(3)(A)(i), therefore, the 1975 original bond issue
would be eligible to be advance refunded one more time, even though the total number
of advance refunding issues actually would be f8ur.

“In addition, § 1.149(d)-1(d) generally provides that the multipurpose rules under § 1.148-9(h) apply to determine
the number of times the issuer has advance refunded an original bond of an issue. A complete analysis of the
multipurpose rules is beyond the scope of this article. However, § 1.148-9(h) generally provides that the bonds of
a multipurpose issue allocated to any separate purposergfigiding a separate prior issue or financing any clearly
discrete governmental purpose) are treated as a separate issue for all purposes of § 148 except computing arbitrage
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The 1985 Bonds are issued before 1986. Therefore, two advance refundings of the
1985 Bonds are permitted. The 1990 Bonds are the first, and the 1993 Bonds are the
second, advance refunding issue of the 1985 Bonds. Consequently, the 1993 Bonds meet
this requirement.

Date by Which the Refunded Issue Must be Redeemed

Sections 149(d)(3)(A)(ii) and (iii) require that the refunded bonds of the prior issue
be redeemed on or before a specific datdf the prior issue was issued before 1986,
the refunded bonds must be redeemed as soon as they may be redeemed at a premium of
3% or less. If the prior issue was issued after 1985, the refunded bonds must be redeemed
as soon as they may be redeemed at any price. An exception to these rules is set forth
in 8 149(d)(3)(B), which provides that the issuer is not required to redeem the refunded
bonds unless it will realize a debt service savings from the refunding issue on a present
value basis. Also, the issuer need not redeem the refunded bonds within 90 days after the
issue date of the refunding isstfe.

The first date on which any of the 1990 Bonds may be optionally redeemed before
maturity is April 1, 2001. State may only redeem the 1990 Bonds on this date if it pays
principal, accrued interest, and a redemption premium equal to 2% of the outstanding
principal. In addition, State will achieve a present value debt service savings by using the
proceeds of the 1993 Bonds to advance refund the 1990 Bonds and redeem the 1990
Bonds on their first call date.

The 1993 Escrow is irrevocably pledged to pay debt service on the 1990 Bonds.
Table 10 shows the anticipated receipts from the SLGS in the 1993 Escrow. These
receipts plus the initial cash deposit in the 1993 Escrow are sufficient to provide for the
debt service requirements of the 1990 Bonds shown in Table 11. This includes
redemption of the remaining 1990 Bonds and payment of a 2% redemption premium on

yield, rebate amount, the minor portion amount, and the reasonably required reserve or replacement fund amount of
the bond issue. A multipurpose issue is a bond issue that is used to finance two or more separate purposes. For
example, if original bonds issued in 1988 were used to finance Project 1 and Project 2 and the issuer subsequently
issued tax-exempt bonds to advance refund only those original bonds allocable to Project 1, the original bonds
allocable to Project 2 would still be eligible to be advance refunded with tax-exempt bonds. The 1985 Bonds, the
1990 Bonds, and the 1993 Bonds are not multipurpose issues.

* Remember that an issuer may refinance all or a part of the prior issue. If the issuer refunds part of the prior
issue (a "partial refunding"), this requirement only applies to the bonds of the prior issue that are being refunded.

** If the first call date of the refunded bonds was within 90 days from the issue date of the refunding issue,

requiring redemption of the refunded bonds on the first call date would cause the refunding issue to be a current
refunding issue, which is not subject to these requirements.

167



Tax-Exempt Advance Refunding Bonds -- Some Basics

April 1, 2001. Thus, the proceeds of the 1993 Bonds will be used to redeem the 1990
Bonds on the first date on which the 1990 Bonds may be redeemed. Consequently, the
1993 Bonds meet these requirements.

Initial Temporary Periods Under 8 148(c)-

Section 149(d)(3)(A)(iv) sets forth limitations on the temporary period in the
regulations under 8§ 148(c) for both the refunding issue and the prior issue. Under
8 149(d)(3)(A)(iv), the temporary period for the refunding issue is no later than 30 days
after it is issued, and the temporary period for the prior issue is no later than the issue
date of the refunding issue (i,@n advance refunding issue cuts off the temporary period
of the proceeds of the prior issue). Section 1.148-9(d)(2) of the 1993 regulations, which
applies to the 1993 Bonds, also provides a 30-day temporary period for advance refunding
issues.

The temporary period for the 1990 Bonds under the 1979 regulations ends on
October 14, 1992, 2 years after issue date of the 1990 Bdndsis is not later than
July 1, 1993, the issue date of the 1993 Bonds. Consequently, the 1993 Bonds meet this
requirement.

Refunded Issue not Subject to § 148¢e)

Section 148(e) permits an issuer to invest a minor portion of the proceeds of an issue
in materially higher yielding investments. The minor portion is the lesser of 5% of the
proceeds or $100,000. If § 148(e) did not apply to the prior issue, 8§ 149(d)(3)(A)(V)
restricts the amount of proceeds of the prior issue that can be invested at a materially
higher yield.

Section 148(e) applies to the 1990 Bonds because they are issued on October 15,
1990. Therefore, this requirement does not apply to the 1993 Bénds.

7 See§ 1.103-14(e)(3) of the 1979 regulations.

** The 1985 Bonds are not subject to § 148(e). Consequently, the 1990 Bonds must meet this requirement.
Because the debt service reserve fund for the 1985 Bonds is funded with a surety bond instead of cash and because
all bond proceeds are expended on or before December 1, 1988, no proceeds of the 1985 Bonds are invested in
higher yielding investments after the issue date of the 1990 Bonds. Thus, the 1990 Bonds meet this requirement.
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v. Conclusion

The 1993 Bonds do not advance refund a private activity bond, are not an abusive
advance refunding transaction, and meet all of the requirements under 8§ 149(d)(3).
Therefore, the 1993 Bonds are not any of the three prohibited types of advance refunding
issues described in § 149(d)(1).

E. Yield Restriction Rules Under § 148(a)

I. General

Section 148(a) generally provides that a bond is an arbitrage bond if, on the issue
date, the issuer reasonably expects to use the proceeds of the issue of which the bond is
a part directly or indirectly (1) to acquire higher yielding investments or (2) to replace
funds used directly or indirectly to acquire higher yielding investments. Section 148(a)
also provides that a bond is an arbitrage bond if the issuer intentionally uses any portion
of the proceeds of the issue of which the bond is a part (1) to acquire higher yielding
investments or (2) to replace funds used directly or indirectly to acquire higher yielding
investments. Section 148(b)(1) defines "higher yielding investments" as any investment
property that produces a yield over the term of the issue that is materially higher than the
yield on the bond issue.

As explained in the 1996 Article, the analysis of whether a bond issue complies with
the yield restriction rules can be broken down into the following steps:

Step one: Determine whether the bonds are part of the same issue;

Step two: Review the issuer's expectations concerning the use of bond proceeds
and determine whether those expectations are reasonable;

Step three: Determine the amount of gross proceeds;

Step four: Determine the allocation of gross proceeds to investments and
expenditures;

Step five: Determine whether any exceptions to the yield restriction rules apply;
and

Step six:  If no exceptions to the yield restriction rules apply, determine the

permitted spread allowed to be earned on investments over the bond
yield.
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These steps can be used to determine compliance with the yield restriction rules
regardless of whether the bond issue being analyzed is a new money issue or a
refunding issue. As stated above, the 1993 Bonds are part of the same issue, and State's
expectations regarding use of the proceeds of the 1993 Bonds are presumed to be
reasonable. Therefore, the next step in the analysis is to determine the amount of gross
proceeds of the 1993 Bonds.

ii. Determine the Amount of Gross Proceeds

Section 1.148-1(b) defines "gross proceeds" as any proceeds and replacement proceeds
of an issue. "Proceeds" is further defined as any sale proceeds, investment proceeds, and
transferred proceeds of an issue. In order to determine the amount of gross proceeds of
the 1993 Bonds, therefore, the amount of sale proceeds, investment proceeds, transferred
proceeds, and replacement proceeds of the 1993 Bonds must be determined.

Sale Proceeds-

Section 1.148-1(b) defines "sale proceeds" as any amounts actually or constructively
received from the sale of the issue, including amounts used to pay underwriters' discount
and accrued interest other than pre-issuance accrued interest.

As shown in Table 7, State receives $54,582,453.45 from the sale of the 1993 Bonds.
This amount is equal to the par amount of the 1993 Bonds ($54,950,000) minus the
discount resulting from the differences between the stated interest rates of, and the yields
on, the bonds maturing in 2006, 2007, and 2014 ($367,546.55). Table 8 shows that the
sale proceeds of the 1993 Bonds are divided among (1) the cash and the SLGS in the
1993 Escrow, (2) the underwriters’ discount, (3) the premium for bond insurance, (4) the
premium for the surety bond to fund the debt service reserve fund, and (5) the legal and
other fees.

Investment Proceeds

Section 1.148-1(b) defines "investment proceeds" as any amounts actually or
constructively received from investing proceeds of an issue. As stated above, proceeds
includes the sale proceeds, investment proceeds, and transferred proceeds of an issue.
Therefore, investment proceeds are all amounts received from investing the sale proceeds,
transferred proceeds, and investment proceeds €aenings on earnings) of an issue.

Of the various uses among which the sale proceeds of the 1993 Bonds are allocated,

the deposit of the SLGS into the 1993 Escrow is the only use that generates investment
income. As explained below, the 1993 Bonds also have transferred proceeds from the
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1990 Escrow that generate investment income. Therefore, the investment proceeds of the
1993 Bonds include (1) the earnings received from the SLGS in the 1993 Escrow, (2) the
earnings received from the transferred proceeds described below, and (3) the earnings on
those earnings.

Transferred Proceeds

In general, transferred proceeds are any proceeds of a prior issue that become
proceeds of a refunding issue. Section 1.148-9(b)(1) provides that when proceeds of the
refunding issue discharge any of the outstanding principal amount of the prior issue,
proceeds of the prior issue become transferred proceeds of the refunding issue and cease
to be proceeds of the prior isstfe.

The purpose of the transferred proceeds rule is to reflect which borrowing is
supporting the investments originally made with the proceeds of the prior issue.
Remember that generally the arbitrage restrictions (both yield restriction and rebate)
compare the earnings on unspent gross proceeds of an issue with the yield on that issue.
When a refunding issue discharges a prior issue whose proceeds have not been completely
spent, the issue to which the comparison was being made (the prior issue) is no longer
outstanding. After discharge of the prior issue, the issuer has an issue of obligations
outstanding (the refunding issue) and unspent proceeds. This puts the issuer in the same
position as it was before the refunding occurred. The issuer was required to comply with
the arbitrage restrictions before the refunding and should not be able to avoid those
restrictions merely by refunding the prior issue. Therefore, the transferred proceeds rule
causes the unspent proceeds of the prior issue to become proceeds of the refunding issue.
Consequently, the issuer must take into account the earnings on those proceeds for
purposes of demonstrating that the refundssyie complies with the arbitrage restrictions.

The SLGS in the 1993 Escrow (proceeds of the refunding issue) shown in Table 10
will be used to pay the outstanding principal of the 1990 Bonds (prior issue) shown in
Table 11. The 1990 Escrow contains unspent proceeds of the 1990 Bonds until April 1,
1996, the redemption date of the 1985 Bonds. This can be seen in Table 4 and Table 5.
Therefore, when the SLGS in the 1993 Escrow are used to pay the principal of the 1990
Bonds on April 1, 1994, a portion of the proceeds of the 1990 Bonds becomes transferred
proceeds of the 1993 Bonds. Similarly, when the SLGS in the 1993 Escrow are used to

¥ Section 1.103-14(e)(2)(ii) of the 1979 regulations and § 1.148-11(d)(1) of the 1992 regulations set forth a similar
"principal to principal” transferred proceeds rule, which provides for a transfer of proceeds to the refunding issue
only upon a discharge of "principal" of the prior issue. However, § 1.148-4T(e)(2)(i) of the 1989 temporary
regulations sets forth a "dollar for dollar" transferred proceeds rule, which provides for a transfer of proceeds to the
refunding issue upon a discharge of principal of, or interest or retirement price on, the prior issue.
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pay the principal of the 1990 Bonds on April 1, 1995, more of the proceeds of the 1990
Bonds becomes transferred proceeds of the 1993 Bonds.

Section 1.148-9(b)(1) provides further that the amount of proceeds of the prior issue
that becomes transferred proceeds of the refunding issue is an amount equal to the
proceeds of the prior issue on the date of that discharge multiplied by the following
fraction:

the principal amount of the prior issue
discharged with proceeds of the refunding
issue on the date of that discharge

the total outstanding principal amount
of the prior issue on the date immediately
before the date of that discharge.

This fraction is sometimes referred to as the "transfer factor."

The total amount of proceeds of the 1990 Bonds on any particular date is equal to the
present value of the remaining receipts from the SLGS in the 1990 Escrow on that date
using a discount rate equal to the yield on the 1990 Esétowhe following table
shows the present value of the remaining proceeds of the 1990 Bonds on April 1, 1994,
and April 1, 1995:

% |f the transfer of proceeds from the prior issue to the refunding issue results in an allocation of proceeds that
exceeds the overall limitation on the amount of gross proceeds allocable to the refunding issue, the universal cap
rules under 8§ 1.148-6(b)(2) will cause the proceeds to transfer back to the prior issue or to some other issue as
replacement proceeds. The universal cap rules do not apply here.

** Even though some of the SLGS have already matured,DISCOUNT RATE IS THE COMBINED YIELD ON ALL
SLGSIN THE 1990 Escrowbecause § 1.148-5(b)(2)(i) provides that the yield on each investment within a class of
investments is blended with the yield on other investments within the class, whether or not the
investments are held concurrently. Under § 1.148-5(b)(2)(ii), yield restricted nonpurpose investments, such as the
SLGS in the 1990 Escrow, are a separate class of investments. In addition, § 1.148-5T(b)(2)(iii) permits an issuer
to treat all yield restricted nonpurpose investments in a refunding escrow as a single investment having a single yield.
Finally, § 1.148-5(d)(2) requires an issuer to value yield restricted investments at their present value.
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TABLE 12
Present Value of Remaining 1990 Bond
Proceeds in 1990 Escrow on Transfer Dates

PV of Remaining PV of Remaining

Net Escrow Receipts at 1990 Receipts at 1990
Receipts Subject Escrow Yield of Escrow Yield
to Transfer of 7.110979% of 7.110979%
Date on 04/01/94 to 04/01/94 to 04/01/95
10/01/94 $1,713,041.65 $ 1,654,225.82 $
04/01/95 3,657,965.45 3,411,091.32
10/01/95 1,636,257.23 1,473,439.13 1,580,077.73
04/01/96 38,895,5390 33,822,623%9 36,270,500

$45,902,80%F3 $40,361,3796 $37,850,5783

After payment of principal of, and interest on, the 1985 Bonds on April 1, 1994, the
amount of proceeds of the 1990 Bonds remaining in the 1990 Escrow is $40,361,379.96.
As shown in Table 11, the principal amount of the 1990 Bonds discharged with proceeds
of the 1993 Bonds on April 1, 1994, is $1,420,000, and the total outstanding principal
amount of the 1990 Bonds immediately before the discharge on April 1, 1994, is
$46,925,000 ($14,305,000 total maturing principal plus $32,620,000 principal to be
redeemed). Therefore, the transfer factor on April 1, 1994, is computed as follows:

_ 1,420,00000
Transfer Factor = 46,925,000.00 = 3.026105%.

The amount of proceeds of the 1990 Bonds that becomes transferred proceeds of the 1993
Bonds on April 1, 1994, is computed as follows:

Transferred Proceeds = $40,361,379.96 x 3.026105% = $1,221,377.74.

Similarly, after payment of principal of, and interest on, the 1985 Bonds on April 1,
1995, the amount of proceeds of the 1990 Bonds remaining in the 1990 Escrow is
$37,850,578.03. However, 3.026105% of the proceeds in the 1990 Escrow transfers to
the 1993 Bonds on April 1, 1994. Therefore, only 96.973895% (100% minus 3.026105%)
of these proceeds ($36,705,179.61) remains subject to transfer on April 1, 1995. As
shown in Table 11, the principal amount of the 1990 Bonds to be discharged with
proceeds of the 1993 Bonds on April 1, 1995, is $1,510,000, and the total outstanding
principal amount of the 1990 Bonds immediately before the discharge on April 1, 1995,

2 These amounts are from Table 4.
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is $45,505,000 ($46,925,000 minus $1,420,000 to be discharged on April 1, 1994).
Therefore, the transfer factor on April 1, 1995, is computed as follows:

_ 1,510,0000
Transfer Factor — 45,505,000.00 — 3.318317%.

The amount of proceeds of the 1990 Bonds that becomes transferred proceeds of the 1993
Bonds on April 1, 1995, is computed as follows:

Transferred Proceeds = $36,705,179.61 x 3.318317% = $1,217,994.21.

As shown in Table 4 and Table 5, all proceeds of the 1990 Bonds remaining in the
1990 Escrow will be used to redeem the 1985 Bonds on April 1, 1996. Consequently, no
more proceeds of the 1990 Bonds transfers to the 1993 Bonds from this date on, even
though proceeds of the 1993 Bonds continue to pay principal of the 1990 Bonds through
and including April 1, 2001.

Replacement Proceeds

Section 1.148-1(c) defines "replacement proceeds" of an issue as amounts that have
a sufficiently direct nexus to the issue or to the governmental purpose of the issue to
conclude that the amounts would have been used for that governmental purpose if the
proceeds of the issue were not actually used or expected to be used for that governmental
purpose. Governmental purpose includes the expected use of amounts for the payment
of debt service on a particular date.

The University revenues that State deposits into the debt service fund for the 1993
Bonds and the earnings on these revenues will be used by State to pay the principal of,
and interest on, the 1993 Bonds each April 1 and October 1. Therefore, these amounts
are replacement proceeds of the 1993 Bonds.

Total Amount of Gross Proceeds

Thus, the amount of gross proceeds of the 1993 Bonds includes:

(1) the sale proceeds allocated to --
(a) the cash and the SLGS in the 1993 Escrow,
(b) the underwriters’ discount,
(c) the premium for bond insurance,
(d) the premium for the surety bond in the debt service reserve fund, and
(e) the legal and other fees;
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(2) the investment proceeds from the SLGS in the 1993 Escrow;

(3) the investment proceeds from the transferred proceeds from the 1990 Escrow;
(4) the transferred proceeds from the 1990 Escrow; and

(5) the replacement proceeds in the debt service fund for the 1993 Bonds.

ii. Determine the Allocation of Gross Proceeds to Investments and Expenditures

As stated above, the arbitrage restrictions generally compare the earnings on unspent
gross proceeds of an issue with the yield on that issue. In order to make this comparison,
the issuer must allocate the gross proceeds of the issue to investments and expenditures.

The general allocation and accounting rules are set forth in § 1.148-6. In addition,
some special allocation rules for refunding issues, such as the multipurpose rules and
transferred proceeds allocation rules discussed above, are set forth in § 1.148-9.

Expenditures-

Section 1.148-6(b)(1) provides that amounts cease to be allocated to an issue as
proceeds only when those amounts are allocated to an expenditure for a governmental
purpose. Under the rules in § 1.148-6(d), gross proceeds of an issue may be allocated to
expenditures using any of a number of reasonable, consistently applied accounting
methods. Regardless of which method is applied, the issuer may not allocate gross
proceeds to an expenditure unless the issuer has made a current outlay of cash.

State allocates a portion of the gross proceeds of the 1993 Bonds to the expenditures
shown in Table 8, which are (1) the underwriters’ discount, (2) the premium for bond
insurance, (3) the premium for the surety bond to fund the debt service reserve fund, and
(4) the legal and other fees relating to issuance of the 1993 Bonds. Each of these items
involves a current outlay of cash, and each qualifies as an expenditure for a governmental
purpose of the 1993 Bonds.

The remaining gross proceeds of the 1993 Bonds, (ile proceeds in the 1993
Escrow, the transferred proceeds from the 1990 Escrow, and the replacement proceeds in
the debt service fund) must be allocated to specific investments.

Investments-
Section 1.148-9(c)(1)(i) provides that investments purchased with sale proceeds or

investment proceeds of a refunding issue must be allocated to those proceeds (i.e.
specific tracing method of accounting must be used). The proceeds of the 1993 Bonds
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in the 1993 Escrow are invested in the SLGS described in Table 9. Therefore, the
proceeds in the 1993 Escrow are allocated to these SLGS.

Section 1.148-9(c)(1)(ii) sets forth the allocation rules for transferred proceeds. This
section provides that when proceeds of a prior issue become transferred proceeds of a
refunding issue, investments (and the related payments and receipts) of proceeds of the
prior issue that are held in a refunding escrow for another issue are allocated to the
transferred proceeds under the ratable allocation method. Under the ratable allocation
method, which is described in § 1.148-9(c)(1)(iii), a ratable portion of each investment of
proceeds of the prior issue is allocated to transferred proceeds of the refunding issue.

The proceeds of the 1990 Bonds that will become transferred proceeds of the 1993
Bonds are held in the 1990 Escrow (a refunding escrow) for payment of debt service on
the 1985 Bonds (another issue). Therefore, State must use the ratable allocation method
to allocate the SLGS in the 1990 Escrow (and related payments and receipts) to the
transferred proceeds of the 1993 Bonds. This means that on April 1, 1994, State must
allocate 3.026105% of the payments for, and receipts of, the four SLGS remaining in the
1990 Escrow on that date to the 1993 Bonds. Similarly, on April 1, 1995, State must
allocate 3.318317% of the payments for, and receipts of, the untranspereoh of the
two SLGS remaining in the 1990 Escrow on that date to the 1993 Bdnds.

The allocation of a ratable portion of the receipts from the SLGS in the 1990 Escrow
requires multiplication of each remaining receipt (or, in the case of the transfers on
April 1, 1995, the untransferred portion of each remaining receipt) by the appropriate
transfer factor. Remember that an allocation of gross proceeds to investments is necessary
for determining the yield on those investments. The yield on investments is the discount
rate that results in the present value of the receipts equalling the purchase price of the
investments. Therefore, a determination of the ratable portion of the payments for each
of the SLGS (or purchase price) is also required.

The SLGS in the 1990 Escrow are actually purchased on October 15, 1990. For
purposes of the transfer to the 1993 Bonds, however, they will be treated as purchased on
the transfer dates at their then present values. Because the SLGS in the 1993 Escrow and
the transferred portion of the SLGS in the 1990 Escrow are yield restricted nonpurpose
investments, they will be treated as a single investment with a single yield. The
computations required to take into account that these investments are purchased on
different dates (the SLGS in the 1993 Escrow on July 1, 1993, and the transferred portion
of the SLGS in the 1990 Escrow on each transfer date) involve a series of complex
computations. However, there is another method of computing the yield on the yield

» SeeTable 12.
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restricted nonpurpose investments (the SLGS in the 1993 Escrow and the transferred
portion of the SLGS in the 1990 Escrow). This method requires computation of what is
known as the "transferred proceeds penalty" and leads to the same answer as performing
the series of complex computations. The transferred proceeds penalty computation is
explained in paragraph v. below.

The University revenues that State deposits into the debt service fund for the 1993
Bonds are invested in short-term investments permitted under the documents for the 1993
Bonds. Under a specific tracing method of accounting, the replacement proceeds of the
1993 Bonds are allocated to these investments.

iv. Determine Whether any Temporary Period Exceptions Apply

Under 8 148(c)(1), an issuer may invest bond proceeds in higher yielding investments
for a "reasonable temporary period" until the proceeds are needed for the purpose for
which the issue was issued.

The temporary period rules for refunding issues are contained in § 1.148-9(d). In
general, the proceeds of a refunding issue (other than transferred proceeds) may be
invested in higher yielding investments for a temporary period of 30 days from the issue
date of the refunding issifé. Section 1.148-9(g) permits an issuer to waive the right to
invest proceeds of a refunding issue in higher yielding investments during the permitted
temporary period if the waiver occurs on or before the issue date of the refunding issue.
On the issue date of the 1993 Bonds, State waives its right to invest the proceeds of the
1993 Bonds in higher yielding investments during the temporary pétidderefore, no
temporary period exception applies to the proceeds of the 1993 Bonds in the 1993 Escrow.

Section 1.148-9(d)(2)(iii) sets forth the temporary period for transferred proceeds. In
general, the temporary period for transferred proceeds begins on the date of the transfer
and ends on the date that, without regard to the discharge of the prior issue, the available
temporary period for those proceeds would have ended had those proceeds remained
proceeds of the prior issue. For example, if the proceeds of the prior issue were in a
construction fund and were entitled to a 3-year temporary period and those proceeds
transferred to a refunding issue during the 3-year temporary period, the transferred
proceeds from the construction fund would be entitled to a temporary period equal to the
remainder of the initial 3-year temporary period. Under 8 1.103-14(e)(3) of the 1979

* Under 8§ 1.148-9(d)(2)(ii), the temporary period for current refunding issues is 90 days.
* State makes this waiver to avoid having two classes of investments in the 1993 Escrovyigdyrestricted

nonpurpose investments" and "all other nonpurpose investments"). If there were two classes of investments in the
1993 Escrow, the yield on those two classes could not be blended§ $448-5(b)(2).
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regulations, the temporary period for the proceeds of the 1990 Bonds in the 1990 Escrow
is 2 years and ends on October 14, 1992, which is before either of the two transfer dates.
Therefore, no temporary period exception applies to the transferred proceeds from the
1990 Escrow.

Section 1.148-2(e)(5)(ii) provides that replacement proceeds in a bona fide debt
service fund qualify for a temporary period of 13 months. As stated above, the debt
service fund for the 1993 Bonds is a bona fide debt service fund. Therefore, the
replacement proceeds in this fund are entitled to a 13-month temporary period.

v. If no Temporary Period Exceptions Apply, Determine Whether the Yield on
the Investments is Materially Higher than the Yield on the Bonds

If any gross proceeds of an issue are not entitled to a temporary period exception
from the yield restriction rules, the next step in the analysis is to determine whether the
investments allocable to those proceeds are invested in higher yielding investments.
Under § 1.148-2(d)(2)(i), "materially higher" is generally one-eighth of one percentage
point (.125%). However, 8§ 1.148-2(d)(2)(ii) provides that for investments in a refunding
escrow and for replacement proceeds of an issue, "materially higher" is one-thousandth
of one percentage point (.001%). This means that if the yield on the investments in a
refunding escrow allocable to the gross proceeds of a refunding issue is more than .001%
higher than the yield on the issue, then the issue violates the yield restriction rules of
§ 148(a), and the interest on the issue is not excluded from gross income under § 103(a).

The replacement proceeds in the debt service fund for the 1993 Bonds are entitled to
the 13-month temporary period for bona fide debt service funds. Therefore, only the yield
on the investments allocable to the proceeds in the 1993 Escrow and the transferred
proceeds from the 1990 Escrow must be compared to the yield on the 1993 Bonds to
determine whether the 1993 Bonds have met the yield restriction rules.

The yield on the 1993 Bonds is 4.912498%. In general, § 1.148-4(b)(1) provides that
the yield on a fixed yield issue is the discount rate that, when used to compute the present
value as of the issue date of all unconditionally payable payments of principal, interest,
and fees for qualified guarantees on the issue, produces an amount equal to the aggregate
issue price of the bonds of the issue. Both the bond insurance for the 1993 Bonds and
the surety bond to fund the debt service reserve fund for the 1993 Bonds are qualified
guarantees. Therefore, the premiums for these items must be taken into account to
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compute the yield on the 1993 Bonds. The debt service schedule for the 1993 Bonds and
the computation of yield on the 1993 Bonds are attached as Appentfix D

Next, the yield on the SLGS in the 1993 Escrow and the portion of the SLGS in the
1990 Escrow that will become transferred proceeds of the 1993 Bonds must be computed.
As stated above, § 1.148-5(b)(2) provides that yield restricted nonpurpose investments are
treated as a single investment having a single yield, whether or not held concurrently.
This means that the yield on the SLGS in the 1993 Escrow must be blended with the yield
on the transferred portion of the SLGS in the 1990 Escrow.

Remember that the yield on the SLGS in the 1990 Escrow is 7.110979%, which is
much higher than the yield on the 1993 Bonds. If these SLGS were sold and the proceeds
reinvested in lower yielding SLGS, the lower yielding SLGS would not generate enough
receipts to pay the debt service on the 1985 Bonds. Therefore, the SLGS in the 1990
Escrow cannot be sold, and the 1993 Escrow must contain enough "negative arbitrage"
to compensate for the transfer of a portion of the SLGS yielding 7.110979%. Stated
another way, the actual yield on the SLGS in the 1993 Escrow must be sufficiently lower
than the yield on the 1993 Bonds so that the blended yield on the SLGS, including the
transferred portion of the SLGS in the 1990 Escrow, is not materially higher than the yield
on the 1993 Bonds. This blending is accomplished by computing what is known as the
"transferred proceeds penalfy."

The amount of negative arbitrage that the 1993 Escrow must contain is determined
by isolating the difference between the amount that the transferred portion of the SLGS
in the 1990 Escrow actually earns (7.110979%) and the amount that the transferred portion
of the SLGS in the 1990 Escrow would earn if the SLGS in the 1990 Escrow had a yield
equal to the yield on the 1993 Bonds (4.912498%) during the period of time the
transferred portion of the SLGS in the 1990 Escrow are allocated to the 1993 Bonds. One
way to determine this amount is to:

* Seealsg Appendix C of the 1996 Article, which describes how to compute the yield on a fixed yield issue, such
as the 1993 Bonds.

7 If an issuer had done a low-to-high refunding, which does not lower debt service payments but does permit
release of the covenants of the prior bond documents, the reverse would also be true. For example, if the transferred
investments had a yield of 5% and the refunding issue had a yield of 8%, the actual investments in the refunding
issue would be permitted to earn more than 8% in order to blend up the combined yield on the yield restricted
nonpurpose investments. The total amount of positive arbitrage permitted is known as the "transferred proceeds
benefit."
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1)

2)

3

(4)

®)

(6)

compute the present value on each transfer date of the remaining receipts from
the SLGS in the 1990 Escrow using the yield on the 1990 Escrow as the
discount rate;

compute the present value on each transfer date of the remaining receipts from
the SLGS in the 1990 Escrow using the yield on the 1993 Bonds as the discount
rate;

subtract the results for each transfer date computed in step (2) from the results
computed in step (1);

multiply the difference computed in step (3) by the percentage of the 1990
Escrow that should transfer on each transfer date;

compute the present value of each of the results computed in step (4) to the issue
date of the 1993 Bonds using the yield on the 1993 Bonds as the discount rate;
and

add the results computed in step (5).

These computations are set forth in the following table:

TABLE 13
Computation of Transferred
Proceeds Penalty for the 1993 Escrow

PV of Ad;.
PV of Receipts PV of Receipts Difference
at 1990 Escrow at 1993 Bond at 1993 Bond
Net Escrow Yield of Yield of Percentage Yield of
Receipts Subject 7.110979% to  4.912498% to of Escrow Adjusted 4.912498%
Date to Transfer Transfer Date  Transfer Date Difference to Transfer Difference to 7/01/93
04/01/94 % $40,361,379.96 $41,975,693.05 $-1,614,313.09  3.026105% $-48,850.82 $-47,104.69
10/01/94 1,713,041.65
04/01/95 3,657,965.45 37,850,578.03  38,649,989.08 -799,411.05  3.21%901%25,724.26 -23,629.70
10/01/95 1,636,257.23
04/01/96 38,895,5390
$45,902,80%3 $-70,73439

%.0n April 1, 1995, the SLGS in the 1993 Escrow will have paid a total of $2,930,000 of outstanding principal
of the 1990 Bonds ($1,420,000 plus $1,510,000), which is 6.244006% of the $46,925,000 in outstanding principal
to be paid. However, 3.026105% of the SLGS remaining in the 1990 Escrow will transfer on April 1, 1994.
Therefore, only 3.217901% (6.244006% minus 3.026105%) of the SLGS in the 1990 Escrow should transfer on April

1, 1995.
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Thus, the transferred proceeds penalty is $70,734.39. This amount may either be
included as a receipt on July 1, 1993, in the 1993 Escrow or may be subtracted from the
purchase price of the SLGS in the 1993 Escrow to compute the blended yield. The
following table shows the computation of yield on the SLGS in the 1993 Escrow
(including the transferred portion of the SLGS in the 1990 Escrow):

TABLE 14
Computation of Yield on SLGS in 1993 Escrow
Purchase Price = $53,548,965°61 Yield = 4.9120175%

Present Value

to 7/01/93 Days
Date SLGS Receiptf at 4.9120175% (30/360)
10/01/93 $ 1,616,323.29 $ 1,596,833.05 90
04/01/94 3,036,376.80 2,927,854.66 270
10/01/94 1,571,576.80 1,479,081.23 450
04/01/95 3,081,664.31 2,830,768.22 630
10/01/95 1,523,255.73 1,365,697.04 810
04/01/96 3,128,274.79 2,737,467.74 990
10/01/96 1,471,177.34 1,256,526.66 1170
04/01/97 3,181,110.37 2,651,844.08 1350
10/01/97 1,414,735.78 1,151,084.35 1530
04/01/98 3,239,701.72 2,572,760.78 1710
10/01/98 1,353,981.59 1,049,469.22 1890
04/01/99 3,299,008.79 2,495,760.95 2070
10/01/99 1,288,902.87 951,704.82 2250
04/01/00 3,363,819.69 2,424,249.72 2430
10/01/00 1,218,850.76 857,349.19 2610
04/01/01 36,706,2188 25,200,5130 2790

$70,494,97®1 $53,548,96%51

Thus, the blended yield on the SLGS in the 1993 Escrow and the transferred portion
of the SLGS in the 1990 Escrow is 4.9120175%. This yield is not higher than
4.9124980%, which is the yield on the 1993 Bonds computed in Table D-2 in

Appendix D

* This amount is equal to the purchase price of the SLGS in the 1993 Escrow from Table 9 ($53,619,700) minus
the transferred proceeds penalty ($70,734.39).

*¥ These amounts are the net escrow receipts from Table 10.
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vi. Conclusion

All unspent proceeds of the 1993 Bonds either qualify for a temporary period
exception to the yield restriction rules or are not invested at a materially higher yield than
the yield on the 1993 Bonds. Therefore, the 1993 Bonds meet the yield restriction rules
under § 148(a).

F. Rebate Rules Under § 148(f)

The rebate rules under 8§ 148(f) require an issuer to pay to the United States any
excess earnings from the investment of bond proceeds in nonpurpose investments over the
amount those proceeds would have earned if they had been invested at the yield on the
issue of bonds. Section 148(f) provides exceptions to this requirement. The unspent
proceeds of the 1993 Bonds are in the debt service fund for the 1993 Bonds and in the
1993 Escrow.

Under 8§ 148(f)(4)(A), amounts in a bona fide debt service fund are not taken into
account for rebate if (1) no bond in the issue is a private activity bond, (2) the average
maturity of the issue is at least 5 years, and (3) the issue is a fixed yield issue. Because
the 1993 Bonds meet each of these requirements, the bona fide debt service fund meets
this exception to rebate.

The unspent proceeds in the 1993 Escrow, including the transferred proceeds, are
invested at a yield lower than the yield on the 1993 Bonds. Accordingly, there are no
excess earnings from the investment of these unspent proceeds, and a rebate computation
IS unnecessary.

Therefore, the 1993 Bonds meet the rebate rules under 8§ 148(f).
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FOR INSTRUCTIONAL PURPOSES ONLY APPENDIX A

NEW ISSUE--BOOK ENTRY ONLY

In the opinion of X, Bond Counsel, under existing law, and assuming continuing compliance with certain covenants as
described under "TAX EXEMPTION" herein, interest on the 1985 Bonds is not included in gross income of the owners
thereof for federal and state income tax purposes and will not be treated as an item of tax preference in
computing federal alternative minimum tax of individuals or corporations, but will be taken into
account in computing the federal corporate alternative minimum tax, as more fully
discussed under the heading "TAX EXEMPTION."

$50,000,000
STATE OF Z
UNIVERSITY REVENUE BONDS
(CLASSROOM BUILDINGS PROJECT),
SERIES 1985

Dated: December 1, 1985 Due: April 1, as shown below

The 1985 Bonds are being issued by State of Z ("State") to provide funds to finance the costs of constructing classroom buildings
at University of Z ("University”) and to pay costs of issuance of the 1985 Bonds, as more fully described herein. See "THE
IMPROVEMENTS" herein.

Interest on the 1985 Bonds is payable on April 1, 1986, and semiannually thereafter on October 1 and April 1 of each year. Principal
is payable on the dates set forth below. The 1985 Bonds are being issued in fully registered form and will be registered in the name
of A Nominee, as nominee of B Trust Company, New York, New York ("B"). B will act as securities depository of the 1985 Bonds.
Individual purchases of interests in the 1985 Bonds will be made in book-entry form only, in the principal amount of $5,000 or any
integral multiple thereof. Purchasers of such interests will not receive certificates representing their interests in the 1985 Bonds.
Principal of and interest on the 1985 Bonds are payable directly by C, as trustee (the "Trustee"), to B, which is obligated in turn to
remit such principal and interest to B Participants for subsequent disbursement to the Beneficial Owners of the 1985 Bonds, as
described herein. See "BOOK-ENTRY SYSTEM" herein.

The 1985 Bonds are subject to optional and mandatory redemption prior to their stated maturity, as more fully described herein.

Payment of the principal of and the interest on the 1985 Bonds when due will be guaranteed by a municipal bond insurance policy
to be issued simultaneously with the delivery of the 1985 Bonds by D (the "Insurer™).

The 1985 Bonds are special obligations of State, payable solely from Revenues of University and are secured by a pledge of
Revenues; provided, however, that out of Revenues first there shall be applied all sums required for the payment of Maintenance and
Operation Costs. The 1985 Bonds are issued on a parity with State’s Parity Debt, heretofore or hereafter issued, as more fully
described herein. See "SOURCES OF PAYMENT AND SECURITY" herein.

NEITHER THE FAITH AND CREDIT OF UNIVERSITY OR STATE NOR THE TAXING POWER OF STATE IS PLEDGED TO THE
1985 BONDS. THE 1985 BONDS DO NOT CONSTITUTE A DEBT OF UNIVERSITY OR STATE WITHIN THE MEANING OF ANY
CONSTITUTIONAL OR STATUTORY DEBT LIMITATION OR RESTRICTION. UNIVERSITY HAS NO TAXING POWER.

Maturity Schedule
$15,530,000 Serial Bonds

Maturity Principal Interest Maturity Principal Interest

(April 1) Amounts Rates Yields (April 1) Amounts Rates Yields
1987 $1,125,000 6.600% 6.600% 1992 $1,565,000 7.300% 7.300%
1988 1,200,000 6.700 6.700 1993 1,680,000 7.500 7.500
1989 1,280,000 6.800 6.800 1994 1,805,000 7.700 7.700
1990 1,370,000 6.900 6.900 1995 1,945,000 7.900 7.974
1991 1,460,000 7.100 7.100 1996 2,100,000 8.100 8.243

$34,470,000, 9.00% Term Bonds, Due April 1, 2006, Price: 100%

(Accrued interest to be added)

This cover page contains only a brief description of the 1985 Bonds and the security therefor. It is not a summary of material
information with respect to the 1985 Bonds. Investors should read the entire Official Statement to obtain information necessary to
make an informed investment decision.

The 1985 Bonds will be offered when, as and if issued and received by the Underwriters, subject to the approval of validity by X, Bond
Counsel. Certain legal matters will be passed on for State by Law Firm 1. Certain legal matters will be passed upon for the
Underwriters by their counsel, Law Firm 2. It is anticipated that the 1985 Bonds, in book-entry form, will be available for delivery to
B in New York, New York on or about December 15, 1985.

Underwriting Firm

Dated: December 5, 1985
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FOR INSTRUCTIONAL PURPOSES ONLY APPENDIX B
NEW ISSUE--BOOK ENTRY ONLY

In the opinion of X, Bond Counsel, under existing law, and assuming continuing compliance with certain covenants as
described under "TAX EXEMPTION" herein, interest on the 1990 Bonds is not included in gross income of the owners
thereof for federal and state income tax purposes and will not be treated as an item of tax preference in
computing federal alternative minimum tax of individuals or corporations, but will be taken into
account in computing the federal corporate alternative minimum tax, as more fully
discussed under the heading "TAX EXEMPTION."

$50,085,000
STATE OF Z
UNIVERSITY REVENUE REFUNDING BONDS,
SERIES 1990
Dated: October 1, 1990 Due: April 1, as shown below

The 1990 Bonds are being issued by State of Z ("State") to provide funds (i) to refund in advance of maturity all of the outstanding
University Revenue Bonds (Classroom Buildings Project), Series 1985 (the "Bonds Being Refunded") and (ii) to pay costs relating to
the issuance of the 1990 Bonds, as more fully described herein. See "PLAN OF ADVANCE REFUNDING" herein.

Interest on the 1990 Bonds is payable on April 1, 1991, and semiannually thereafter on October 1 and April 1 of each year. Principal
is payable on the dates set forth below. The 1990 Bonds are being issued in fully registered form and will be registered in the name
of A Nominee, as nominee of B Trust Company, New York, New York ("B"). B will act as securities depository of the 1990 Bonds.
Individual purchases of interests in the 1990 Bonds will be made in book-entry form only, in the principal amount of $5,000 or any
integral multiple thereof. Purchasers of such interests will not receive certificates representlng their interests in the 1990 Bonds.
Principal of and interest on the 1990 Bonds are payable directly by C, as trustee (the "Trustee"), to B, which is obligated in turn to
remit such principal and interest to B Participants for subsequent disbursement to the Beneficial Owners of the 1990 Bonds, as
described herein. See "BOOK-ENTRY SYSTEM" herein.

The 1990 Bonds are subject to optional and mandatory redemption prior to their stated maturity, as more fully described herein.

Payment of the principal of and the interest on the 1990 Bonds when due will be guaranteed by a municipal bond insurance policy
to be issued simultaneously with the delivery of the 1990 Bonds by D (the "Insurer").

The 1990 Bonds are special obligations of State, payable solely from Revenues of University of Z ("University") and are secured by
a pledge of Revenues; provided, however, that out of Revenues first there shall be applied all sums required for the payment of
Maintenance and Operation Costs. The 1990 Bonds are issued on a parity with State’s Parity Debt, heretofore or hereafter issued,
as more fully described herein. See "SOURCES OF PAYMENT AND SECURITY" herein.

NEITHER THE FAITH AND CREDIT OF UNIVERSITY OR STATE NOR THE TAXING POWER OF STATE IS PLEDGED TO THE
1990 BONDS. THE 1990 BONDS DO NOT CONSTITUTE A DEBT OF UNIVERSITY OR STATE WITHIN THE MEANING OF ANY
CONSTITUTIONAL OR STATUTORY DEBT LIMITATION OR RESTRICTION. UNIVERSITY HAS NO TAXING POWER.

Maturity Schedule
$27,945,000 Serial Bonds

Maturity Principal Interest Maturity Principal Interest

(April 1) Amounts Rates Yields (April 1) Amounts Rates Yields
1991 $ 565,000 6.00% 6.00% 1999 $1,945,000 6.70% 6.70%
1992 1,260,000 6.10 6.10 2000 2,075,000 6.75 6.75
1993 1,335,000 6.20 6.20 2001 2,215,000 6.80 6.80
1994 1,420,000 6.30 6.30 2002 2,365,000 6.85 6.90
1995 1,510,000 6.40 6.40 2003 2,525,000 6.90 6.95
1996 1,605,000 6.50 6.50 2004 2,700,000 6.95 7.00
1997 1,710,000 6.60 6.60 2005 2,890,000 7.00 7.05
1998 1,825,000 6.65 6.65

$22,140,000, 7.05% Term Bonds, Due April 1, 2011, Price: 98.929%

(Accrued interest to be added)

This cover page contains only a brief description of the 1990 Bonds and the security therefor. It is not a summary of material
information with respect to the 1990 Bonds. Investors should read the entire Official Statement to obtain information necessary to
make an informed investment decision.

The 1990 Bonds will be offered when, as and if issued and received by the Underwriters, subject to the approval of validity by X, Bond
Counsel. Certain legal matters will be passed on for State by Law Firm 1. Certain legal matters will be passed upon for the
Underwriters by their counsel, Law Firm 2. It is anticipated that the 1990 Bonds, in book-entry form, will be available for delivery to
B in New York, New York on or about October 15, 1990.

Underwriting Firm

Dated: October 5, 1990
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FOR INSTRUCTIONAL PURPOSES ONLY APPENDIX C
NEW ISSUE--BOOK ENTRY ONLY

In the opinion of X, Bond Counsel, under existing law, and assuming continuing compliance with certain covenants as
described under "TAX EXEMPTION" herein, interest on the 1993 Bonds is not included in gross income of the owners
thereof for federal and state income tax purposes and will not be treated as an item of tax preference in
computing federal alternative minimum tax of individuals or corporations, but will be taken into
account in computing the federal corporate alternative minimum tax, as more fully
discussed under the heading "TAX EXEMPTION."

$54,950,000
STATE OF Z
UNIVERSITY REVENUE REFUNDING BONDS,
SERIES 1993
Dated: July 1, 1993 Due: April 1, as shown below

The 1993 Bonds are being issued by State of Z ("State") to provide funds (i) to refund in advance of maturity all of the outstanding
University Revenue Refunding Bonds, Series 1990 (the "Bonds Being Refunded") and (ii) to pay costs relating to the issuance of the
1993 Bonds, as more fully described herein. See "PLAN OF ADVANCE REFUNDING" herein.

Interest on the 1993 Bonds is payable on April 1, 1994, and semiannually thereafter on October 1 and April 1 of each year. Principal
is payable on the dates set forth below. The 1993 Bonds are being issued in fully registered form and will be registered in the name
of A Nominee, as nominee of B Trust Company, New York, New York ("B"). B will act as securities depository of the 1993 Bonds.
Individual purchases of interests in the 1993 Bonds will be made in book-entry form only, in the principal amount of $5,000 or any
integral multiple thereof. Purchasers of such interests will not receive certificates representlng their interests in the 1993 Bonds.
Principal of and interest on the 1993 Bonds are payable directly by C, as trustee (the "Trustee"), to B, which is obligated in turn to
remit such principal and interest to B Participants for subsequent disbursement to the Beneficial Owners of the 1993 Bonds, as
described herein. See "BOOK-ENTRY SYSTEM" herein.

The 1993 Bonds are subject to optional and mandatory redemption prior to their stated maturity, as more fully described herein.

Payment of the principal of and the interest on the 1993 Bonds when due will be guaranteed by a municipal bond insurance policy
to be issued simultaneously with the delivery of the 1993 Bonds by D (the "Insurer").

The 1993 Bonds are special obligations of State, payable solely from Revenues of University of Z ("University") and are secured by
a pledge of Revenues; provided, however, that out of Revenues first there shall be applied all sums required for the payment of
Maintenance and Operation Costs. The 1993 Bonds are issued on a parity with State’s Parity Debt, heretofore or hereafter issued,
as more fully described herein. See "SOURCES OF PAYMENT AND SECURITY" herein.

NEITHER THE FAITH AND CREDIT OF UNIVERSITY OR STATE NOR THE TAXING POWER OF STATE IS PLEDGED TO THE
1993 BONDS. THE 1993 BONDS DO NOT CONSTITUTE A DEBT OF UNIVERSITY OR STATE WITHIN THE MEANING OF ANY
CONSTITUTIONAL OR STATUTORY DEBT LIMITATION OR RESTRICTION. UNIVERSITY HAS NO TAXING POWER.

Maturity Schedule
$30,510,000 Serial Bonds

Maturity Principal Interest Maturity Principal Interest

(April 1) Amounts Rates Yields (April 1) Amounts Rates Yields
1994 $1,300,000 2.70% 2.70% 2001 $2,205,000 4.25% 4.25%
1995 1,770,000 3.15 3.15 2002 2,300,000 4.35 4.35
1996 1,825,000 3.45 3.45 2003 2,400,000 4.40 4.40
1997 1,885,000 3.70 3.70 2004 2,505,000 4.50 4.50
1998 1,955,000 3.95 3.95 2005 2,615,000 4.60 4.60
1999 2,035,000 4.05 4.05 2006 2,735,000 4.70 4.80
2000 2,115,000 4.15 4.15 2007 2,865,000 4.80 4.90

$24,440,000, 5.00% Term Bonds, Due April 1, 2014, Price: 98.720%

This cover page contains only a brief description of the 1993 Bonds and the security therefor. It is not a summary of material
information with respect to the 1993 Bonds. Investors should read the entire Official Statement to obtain information necessary to
make an informed investment decision.

The 1993 Bonds will be offered when, as and if issued and received by the Underwriters, subject to the approval of validity by X, Bond
Counsel. Certain legal matters will be passed on for State by Law Firm 1. Certain legal matters will be passed upon for the
Underwriters by their counsel, Law Firm 2. It is anticipated that the 1993 Bonds, in book-entry form, will be available for delivery to
B in New York, New York on or about July 1, 1993.

Underwriting Firm

Dated: June 21, 1993
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Computing the yield on the 1993 Bonds
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APPENDIX D

The following table shows the debt service schedule for the 1993 Bonds:

TABLE D-1
1993 Bonds
Debt Service Schedule
Annual

Date Principal Interest Debt Service Debt Service
04/01/94 $ 1,300,000.00 $ 1,868,563.13 $ 3,168,563.13 $3,168,563.13
10/01/94 1,228,158.75 1,228,158.75
04/01/95 1,770,000.00 1,228,158.75 2,998,158.75 4,226,317.50
10/01/95 1,200,281.25 1,200,281.25
04/01/96 1,825,000.00 1,200,281.25 3,025,281.25 4,225,562.50
10/01/96 1,168,800.00 1,168,800.00
04/01/97 1,885,000.00 1,168,800.00 3,053,800.00 4,222,600.00
10/01/97 1,133,927.50 1,133,927.50
04/01/98 1,955,000.00 1,133,927.50 3,088,927.50 4,222,855.00
10/01/98 1,095,316.25 1,095,316.25
04/01/99 2,035,000.00 1,095,316.25 3,130,316.25 4,225,632.50
10/01/99 1,054,107.50 1,054,107.50
04/01/00 2,115,000.00 1,054,107.50 3,169,107.50 4,223,215.00
10/01/00 1,010,221.25 1,010,221.25
04/01/01 2,205,000.00 1,010,221.25 3,215,221.25 4,225,442.50
10/01/01 963,365.00 963,365.00
04/01/02 2,300,000.00 963,365.00 3,263,365.00 4,226,730.00
10/01/02 913,340.00 913,340.00
04/01/03 2,400,000.00 913,340.00 3,313,340.00 4,226,680.00
10/01/03 860,540.00 860,540.00
04/01/04 2,505,000.00 860,540.00 3,365,540.00 4,226,080.00
10/01/04 804,177.50 804,177.50
04/01/05 2,615,000.00 804,177.50 3,419,177.50 4,223,355.00
10/01/05 744,032.50 744,032.50
04/01/06 2,735,000.00 744,032.50 3,479,032.50 4,223,065.00
10/01/06 679,760.00 679,760.00
04/01/07 2,865,000.00 679,760.00 3,544,760.00 4,224,520.00
10/01/07 611,000.00 611,000.00
04/01/08 3,000,000.00 611,000.00 3,611,000.00 4,222,000.00
10/01/08 536,000.00 536,000.00
04/01/09 3,150,000.00 536,000.00 3,686,000.00 4,222,000.00
10/01/09 457,250.00 457,250.00
04/01/10 3,310,000.00 457,250.00 3,767,250.00 4,224,500.00
10/01/10 374,500.00 374,500.00
04/01/11 3,475,000.00 374,500.00 3,849,500.00 4,224,000.00
10/01/11 287,625.00 287,625.00
04/01/12 3,650,000.00 287,625.00 3,937,625.00 4,225,250.00
10/01/12 196,375.00 196,375.00
04/01/13 3,830,000.00 196,375.00 4,026,375.00 4,222,750.00
10/01/13 100,625.00 100,625.00
04/01/14 4,025,0000 100,62500 4,125,62500 4,226,2500

$54,950,00M0

$32,707,368L.3

$87,657,368.3

$87,657,368L3




Tax-Exempt Advance Refunding Bonds -- Some Basics

The following table shows the computation of yield on the 1993 Bonds:

TABLE D-2
Computation of Yield on 1993 Bonds
Issue Price = $54,582,453/45 Yield = 4.9124980%

Present Value

to 7/01/93 Days
Date Issue Payments at 4.9124980% (30/360)
07/01/93 $ 126,801.90 $ 126,801.90 0
07/01/93 262,972.f0 262,972.10 0
04/01/94 3,168,563.13 3,055,305.81 270
10/01/94 1,228,158.75 1,155,868.36 450
04/01/95 2,998,158.75 2,754,038.72 630
10/01/95 1,200,281.25 1,076,118.23 810
04/01/96 3,025,281.25 2,647,306.77 990
10/01/96 1,168,800.00 998,252.17 1170
04/01/97 3,053,800.00 2,545,670.56 1350
10/01/97 1,133,927.50 922,589.37 1530
04/01/98 3,088,927.50 2,452,971.04 1710
10/01/98 1,095,316.25 848,957.18 1890
04/01/99 3,130,316.25 2,368,078.08 2070
10/01/99 1,054,107.50 778,312.94 2250
04/01/00 3,169,107.50 2,283,851.54 2430
10/01/00 1,010,221.25 710,573.40 2610
04/01/01 3,215,221.25 2,207,317.76 2790
10/01/01 963,365.00 645,515.10 2970
04/01/02 3,263,365.00 2,134,237.47 3150
10/01/02 913,340.00 583,003.44 3330
04/01/03 3,313,340.00 2,064,268.52 3510
10/01/03 860,540.00 523,278.38 3690
04/01/04 3,365,540.00 1,997,459.75 3870
10/01/04 804,177.50 465,839.97 4050
04/01/05 3,419,177.50 1,933,160.99 4230
10/01/05 744,032.50 410,581.93 4410
04/01/06 3,479,032.50 1,873,820.38 4590
10/01/06 679,760.00 357,344.11 4770
04/01/07 3,544,760.00 1,818,776.80 4950
10/01/07 611,000.00 305,981.61 5130
04/01/08 3,611,000.00 1,764,993.67 5310
10/01/08 536,000.00 255,706.64 5490
04/01/09 3,686,000.00 1,716,303.51 5670
10/01/09 457,250.00 207,804.06 5850
04/01/10 3,767,250.00 1,671,037.89 6030
10/01/10 374,500.00 162,134.42 6210
04/01/11 3,849,500.00 1,626,631.87 6390
10/01/11 287,625.00 118,624.16 6570
04/01/12 3,937,625.00 1,585,047.94 6750
10/01/12 196,375.00 77,153.53 6930
04/01/13 4,026,375.00 1,543,993.14 7110
10/01/13 100,625.00 37,661.58 7290
04/01/14 4,125,6260 1,507,10666 7470
$88,047,142.3 $54,582,45315

' This amount is from Table 7.

> This amount is the premium paid for the surety bond, as shown in Table 8.

® This amount is the premium paid for the bond insurance, as shown in Table 8.
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M. SECTION 457 DEFERRED COMPENSATION PLANS
OF STATE AND LOCAL GOVERNMENT

AND TAX-EXEMPT EMPLOYERS
b
Cheryl Press andyRobert Patchell

1. Introduction

Section 457 plans are nonqualified, unfunded deferred compensation plans
established by state and local government and tax-exempt employers. These
employers can establish either eligible (covered by 457(b)) or ineligible (covered
by 457(f)) plans, and are subject to the specific requirements and deferral
limitations of section 457 of the Internal Revenue Code of 1986 ("Code").
Certain other types of plans established by state and local government and
tax-exempt employers are not subject to the requirements of section 457,
however. The purpose of this article is to provide an overview of section 457,
identify the differences between an eligible and an ineligible section 457 plan,
and discuss those plans which are excepted from the rules and requirements
articulated in section 457 and the regulations thereunder. This article will also
try to highlight specific situations where plans may not be in compliance with
section 457.

As originally enacted, the rules governing section 457 plans were developed
based on nonqualified plan concepts. Section 457 plans therefore are subject to
different, and often less stringent regulations than are funded, qualified plans,
which must comply with complex rules to assure parity in who they cover, and
how much can be deferred. An attendant feature of section 457 plans is that
they may provide less security to participants than do qualified plans.

2. Section 457(b) "Eligible" Deferred Compensation Plans

Section 457(a) of the Code permits a participant to defer compensation to a
deferred compensation plan of an "eligible employer," provided that the plan
satisfies the eligibility requirements of section 457. Under section 457(a),
compensation deferred pursuant to an eligible plan and the income attributable
to such deferred compensation, are taxable in the year in which the deferred
amounts are paid or made available to a plan participant or other beneficiary.



Section 457 Deferred Compensation Plans of
State and Local Government

A. Eligible Employers

An eligible deferred compensation plan is defined as any plan, agreement
or other arrangement that is established and maintained by an "eligible
employer". Sections 457(b), 457(f)(3)(A). The term eligible employer is defined
as a State (including the District of Columbia), political subdivision of a State,
any agency or instrumentality of a State or political subdivision of a State, and
any other organization (other than a government unit) exempt from tax under
subtitle A of the Code. Section 457(e)(1), Section 1.457-2(c) of the Regulations.
Section 457 therefore applies to all tax-exempt employers that maintain a
deferred compensation plan, except churches, which are specifically excluded
under section 457(e)(13). The application of section 457 to deferred compensa-
tion plans of exempt organizations became effective under the Tax Reform Act
("TRA") of 1986. Deferred compensation plans of agencies and instrumen-
talities of the Federal Government are not subject of Section 457.

B. Who May Participate in an Eligible Plan under Section 457(b)(1)?

(1) In General

Only individuals who perform services for the entity, either as employees or
independent contractors, may be participants in a section 457 plan. Section
457(e)(2), 1.457-2(d). Corporations cannot be participants in a plan.

(2) Select Group of Employees of Non-governmental
Tax-exempt Entities

While any employee or independent contractor of a governmental entity can
be a participant, tax-exempt organizations that are non- governmental must
limit participation to management and highly compensated employees . This is
because of the rules under the Employee Retirement Income Security Act of
1974 ("ERISA"), which contains the applicable pension regulations under the
jurisdiction of the Department of Labor.

ERISA generally requires that a plan which provides retirement benefits to
employees must be funded by an irrevocable trust. Section 457 plans also
provide such benefits. However, the rules of section 457 require such plans to
be unfunded in order to obtain tax benefits. Therefore, an entity cannot attain
tax deferral for its employees under a section 457 plan unless an exception to
the funding requirement applies. Government plans are expressly exempt from
the funding requirements of ERISA. Other tax-exempt employers may main-
tain section 457 plans, but only for management and highly compensated
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employees, as the funding rules under ERISA do not apply to a "top hat" plan,
a type of plan which specifically covers these types of employees. Ifthe covered
employees do not fall into these exceptions, the plans must be funded plans
subject to the rules of ERISA.

Section 457 plans are not subject to the nondiscrimination rules, with which
funded, qualified plans must comply. These rules are designed to insure that
the highly compensated employees of an employer do not receive a dispropor-
tionate share of the benefits under qualified plans maintained by the employer.
Neither the ERISA coverage rules nor the Code’s coverage and nondiscrimina-
tion rules apply to unfunded top-hat plans, and no discrimination issue is raised
by eliminating all rank and file employees from coverage under eligible 457
plans. In fact, section 457 plans of tax-exempt employers must do just that in
order to be eligible plans. In contrast, qualified plans are developed for the rank
and file as well as for highly compensated employees.

C. Maximum Deferral Limitations under Sections 457(b)(2) and (3);
Coordination Limitation under Section 457(c)(2)

(1) General Rule

Under section 457(b)(2), a plan must provide that the annual amount that
can be deferred is limited to the lesser of $7500, or 33 1/3% of a participant’s
"includible compensation". The $7500 limit includes both employer contribu-
tions and employee salary reduction deferrals.

(2) "Includible Compensation"

"Includible Compensation" for a taxable year includes only compensation
attributable to services performed for the employer which is currently included
in the participant’s gross income for the taxable year, after taking into account
amounts deferred (or otherwise not currently included in gross income) under
section 457 and other provisions of the Code. Section 457(e)(5), Section 1.457-
2(e)(2) of the Regulations. These other Code sections under which compensation
is not includible in gross income include section 401(k) cash or deferred arran-
gements (CODAs or 401Ks), section 402(h)(1)(B) simplified employee pensions
(SEPs) and section 403(b) tax-sheltered annuities (TSAs). The legislative
history of section 457 indicates that in a typical arrangement, the 33 1/3% of
includible compensation limitation is equal to 25% of the compensation that
would have been received but for the salary reduction agreement. The amount
of includible compensation is determined without regard to any community
property laws. Section 457(e)(7).
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Amounts payable on separation from service for unused sick and vacation
leave accrued in prior years may not be deferred under an eligible plan pursuant
to an election made in the final year of service, although these amounts would
be used for determining includible compensation.

(3) Example

The following brief example illustrates how the deferral limitation operates
to limit the amount of includible compensation that may be deferred under
section 457(b). An employee who is scheduled to receive $24,000 during a
taxable year could enter into a salary reduction agreement and elect to defer
$6,000 for that year and be within the deferral limitation under 457(b), because
this amount is equal to 25% of the employee’s gross compensation of $24,000
and 33 1/3% of his or her includible compensation of $18,000 ($24,000 - $6,000).

(4) Catch-up Rule

An exception to the general deferral limitation under section 457(b)(2) does
exist, however. Under section 457(b)(3), an eligible plan may provide that for
one or more of a participant’s last three taxable years ending before the
attainment of retirement age, the amount which may be deferred is increased
to the lesser of (A) $15,000, or (B) the sum of (i) the plan ceiling for purposes of
457(b)(2), plus (ii) so much of the plan ceiling established for purposes of
457(b)(2) for taxable years before the taxable year as has not previously been
used under 457(b)(2) or 457(b)(3). (Catch-up Limitation).

With respect to the underutilized limitations and the limited catch-up rule,
section 1.457-2(f)(2) of the Regulations provides, in part, that a prior year is
taken into account only if (A) it begins after December 1, 1978, (B) the par-
ticipant was eligible to participate in the plan during all or a portion of the
taxable year, and (C) compensation deferred (if any) under the plan during the
taxable year was subject to the plan ceiling established under 1.457-2(e)(1).

Section 1.457-2(f)(3) of the Regulations requires that the plan may not
permit a participant to elect to have the limited catch-up provision apply more
than once, whether or not the limited catch-up is utilized in less than all of the
three taxable years ending before the participant attains normal retirement
age, and whether or not the participant or former participant rejoins or par-
ticipates in another eligible plan after retirement. An example found in the
regulation points out that if the participant elects to utilize the limited catch-up
for only one taxable year before normal retirement age, and after retirement at
that age the participant renders services for the State as an independent
contractor or otherwise, the plan may not permit the participant to utilize that
limited catch-up for any taxable years subsequent to retirement.
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(5) Normal Retirement Age

Section 1.457-2(f)(4) of the Regulations provides that a plan may define
normal retirement age as any range of ages ending no later than age 70 1/2 and
beginning no earlier than the earliest age at which a participant has the right
to retire under the plan. If no normal retirement age is specified in the plan,
then the normal retirement age is the later of the latest retirement age specified
in the basic pension plan of the employer, or age 65. Where participants work
past normal retirement age, the plan, within limits, may permit them to
designate another normal retirement age for catch up purposes.

(6) Coordination Limitation

Under Section 457(c)(2), amounts excluded from income under certain types
of plans must be treated as amounts deferred under section 457, and therefore
counted against the $7500 annual limitation, or the 457(b)(3) $15,000 catch-up
limitation. These plans are other section 457 plans, section 401(k) cash or
deferred arrangements (CODAs), section 402(h)(1)(B) simplified employee pen-
sions (SEPs), section 403(b) tax-sheltered annuities (TSAs), and plans for which
a deduction is allowed because of a contribution to an organization described in
section 501(c)(18).

Generally, the effect of section 457(c)(2) is that an individual who defers
compensation in both an eligible section 457 plan and in another plan such as
a CODA, SEP, or TSA is limited to a total combined deferral of $7500 annually
if the individual is to enjoy tax deferral on the combined amounts. If the
combined deferral exceeds this amount, the amounts treated as excess in the
eligible section 457 plan are taxable currently under section 457. However, an
individual who, although eligible, does not defer any compensation under the
457 plan in any given year, is not subject to the $7500 annual limit of section
457(c)(2), even though the individual defers compensation under one of the other
coordinated plans.

Section 457(c)(2) works as follows. Suppose that individual A participates
in both an eligible section 457 plan and a section 401(k) arrangement. A defers
the maximum amount of $7500 under the section 457 plan and $2000 under the
401(k) arrangement in 1996, for a total of $9500. A will have an excess deferral
of $2000 under the 457 plan because of section 457(c)(2). The $2000 deferred
under the 401(k) plan will first be applied towards the $7500 limit, and the
amount deferred under the section 457 plan, $7500, will exceed the $7500 limit
by $2000.
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(7) Plans with Delayed Vesting Provisions

Another issue raised by the limitation requirement is found in plans with
benefits that vest on a delayed basis. If the compensation deferred is subject to
a substantial risk of forfeiture, then compensation deferred is taken into account
at its present value in the plan year in which the compensation is no longer
subject to a substantial risk of forfeiture. 1.457-2(e)(3) of the Regulations.
Therefore, amounts deferred under an eligible plan over several years subject
to a delayed vesting schedule will be combined for purposes of the maximum
deferral limit in the year the amounts vest, i.e., are no longer subject to a
substantial risk of forfeiture.

For example, if an employer sets aside $3000 per year for five years for a
certain employee, and the employee’s rights to these amounts vests only in year
5, the employee will be treated as having deferred $15,000 ($3000 x 5 years) in
year 5, when the amounts vest. Because the employee may only defer $7,500
in year 5 under section 457(b), the aggregate of the amounts deferred, $15,000,
is in excess of the limitation by $7,500, and the excess amount is includible in
the gross income of the employee in that same year 5. Moreover, the excess
deferral must remain in the section 457 plan because section 457 has no
mechanism for distributing excess deferrals in advance of the normal distribu-
tion events listed in section 457(d).

(8) Present Value Requirement

Section 457(e)(6) requires that compensation deferred under a plan be taken
into account at its present value in the plan year in which deferred. Thus, for
example, an employer cannot use unreasonable actuarial assumptions or inter-
est rates to calculate the present value of benefits or the increase in benefits for
a defined benefit plan.

(9) Conclusion

In summary, whether a plan meets the requirements of section 457(b) and
(c) of the Code will require a review of (1) whether the amounts being deferred
under the plan are within the eligible plan limitations, (2) whether any of these
amounts are subject to a substantial risk of forfeiture, and (3) whether the
employees are participating in another plan requiring a coordination of benefits
under section 457(c)(2). A pattern of continuous excess deferrals or other
inconsistencies will require a further examination into whether the planis being
administered in compliance with section 457 of the Code.
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D. The Plan Must be Unfunded Under Section 457(b)(6)

(1) Generally

Another of the requirements of eligibility is articulated in section 457(b)(6),
which mandates that a section 457 plan be unfunded and that plan assets not
be set aside for participants. Section 457(b)(6) states that an eligible plan must
provide that:

(A) all amounts of compensation under the plan, (B) all property and
rights purchased with such amounts, and (C) all income attributable
to such amounts, property or rights, shall remain (until made avail-
able to the participant or beneficiary) solely the property and rights
of the employer (without being restricted to the provision of benefits
under the plan) subject only to the claims of the employer’s general
creditors.

This is true whether the funds deferred originate with the employee or the
employer. Therefore, amounts credited to an employee’s section 457 account
are legally considered to be funds belonging to the state (or local) governmental
unit or tax-exempt entity until such amounts have been paid or made available
to the employee. Any funding arrangement that sets aside assets for the
exclusive benefit of participants is in violation of section 457 and will trigger
immediate taxation under sections 402(b) and 83 of the Code. Any language in
a plan that either contradicts or appears to contradict this requirement should
result in a thorough review of the plan document. Section 457 plans may use a
so-called "rabbi" trust arrangement, however, without violating this require-
ment.

(2) Proposed Legislation

Proposed legislation now before Congress would mandate that government
plans be funded and amounts be set aside from the claims of the employer’s
creditors, while leaving other unfunded aspects of plans intact.

E. Timing of Elections/Constructive Receipt Issues

(1) Constructive Receipt

The tax consequences of nonqualified deferred compensation plans are
governed by the constructive receipt doctrine embodied in the regulations under
section 451 of the Code, and, in the case of state and local government and
tax-exempt entities, by section 457.

195



Section 457 Deferred Compensation Plans of
State and Local Government

Section 451(a) of the Code and section 1.451-1(a) of the regulations provide
that under the cash receipts and disbursements method of accounting, an item
of gross income is includible in gross income for the taxable year in which the
taxpayer actually or constructively receives it. Section 1.451-2(a) of the regula-
tions provides that income is constructively received in the taxable year during
which it is credited to the taxpayer’s account, set apart for him, or otherwise
made available so that he may draw upon it at any time. However, income is
not constructively received if the taxpayer’s control of its receipt is subject to
substantial limitations or restrictions.

(2) Election to Defer Under Section 457

A section 457 plan must provide that compensation for any month may be
deferred only if the agreement providing for the deferral is entered into before
the beginning of that month. However, with respect to a new employee, a plan
may provide that compensation may be deferred for the calendar month during
which that participant first becomes an employee, if an agreement providing
for the deferral is entered into on or before the first day on which the participant
becomes an employee. Section 457(b)(4), 1.457-2(g).

Generally, a participant or beneficiary may elect the manner in which the
deferred amounts will be distributed. Moreover, amounts deferred under an
eligible section 457 plan will not be considered made available solely because
the participant is permitted to choose among various investment modes under
the plan for the investment of such amounts whether before or after payments
have begun under the plan. While the employer can give the participant a choice
of investment methods, the employer is not required to do so.

Section 1.457-1(b) of the regulations states, in part, that for purposes of
section 457(a) of the Code, amounts deferred under an eligible plan will not be
considered made available if, under the plan, the participant may irrevocably
elect prior to the time these amounts become payable (under the distribution
provisions of the plan) to defer the payment of some or all of these amounts to
a fixed and determinable future time. In order for the Service, as well as plan
participants (or their beneficiaries) to ascertain when deferred amounts become
payable, an eligible plan must specify a fixed or determinable time of payment
by reference to the occurrence of an event (for example, retirement) that triggers
the individual’s right to receive or begin to receive the amounts deferred under
the plan. A participant cannot change this election once a participant is
otherwise eligible to receive a distribution under the plan.
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Section 1.457-1(b) of the Regulations and the examples that follow provide
some guidance as to when amounts deferred will or will not be considered to
have been made available to the participant or beneficiary.

(3) Restriction on Distributions and Constructive Receipt

A participant in a section 457 plan cannot withdraw the deferred amounts
at any time prior to the occurrence of a payout event set out in section
457(d)(1)(A). (See section 4 below on Timing of Distributions.) Under section
457 of the Code and the regulations thereunder, as well as under the long
established doctrine of constructive receipt of income, if a plan participant were
able to receive his deferred compensation at any time without restriction after
he retired, he would be in constructive receipt of any amounts subject to being
withdrawn in the taxable year of his retirement, even though these amounts
were not actually paid. Under section 457(a) of the Code, the participant’s
ability to control the time when he would receive these amounts would make
the deferred amounts available to him and includible in gross income for the
year in which he retired, or if already retired, in the current taxable year.

F. Permitted Distributions Under 457(d)(1)

(1) Generally

Section 457(b)(5) provides that an eligible section 457 plan must meet the
distribution requirements of section 457(d). Section 457(d)(1) provides that the
plan must require that the amounts deferred under the plan will not be made
available to participants or beneficiaries earlier than (i) the calendar year in
which the participant attains age 70 1/2, (ii) when the participant is separated
from service with the employer, or (iii) when the participant is faced with an
unforeseeable emergency, determined in the manner prescribed by the
Secretary in regulations. The first option (age 70 1/2) requires no further
explanation. This section discusses separation from service, unforeseeable
emergencies, and a series of other issues related to when distributions may be
made. The next section discusses when distributions must be made.

(2) Separation from Service

a. Generally

A participant’s separation from service with the employer is another event
which may give rise to the distribution of amounts from the plan to the
employee.
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b. What Constitutes Separation From Service

Under the regulations, an employee is separated from service with the State
if there is a separation from service within the meaning of section
402(d)(4)(A)(ii1) (formerly section 402(e)(4)(A)(iii)), relating to lump sum dis-
tributions. Generally, an employee is not separated from service where the
participant continues the same job in the same work environment with a
different employer as a result of a merger, liquidation or other similar cir-
cumstances and the new employer continues the plan (so-called "same desk"
rule). An employee is generally considered to be separated from service if the
employee’s job duties with the new employer are substantially different from
the job duties performed for the old employer. A distribution is also considered
to be made due to separation from service if it is made on account of the
participant’s death or retirement. Section 1. 457-2(h)(2).

c. Special rules for Independent Contractors

Separation from service with respect to an independent contractor is dis-
cussed in section 1.457-2(h)(3) of the regulations, which provides that:

an independent contractor is considered separated from service with
the State upon the expiration of the contract or in the case of more
than one contract, all contracts under which services are performed
for the State, if the expiration constitutes a good-faith and complete
termination of the contractual relationship. An expiration will not
constitute a good faith and complete termination of the contractual
relationship if the State anticipates a renewal of a contractual
relationship or the independent contractor becoming an employee.
For this purpose, a State is considered to anticipate the renewal of
the contractual relationship with an independent contractor if it
intends to again contract for the services provided under the expired
contract, and neither the State nor the independent contractor has
eliminated the independent contractor as a possible provider of
services under any such new contract. Further, a State is considered
to intend to again contract for the services provided under an expired
contract, if the State’s doing so is conditioned only upon the State’s
incurring a need for the services, or the availability of funds, or both.

The regulations go on to set out a safe harbor rule providing that no amounts
payable under a plan will be considered to be paid or made available to the
participant before the participant separates from service with the State if the
plan provides that:
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(A)No amount shall be paid to the participant before a date at least
12 months after the day on which the contract expires under which
services are performed for the State (or in the case of more than one
contract, all such contracts expire), and

(B)No amount payable to the participant on that date shall be paid
to the participant if, after the expiration of the Contract (or contracts)
and before that date, the participant performs services for the State
as an independent contractor or an employee.

Be careful to examine whether there has been an actual separation from
service and not just an insignificant change in the nature of the services
performed. For example, contracts between doctors and state or tax-exempt
hospitals may deem there to have been a separation from service where the
nature of the services performed has changed somewhat, but in fact the doctor
has never left the service of the hospital. Look beyond the contract involved
and to the individual facts and circumstances of each arrangement.

(3) Unforeseeable Emergencies

There is one exception to this general rule prohibiting withdrawals. The
plan may permit a participant to accelerate the payment of an amount remain-
ing payable in the event of an "unforeseeable emergency," as defined in section
1.457-2(h)(4) of the regulations. A Plan does not have to provide for emergency
withdrawals. However, benefits would not be considered made available merely
because the plan contained such a provision. IT ISIMPORTANT TO REALIZE
THAT A WITHDRAWAL FOR AN 'UNFORESEEABLE EMERGENCY’ IS
MORE DIFFICULT TO OBTAIN AND DIFFERS SUBSTANTIALLY FROM A
"HARDSHIP WITHDRAWAL’ UNDER A SECTION 401K PLAN.

Section 1.457-2(h)(4) defines "unforeseeable emergency" as a severe finan-
cial hardship to the participant resulting from a sudden and unexpected illness
or accident of the participant or of a dependent of the participant, loss of the
participant’s property due to casualty, or other similar extraordinary and
unforeseeable circumstances arising as a result of events beyond the control of
the participant. The circumstances that will constitute an unforeseeable emer-
gency will depend on the facts of each case, but in any case, payment may not
be made to the extent that such hardship is or may be relieved: (i) through
reimbursement or compensation by insurance or otherwise, (ii) by liquidation
of the participant’s assets, to the extent the liquidation of the assets would not
itself cause severe financial hardship, or (iii) by cessation of deferrals under the
Plan. Examples of what are not considered to be unforeseeable emergencies
include the need to send a child to college or the desire to purchase a home.
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Withdrawals of amounts because of an unforeseeable emergency must only be
permitted to the extent reasonably required to satisfy the emergency need.

Any plan that has a large number of hardship withdrawals should be
reviewed to determine whether the withdrawals are being administered in
compliance with the hardship regulations. If the plan permits an employee to
draw down the accounts virtually at will, this is a clear violation of the rules.
A section 457 account balance should not be treated as though it were a bank
account balance; it belongs to the employer until the employee becomes entitled
to a distribution by the occurrence of an event specified in section 457(d)(1).

(4) Loans

Unlike the statutory scheme for qualified employer plans, which are
authorized to make loans that will not be treated as plan distributions in certain

circumstances, loans from or against section 457 plan assets are not authorized
by statute and are NEVER permitted. THIS IS ANOTHER SIGNIFICANT
DIFFERENCE FROM WHAT IS PERMITTED UNDER A 401K PLAN.

(5) Offsets

To the extent a plan does not contain anti-alienation language and does
contain a provision permitting the employer to offset an employee’s interest in
a plan against amounts owed to the employer, an issue arises as to whether an
offset provides the participant with a right to assign an interest in plan assets
in violation of section 457(b)(6), which requires that all amounts deferred under
the Plan, all property and rights purchased with such amounts, and all income
attributable to such amounts, property, or rights will remain (until made
available to the participant or beneficiary) solely the property and rights of the
Employer, subject only to the claims of the Employer’s general creditors.

Another issue raised by an offset is whether an employee has received an
economic benefit equal to the amount of the offset, thus causing current taxation

of that amount under the cash equivalency theory. See Cowden v. Commis-
sioner, 32 T.C. 853 (1959), rev’d and rem’d, 289 F.2d 20 (5th Cir. 1961), on
remand, 20 T.C.M. 1134 (1961).

(6) Transfers and Rollovers

Unlike the situation under a qualified plan, a participant who receives a
distribution under a section 457 plan cannot further defer the funds tax free.
The sole exception is transfers of the funds to another eligible 457 deferred
compensation plan as is permitted under section 457(e)(10) of the Code. Under
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section 457(e)(10), a participant is not required to include in gross income any
amount payable to the participant just because there is a transfer of funds from
one eligible deferred compensation plan to another eligible deferred compensa-
tion plan. No similar exception is provided for a rollover or transfer of funds to
any other type of plan or arrangement, including an IRA. See Rev. Rul. 86-103,
1986-2 C.B. 62.

(7) Penalty and Excise Taxes

The 10% penalty tax of section 72(t) on early distributions from a tax-
qualified plan, IRA or tax sheltered annuity does not apply to section 457.
Neither does the 15% excise tax on excess distributions from these kinds of
arrangements under section 4980A.

G. Minimum Distribution Requirements of 457(d)(2)
(1) In General

Section 1107 of the Tax Reform Act of 1986 added the minimum distribution
requirements of 457(d)(2) in order to ensure that the tax-favored savings
provided through section 457 are used primarily for retirement purposes. In
general, the provisions are similar but not identical to those that apply to
qualified plans and to arrangements under section 403(b) of the Code.

(2) Statutory Provisions

Section 457(d)(2)(A) provides that a plan meets the minimum distribution
requirements for purposes of section 457 if the plan meets the minimum
distribution requirements of section 401(a)(9). The general rule under section
401(a)(9) requires that a participant begin distribution of certain amounts
under a plan not later than April 1 of the calendar year following the calendar
year in which the employee attains age 70 1/2. In the case of a governmental
plan, but not the plan of a tax-exempt organization, the required beginning date
is the LATER of the general rule state above or April 1 of the calendar year
following the calendar year in which the employee retires.

Section 457(d)(2)(B) of the Code provides that in the case of a distribution
beginning before the death of the participant, the plan must provide that the
distribution will be made in a form under which the amounts payable with
respect to the participant will be paid at times specified by the Secretary, which
are not later than the time determined under section 401(a)(9)(G) (relating to
incidental death benefits), and that any amounts distributed to the participant
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during his life will be distributed after the death of the participant at least as
rapidly as under the method of distribution being used under the previous rule
as of the date of his death. In the case of a distribution which begins after the
death of the participant, the entire amount payable with respect to the par-
ticipant must be paid during a period that does not exceed 15 years, or the life
of the surviving spouse, if the spouse is the beneficiary. Finally, the plan must
meet the nonincreasing benefit requirement of section 457(d)(2)(C). Both the
section 401(a)(9)(G) rule and the nonincreasing benefit requirement are dis-
cussed below.

a. Section 401(a)(9)(G) Rule

i. Legislative History

Prior to being amended by section 1101(e)(10) of the Technical and Miscel-
laneous Revenue Act of 1988 ("TAMRA"), section 457(d)(2)(B)(1)(I) required
that, in the case of a distribution beginning before the death of the participant,
the distribution be made in a form under which "at least 2/3 of the total amount
payable with respect to the participant will be paid during the life expectancy
of such participant (determined as of the commencement of the distribution),..."

As amended by section 1011(e)(10) of TAMRA, the above quoted provision
of section 457(d)(2)(B)(1)(I) now requires the distribution to be made in a form
under which "the amounts payable with respect to the participant will be made
at times specified by the Secretary which are not later than the times deter-
mined under section 401(a)(9)(G) (relating to incidental death benefits),..." The
Senate Finance Committee Report accompanying TAMRA explains the above
amendments by stating that the Secretary is instructed to "issue tables that
implement the incidental death benefit rule [provided in section
457(d)(2)(B)(A)(D)]...that are similar to those applicable under section 401(a)(9)
but require more rapid distributions. Generally, the extent to which more rapid
distributions are to be required is to be similar to the extent to which the former
section 457(d)(2)(B)(1)(I) rule required more rapid distributions than the former
version of the incidental benefit rule." These tables have not yet been issued.
However, as noted below, the tables applicable to qualified plans may be used
pending issuance of section 457 tables.

ii. Section 401(a)(9) Regulations

Section 401(a)(9)(G) of the 1986 Code provides for an incidental death
benefit rule designed to apply uniformly to the various types of plans designed
to qualify under section 401(a). This rule replaces the incidental benefit rule
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stated in section 1.401-1(b)-1 of the Income Tax Regulations, adopted under the
1954 Code, which requires that a plan qualified under section 401(a) be designed
to provide benefits primarily to employees, but may provide for the payment of
incidental death benefits by insurance or otherwise.

The minimum distribution tables found in section 1.401(a)(9)-2 of the
Proposed Regulations are intended to implement the incidental death benefit
rule required by section 401(a)(9)(G) of the Code by providing a simple and
uniform method of determining the amount of benefits payable to employees
during their expected lifetimes.

A section 457 plan now providing an incidental benefit rule based on the "at
least 2/3" requirement may be liberalized to adopt the somewhat less rapid
distribution rule provided under the section 1.401(a)(9)-2 table. Bear in mind,
however, that if temporary or final regulations adopted are more restrictive
than the 401(a)(9)(G) tables, the more liberal incidental death benefit rule would
be required to be amended once again.

b. Substantially Nonincreasing Amounts

One of the distribution requirements, section 457(d)(2)(C), provides that
when distributions under an eligible section 457 plan are payable over a period
longer than one year, they must be paid in "substantially nonincreasing
amounts" and paid not less frequently than annually. The committee reports
accompanying the Tax Reform Act of 1986 offer no explanation for or discussion
of this particular requirement.

The Service has not yet defined what constitutes "substantially nonincreas-
ing amounts." Nor has the Service mandated that complex actuarial computa-
tions must support a distribution schedule of "substantially nonincreasing
amounts." Until the section 457 regulations are revised with respect to section
457(d)(2)(C) or until Congress legislates a definition of "substantially nonin-
creasing amounts," the plain meaning of that phrase applies. Under the plain
meaning, amounts distributed need not be equal but they also should not be too
disparate. For example, we would likely conclude that a benefit increase from
$1,750 to $3,500 a month, or $21,000 to $42,000 a year is a substantial increase
under the plain meaning of the language, and would be a violation of section
457(d)(2)(C) of the Code.

An increase in the amount distributed each year that reflects earnings on
the deferred amounts is acceptable.
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(3) Penalty

In the event a participant (or beneficiary) fails to receive, or receives less
than, the minimum distribution required, a penalty may be imposed by section
4974(a) of the Code. The penalty amounts to 50% of the difference between the
distribution actually received, if any, and the required minimum distribution
under section 457(d)(2). This penalty can be waived by the Service under
appropriate circumstances such as an inadvertent error or good-faith effort on
the part of the participant (or beneficiary) to comply with the requirements.

H. Correction Period

Under section 457(b)(6), a section 457 plan maintained by a government
employer which is not administered by the employer in accordance with the
requirements of section 457 ceases to be an eligible plan on the first day of the
first plan year beginning more than 180 days after the date of written notifica-
tion by the Internal Revenue Service that the requirements are not satisfied,
unless the inconsistency is corrected before the first day of that plan year. This
grace period does not, by its terms, apply to the plans of tax-exempt entities.

I. Employment Taxes

Section 3121(v) controls the timing of the payment of FICA taxes for
purposes of section 457(b) plans. Section 3121(v)(2) provides, generally, that
any amount deferred under a nonqualified deferred compensation plan is be
taken into account for purposes of these employment taxes as of the later of
when the services are performed, or when there is no substantial risk of
forfeiture of the rights to such amounts.

Amounts deferred (both elective and nonelective) under eligible plans are
generally subject to FICA taxes at the time of deferral (when the services are
performed) because at that time the amounts are no longer subject to a
substantial risk of forfeiture. The fact that section 457 plans are unfunded plans
and amounts credited under the plans are subject to the claims of the general
creditors of the entity does not make the amounts subject to a substantial risk
of forfeiture. On the other hand, amounts which are subject to a delayed vesting
schedule (see section C.iii of this article) are subject to FICA taxes only when
the amounts vest under the provisions of the plan.

204



Section 457 Deferred Compensation Plans of
State and Local Government

3. Section 457(f) "Ineligible" Deferred Compensation Plans

Section 457(f)(1) of the Code governs the tax treatment of most nonqualified
plans that are not eligible deferred compensation plans under section 457(b).
However, transfers subject to section 83 are not subject to either set of section
457 rules. Generally, employers use an ineligible plan when they want to
provide a benefit in an amount greater than the $7500 limit imposed on eligible
plans or want to condition that benefit on the employee’s future performance of
services to the employer, or both. These are often called "golden handcuff"
plans.

Section 457(f)(1) does not apply to that portion of any plan consisting of a
transfer of property described in section 83 or to that portion of any plan
consisting of a trust to which section 402(b) applies.

In general, section 457(f)(1)(A) of the Code provides that the amount of
compensation that is deferred under a plan subject to section 457(f)(1) is
included in the participant’s or beneficiary’s gross income for the first taxable
year in which there is no substantial risk of forfeiture of the rights to the
compensation.

A. What is a Substantial Risk of Forfeiture?

Section 457(f)(3)(B) provides that the rights of a person to compensation are
subject to a substantial risk of forfeiture if the participant’s rights to the
amounts deferred are conditioned upon the future performance of substantial
services. Section 83 of the Code and the regulations thereunder provide addi-
tional assistance in determining what is a substantial risk of forfeiture and what
kind of services are substantial for purposes of section 457(f).

Section 1.83-3(c)(1) of the Regulations provides that whether a risk of
forfeiture is substantial or not depends upon the facts and circumstan-
ces. A substantial risk of forfeiture exists where rights in property that are
transferred are conditioned, directly or indirectly, upon the future performance
(or refraining from performance) of substantial services by any person, or the
occurrence of a condition related to a purpose of the transfer, and the possibility
of forfeiture is substantial if such condition is not satisfied.

For example, the regulations point out that requirements that the property
be returned to the employer if the employee is discharged for cause or for
committing a crime will not be considered to result in a substantial risk of
forfeiture.
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For ruling purposes, a risk of forfeiture based upon the employee’s death,
living to a specified age or the employer’s insolvency, fall short of the section 83
requirement.

B. Are the Services Substantial?

Section 83 also requires that the future services to be performed in connec-
tion with the transfer of rights in property be substantial. Section 1.83-3(c)(2)
provides illustrations of substantial risks of forfeiture and states that "the
regularity of the performance of services and the time spent in per-
forming such services tend to indicate whether services required by a
condition are substantial. The fact that the person performing services has
the right to decline to perform such services without forfeiture may tend to
establish that services are insubstantial.”

Generally, any requirement for the performance or nonperformance of
services over a period of less than twenty-four months tends to indicate that the
services required are not substantial.

Section 1.83-3(c)(4), Example (1) of the regulations provides, that where a
corporation transfers to an employee 100 shares of stock in the corporation, at
$90 per share, and the employee is obligated to sell the stock to the Corporation
at $90 per share if he terminates his employment with the Corporation for any
reason prior to the expiration of a two year period of employment, the employee’s
rights to the stock are subject to a substantial risk of forfeiture during such two
year period. If the conditions on transfer are not satisfied, it is assumed that
the forfeiture provision will be enforced. Thus, requiring two years of service
before vesting would generally be a substantial risk of forfeiture.

The regulations provide at least two additional examples where the services
performed (or not performed) may not be substantial:

(1) Covenant Not To Compete

A covenant not to compete or a noncompetition clause which requires an
employee not to compete with the employer once the employee separates from
service often falls short of the section 83 requirement. Section 1.83-3(c)(2)
provides that factors which may be taken into account in determining whether
a covenant not to compete constitutes a substantial risk of forfeiture are the age
of the employee, the availability of alternative employment opportunities, the
likelihood of the employee’s obtaining such other employment, the degree of skill
possessed by the employee, the employee’s health, and the practice (if any) of
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the employer to enforce such covenants. Thus, a requirement that an employee
not accept a job with a competing firm will not ordinarily be considered to result
in a substantial risk of forfeiture unless the particular facts and circumstances
indicate to the contrary.

(2) Incidental Consulting Services

A second area mentioned by the regulations is incidental consulting services.
The regulations state that rights in property transferred to a retiring employee
subject to the sole requirement that the property be returned unless he renders
consulting services upon the request of the employer will not be considered
subject to a substantial risk of forfeiture unless he is in fact required to perform
such services. Another question raised in this analysis is whether the services
to be performed are substantial or merely incidental. A facts and circumstances
analysis is required to determine this. The example below provides such an
analysis.

C. Sample Plan

The following sample plan exemplifies how difficult it can be to determine
whether a substantial risk of forfeiture exists for purposes of section 83 and
section 457(f), and why each case necessitates its own facts and circumstances
analysis. Under the terms of a section 457(f) plan recently reviewed for ruling
purposes, a participant doctor is entitled to receive benefits from a tax-exempt
hospital upon the completion of certain employment requirements. Specifically,
the doctor is required to 1) review cases and 2) provide consulting with regard
to a department of the hospital. The Plan states that the doctor will be entitled
to benefits only if he or she completes the services as reflected in this agreement.
These services are not the regular services of the physicians, which are listed
in each doctor’s individual employment contract with the hospital. The case file
did not reflect the regularity with which the consulting services required in the
plan were to be performed or the actual amount of time spent, if any, in the
performance of these services.

In this case, we questioned whether the amounts deferred were truly subject
to a substantial risk of forfeiture. From the information contained in the file,
there was no way for us to substantiate the regularity or amount of time to be
spent in the performance of the services listed, or if, indeed, any time would be
spent on the performance of these services. Even if the employee were perform-
ing the services listed, if the services required little time they might be NOT
SUBSTANTIAL, and the risk of forfeiture would therefore also be NOT SUB-
STANTIAL. The requirement is that substantial future services be required to
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be provided. We believe this refers to the quantity of services rendered during
a specific time period. Full-time services are definitely not required. However,
mere consulting availability or sporadic consulting are not substantial and
neither is a cursory review of a few patient’s file