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Exemption and Deduction






CRITERIA FOR EXEMPTION UNDER SECTION 501{c}(3)

john P, Persons,t John ). Osborn, Jr.§ and Charles F. Feldmant

Introduction and Summary of Report

Section 301 (a) of the Internal Revenue Code exempts from federal income tax
organizations described in section 501 (¢} (3) as follows:

Corporations, and any community chest, fund, or foundation, organized and
operated exclusively for religious, charitable, scientific, testing for public safe-
ty, literary, or educational purposes, or for the prevention of cruelty to child-
ren or animals, no part of the net earnings of which inures to the benefit of
any private shareholder or individual, no substantial part of the activities of
which is carrying on propaganda, or otherwise attempting to influence legis-
lation, and which does not participate in, or intervene in {including the
publishing or distributing of statements), any political campaign on behalf of
any candidate for public office.

In addition to being exempt from tax, all such organizations (except those engaged
in testing for public safety) are eligible to receive gifts and bequests that are deduc-
tible in computing the income, gift, and estate tax liabilities of the donors.

Because of the tax benefits that flow from qualification under section 501 (¢)
(3}, the vast majority of philanthropic organizations conduct themselves in accord-
ance with the criteria for exemption provided in that section. Thus, section 501 (c)
(3) to a large extent determines the limits of philanthropic activity in this country.

This report explores the history of the statutory criteria and describes the
manner in which they have been interpreted by the courts and the IRS, It thus
provides a background against which to consider the broad question of whether the
criteria for exemption are adequate in light of the role of philanthropy in our so-
ciety, Aside from the question of restrictions on legislative activity, which is dealt
with in a report to the Filer Commission by John B. Huffaker, it is our conclusion
that it would be generally impracticable to delineate the statutory criteria any more
precisely than is now done in section 501 (¢} {3), although statutory solutions to
specific problems may be appropriate from time to time.

“Charity” is the most important concept contained in section 501 {¢) (3}, and
also the most difficult to define. Its legal origins may be traced back to the 1601
Statute of Charitable Uses in England. Over the intervening centuries a number of
broad categories of recognized charitable activity have emerged, including the relief
of poverty, the advancement of education, religion and science, the promotion of
health, and the lessening of the burdens of government. A comprehensive definition
has never been formulated, however, and the authorities now agree that to do this
would be impossible. Charity is an evolving concept which must be allowed to
change and expand in response to the needs of society.

The requirement of flexibility is recognized by both the IRS and the courts.
Both have avoided confining the concept of charity within a rigid mold. The evolu-
tion of the scope of “charity” under section 501 {(c) {3} has been a frequent source
of coniroversy. In cases where the existing precedents do not clearly indicate
whether or not an organization is charitable, the result would appear to be in-
fluenced primarily by the following considerations: (1) Does the organization meet
a recognized need of the community that would not otherwise be met through the
functioning of the commercial market? {2) Are the means used by the organization
to achieve its charitable purposes reasonably related to the needs it is seeking to

1 Patterson, Belknap & Webh, New York,
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meet? (3} Does the organization serve the public interest as distinguished from a
private or “selfish” interest? {4) Is the organization’s program consistent with law
and public policy? If an organization can answer *'yes” to afl of these questions, a
means will probably be found to conclude that it is “charitable.” But if the answer
to any one of these questions js in the negative, the organization is unlikely to be
accorded the tax benefits that accrue to a *'charitable” organization,

The IRS has not attempted to formulate a definition of “religion” for the pur-
poses of section 501 {c) (3). The concept of religion developed by the Supreme
Court in cases involving other federal statutes and the First Amendment appears to
be applicable and to provide in most cases a generally workable test for purposes of
section 501 (c) (3). Under this test, religion does not require a belief in God but
encempasses any sincere and meaningfui belief which occupies in the life of the
passessor a place parallel to that filled by the God of traditional religious faiths.
There are, of course, difficult borderline cases that continue to arise, but they do
not appear to be susceptible to a legislative solution,

*Education” is defined in JRS regulations as a process of training or instruction
in which subject matter useful to the individual and beneficial to the community is
presented in a sufficiently objective manner to enable the recipient to evaluate it
and come to an independent judgment. A multitude of diverse organizations have
been recognized as “educational’” by the IRS under this regulation, and the concept
is relatively uncontroversial,

“Scientific” is defined in the regulations as including research carried on in the
public interest, the results of which either are available to the public on a non-
discriminatory basis or otherwise benefit the public. This reguiation appears to have
resolved most of the practical problems that arose prior to its promulgation.

The other exempt purposes referred to in section 501 (c} {3) — testing for public
safety, literary purposes, and prevention of cruelty to children or animals — are of
comparatively limited application and have not presented major problems.

Since law and philanthropy are constantly in flux, it is only natural that at any
given time unresolved problems will exist as to the scope of section 501 {c} (3).
Most commentators seem to agree that the existing statute unduly restricts the free-
dom of many philanthropic organizations to engage in activities intended to in-
fluence legislation in furtherance of their exempt functions. Indeed some com-
mentators have asserted that such restrictions are unconstitutional. Proposals under
consideration in Congress to modify the restrictions on influencing legislation are
discussed in Huffaker's report to the Commission.

The principle that 501 (c} (3) organizations must act in conformity with public
policy can raise difficult questions for the IRS because of the uncertainty, or even
controversy, that sometimes exists as to the scope and effect of such policy. For
example, although the IRS has recently required that, as a condition of qualifying
under section 501 (¢} (3), private educational institutions adhere to the national
poelicy against racial discrimination by following nondiscriminatory admissions
policies, some observers have expressed the view that the IRS should have taken this
action at an earlier date. In the absence of definitive judicial or legislative guidance,
the IRS must of necessity act in each case on the basis of its own judgment as to
the policy issues involved.

Philanthropic organizations are often required to accomplish their charitable or
other exempt purposes by carrying on activities that closely resemble those of
organizations in the commercial sector. In some of these situations the position of
the IRS may be unduly restrictive. For example, experience may demonstrate that
the restrictions imposed by the IRS upon the ability of charitable public interest
faw firms to receive fees for their services are not justified and should be modified.
The same may also be true of the IRS position denying 501 {c) (3) status to co-
operative entities formed by colleges (or other 501 (c) {3) organizations} to meet
their needs for specialized administrative services. By the enactment of sections 501
{e) and (f) Congress has recognized the desirability of granting 501 (c} (3) status to
some of these cooperative entities, and there is also judicia! support for this posi-
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tion. It would seem that such treatment could appropriately be extended admin-
istratively to other similar situations that are not covered by the precise terms of
sections 501 (e} and (f).

Health care is another area in which the criteria for exemption have not been
definitively established, The criteria currently provided by the IRS with respect to
hospitals are being challenged in the courts, and the IRS has not vet published its
position with respect to so-called “health maintenance organizations.,” The re-
solution of these questions may require the formulation of new criteria under sec-
tion 501 {c) (3) in recognition of the vast changes that have occurred in recent
years with respect to the financing and provision of health care.

Under the present statutory and administrative structure, a heavy burden of
responsibility falls upon the IRS. Although the determinations of the IRS are sub-
ject to judicial review, only in the unusual case will an organization be either in-
clined or able to engage in the extended, expensive litigation which a resort to
federal courts entails, Thus, the IRS usually has the last word as to questions of
exemption under section 501 (¢} (3). While there is undoubtedly disagreement as to
positions taken by the IRS in individual cases, our study indicates that on the
whole the 1RS has been responsive to the changing needs of society in its admin-
istration of that section.

I
HISTORICAL ORIGINS OF SECTION 501 (c) (3)

The most important concept that underlies section 501 (¢} (3) is the concept of
*charity.” In its popular sense, charity has been described as “‘the impulse to give
service, gifts, hospitality, friendship.”' This impulse is inherent in human nature and
was expressed in the daily life of primitive society long before charity emerged as a
part of the legal system. Within primitive society the sense of mutual cobligation
among the members of a family or clan was strong:

Generally speaking, almsgiving was not cornmon among primitive peoples be-
cause there was little need for it. There were no “poor’” in the modern sense;
needs were the elemental ones for food, clothing, and shelter, and these were
supplied through the family or the clan — unless all went hungry and shelter-
less. To belong to a numerous family was to have aid to dependent children,
maternity benefits, unemployment insurance, home relief, what medical care
was available, fire insurance, an old-age annuity, and free burial.?

On the other hand, those outside the particular primitive group were regarded
with indifference, and it has been noted that ‘‘the growth of civilization may be
judged by the extent to which the obligations of philanthropy have spread to in-
ciude those whose fate was previously a matter of indifference — the slave, the
poor, the barbarian, the enemy.”?

As the obligations of philanthropy broadened, it became necessary for govern-
ment to adopt increasingly complex laws to deal with philanthropic organizations.
As these laws have developed, governmental law-making bodies have been concerned
with charity in four principal ways. These may be stated in the form of questions:
(1) What activities should be considered charitable? (2) What legal institutions and
rules are needed to enable charity to accomplish its objectives? (3) How should
charity be regulated in order to guard against abuses? {4) Should charity be taxed
and, if so, how?

The legal history of charity consists of the efforts of lawmakers to find answers
to these four questions as they have arisen at various times gver several centuries.
These answers have been greatly influenced by the attitude of society toward
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charity and the degree to which society has felt that charity should be encouraged
through the legal system. Since so much of the American law of charity has its
roots in England, this Chapter wiil first review the history of English law as it re-
lates to these four aspects of charity. It will then review the legal history of
charities in America. A paper by Chauncey Belknap discussing the rationale for
exempting charities from tax is appended to this report.

The Development of the Legal Definition of Charity in England

The English Statute of Charitable Uses, enacted in 1607 near the end of the
reign of Elizabeth [, contained the first comprehensive definition of charitable pur-
poses. The Statute is generally regarded as the starting-point of the modern law of
charity. However, for many centuries prior to 1601 Englishmen had been making
gifts and bequests for so-called “pious causes.” During the Middle Ages the Roman
Catholic Church, through its ecclesiastical courts, had exclusive jurisdiction over ali
testamentary dispositions and expecied its members to leave a portion of their
wealth to the church in order to insure their salvation,® Scholars who have studied
the wills of this pericd report a heavy emphasis upan this theme of ‘‘salvation at a
price.”® The pious causes that were customarily selected included the saying of
masses and prayers for the dead, the maintenance of lamps and tapers before altars,
the establishment of chantries, the provision of alms for the poor, and the building
and endowment of churches — generally “anything of a holy nature to keep away
the devils which were supposed to surround the dying and the dead.”®

As the Middle Ages came to a close, the pious bequests included in wills became
more secufar. Henry Allen Moe has commented upon the appearance around the
year 1362 of William Langland’s poem, The Vision of Piers the Plowman. Dr. Moe
states that this “poem was in its day, and for centuries afterwards, of the greatest
intellectual and practical significance.”” In one of the episodes of the poem,
“Truth’' sends a letter to wealthy merchants advising them that in order to save
their souls they should take their fortunes,

and therewith repair hospitals

help sick people

mend bad roads

build up bridges that had been broken down
help maidens to marry or to make them puns
find food for prisoners and poor people

put scholars to school or to some other craff
help religious orders, and
ameliorate rents or taxes.®

Studies of the wills executed in England around the time of Plers the Plowman
and thereafter confirm the increasing preference of testators for the types of secular
good works enumerated in that poem.? Dr. Moe belfieves that the poem refiected
and influenced the social thinking of the period that followed it. Accordingly, when
the Statute of Charitable Uses was enacted more than 200 years later, it was natural
for the draftsmen to formulate the statutory definition of charity in terms strikingly
similar to those found in Langland's poem,

This definition is set forth in the preamble of the Statute, which reads {in mod-
ern spelling) as follows:

Whereas lands, tenements, rents, annuities, profits, hereditaments, goods,
chattels, money and stocks of money have been heretofore given, limited,
appointed and assigned as well by the Queen's most excellent Majesty, and her
most noble progenitors, as by sundry other well-disposed persons; some for
relief of aged, impotent and poor people, some for maintenance of sick and
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maimed soldiers and mariners, schools of learning, free schools and scholars in
universities, some for repair of bridges, ports, havens, causeways, churches,
sea-banks, and highways, some for education and preferment of orphans, some
for or towards relief, stock or maintenance for houses of correction, some for
marriages of poor maids, some for supportation, aid and help of young trades-
men, handicraftsmen, and persons decayed; and others for relief or re-
demption of prisoners or captives, and for aid or ease of any poor inhabitants
concerning payments of fifteens, setting out of soldiers and other taxes;. ..

While this preamble is commonly referred to as a definition, it is in reality an
enumeration of purposes which were at the time regarded as charitable. This
enumeration was not intended to be all inclusive. The preamble “'did not attempt to
mark out the limits of legal charity or condemn as non-charitable those uses which
were outside its letter and equity.”!! One area that was given only token attention
in the preamble was religion. The omission of all religious purposes (except the re-
pair of churches) was intentional, England had only recently completed its Reforma-
tion, and as a consequence the Crown had dissolved the monasteries, taken over the
religious foundations, and confiscated the assets of numerous trusts which had
theretofore been established for religious purposes but were held (after the
Reformation) to be “superstitious” and therefore void. The distinction between
religion and superstition was not clear, and the draftsmen feared that the inclusion
of activities dedicated to religious purposes “might infect by association other
charitable uses, whose endowments the Crown could then appropriate.’! 2

The 1601 Statute had two objectives. The first was fulfilled by the preamble, the
specification of the important purposes that were considered to be charitable under
the law. The second was to reform the administration of charity. As will be dis-
cussed hereafter, this objective was to be achieved by the establishment of a system
of commissioners to inquire into and rectify abuses such as maladministration, neg-
ligence, or diversion of charitable funds. Only the charitable purposes enumerated in
the preamble were within the jurisdiction of the commissioners, However, because
the Statute was remedial in nature, the zccepted view was that it should be gen
erously construed to protect those endowments that had been established for the
public benefit,

A history of the period states that “[plublic benefit was the key to the statute,
and the relief of poverty its principal manifestation.”'® The 1601 Statute was
enacted as a supplement to the comprehensive system of poor iaws adopted by
Parliament in 1597 and restated in 1601, Professor W.K. |ordan states that this
system *‘was essentially prudential, having been drafted and passed by a government
which liked to be fore-armed against all emergencies and which had been sericusly
frightened by the distress and the attendant disorders just prior to the convention
of Parliament in 1597.''4

Under the 1597 legislation, responsibility for the relief of poverty was placed
primarily upon the local communities, which were given power to levy and collect
taxes for this purpose. The central government made it clear that it would not inter-
vene so long as each local community met its responsibilities in its own way.
Professor jordan states:

The immediate, and perhaps the expected, consequence of the passage of this
great corpus of legislation was a notable increase in the flow of private
charitable funds designed to provide relief for the truly derelict and to attack
the whole problem of poverty frontally by creating institutions which would
effect its cure.... The state stood poised for intervention after 1597, if the
need should arise, but because of the prodigal generosity of private men who
had assumed for themselves an heroic burden of social responsibility that in
tervention was in fact to be long delayed. ...'?
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The Report of the Committee on the Law and Practice Relating to Charitable
Trusts {published in England in 1952) sums up the legislative developments of
1597-1601 as follows:

Thus a partnership was established, in which the state filled in gaps left by
charity rather than charity filling in gaps left by the state. ...

The important point to notice ... is that state action and voluntary action
were not the antithesis of each other; rather they sprang from the same roots,
were designed to meet the same needs and had the same motivating forces
behind them .. '®

For over a century after the enactment of the 1601 Statute of Charitable Uses,
the task of defining charity did not present a difficult problem for the English
judiciary. The character of philanthropy did not depart significantly from the cate-
gories of charitable activity comprehensively listed in the preamble, which was liber-
ally construed in accordance with its basic intent.!”

However, by 1736 a reaction had set in against the steady increase in charitable
land holdings. Parliament passed in that year a Mortmain Act which voided devises
of land to charity and vested the property so devised in the testator’s heirs or next-
of-kin. The motivation behind the Act was anti-clerical, but the impact of the
statute was not restricted to ecclesiastical charities. The temper of the times is indi-
cated by the following extract from the Parliamentary debates:

1 am very far, my Lords, from disapproving of all charitable foundations, or
of all donations to charitable uses, either by will or deed; but 1 am convinced
that our charitable foundations may become too numerous, and that some of
those we have already established, may become too rich and extensive . . . for,
by the specious pretence of charity, the solicitations of those who are inter-
ested in charitable foundations, and the pride and vanity of donors, it is to
me highly probable, that too great a part of the lands in this kingdom may
soon come to be in Mortmain, to the prejudice of the nation in general, and
to the ruin or unjust disappointment of many a man’s poor relations . . ,1#

Under the 1736 Act, by classifying a devise of land as charitable, the judges
could insure that the land would not pass to charity but to the testator’s heirs, thus
effectuating the intent of the Act.'® On the other hand, because the 1736 Act ap-
plied only to devises of land and not to bequests of personalty, in cases of the
latter type the courts could protect the testator's heirs only by helding that the
bequest was not charitable.2® The conflicting decisions that resulted from this situa-
tion introduced uncertainty and confusion into the English law of charity, which
had not previously been sericusly troubled by the problem of definition.

In 1805 more confusion was generated by the decision in Morice v. Bishop of
Durham.®' There, the Chancellor, Lord Eldon, held that only purposes set forth in
the 1607 Statute of Charitable Uses, or purposes analogous thereto, were charitable
in the eyes of the law. This was a retreat from the earlier view that the 1601
Statute was not an exclusive touchstone of legal charity but merely an enumeration
of the types of activities that were at that time considered charitable. The effect of
Lord Eldon’s decision was to make ‘“‘charity” a word of art whose meaning could be
discovered only by reference, or analogy, to the ‘‘chart’’ set forth in the 1601
Statute. However, the decision failed to give succeeding English judges a clear policy
as t¢ how they were to use this chart in the resolution of new cases.

An effort at achieving an orderly synthesis of the decisions was made in 1891 by
Lord Macnaghten in the following famous passage from Commissioners of Income
Tax v. Pemsel:??



1915

“Charity” in its legal sense comprises four principal divisions: trusts for the
relief of poverty; trusts for the advancement of education; trusts for the
advancement of religion; and trusts for other purposes beneficial to the com-
munity, not falling under any of the preceding heads.... The trusts last re-
ferred to are not the less charitable in the eye of the law, because incidentally
they benefit the rich as well as the poor, as indeed, every charity that deserves
the name must do either directly or indirectly,

Although this passage is more of a classification than a definition, it does contain
the unifying concept of “other purposes beneficial to the community.” However,
this did not succeed in resolving the problems of the judiciary, as indicated by the
following statement by Lord Sterndale 30 years later:

1 ... am unable to find any principle which will guide one easily, and safely,
through the tangle of cases as to what is and what is not a charitable gift, If it
is possibie I hope sincerely that at some future time or other a principle will
be laid down. The whole subject is in an artificial atmosphere altogether. A
targe number of gifts are held charitable which would not be called charitable
in the ordinary acceptance of the term, and when one takes gifts which have
been held to be charitable, and compares them with gifts which have been
held not to be chantab!e, lt is very difficult to see what the principle is on
which the distinction rests,?

More recently, George Keeton has written that the experience of the English
judiciary in attempting to define charity is "probably the worst exhibition of the
operation of the technique of judicial precedent, which can be found in the law
reports.”** Accordingly, the definitional problem was ripe for consideration by the
Committee on Charitable Trusts (commonly referred to as the “Nathan Committee”
for its chairman, Lord Nathan) which was appointed by Prime Minister Atlee in
1950 “to consider and report on the changes in the law and practice (except as
regards taxation) relating to charitable trusts in England and Wales which would be
neoessazr\; to enable the maximum benefit to the community to be derived from
them,”

The appointment of the Nathan Committee grew out of the vast expansion of
government social services in England following World War 1. As a result of this
expansion, governmental programs were extended into many areas previously occu-
pied by private charity In some cases government assumed the complete fi nancial
burden. An example is the Royal Surgicai Aid Somety, which in 1948 supplied
13,000 surgical appliances and in 1949 only 635.2% These developments raised a
concern as to whether the purposes of many charitable trusts had become obsolete
and also whether the legal definition of charity should be modified in the light of
changed conditions.

The committee was “‘urged on the one hand to devise language which will be
‘flexible' and will accord with modern social and economic conditions and on the
other to introduce a greater element of precision and certainty and thereby reduce
the risk of litigation and of the founder’s wishes being defeated.”? 7 The committee
noted in its report that these objectives are “largely incompatible.” It observed that

. any attempt to define the mezning of charity exhaustively, that is, by an
enumeration of all charitable objects, would be both impracticable and wrong
in principle — impracticable because the enumeration would almost certainly
prave incomplete from the outset and wrong in principle because, so far from
leaving the control of charity. flexible and responswe to changes in the struc-
ture of society, it would fix it in a rigid mould.?
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Thus the MNathan Committee gave first priority to the idea that the content of
charity should be "flexible and responsive to changes in the structure of society.”
in order to achieve this the committee concluded that

... the faw must continue to be judge-made and that it is a complete delusion
to suppose that to start with a clean slate would reduce the number of diffi-
cult cases or the volume of litigation. On the contrary, the elaborate and ex-
pensive process of building up case law would, as it seems to us, start afl over

again.2

For these reasons, the commitiee proposed that the preamble of the 1601
Statute of Charitable Uses be repealed and that there be enacted in its place a new
“definition” based upon Lord Macnaghten’s classification in the Pemsef case, but
preserving the case law intact. The committee said it hoped that this approach
would ‘‘give somewhat more freedom to the judiciary in applying the wel-
established principles of the existing law to the problems of an age of rapid and
continuous change.””

Even this modest proposal, however, was not fully adopted by Parliament. In the
legislation®! that resufted from the committee’s study, the preamble to the 1607
Statute of Charitable Uses was finally repealed, but Parliament declined to go
further and enact a new statutory definition of charity based upon Lord Mac
naghten’s classification. Thus, the task of defining charity remained with the English
courts, unaided by any statutory expression of the governing rules or principles.

The English Origins of Special Legal Institutions and Rules
Developed to Enable Charity to Accomplish Its Objectives

The first charitable institutions in England were the ecclesiastical foundations,
which, it has been estimated, owned between one third to one half of the public
wealth of that country by the time of Henry VHI {1509-47).3% However, secular
charitable institutions also existed (such as the Oxford and Cambridge colleges), and
charitable functions were performed by the guilds. :

As part of the long struggle of the Crown to curtail the power of the Church,
beginning in 1215 various Mortmain statutes were enacted that limited the right of
charitable corporations to hold land. Finally, during the reigns of Henry VIII and
Edward VI, the supremacy of the Crown was established by the dissclution of the
ecclesiastical foundations and the confiscation of their property.

While this struggle was going on, the trust (or use) began to emerge as an alter-
native form of conveyancing. The trust enabled a landhoider to circumvent the rigid
rules of feudal tenure, and also the limitations of the Mortmain statutes. At first,
such uses were not enforceable at law, but by the mid-fifteenth century the Court
of Chancery was exercising its equity powers to protect the beneficiaries of trusts
and to compel trustees to perform their duties.

W.K. Jordan has shown that during the period 1480-1660 about two thirds of all
gifts for charitable purposes were made by will,>® many in the form of trusts for
religious purposes, Prior to the Reformation, the ecclesiastical courts had exclusive
jurisdiction of testamentary matters, and they used this jurisdiction to develop
special rules for the protection of trusts for religious purposes. These rules were
subsequently applied by the Court of Chancery to charitable trusts for nonreligious
purposes, which were established in increasing numbers from the fifteenth century
onwards.??

As stated in Tudor on Charities, “the privileged position which charitable gifts
still retain in the law of wills and trusts is due, no doubt, to the origin of such faw in
Courts presided over by ecclesiastics.””>® These courts “were anxious to ensure that
philanthropy should be encouraged and that the objects of charitable trusts should
not be frustrated by the formalism and rigidity of the common law.”*%
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This was accomplished by conferring three related privileges on charitable trusts
(and no other trusts): (1) the privilege of perpetual existence, which involved exemp-
tion from the rule against perpetuities; (2} the privilege of being held a valid trust,
even if the testamentary provisions establishing the trust were stated in such general
terms that the trust would ordinarily have been held void; and (3) the privilege of
having the purposes for which the trust was established changed by court order if the
purposes laid down in the original trust deed could no fonger be carried out (that is,
the ¢y pres doctrine).??

It is interesting to note that one of the most urgent questions faced by the Nathan
Committee was whether the ¢y pres doctrine should be relaxed in order to make it
easier for outdated charitable trusts to obtain new purposes.®® The committee recom-
mended that this be done, and legislation to accomplish this result was included in
the Charities Act which was enacted by Parliament in 1960.%°

Marion Fremont-Smith has pointed out that historically in England the trust (rather
than the corporation} has been the predominant form of organization for charitable
activities,*® A principal reason for this appears to be that “the state was the source of
power to create corporations whereas the creator of a charitable trust was afforded
great freedom.”*! It was not until the second haif of the nineteenth century that
Parliament passed a series of acts that permitted general incorporation for certain
purpases, including charitable purposes. David Owen reports that during the nine-
teenth century the growing practice of meeting sociai needs through the associated
efforts of many individuals led to the creation of large numbers of voluntary associa-
tions,*2 most of which, we may assume, adopted the corporate form,

At present the English law does not appear to make any sharp distinction between
charities organized as trusts and those organized as corporations, Thus, a devise of
land to a charitable corporation without any expression of trust “was held equivalent
to a devise upon a charitable trust.”*?® The Charities Act of 1960 defines a “charity”
as any institution, corporate or not, that is installed for charitable purposes.*?

The English History of the Regulation of Charities to Prevent Abuses

The 1601 Statute of Charitable Uses was entitled “*An Act to redress Misemploy-
ment of Lands Goods and Stocks of Money heretofore given to Charitable Uses.”
Under the substantive provisions of the 1601 Statute, commissions in each county
were appointed by the Chancellor to inquire into “any breach of trust, falsity, non-
employment, concealment, misgovernment or conversion' of trusts established for
the charitable purposes enumeraied in the preamble. Thus, the 1601 Statute was the
first legislative step in the continuing process of devising regulatory mechanisms to
prevent the misuse of charitable funds and institutions.

Under the 1601 Statute the commission procedure was elaborate, involving a
hearing before the commissioners and a jury of 12 men at which ali interested persons
could appear and give evidence. The jury then issued its inquisition, or decision, upon
which the commissioners based their decree. The powers of the commissioners were
“generaliy as extensive as the evil demanded.” Appeal lay to the Chancellor who could
affirm, annul, or reform the decrees of the commissioners,*®

f3areth jones states that **[t] he success of this procedure was immediate, and the
years before the Civil War were distinguished by a thorough investigation of the ad-
ministration of charitable trusts.’”*® He also points out, however, that the commission
procedure was cumbersome and depended for its success upon the willingness of citi-
zens to make a personal sacrifice by setving as jurors and commissioners and also upon
the support of the government and the Chancellor’s acting promptly upon appeals.
After an initial period of success, those persons whose efforts were necessary to insure
its effective functioning became indifferent and the commission machinery fell into
disuse by the end of the seventeenth century,*”?

The “information” then became the preferred means of regulating charitable trusts,
In this proceeding, a private individual instituted a suit in egquity in the name of the
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Attorney General against the charitable trustees. For the first few decades after the
enactment of the 1601 Statute of Charitable Uses, the information could be used
only to enforce uses that were not covered by the preamble of the statute, By the
end of the seventeenth century, however, the scope of the information was extended
to include any charitable use.*8

As an enforcement mechanism the information proved grossly inadequate, pri-
marily because of the “interminable delays and crushing expense’’ to which an indi-
vidual was exposed if he brought suit in Chancery to correct an abuse by charitable
trustees. As stated by Sir Samuel Romilly in one of the Parliamentary debates:

1t would be difficult to find a man so public-spirited as to advance a great sum
of money to carry on a cause in which he had no personal interest, imputing
gross mis-conduct to a neighbour, with a chance of recovering a part of his ex-
penses after so great a lapse of time.*?

Reformers were forced to look again to Parliament for a solution. In 1818 and
1819 laws were enacted that provided for the appointment of Parliamentary com-
missions to investigate breaches of charitable trusts, The reports of these commis-
sions over a period of years “revealed a large number of abuses and led to a consid-
erable increase in the number of charity causes before the Court of Chancery.”*®
However, the commissions had no enforcement powers, and could only condkct in-
quiries and issue reports, which frequently were not acted upon by the Attorney
General, According to Jones this proved ineffective since “many dishonest trustees
withstood with equanimity the glare of unfavorable publicity.”

Up to this time the primary concern of charity reformers had been to secure the
preservation and proper administration of charitable trusts, Then a second problem
began to emerge as a serious obstacle to reform — the need to break away from the
strict rules of the centuries-old ¢y pres doctrine governing the changing of the objects
of outmoded charitable trusts. In general, under the ¢y pres doctrine the charitable
purpose to which a trust was dedicated could be changed only when the purposes
could not be attained; and even then the new charitable purposes had to be as near as
possible to those specified by the founder, In addition, such a change could be
achieved only by a proceeding in Chancery which was so expensive as to be impractical
for many charitable trusts.

By a series of statutes enacted in 1853, 1855, and 1860, Parliament undertook to
deal with these problems by creating a three-man administrative body, called the
Charity Commissioners, which had the following general functions:®?

Advisery: giving advice upon the application of the trustees or others concerned
in the administration of a trust;

Administrative: giving directions upon the application of trustees or others con-
cerned in the administration of trusts; controlling dealings with the property
of trusts; controillng legal proceedings by trustecs; settling the compromise of
claims by, or against, trustees (which are final and a bar to afl subsequant ac-
tions, suits, claims or demands);

Supervisory: investigating the administration of charities including their ac.
counts and taking any further action which may consequently appear to be
proper;

Quasi-judicial: appointing or removing trustees or removing officers; establish-
ing and making schemes within the limits of the ¢y pres doctrine, subject to
appeal to the Chancery Division of the High Court.

In its 1952 report, the Nathan Committee stated that the work of the Charity
Commissioners had been *of great benefit to charitable trusts and therefore to the
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country.”®® The committee recommended that this basic system be retained and
strengthened,

Steps in this direction were taken in the Charities Act of 1960.5? For the first
time, the Charity Commissioners were placed under the jurisdiction of the Home
Secretary, thereby gaining direct access to an important department of state which
could represent the commissioners’ views in Parliament. A system of public registra-
tion of charities was enacted, and the commissioners were authorized to institute
inquiries in regard to charities under their jurisdiction, and to take appropriate re-
medial action, such as removing the trustees and vesting charitable property in the
Official Custodian for safekeeping. In addition, the long sought after relaxation of the
cy pres doctrine was achieved, Moreover, Charity Commissioners were authorized to
devise “schemes” for the reorganization of outmoded trusts if requested to do so by
the trustees or the courts.

The History of the Tax Exemption of Charities in England
Property Taxation

For many centuries the question of exempting the property owned by charity from
local taxation remained unresolved by any body having national jurisdiction, The early
judicial decisions, following custom in many parts of the country, inclined toward
exemption of charitabie property.®® However, in 1866 the legal theory supporting
these decisions was overruled by the House of Lords.®® Thereafter, local authorities
became increasingly inclined to look to charities for the payment of local rates on
their property. There was no uniformity, however, as to the valuation of such prop-
erty, and in many places it was assessed at 2 nominal value.

in 1948 the Local Government Act withdrew valuation powers from local authori-
ties and vested them in the Board of Inland Revenue, As a result, many charities faced
the prospect of higher tax rates. In 1955 Parliament granted charities temporary relief
from the abrupt increase in rates which would have resulted from full and uniform
valuation of their property. Four years later, a study commission recommended that
charities be granted uniform mandatory refief at the rate of 50 percent.’’ The recom-
mendations of this commission were substantially adopted in the Rating and Valuation
Act of 1961 and reenacted in the General Rate Act of 1967, At the present time,
where property is occupied by a charity and “wholly or mainly used for charitable
purposes,” the tax rates are reduced by one half. Moreover, the statute grants dis-
cretionary power to the rating authorities to further reduce or compietely omit the
payment of taxes on charitable property.*®

Income Tax

Charitable organizations have been exempt from income tax in England since the
enactment of the first Income Tax Act in 1842, It was decided in the Pemse! case®°
that there is in English law only one definition of a charity. Accordingly, if an organi-
zation falls within the legal definition of charity as defined by the courts in cases
regarding charitable trusts, which is discussed above, it is also a charity for purposes
of tax exemption,®®

The position of charities from the standpoint of tax exemption was discussed in
Chapter 7 of the Final Report of the Royal Commission on the Taxation of Profits
and Income {1955). The commission took a restrictive point of view with respect to
the question of exemption:

In our view what is amiss in the present system is not the idea of giving income
tax relief in respect of charity but the undue width of the range of what ranks
as a charity for this purpose. It is the vagueness of definition or, more precisely,
the absence of definition which provokes criticism: for it enables the very sub-
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stantial benefits of exemption to be clalmed by activities which, in extreme
cases, have no real connection with the jdea of charity at all. it is here that we
think that some action is called for,5?

The commission recommended that the definition of charity for tax purposes be
made more limited and more precise. It argued that the new definition be established
on these lines:

[T)he relief of poverty, or prevention or relief of distress, the advancement of
education, learning and research, the advancement of religion.

The commission acknowledged that if the suggested definition were adopted,
*‘exemption would be denied to a number of praiseworthy activities which at present
enjoy it.” The new definition would also “make the range of favoured activity less
flexible than it has been hitherto and so, perhaps, less responsive to the new growths
of a changing society.” While recognizing these considerations, the commission con-
cluded that they were not *‘strong enough to require the maintenance of the present
situation,"®2

An even stricter view was expressed by two dissenting members of the commission
who believed that total exemption from tax could be justified only for charities per-
forming functions that were recognized as responsibilities of the State, The dissenters
also objected to the fact that whereas direct government grants are reviewed from
time to time with a view to adjusting them, if necessary, to the economic exigencies
of the moment, no similar review was made with respect to the tax exemption of
charities.®

Despite the commission’s report, Parilament has not adopted a new comprehensive
definition of charity for income tax purposes.®

The Legal History of Charities in America
The Colonial Experience

The colonists who settled America brought with them the English legal and social
tradition of an active private philanthropy. This tradition, coupled with the needs of
the colonists and the encouragement of charitable activity by the colonial churches,
created an environment favorable tc the formation of charitable organizatmns de-
5|gned to meet the needs for social services within the primitive frontier society,®

Both public and private agencies, often workmg together, established schools and
assisted the poor.®” Governmental interference in private charity was minimal.#

[The colonists] did not debate the question of public versus private responsi-
bility. . . . In the work of establishing cherished social institutions on American
soil, public and private philanthropy were so completely intertwined as to be-
come aimost indistinguishable. The faw itself reflected a pragmatic approach to
the solving of social problems through philanthropy. Celonial assemblies went
out of their way to remove obstacles in the way of charities. The courts, valuing
social betterment above legal technicalities, asserted a permissive charity doc-
trine that supported donors’ benevolent intentions, even when the formulation
of their plans was clearly imperfect.®?

The incidence of poverty in colonial America was not as great as in England and,
to the extent that poverty did exist, churches and local governments assumed the
burden of alleviating it.”® In this setting, private donors turned to education as their
principal charitable activity. It has been estimated that BD percent of the private funds
devoted to charity before the Revolution {not including gifts of an educational nature
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made through religious channels) were probably applied to educational purposes.’ !
After the Revolution, this trend was accelerated.

The Development of Vehicles for Conducting Charitable Activities

At the time of the American Revolution and for many years thereafter, state gov-
ernments played the pringipal role in formulating governmental policy with respect
to charity. Operating charitable institutions, such as schools, hospitals, and religious
groups, were usually incorporated by spemal act of the Ieglsiature 72 and severa!
states adopted other forms of legislation to protect and support their charities.”?
However, the policy of state governments toward charitable organizations was not
umformly favorable. Fear of a rise in the power of the church through the accumula-
tion of property led some states to impose restrictions on property held by religious
corporations. % For example, in Virginia and Maryland, acts were passed to restrlct
the capacity of churches to acquire property and to administer relief to the poor.”

The Amerncan Revolution also brought a wave of nationalist and anti-British
sentiment.”’® This resulted in the adoption of constitutional and statutory provisions
intended to “cleanse” the inherited system of English jurisprudence of features that
were deemed incompatible with the new republic.”” Some states repealed all English
statutes en masse, including the 1601 Statute of Charitable Uses. Some jurisdictions
also rejected the ¢v pres doctrine |n the mistaken belief that it was exercisable only
by the prerogative power of the king.”®

This cleansing of British law led ultlmately to the rejection of charitable trusts by
a number of states, based upon the reasoning of the U.S. Supreme Court in Trustees
of Phjladelphia Baptist Association v. Hart's Executors.’® In that case a testamentary
charitable trust for the benefit of an unincorporated religious association was held in-
valid because Virginia, the testator's state of domicile, had, prior to the testator's
death, repealed the Statute of Charitable Uses along with other English statutes,
According to the Supreme Court, judicial power to enforce charitable trusts stemmed
only from the Statute, and its repeal in Virginia made the trust unenforceable, This
conclusion, while based on dicta in English cases, was historically incorrect because
the Statute merely provided a new remedy for enforcing charitable trusts and did not
supersede or eliminate the jurisdiction that the Chancellor had exercised over such
trusts prior to the epactment of the Statute,

The Philadelphia Baptist Association case was overruled 25 years later in Vida/ v.
Girard’s Executors,®® when historical records not previously avaifable proved that
charitable trusts had been enforced in England before the adoption of the Statute of
Charitable Uses. However, the error had become so firmly entrenched in some states
that despite the Girard case, they continued to follow it for another half century.?
Moreover, during this period, New York, Michigan, Minnesota, and Wisconsin enacted
codifications of their trust Iaws under which charitable trusts were held by the courts
to be invalid.®* Because of these legal obstacles, the trust device was not available as
an instrument for accomplishing charitable purposes in a number of states until around
the beginning of the twentieth century, Today all states recognize the validity of
charitable trusts.®?

In view of the rejection of charitable trusts in a number of important states, re-
llance was placed upon the charitable corporation as the primary legal mechanism
for carrying on charitable activities in America. As noted above, before the Revolu-
tion corporations were created by charters issued by the Crown or the Royal Gover-
nor, or, in some instances, colonial assemblies. Religious corporations constituted the
most numerous group of private corporations in the colonies, and many of the chari-
table and educational institutions were also chartered under religious ausplces. 84
Following the Revolution, some states enacted statutes authorizing general incorpora-
tion for charitable purpic:rves.ss By the middle of the nineteenth century, general
corporation laws were common throughout the US,, and by the beginning of the
twentieth century charitable corporations were rarely incorporated by special act of
the legislature,® ¢
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in view of the heavy reliance upon charitable corporations as the major instrument
for conducting charitable activities in America, it is interesting to note the following
observation in a study, Fhe Low and the Lore of Endowment Funds, pubtished in
1969:

The law relating to charitable corporations in general, and particularly to the
zdministration of endowment funds, remains throughout the nation both ‘rudi-
mentary and vague.’ ‘[ T] he great and rapid increase in the number and aggregate
wealth of charitable corporations has taken the law by surprise,’ and the courts
and commentators are still groping for a solution.®?

Part of the reason for this uncertain state of the law relating to charitable corpora-
tions is historical, As previously discussed, much of the American law of charity is
derived from the English common law. Under English court decisions, charitable
corporations were traditionally viewed in legal theory as founded for the “administra-
tion of charitable trusts.®® Problems naturally arose when this theory was sought to
be applied in American jurisdictions that did not enforce charitable trusts.

Moreover, even in states where charitable trusts were enforced, the legal rules
applicable to such trusts did not always produce the desired result when applied o
charitable corporations. The Law and the Lore of Endowment Funds summarizes the
unique legal nature of a charitable corporation:

A charitable corporation is obviously similar to other corporations. It also shares
certain characteristics with charitable trusts, and the agreements it reaches with
the donors of its endowment funds are in the nature of contracts. The separate
principles evolved by the law In relation to corporations, trusts and contracts
are all quite well developed, and the courts and commentators have naturally
drawn upon those principles in attempting to determine what standards shoutd
govern the administration of endowment funds. Unfortunately those principles
are not always complementary; at times they are in direct conflict. The result
has been 'an uneasy mixture of trust, contract and corporation language, the
force of which may be difficult to predict in a particular situation, . . .

[T1he law governing charitable corporations is not merely a branch of trust law,
or corporate faw, or contract faw, but instead is suf generls, drawing to some ex-
tent on all three of the older disciplines. Where the issue is the ownership of
property, courts in all states strain to uphold the claim of the charity invalved,
rather than see the property tost to private hands. In other cases not involving
administration, no general pattern is discernible, But where the issue involves
the investment of funds, accounting for their use or other aspects of administra-
tion or housekeeping, the courts show a marked tendency to apply corporate
principles rather than trust principles, in order to accord charitable corporations
a maximum degree of flexibility in their operations. . . .3*

Within the past five years state legisiatures have begun to take note of the need for
clarification of the law relating to charitable corporations. In New York a major re-
codification became effective in 1970 under the title of the New York Not-far-Profit
Corporation Law. In 1973 Pennsylvania enacted an extensively revised Nonprofit
Corporation Law. The National Conference of Commissioners on Uniform State Laws
approved in 1972 the Uniform Management of institutional Funds Act, which is in-
tended to clarify the law relating to the management of charitable funds and to
permit greater flexibility in the selection of mvestments, the delegation of investment
responsibility, and the allocation of capital gains between principal and income. This
act has been enacted into faw in a number of states.®
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The Tradition of Exempting Charitable Organizations
From Tax Under State and Local Law

From the early days of colonial America, religious and educational institutions have
been accorded exemption from property taxation, and, to a lesser extent, from other
forms of taxation. Property held by colonial churches that were “established”
churches, supported by public taxation, received the same exemption as other public
property.” © Moreover, a number of colonies granted the same exemnption, as well as
support from public revenues, to dissenting churches.*? Following the Revoiution
and the separation of church and state, the practice of exempting church property
was continued, the exemption being “'so entirely in accordance with public sentiment,
that it universally prevailed.”®3

The colonies accorded similar exemption to edugational institutions:

This custom was almost universal among the colonies, and even extended so far
as to exempt in several instances the property of the members of the college or
university, . .. The principle of exemption of educational institutions from taxa-
tion has been so grounded in the mature of our Government as to represent a
practically irrevocable law.**

As noted above, in colonial America churches and towns bore the primary responsi-
bility for relief of the poor, a function in which the states increasingly shared over
time. In the nineteenth century, secular charitable institutions assumed a more signifi-
cant role in the conduct of charitable work. This development was accompanied by
the enactment of legislation exempting the property of such institutions from state
and local taxation. The process by which this occurred has been described as follows:

But insofar as the state permitted private institutions to take over the work of
charity, the latter were pro tanto relieving the State of a burden which it had
avowedly undertaken to bear. Private institutions were thus performing a public
function, The guid pro quo which the private institutions received was immunity
from taxation, But it must be observed that what is done here is to state the
terms of a bargain which we have not before us. It is not to be supposed that the
bargain was openly made and publicly declared. There is no direct evidence that
such a bargain was ever made, The process of exempting these private institu-
tions developed imperceptibly, subtly. It was a spontaneous process, leaving no
trace of its origin or immediate development.”*

Today, every state in the union has some form of property tax exemption in favor
of charitable organizations.®® Many states also exempt charitable organizations from
inheritance,®” income,®® and sales taxes,”® However, there is little uniformity in the
various exemption provisions, For example, exemption of charitable property from
tax may extend only to real property,! 9% anly to personai property,t®! or to both
real and personal property.!®2 The availability of an exemption in each case is de-
termined by applying to the facts the particular statute under consideration.

Also, state taxing statutes have historically differed in the language used to describe
the purposes of institutions eligible for exemption. For example, the New York
statute lists more than 20 different specific charitable purposes for which organiza-
tions may be organized and qualify for property tax exemption.!®? The Pennsylvania
spatutfa“by comparison, exempts only religious, charitable, and educational institu-
tions.

Additionally, different tax statutes within the same state are often inconsistent,
in New York, for example, exemption from income tax is accorded to *‘[a] trust, .,
which by reason of its purposes or activities is exempt from federal income tax.””'®*
However, New York's real property tax law'®¢ sets forth its own list of exempt
purposes, and organizations characterized as charitable or educational for federal tax
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purposes may be subjected to real property tax for failing to fall within an exempt
state classification.1?

There appears to be little likelihood that uniform criteria for exemption at the
state and local level will be achieved in the foreseeable future. In some states the trend
actually seems to be in the opposite direction. In 1971, for example, the Mew York
legislature amended its real property tax law to authorize municipal corporations to
tax formerly exempt real property owned by institutions which are

. -+ [0] rganized or conducted exclusively for the moral or mental improvement
of men and women or for bible, tract, benevolent, missionary, infirmary, public
playground, scientific, literary, bar association, medical society, library, patriotic
or historical Rurposes, [or] for the enforcement of laws relating to children or
animais. . . ! *®

At the same time, the legislature mandated continued exemption for property of insti-
tutions “organized or conducted exclusively for religious, charitable, hospital, educa-
tional or cemetery purposes.”'%? As a result of this amendment, property held by
a nonprofit organization in one part of New York State might be exempt from tax
while similar property used for identical purposes by the same organization in another
part of the state might be subject to tax,

The History of the Exemption of Charities from Federal Taxation

Prior to the end of the nineteenth century, federal revenues were derived primarily
from import duties and excise taxes which did not affect charitabie organizations,
With the adoption of the first federal income tax law in 1894, *® imposing a tax on
the income and profits of corporations generally, the tradition of exempting charity
from tax, as developed in England and incorporated into American state and [ocal law,
was expressed on a national level. Although the legislative history is silent on the
matter, it seems likely that the federal draftsmen reviewed the state exemption stat-
utes and noted their lack of uniformity and also the considerable degree of specificity
with which they were written. Presumably wishing to avoid a similar tangle at the
natfional level, the federal draftsmen framed the exemption in broad and simple terms
as follows:

That nothing herein contained shall apply to . . . corporations, companies, or
associations organized and conducted solely for charitable, religious or educa-
tional purposes, . .. nor to the stocks, shares, funds, or securities held by any
fiduciary or trustee for charitable, religious, or educational purposes, , . 111

An exemption in favor of such organizations has appeared in every subsequent federal
income tax law,

The 1894 income tax was declared unconstitutional a year later,’ 12 but the sub-
stance of the 1894 exemption provision was carried over to the Corporation Excise
Tax of 1909 which provided that the tax should not apply *‘to any corporation or
association organized and operated exclusively for religious, charitable, or educational
purposes, no part of the net income of which inures to the benefit of any private
stackholder or individual "' '3

The constitutional obstacle to a federal income tax was removed in 1913 by the
adoption of the Sixteenth Amendment tc the US. Constitution. Enacted in that
same year, the first income tax law under the Sixteenth Amendment!!'* contained
an exemption in favor of charitable, religious, educational, and scientific organizations.
The exemption for these organizations was repeated In the Income Tax Acts of
1916'*% and 1918,''% and has continued to the present. The phrase “‘or the pre-
vention of cruelty to children or animals™ and the word “literary”’ were added to the
list of exempt purposes in 1918117 and 1921,"18 respectively, and the phrase ‘“test-.
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ing for public safety” was added in 1954.''® Limitations regarding legisiative and
political activities were added in 1934'20 and 195472}

The basic income tax exemption provisions have been supplemented by other
federal tax provisions favorable to charitable organizations. In 1898, a federal tax
was imposed upon legacies,' 22 without exemption for legacies to charitable, reli-
gious, and educational institutions. Three years later, in 1901, an exemption was
provided for subsequent legacies to charitable, religious, and educational organiza-
tions and for all prior legacies of that type with respect to which tax had not yet
been paid.'?? In 1902, remedial legislation was passed authorizing a refund of all
taxes previously paid on such legacies.2*

In 1916, a federal estate tax was adopted.'?® In contrast to the 1898 legacy tax,
which applied separately to each legacy, the estate tax was imposed on the entire
estate at progressive rates. No deduction was originally allowed for charitable dispo-
sitions, a treatment that paralleled the income tax law in effect at the time, which
similarly allowed no deduction for charitable contributions. These omissions were
remedied when Congress in 1917 provided an income tax deduction for charitable
contributions of individuals (limited to 15 percent of the donor's taxable in-
come}' 2% and in 1919 authorized an estate tax deduction for bequests to charitable
organizations,! 27

A gift tax deduction in favor of gifts to charity was included in the federal gift
tax law of 1926,'?* An income tax deduction for charitable contributions by cor-
porations was enacted in 1935.'2°

Beginning in 1950 the development of federal tax policy regarding charitable
organizations entered a new phase. For the first time, statutory rules were enacted
to deal with business activities of various charities and with certain areas of abuse,
including self-dealing, imprudent investments, and unreasonable accumulations of in-
come, Further steps in the direction of charities reform were taken by Congress in
the Tax Reform Act of 1969, which established detailed statutorg rules to govern
the conduct of private foundations in the areas of self-dealing,’®” excess business
holdings,'®! timely distribution of income,!? investment of assets,'*® and expen-
ditures of funds for certain prohibited purposes.'®** The 1969 Act also imposed an
excise tax on each private foundation in an amount equal to 4 percent of the foun-
dation’s net investment income.'3%

Aside from the 4 percent excise tax and the other restrictions imposed by the
1969 Act, the basic policy of U.S. tax legislation has been to encourage charitable
organizations through tax exemption and deductibility of contributions. This U.5.
policy may be contrasted with the tax treatment of charities in England, as dis-
cussed earlier, where considerably less encouragement has been given.

i
RULES APPLYING TO ALL 501 (¢} (3) ORGANIZATIONS

This Chapter deals with the formation of 501 (¢} (3) organizations, their day-to-
day operation, and their participation in the political process. The rules discussed
herein apply to all 501 {c) (3) arganizations regardless of the purpose for which the
entity is organized and operated.

Generally, the rules in all three areas are not precise, and in those areas where
the IRS has for administrative reasons tried to create specificity, the courts have
been inclined to be lenient. Nevertheless, these rules are important because a viola-
tion of them may mean loss of exemption. For this reason 501 (¢) (3) organizations
constantly evaluate their conduct in relation to these rules.
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Requirements Pertaining to the Founding Document and Form of Organization

Section 501 {c) (3) applies to “Corporations, and any community chest, fund, or
foundation. . ..” The IRS regards the phrase ‘‘corporation, community chest, fund
or foundation, as encompassing, with one exception, any organizational format (in-
cluding a trust), so long as the organization’s founding document provides for
officers empowered to act for the organization.!?® The one exception is partner-
ships, which are not recognized as 501 (c) (3) organizations.'3’

The regulations imply that an organization must have a founding charter, referred
to in the regulations as the ‘‘articles of organization.” This term is defined as fol-
lows: “For purposes of this section, the term ‘articles of organization’ or ‘articles’
includes the trust instrument, the corporate charter, the articies of association, or
any other written instrument by which an organization is created.”'*® The practice
of the IRS is to read this language narrowly. The Exempt Organizations Hondbook
states:

. .. the organizational test cannot be met by reference to any document that
is not the creating document. In the case of a corporation, the bylaws cannot
remedy a defect in the corporate charter. A charter can be amended only in
accordance with state law, which generally requires filing of the amendments
with the chartering authority. In the case of a trust, operating rules cannot
substitute for the trust indenture. In the case of an unincorporated associ-
ation, the test must be met by the basic creating document and the amend-
ments thereto, whatever that instrument may be called. Subsidiary documents
that are not amendments to the creating document may nhot be relied on.'®®

Courts have on occasion rejected the strict IRS position stated above and have
held that the proven intent of the founders of the organizatiion may substitute for
a written founding document. Bylaws have been accepted in place of articles of
incorporation. Even where there is no written charter, the actions of the founders
of the organization have substituted for a missing charter when the actions of the
founders clearly express charitable intent.!*®

The regulations also provide that the founding document will be acceptable onlY
if it limits the purposes of the organization “to one or more exempt purposes.”!*
in reference to this requirement, the regulations state that “in meeting the organiza-
tional test, the organization's purposes, as stated in its articles, may be as broad as,
or more specific than, the purposes stated in 501 (c) (3).71%2

The regulations provide examples of charters that are acceptable:

Therefore, an organization which, by the terms of its articles, is formed *for
literary and scientific purposes within the meaning of section 501 {¢) (3) of
the Code’ shall, if it otherwise meets the requirements in this paragraph, be
considered to have met the organizational test, Similarly, articles stating that
the organization is created solely ‘to receive contributions and pay them over
to organizations which are described in section 501 {c) (3) and exempt from
taxation under section 501 (a)’ are sufficient for purposes of the organiza-
tional test. Moreover, it is sufficient if the articles set forth the purpose of the
organization to be the operation of a schoot for adult education and describe
in detail the manner of operation of stch school. In addition, if the articles
state that the organization is formed for ‘charitable purposes,’ such articles
ordinarily shall be sufficient for purposes of the organizational test. ...!*?

Thus, a charter that mereix explains its purposes by tracking the language of the
statute is acceptably limited."**

In regard to the founding document, the regulations also provide that “In no
case shall an organization be considered to be organized exclusively for one or more
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exempt purposes, if, by the terms of its articles, the purposes for which such organi-
zation is created are broader than the purposes specified in Section 501 (c) (3)."14%

The IRS has rejected charters it considered overly broad. However, in situations
where all of the other requirements for exemption are met, the courts have been
reluctant to regard this factor as determinative,’*%

The regulations also provide that the founding document of an organization must
not . .. expressly empower it to carry on, otherwise than as an insubstantial part
of its activities, activities which are not in furtherance of one or more exempt pur-
poses, even though such organization is, by the terms of such articles, created for a
purpose that is no broader than the purposes specified in section 501 (c) (3).”'*7

The meaning of this requirement is clarified with an example: “Thus, an organi-
zation that is empowered by its articles ‘to engage in 2 manufacturing business,’ or
'to engage in the operation of a social club’ does not meet the organizational test
regardless of the fact that its articles may state that such organization is created ‘for
charitable purposes within the meaning of section 501 (c) (3} of the Code’.”!4?

This requirement has not been strictly enforced by the courts. Recognizing that
it may be impossible to tell from the wording of a charter whether an authorized
activity is “insubstantial,”'*? the courts have addressed the issue of whether non-
exempt activities actually en%aged in by the organization constitute 2 substantial
part of its overall activities.!*

Finally, the regulations require that the founding document provide for the dis-
tribution of assets in the event of dissolution of the organization:

An organization is not organized exclusively for one or more exempt purposes
unless its assets are dedicated to an exempt purpose. An organization's assets
will be considered dedicated to an exempt purpose, for example, if, upon dis-
solution, such assets would, by reason of a provision in the organization's
articles or by operation of law, be distributed for one or more exempt pur-
poses, or to the Federal government, or to a State or local government, for a
public purpose, or would be distributed by a court to another organization to
be used in such manner as in the judgment of the court will best accomplish
the general purposes for which the dissclved organization was organized. How-
ever, an organization does not meet the organizational test if its articles or the
law of the State in which it was created provide that its assets would, upon
dissolution, be distributed 10 its members or shareholders.” *!

Even if the charter does not provide for the disposition of assets upon termina-
tion, the charter is not defective if under state law the assets must be distributed
“for one or more exempt purposes.” In many states the applicable statute specif-
ically provides for a proper distribution.’*? However, for administrative reasons the
IRS prefers a charter provision regardless of state law, and the absence of such a
provision may delay the granting of an organization’s application for tax exemp-
tion.! 5 Where reliance is placed on state law, the IRS takes the position that the
state law must be unambiguous, and that the burden of justifying such refiance rests
on the organization.!>*

This requirement of the regulations has met with skepticism in the courts.!3®
Except where the activities of the organization as a whole indicate a2 nonexempt
purpose would be served by the distribution of assets on termination,!®¢ the IRS
position has been rejected. The requirement that the organization clearly demon-
strate that state law provides for a charitable distribution in the event of dissolution
has also been rejected.’*” However, when the charter specifically provides for a
p-riva}es benefit on dissolution, the courts would presumably deny the exemp-
tion,

These requirements concerning the format and founding charter of a 501 (¢) (3)
organization affect the organization during its formation. Generally, they comprise
what is referred to in the regulations as the “organizational test.”
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Because of reluctance to disqualify an organization for 2 mere defect in form,
the courts have been willing to waive strict compliance with the organizational test
in cases where the organization otherwise merited exemption. Nevertheless, because
the IRS will not approve an exemption application under section 501 {c) (3) unless
these requirements are satisfied, it seems likely that all 501 {c) (3) organizations
created since promulgation of the regulations in 1959 are governed by charters that
reflect the IRS position concerning format and founding document,

Reguirements Affecting Day-to-Day Operations of 501 {¢) (3} Organizations

The regulations provide that a 501 {¢) (3) organization must be primarily en-
gaged in activities that further its exempt purposes:

An organization will be regarded as “operated exclusively” for one or more
exempt purposes only if it engages primarily in activities which accomplish
one or more of such exempt purposes specified in section 501 {c} {3). An
organization will not be so regarded if more than an tnsubstantial part of its
activities is not in furtherance of an exempt purpose. 159

This regulation |s less stringent than section 501 (¢} (3), which states that an organi-
zation must be “‘operated exclusively"” for an exempt purpose.’®

When the regulation was promulgated, commentators welcomed the fact that the
IRS had not applied the “exclusively operated” language of section S01 (c) (3) fit-
'.eralllyf but they pointed out the uncertainty arising from the phrase 'insubstan-
tial."

At present, the meaning of “insubstantial” has not been clarified. The IRS has
acknowledged using a 5 percent test in demrmlmng whether an organization is en-
gaged in “‘substantial”’ political activity.’®? However, for purposes of the regulation
quoted zbove, the IRS does not appear to apply a specific percentage test but in-
stead approaches each case on an individual basis.’®?

A second rmportant requirement is that the activities of a 501 {c) (3) organiza-
tion must serve a publlc rather than a private interest.” The regulations provide:
“An organization is not organized or operated exclusively for one or more
[exempt] ... purposes unless it serves a2 public rather than a private interest.”1¢*

This is one of the most important substantive requirements of section 501 {c)
{3). The regulations state that in order to meet this requirement:

. it is necessary for an organization to establish that it is not organized or
operated for the benefit of private interests such as designated individuals, the
creator or his family, shareholders of the orgamzatlon, or persons controlfed,
directly or indirectly, by such private interests.'¢®

Moreover, the regulations provide explicitly that '“An organization is not oper-
ated exclusively for one or more exempt purposes if its net earnmgs inure in whole
orin part to the benefit of prwate shareholders or individuals.”

Thus, in-defining a private interest, the IRS has had to define the term “private
shareholder or individual,” define what constitutes 2 “benefit,”’ and determine what
kinds of organizations by their very nature provide private benefits.

The IRS takes the position that a private shareholder or individual includes any
person “having a personal or private interest in the activities of the organiza-
tion.” 7 In practical effect, the rule against serving a private interest regulates the
dealings of 501 (c) {3) organizations with ail persons.

The IRS and the courts have taken a very broad position in regard to what can
stitutes a “benefit.” 1t is clear that “benefit” is not limited to cash distributions.!
Any type of dealing which is not at arm’s length can be held to result in a pro-
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hibited private benefit.'®? Even a benefit as intangible as publicity has been called
into question.'7°

The prohibition against private benefit is not violated by the payment of reason-
able compensation for services rendered to a 501 {¢) (3) organization to enabie it to
carry out its exempt purpose.!’! In practice, payments of compensation will be
questioned only when they are “excessive’ in terms of the practice of other com-
parable organizations.!”2 Where it is difficult to make a reasonable guess as to the
practice of other comparable organizations, reference will be made to organizations
that operate on a profit-making basis. Thus, where a salary is reasonable as a dedue¢-
tible EL!}S;I"IESS expense, it will generally be considered reasonabile for exemption pur-
poses.

It is of course clear that in approptiate circumstances a 501 (c) (3) organization
can give money, goods, or services to individuals without losing its exempt status.
Many forms of charity involve aid to individuals. However, an organization that pro-
vides benefits to its members “in the event of death, iliness, or disability, without
regard to financial distress” is regarded as a “mutual benefit association, not a
charity.” 1’ On the other hand, where the mutual benefits of a charitable organiza-
tion are only a small part of the organization’s activities, they will not resuit in loss
of exemption,!”

Even though all of the fermal requirements of the regulations are met, exemp-
tion under section 501 {¢) (3) will be denied if an organization is operated as an
adjunct of the private business or professional practice of those who control it. An
example is a private hospital which limits its services to the paying patients of the
members of its medical staff, who also control it.' 76

Organizations involved in social activities are likely to be closely scrutinized to
determine if they are being operated for the private benefit of their members. The
IRS concern about social activities is reflected in the regulations, which state that
exemption will not be granted if the organization’s charter empowers it “‘to engage
in the operation of a social club.”'?? However, courts have taken a liberal attitude
with respect to incidental social activities since ‘‘[p] ractically all religious and edu-
cational associations and some charitable organizations make use of social or athletic
features.”' 7® Moreover, a large organization can have more social activities than a
small one, since incidental nonexempt functions are measured against the back-
ground of the organization’s total activities.'?

Other aspects of the question of whether an organization serves a2 public rather
than a private interest are discussed further in the sections of this report dealing
with charitable, religious, educational, and scientific organizations.

Requirements Pertaining to Legislative and
Political Activities of 501 (c) (3) Organizations

A 501 (c) (3} organization must be organized and operated in such a way that it
conforms to a set of rules respecting legislative and political activity. The limitations
upon the legislative activities of publicly supported 501 [c} (3) organizations are
currently the subject of congressional attention, and substantial changes concerning
the rules in this area may be forthcoming in the future.!®® Currently, the regula-
tions label an organization engaged in prohibited legislative or political activity an
'(‘;;:tlig? organization,” which is not exempt from taxation under section 501 (c)

Engaging in any of the three following activities can lead to classification as an
action organization: (1) attempting to influence legislation, (2) participating in a
political campaign, and (3) having a primary objective that may only be attained by
legislation or a defeat of proposed legislation.

The ban on influencing legislation is contained in section 501 {c} (3), which pro-
vides that an exempt organization is one, “... no substantial part of the activities
of which is carrying on propaganda, or otherwise attempting, to influence
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legislation.” The meaning of “substantial” has not been explicitly defined even
though courts have long wrestled with the issue,'®2 but the relevant factors to be
considered have been identified.

Determining whether an organization has violated this prohibition requires a deci-
sioh as to what activities are included within the category of influencing legislation;
it requires a decision as to the relevant time period over which such activity is to be
measured; and, finally, it requires a decision as to the standard against which the
substantiality of such activity is fo be measured.

The regulations provide that an organization will be regarded as attempting to
influence legislation if the organization

{a) Contacts, or urges the public to contact, members of a legislative body for
the purpose of proposing, supporting, or opposing legislation; or

{b) Advocates the adoption or rejection of legislation.

The term “legislation,” as used in this subdivision, includes action by the
Congress, by any State legisfature, by any lecal council or simitar governing
body, or by the public in a referendum, initiative, constitutional amendment
or similar procedure.!

The IRS has interpreted this to include contacting members of the exempt orga-
nization and urging them to contact the legislators; urging action on legislation in
the organization’s official publications, pamphlets, or newsletters; contacts with
legislators by officers and members of the exempt organization; individual corre-
spondence; press releases, newspaper and magazine advertissments; employment of
public relations services; and the employment of a professional Iegislative representa-
tive.’®* Furthermore, in determining whether an organization is attem ting to in-
fluence legislation, the IRS will examine . _ . all of Tthe organization’s| literature,
meetings, letters, communications. .., The entire organizational structure [w:lll be
dissected. A careful judgment {will] be made of the nuances contained in the
various communications.''185

The IRS recognizes an exception for one type of legisiative activity. If the
exempt organization

. did not initiate any action with respect to pending legisiation, but merely
responded to an official request from a [legislative body].... [i]t cannot,. ..
be described as attempting to influence legislation by contacting members of a
legislative body to propose, support, or oppose legistation or by advocating
the adoption or rejection of legislation. The attempts to influence legislation
as described in the regulatlons imply an affirmative act and reg[unre something
more than 2 mere passive response to a Committee invitation.?

In regard to the time period over which legislative activity is measured, the
courts have adopted a year—by-year quroach, delineated by the beginning and end
of the organization’s taxable year.!®” However, it has been stated that the IRS pre-
fers “... a flexible open-ended standard for determining the perlods during which
legislative activities of an orga.mzation should be measured.”*?

The final question involved in determining the substantiality of legislative activity
is the standard against which such activity is to be measured. There have been indi-
cations that the IRS questfons 1egtslatwe activity where it constitutes more than 5
percent of an organization’s total activities.'®® However, the Exempt Organizations
Handbook states that “[t] here is no simple rule as to what amount of activities is
substantial.”'®® The courts have reached decisions in particular cases through a
balancing approach in which the issue is resolved by considering what “portion of
the total actl\nty is involved with influencing legislation; what the activities were
“intended” to promote; and what the nature of those activities are." !
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The question of legislative activity is complicated by the fact that under the defi-
nitions of “educational” and *“‘charitable,” the regulations sanction certain types of
activity that might have an impact upon the political process. “Educational” is de-
fined to include “The mstructlon of the public on subjects useful to the individual
and beneficial to the community.”!#2 The examples given under “educational activ-
ity” include “An organization whose activities consist of presenting public discus-
sion groups, forums, panels, lectures, or other similar programs. Such programs may
be on radio or television.”1 %3

Under the definition of “charitable” the regulations state:

The fact that an organization, in carrying out its primary purpose, advocates
social or civic changes or presents opinion on centroversial issues with the in-
tention of moldlng public opinion or creating public sentiment to an accept-
ance of its views does not preclude such orgamzatlon from quallfnrm‘g under
section 501 (¢} (3) so long as it is not an “action” organization. .

This problem is presented by the case of an organization whose primary purpose
is to improve government honesty or efficiency. This is a recognized charitable pur-
pose, and also a recognized educational purpose where it involves ‘‘educating the
public.” In such a case, the IRS determines first whether the organization’s primary
purpose in advocating civic changes is to further the charitable and educational pur-
poses of the organization; and second, whether the means of advocacy used to
achieve those purposes rise to the level of activities that are prohibited under the
“action organization” provisions.

Thus, where an organization's purpose is to elevate “the standards of ethics and
rnorality in the conduct of campaigns for poiitical office,” and where it proposes a

“code for fair campaign practices” which it recommends be followed, but which it
does not urge be enacted into Jaw, the organization can qualify 25 a 501 (c) (3)
organization because its activities (1) are directly related to its chantable purpose
(creating qood government) and (2) do not rise to the level of “contacts” with
legislators.

The statute also prohibits participation in political campaigns. Unlike the limita-
tion on legislative activity, which applies only where such activity is substantial, the
statutory ban on political activity is unqualified. Section 501 (¢} {3) exempts only
organizations ... which [do] not participate in or intervene in {including the pub-
lishing or dnstnbutmg of statementsg) any political campaign on behalf of any candi-
date for public office.”

The regulations provide *‘An organization is an action organization if it partici-
pates or intervenes, directly or indirectly, in any political campaign on behalf of or
in opposition to any candidate for public office.’” 9%

The IRS interprets the phrase ““candidate for public office” broadly to include

. an individual who offers himself, or is proposed by others, as a contestant for
an_ elective public office.”’®7 Moreover, if an organization SUpports or opposes
candidates, the fact that it does so on a nonpartisan basis does not take it out of
the prohibition. As the Exempt Organizations Handbook states, “[t]he first point
to be noted is that this is an absolute prohibition.”***

Since the prohibition is against both “direct and indirect’" participation in politi-
cal campaigns, the prohibition has caused problerns for educational institutions be-
cause of the pOSSlbi[ltY that campus political activities of their students, involving
use of the institution’s facilities on behalf of candidates, might be viewed as indirect
actw:ty by the institution itself.!®® However, it should be noted that the prohibi-
tion is not against participation or intervention in political campaigns per se, but
against participation ‘“‘on behalf of or in opposition to” a candidate, Thus, for
example, where a political science course requires students to participate in a
political cal falgn for the purpose of furthering their education, the prohibition is
not violated.
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The final limitation concerning political activity is stated in the regulations as
follows:

An organization is an “action” organization if it has the following two charac-
teristics: (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 re-
sults thereof available to the public. In determining whether an organization
has such characteristics, all the surrounding circumstances, including the
articles and all activities of the organization, are to be considered.?®!

There is very little published authority as to the meaning of this regulation. It
was apparently at issue when the IRS revoked the exempt status of the Fellowship
of Reconciliation, “a movement of Christian protest against war, and of faith in a
better way than violence for the solution of all conflicts.”2%2 Although the Service
delineated two alternative reasons for withdrawing the organization’s exemption, the
primary ground was as follows: "It is our position that a purpose of ‘antimilitarism,
peace, and international reconciliation,’ is a political purpose and not within the
orbit of section 501 {c) {3).... Resolving international controversies is a political
purpose, not a charitable religious purpose.”? > Within a few months, however, the
IRS reversed itself and issued a second ruling declaring the organization exempt.?%*

The courts have generally followed a policy of looking '“to the behavior of an
organization, rather than its aims, once it becomes clear that the organization, in
general terms, is within the class whose purposes might be characterized as charit-
able.”2%% A court will not deny charitable status *“[m]erely because some ultimate
effect ... [may be] realized in legislation . . .,” since charitable work resuits in
“bringing to the attention of the individual citizens the need for many things, some
of which could be remedied by local means and others which perhaps would require
legislation by the State. The information acquired by the public from [such charit-
able] work wouid normally tend to have some effect in the actions of State legis-
lators, elected by the people, to enact . . . legislation,”?%®

ml

THE SEARCH FOR A MODERN DEFINITION
OF CHARITY UNDER SECTION 501 (c) (3)

In order to qualify for exemption under section 5071 {c) (3), an organization
must be formed and conducted for one or more of the purposes set forth in that
section: charitable, religious, educational, scientific, literary, testing for public safe-
ty, prevention of cruelty to children or animals.

All of the foregoing purposes {except testing for public safety) are also enumer-
ated in the sections of the Internal Revenue Code that permit income, estate, and

ift tax deductions for so-called “‘charitable’ contributions. {These are sections 170
%c) (2), 2055 (a) (2), 2106 {a} {2) {A) (ii), and 2522 (a) (2).)

Each of these exempt purposes is, in a sense, a distinct concept which is deline-
ated by criteria that differ from those pertaining to the other purposes enumerated
in section 501 {¢) (3). However, there is also an overlap between these enumerated
purposes, as indicated by the fact that the regulations provide that the term “charit-
able” includes the advancement of religion, education, or science. A common thread
which runs through much of section 501 {c) (3} is derived from the concept of
charity as developed by judicial decisions over several centuries and, more recently,
by IRS interpretations of these decisions in the context of the federal tax laws.
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This part of the report will examine the legal criteria that determine whether an
organization is “charitable” for purposes of section 501 (c) (3). We first consider
the difficulty encountered by judges, text writers, and the IRS in formulating a
satisfactory legal definition of the term “charitable.” We then discuss the nature of
charity as an evolving concept which is shaped by the needs and values of con-
temporary society. And, lastly, we undertake to identify the principles that appear
to guide the evolution of charity under section 501 {c) (3). In this discussion atten-
tion will be focused upon the revenue rulings published by the IRS under section
501 {¢) (3) since the meaning of “charity” for this purpose is greatly influenced by
these rulings. Court decisions and statutes which shed light upon the evolving legal
concept of charity will of course also be discussed.

Attempts to Define “Charity”

There is no statutory definition of the term ‘‘charitable’ for purposes of section
501 {c) (3). However, the regulations state that

The term "charitable” is used in section 501 (¢} (3) in its generally accepted
legal sense and is, therefore, not to be construed as limited by the separate
enumeration in section 501 (¢} (3) of other tax-exempt purposes which may
fall \gioﬂ}?in the broad outlines of “charity’” as developed by judicial deci-
sions,

As noted in the historical section of this report, certain types of purposes have
for centuries been regarded as “charitable.” These traditionally charitable purposes
are reflected in the following definition of “charity” which was formulated by jus-
tice Gray in 1867:

A charity, in the legal sense, may be more fully defined as a gift, to be ap-
plied consistently with existing laws, for the benefit of an indefinite number
of persons, either by bringing their minds and hearts under the influence of
education or religion, by relieving their bodies from disease, suffering or con-
straint, by assisting them to establish themselves in life, or by erecting or
maintaining public buildings or works or otherwise lessening the burdens of
government.2 0%

This statement is a comprehensive summary of the scope of charity at the time it
was written. However, as a definition of charity it is not complete because it fails to
recognize that additional charitable purposes will emerge as conditions in society
change. In 1891 Lord Macnaghten appeared to acknowledge this open-ended aspect
of charity by defining it as follows in his famous opinion in the Pemsef case:

“Charity” in its legal sense comprises four principal divisions: trusts for the
relief of poverty; trusts for the advancement of education; trusts for the ad-
vancement of religion; and trusts for other purposes beneficial to the com-
munity, not falting under any of the preceding heads.... The trusts [ast
referred to are not the less charitable in the eye of the law, because incident-
ally they benefit the rich as well as the poor, as indeed, every charity that
deserves the name must do either directly or indirectly.29?

Under Lord Macnaghten's definition, newly perceived purposes that are “beneficial
to the community"” can presumably qualify as charitable even though they are not
included within any of the traditional categories,

The Treasury Department regulations which define ““charitable” for purposes of
section 501 (c) (3) follow an approach going beyond Justice Gray's and close to
that of Lord Macnaghten. In addition to stating that the term ‘‘charitable’ is used
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in section 501 {c) {3) in its “generaily accepted legal sense,” the regulations go on
to provide that the term “charitable” includes

Relief of the poor and distressed or of the underprivileged; advancement of
religion; advancement of education or science; erection or maintenance of
public buildings, monuments, or works; lessening of the burdens of Govern-
ment; and promotion of social welfare by organizations designed to accom-
plish any of the above purposes, or {i} to lessen neighborhood tensions; (ii} to
eliminate prejudice and discrimination; (iii) to defend human and civil rights
secured by law; or (iv) to combat community deterioration and juvenile de-
linquency.2t?

It will be noted that the regulations include all of the traditional categories of
charity referred to by Justice Gray and Lord Macnaghten, and in addition they in-
clude several specifically enumerated purposes more recently recognized. The
specific mention of these latter purposes in the regulations is of course evidence of
the fact that the dimensions of charity change from time to time. However, the
regulations do not articulate any standards or principles to determine how this evo-
lutionary process is to go forward in other situations, Lord Macnaghten’s standard
of “benefit to the community” is not expressly stated, although it is presumably
intended to be incorporated by reference as a part of the general law of charity.
Accordingly, in their present form the regulations do not provide 2 complete defini-
tion of charity, and reference must be made to the general law of charity to deter-
mine its meaning.

All authorities agree that to define charity — that is, “to determine or fix the
boundaries or extent” thereof — is an elusive task. For example, Scott states that
¥, ., it is impossible to frame a perfect definition of charitable purposes. There is
no fixed standard to determine what purposes are charitable. .. ."21! According to
Bogert a charitable purpose is one “for the public benefit,” but he states that ‘It is
impractical to attempt to frame a definition which includes a description of all the
types of activity which the courts regard as of advantage to the community.”*!2

Most discussions of the concept of charity proceed by formulating lists of activi-
ties and organizations that have been accorded charitable status. Typically, such
lists, although broken down into categories, are voluminous, reflecting the ftre-
mendous number and diversity of charitable organizations. The principal guides
promulgated by the IRS, such as published revenue rulings and the Exempt Organi-
zations Handbook, follow this pattern and catalog the various kinds of activities
that have been held charitable for purposes of section 501 {(c} {3). They do not,
however, identify the factors common to each activity which have led all of the
activities to be classified as charitable.

The Evolving Nature of “Charity”

One reason that there have been few attempts to provide a comprehensive defini-
tion is that charitable activity constantly changes, and formulating a definition is
extremely difficult when the object to be defined is in flux. The evolving nature of
charity is recognized by all authorities. Bogert states:

... it would be inadvisable to attempt to bind the courts by a rigid formula,
They should have latitude to include new purposes as society develops and
public opinton changes and to exclude objectives which have become obsolete
or unsuited to prevailing conditions. . ..

What is charitable in one generation may be noncharitable in a later age, and
vice versa. ldeas regarding social benefit and public good change from century
to century and vary in different communities.®!3 :
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Similar statements may be found in decisions of state and federal courts
discussing the meaning of charity in its general legal sense. The following are typical
examples:

The enforcement of charitable uses cannot be limited to any narrow and
stated formula. It must expand with the advancement of civilization and the
daily increasing needs of man.?!?

... the differing condition, character and wants of communities and nations,
change and enlarge the scope of charity;, and, where new necessities are
created, new charitable uses must be established.2t?

The definition of the term ‘“‘charitable” has never been static and has been
broadened in recent years.

... an inflexible construction fails to recognize the changing economic, social
and technological precepts and values of contemporary society.?’®

In addition to being constantly in flux, the question of what is charitable arises
in a2 number of different contexts. Until the present century, the legal definition of
charity was shaped largely by judicial decisions in thousands of cases between pri-
vate litigants, These cases frequently involved the validity of a charitable bequest
under attack by an heir of the testator. After property taxes became an important
source of revenue for state and local governments, the question frequently arose as
to whether property owned by an organization qualified for exemption from tax
because it was used for charitable purposes, And with the enactment of the modern
federal tax system, which bestows special benefits upon charitable organizations,
another major area of controversy as to the meaning of charitable came into being.

Although the identical legal issue may be involved in many of these controversies
{namely, what is the meaning of the term “charitable”), the particular context in
which the question arises can have an important bearing upon the outcome. In this
regard Scott comments as follows: “It is to be constantly borne in mind that a
decision that a trust or organization is not exempt from inheritance or estate taxes
or income taxes or property taxes is not necessarily a decision that it is not charit-
able.”?'7 Conversely, a decision that an organization is charitable within the mean-
ing of section 501 ?::) (3) does not insure that a similar conclusion will be reached
for state law purposes.Z!® The conflicting decisions which result from this process
of adjudication make it difficult to determine in some cases whether a particular
organization is or is not charitable in the generally accepted legal sense. According-
ly, while section 501 (c) (3) is to be interpreted "by reference to common-law
background,”?'? that background is not sufficiently clear in all cases to provide the
ultimate criterion of charity for purposes of section 501 {c) {3). As a result, a fed-
eral common law of charity appears to be emerging. In practice, this body of prece-
dent is being shaped primarily by the administrative attitudes of the IRS, but these
attitudes are subject to “correction” if they fail to give adequate recognition to the
geeds and values of contemporary society as perceived by the federal courts and by

ongress,

As noted earlier, under the general law of charity the common element shared by
all charitable organizations is that they are deemed to be beneficial to the commun-
ity.22? Since there are various types and degrees of benefit to the community, the
guestion arises as to the extent and nature of benefit that an organization should be
required to bestow upon the community in order to be recognized as charitable.
The Restatement of Trusts, which reflects the general law of charity, states that no
definite rule can be laid down as to this question. The Restatement advances the
general proposition that “[a] purpose is charitable if its accomplishment is of such
social interest to the communit¥ as to justify permitting the property to be devoted
to the purpose in perpetuity.”2?!



1936

It is to be noted that this standard is framed exclusively with reference to the
legal consequences which ensue under trust law when a purpose is recognized as
charitable. That is, if the purpose is so recognized, the law permits the property to
be dedicated to its accomplishment in perpetuity. However, under the Internal
Revenue Code, there are further consequences which ensue when a purpose is recog-
nized as charitable. These consequences are, among others, that an organization that
has a charitable purpose is exempt from income tax, and persons who contribute to
the organization may deduct their contributions in computing their taxable income.
If the standard of community benefit set forth in the Restatement were rephrased
in these terms, it would read as follows: “A purpose is charitable if its accomplish-
ment is of such social interest to the community as to justify (i) granting tax
exemption to an organization having such purpose, and {ii) permitting donors to
claim a tax deduction for their contributions to the organization.” It seems likely
that the revised version suggested above is closer to what is in the minds of IRS
officials as they act upon exemption applications in border line situations under sec-
tion 501 (c) (3).2%2

The impoertance of the IRS in the development of the concept of charity under
section 507 (¢} {3} was noted by Marion Fremont-Smith in her excellent book pub-
lished in 1965, She pointed out that “[t] he actual administration of the federal tax
laws ... requires a determination of validity for each new charity at the time of its
creation.”?23 {nder our present system of tax administration, this determination is
made in the first instance by the IRS in response to exemption applications filed b
organizations seeking recognition of their exempt status under section 507 (c%
(5?.“4 Since the average organization “is not interested in the extended, expensive
litigation which a resort to the federal courts entails,” it is usually necessary to
comply with the standards and tests laid down by the IRS in order to obtain
exemption.?2?

The heavy responsibility that this system places upon the RS appears to be
recognized by that agency. In ftestifying before Congress in 1970, during hearings
involving public-interest law firms, Commissioner of Internal Revenue Randolph W.
Thrower stated:

The Internal Revenue Service in its decisions has followed the established law.
But a special praoblem of the Service is that the recognized needs of society
and the programs designed to meet those needs have been guite varied, often
experimental, and more recently have moved much faster than the develop-
ment of the decisional law. This is not intended in any sense to say that any
given movement is not highly beneficial but only that it involves new areas
raising new questions and that there rests somewhere the responsibility of de-
termining to what extent these efforts meet the test of being charitable. . .,

By reason of the peculiar interplay between our tax laws and the development
of new charitable programs, particularly where major foundation funding is
essential to the program, the Internal Revenue Service frequently finds itself
at the leading edge of the movement of charity into new and unexplored
fields. And, as 1 have said, because our decisions are often accepted as conclu-
sive, the responsibility is a heavy one.?2%

Also, in hearings before the House Committee on Ways and Means in 1972,
Assistant Secretary of the Treasury for Tax Policy Edwin S. Cohen stated: “We
have tried to avoid interpreting the word ‘charitable’ in a fixed, immutable fashion.
As the courts have done in many nontax settings, we have tried to give it a meaning
that changes and expands as the needs of society change and expand,”?27

In her 1965 book, Marion Fremont-Smith commented that IRS officials are
orignted “toward producing revenue for the federal government” and “have not
been grounded in the concepts which underlie the law of charity.”?2® The above-
guoted testimony of Commissioner Thrower and Assistant Secretary Cohen would
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seem to indicate that during the interval since the Fremont-5mith book was written,
the IRS has endeavored to give greater recognition to these charitable concepts.
Even so, the IRS still acts with great caution in approving the “movement of
charity into new and unexplored fields.”

Once exemption has been granted to an organization, its name is added to the
“Cumulative List of Organizations Described in Section 170 (c) {IRS Publication
78)." This publication lists thousands of organizations which have filed exemption
applications with the IRS and have been held to be exempt under section 501 (c)
{3). Occasionally deletions are made from this list, as organizations have had their
exemptions revoked for one reason or another.

Only a small fraction of these actions have found their way into the Internal
Revenue Bulletin as published revenue rulings, which are the main source of in-
formation concerning IRS decisions under section 501 (¢} (3). However, by
analyzing the rulings which have been published under section 501 (¢} {3) over a
number of years, and the court decisions which have resulted from IRS actions, it is
possible to identify certain principles which appear to guide the evolution of charity
under section 501 {c} (3).

These principles may be depicted in the form of questions stated in nonlegal
language as follows:

1. Does the organization meet a recognized need of the community (or an
appropriate segment thereof) that would not otherwise be met through the
functioning of the commercial market?

2. Are the means used by the organization to achieve its charitable purposes
reasonably related to the needs that the organization is seeking to meet?

3. Does the organization manifest the characteristic of unselfish giving which
has traditionally been associated with charity?

4. Is the organization consistent with law and public policy?

it would appear that if an organization can answer “yes” to each of these four
questions, a rationale can probably be found to hold that the organization is charit-
able. On the other hand, if the answer to any of these questions is in the negative,
the organization will probably not be held to be charitable.

The operation of these principles will be discussed in the succeeding portion of
this Chapter. It should be emphasized that while these principles have been synthe-
sized from court decisions and published rulings of the IRS, they have not been
expressly articulated by the courts or the IRS in precisely this form as rules for
determining whether an organization is charitable. They do, however, appear to be
useful as a means of delineating the broad characteristics that distinguish charitable
organizations from those that are not charitable under section 501 (c) {3).

A further cc nment should be made before discussing these principles in greater
detail. That is, »a determining whether an organization is “educational,” *religious,”
or ‘scientific,” the IRS applies tests which differ in certain respects from the
principles outlined above. Accordingly, these principles are useful primarily for the
purpose of determining whether an organization that cannot easily be fitted into
one or more of the other categories of exempt purposes enumerated in section 501
{c) (3) can still quatify as “charitable.”
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Principles That Guide the Evolution of
“Charity” Under Section 501(c){3}

Does the Organization Meet a Recognized Need of the Community (Or an
Appropriate Segment Thereof) That Would Not Otherwise Be Met Through the
Functioning of the Commercial Market?

As previously discussed, one sine gua non of a charitable organization is that it
confer a benefit upon the community, Certain purposes are regarded as being
sufficiently beneficial to the community to be charitable per se. These purposes in
clude the relief of poverty, the advancement of education and religion, the promo-
tion of health, and governmental or municipal purposes. There are in addition many
other purposes which are of such benefit to the community as to be charitable,
However, there is no prescribed formula for determining what these purposes are.
Scott says, for example, that this “. .. depends a good deal on time and place; it
depends upon the views of social policy prevailing at the time of the creation of the
trust. .. ."

As a means of gaining 2 better understanding of the nature of the benefit to the
community which is a requisite of charitable status, it may be helpful to approach
the question from the standpoint of the needs of the community. As noted earlier,
the Treasury Department has stated that it has attempted to give charity “a mean-
ing that changes and expands as the needs of society change and expand.’*23°

In Webster’s Third International Dictionary the word “need’” is defined as “a
want of something requisite, desirable or useful.” It is in this sense that the word
“need” is used in the present discussion. Historically, most of the needs of society
have been met by the combined efforts of people and institutions operating in three
major sectors — the governmental sector, the private economic sector, and the
philanthropic sector.?®! A possible fourth sector comprising various nonprofit
private organizations {such as labor unions, trade associations, mutual associations)
is also important and can be viewed as a part of the private economic sector.

Certain types of activity have traditionally been thought of as falling clearly
within the province of one of these sectors. For example, the needs of society for
consumer goods (automobiles, refrigerators, toothpaste) and consumer services
(laundries, filling stations, restaurants] have traditionally been met almost exclusive-
ly by the private economic sector. Certain other needs [police and fire protection,
penal institutions, public schools, and others) are deemed by custom and tradition
to fall within the governmental sector. Generally speaking, it has been the responsi-
bility of philanthropy to deal with other often equally vital needs of society which
are not being met adequately by private economic enterprise or government.

The close affinity between the governmental and philanthropic sectors has fre-
quently been paointed out. In its 1952 report, the Nathan Committee stated that
historically **. ., state action and voluntary action were not the antithesis of each
other; rather they sprang from the same roots, were designed to meet the same
needs and had the same motivating forces behind them — indeed, historically, state
action is voluntary action crystallized and made universal.”"?>? As noted earlier, at
the time of the Elizabethan Poor Laws and the 16071 Statute of Charitable Uses, a
partnership was established between government and philanthropy for the meeting
of social needs. This partnership has centinued to exist in both England and
America, although it has undergone many changes over the intervening centuries,

A very important aspect of this partnership is that it has traditionally been the
philanthropic sector that has led the way in opening up new areas of responsibility
for both government and charity. In case after case, the critical needs of society
have first been recognized by the philanthropic sector, which then sought to deal
with these problems through the formation of charitable institutions. Ultimately, in
many situations the needs were of such magnitude and complexity that they ex-
ceeded the resources that could be marshalled by the philanthropic sector. Then it
became necessary for the state to step in and assume the major responsibility.
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In some cases, of course, government is unable to play a role. Religion is beyond
the scope of governmental action in the United States. Also, it seems doubtful that
government can adequately perform the essential task of standing aside from its own
actions and critizing themin the interests of the individual citizen. Accordingly, while
there is an inevitable overlap between the responsibilities of government and philan-
thropy, there are also areas in which the role played by one or the other will be mini-
mal or nonexistent,

Since “lessening of the burdens of Government” is specifically enumerated as a
charitable purpose in the regulations, the IRS tends to view as charitable those orga-
nizations that assist government to perform its public functions,?3?® so long as such
organizations are not vested with governmental powers of a type not normally pos-
sessed by charitable organizations.234 Thus, the overlap between the governmental
sector and the charitable sector does not generally present a problem with respect to
the interpretation of section 501(c) (3}.

In contrast to the historic kinship between the governmental and philanthropic
sectors, th relationship between the philanthropic sector and the private economic
sector has tended more to be one of mutual exclusion. Nevertheless, there are many
areas in which the activities of these two sectors overiap, and important tax advantages
depend upon whether a particular situation is placed in one category or the other.
Therefore, it is necessary to have rules or principles by which to determine where the
dividing line between these two sectors should be drawn. In dealing with cases which
raise this issue, one important principle seems to be that an organization will qualify
as charitable if its primary purpose is to meet a need that is not adequately being
met by the private economic sector. This principle has been expressed by Dean Albert
M. Sacks as follows:

..philanthropy has evolved as an adjunct of, as a suppiement to, our economic
system of private enterprise,... it has been thought more naturally suited to those
areas where the commercial market does not operate satisfactorily to supply
social needs....

Our present day attitude appears to make no sharp break with past tradition, but
one may discern a quickening tempo in the role of philanthropy, a greater will-
ingness to assume nhew tasks accompanied by less reluctance on the part of offj.
cizl organs to conclude that commercial enterprise cannot discharge the entire
burden 233

There are two aspects to the position that charity is “more naturally suited to those
areas where the commercial market does not operate satisfactorily to supply social
needs.” The first is that where goods or services are sufficiently available (or could
reasonably be expected to be made available) through the private economic sector, it
is normally not charitable to engage in the business of selling such goods or services.
This principle is reflected, for example, in the provisions of the Internal Revenue Code
in regard to feeder organizations (section 502) and the tax on unrelated business in-
come of 501(c) (3) organizations (sections 511-514).2?% In fact, it was the failure of
the judiciary to apply this principle in several early decisions that was responsible for
the enactment of these provisions in 1950.237

The second aspect of this position is that if there is a social need (for goods, serv-
ices, or other advantages) that is not being met by the private economic sector, it may
be appropriate for charity to meet this need. This is illustrated by several rulings in
which the existence of such a need was apparently an important factor in IRS holdings
that organizations that carry on innovative programs are exempt under one or more
of the traditional categories of charity. Some of these published rulings are as follows:

Promotion of health. Exemption under section 501 (c} (3) was granted to an orga-
nization formed for the purpose of providing a medical building and facilities at less
than normal rates to a doctor, in order to attract a dogtor to an isolated community.
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The ruling stressed that the community was “totally lacking in local medical serv-
ice,” and that doctors had declined to set up practice there due to the lack of
office space 'for carrying on a modern medical practice.” The ruling also stated
that “The organization is committed to review the arrangement periodically in the
light of community needs and to determine, on the basis of all surrounding circum-
stances, whether the arrangement should be continued or modified in the light of
the community needs involved. At any point at which the organization determines
that adequate medical services are available to the community without the con-
tinuation of the arrangement, either through the location of additional doctors in
the area o otherwise, it is committed to the termination of the arrange-
ment. . .."

Providing legal services fo the poor: Exemption was granted under section 50!(c)
(3) to an organization that subsidizes young lawyers for three years while they
establish a practice in a depressed community so as to be able to provide free legal
services to low-income clients while charging fees to others. The ruling stated that
the program would be carried on in a depressed community in which there is a
"“shortage of available legal services.”3?

Combating community deterforation: Exemption was granted under section
501{c} (3) to an organization formed to promote the renewal of a low- income
urban area which had a need for housing due to the fact that the existing housing
in the area was "generally old and badly deteriorated.” As part of the project, the
organization purchased an apartment house which it planned to rehabilitate and rent
to low- and moderate-income families in the area.?4?

Also under the category of combating community deterioration, exemption was
granted under section 50l(c) (3} to an organization formed to stimulate economic
development in high-density urban areas by providing funds and working capital to
businesses that were unable “to obtain funds from conventional commercial sources
because of the poor financial risks involved in establishing and operating enterprises
in these communities. ..."” The ruling stated that in selecting recipients for aid, the
organization consults with other nonprofit and governmental organizations ‘‘to
identify particular undertakings that will fill a community need and offer the great-
est potential community benefit."” The ruling also specified that where the assistance
takes the form of purchasing an equity interest, “the organization disposes of such
interest as soon as the success of the business is reasonably assured,”’241

Facilitating public transportation: A charitable organization, exempt under sec-
tion 501(c) (3), was permitted to make grant to a city transit authority to enable it
to subsidize a privately owned bus company (which was unwilling to continue
operating at a deficit) until the city could obtain the necessary funds to take over
the bus company. The ruling stated that “a study by the city transit authority
established that, at the level of service required by the city to meet the transporta-
tion needs of its population, public bus transportation will not maintain itself
economically,””242

New perceptions of social needs are also relied upon by the IRS in modifying the
operating criteria that charitable organizations are required to meet under section
501(c) (3). For example, the IRS originally took the position that a nonprofit home
for the aged did not qualify under section 501(c) (3) unless the organization
furnished care and housing free or below cost.243 Later the IRS relaxed this re-
quirement in 2 ruling stating that "... it is now generally recognized that the aged,
apart from considerations of financial distress alone, . . . have special nesds because
of their advanced years. ... Satisfaction of these special needs [i.e., the needs for
housing, health care and financial security] may in the proper context constitute
charitable purposes or functions even though direct financial assistance in the sense
of relief of poverty may not be involved,”?44
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The rulings described above indicate a recognition by the IRS that the bound-
aries of charity may expand (or on occasion contract) in response to the changing
needs of society. The IRS finds it easier to accommodate itself to this evolutionary
process when the result can be rationalized by reference to one of the traditional
charitable purposes (relief of the poor, promotion of health, combating community
deterioration, and so forth). However, even when this cannot be done the IRS
appears to be cautiously willing to permit an extension of the boundaries of charity
if it is satisfied that such an extension is necessary in order to meet a need of the
community that is not being met by the private economic sector.

This is illustrated by the 1970 IRS guidelines on public interest law firms,2?3 as
amplified by Commissioner Randolph W. Thrower’s accompanying testimony before
a Senate subcommittee. Commissioner Thrower's explanation of the underlying
rationale of this action is enlightening, He pointed out that the new public interest
law firms “litigate across a whole spectrum of concerns,” including subjects such as
right to work laws, decreases in railroad passenger service, protection of the environ-
ment, and protection of consumer interests. He said that “. .. recognizing the en-
vironment as a good cause in light of the declaration of Congressicnal policy would
have been easy, but the principle would have been a thorny one to hold when the
litigation involved a controversial or unpopular cause where there had been no ex-
pression of Congressional or Administration policy.”?%%

Accordingly, the Service declined to base its recognition of the charitable status
of public interest law firms upon “'the merit of the designated social goals” which
such firms may seek to achieve through litigation. Instead, Mr. Thrower stated that
exemption was being granted ‘... because in this way legal representation will be
made available where it has been determined in a responsible manner that there is a
public, rather than a private interest, to be served through litigation. [t is the avail-
ability of this type of representation_that is being deemed charitable, rather than
the particular cause being served, . .. ""**7

Similarly, Revenue Ruling 75-7 points out that public interest law firms
“provide legal representation on issues of significant public interest where such
representation is not ordinarily provided by traditional private law firms."” The
ruling states that the charitable status of such firms

;I_zqs

.. rests not upon the particular positions advocated by the firm, but upon
the provision of a facility for the resolution of issues of broad public im-
. _portance. . ..

Charitability is also dependent upon the fact that the service provided by
public interest law firms is distinguishable from what is commercially avail-
able. ...

It is generally recognized that public interest representation is not ordinarily
provided on a continuing basis by private law firms. [This] is primarily due to
the fact that this type of representation is not economically feasible for pri-
vate firms. ...

This lack of economic feasibility in public interest cases is an essential charac-
teristic distinguishing the work of public interest law firms from that of
private firms and is a requisite of charitable recognition. ...

This seems to be a recognition by the IRS that there is a community need for
this type of legal representation which is not being adequately met bz the private
economic sector. Hence, it is appropriate for charity to meet this need,24?

While the IRS has taken this important evolutionary step, it has done so with
considerable caution. This is indicated by the Service’s insistence in subsequent rul-
ings that a public interest law firm (1} can accept no fees from clients,23% (2) can
accept court-awarded fees only to the extent of 50 percent of the costs of the
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firm’'s legal functions {over a five-year period), and (3) “[a]s legal precendent is
developed indicating the strong possibility of the recovery of fees, certain issues
may become economically feasible for grivate litigants and thus inappropriate for
public interest law firm participation.”?*! Thus, in borderline cases the Service
seems to adhere to the view that it is appropriate for charity to meet a particular
need of the community only so long as it is not “economically feasible"” for the
private economic sector to do so. Once such economic feasibility becomes a “strong
possibilitzy," charity may be required to withdraw from the activity, according to
the IRS.252

Since social needs appear to be a crucial factor in the evolution of charity, a
question arises as to the process through which such needs become recognized as
appropriate cbjects of charitable activity. Although this question is theoretically
present in every exemption application under section 501(c) (3), it seems likely that
the IRS is not required to consider it as an independent matter in a majority of
cases. This is because in ruling upon such exemption applications the IRS looks first
to judicial decisions and rulings under section 501 (cY (3) and then to the general
law of charity as developed by judicial decisions in other areas of the law, such as
the law relating to charitable trusts. it would seem that most cases can be resolved
by applying precedents derived from these sources.

Where this is not possible, guidance can sometimes be found in statutes enacted
on the basis of legislative findings that needs exist for new programs to deal with
social, economic, environmental, or other problems.?*3 As legislative expressions of
public policy, such statutes may provide an “official” rationale for the extension of
charity into new areas, sometimes employing means that differ markedly from pre-
vious practices, The same is true of court decisions, such as Brown v. Board of
Education, 5% that effect significant changes in law and social values.

However, it is inevitable that the IRS will on occasion be required to rule on the
tax-exempt status of some organizations before there has been any judicial or legis-
lative expression as to whether their programs are of sufficient public interest to
warrant being classified as charitable. A similar problem can arise when organiza-
tions that have previously been recognized as charitable seek to modify their
method of cperation in response to the changing needs of society. Although the
general law of charity does not provide a specific answer in these cases, it does
supply a standard which may be applied in resolving them. This standard is ex-
pressed in the Restatement of Trusts as follows: “The question in each case is
whether at the time when the question arises. . . the purpose is one the accomplish-
ment of 2which might reasonably be held to be for the social interest of the com-
munity.”

According to the Restatement, where this standard is met, *. .. the mere fact
that a majority of the people and the members of the court believe that the particu-
lar purpose of the settlor is unwise or not adapted to the accomplishment of the
general purposes, does not prevent the trust from being charitable. . . . The courts
do not take sides or attempt to decide which of two conflicting views of promoting
the social interest of the community is better adapted to the purpose, even though
the views are opposed to each other.”?%¢

There are indications that the IRS endeavors as a matter of policy to apply these
principles in the administration of section 501{¢c) (3). In his testimony during the
Senate subcommittee hearings on public interest law firms, Commissioner Thrower
stated that the IRS does not regard its administrative role under section 501{c) (3)
as being the “arbiter of the public good.” He said he does not believe ‘‘that Con-
gress wishes Internal Revenue to make such wholly subjective, ad hoc decision.”
One inference to be drawn from this statement is that the IRS does not apply its
own subjective views as to community needs, or the means by which they may best
be met, when it acts upon exemption applications under section 501{c) (3). At the
sarne time, however, a strong social rationale must be provided in order to persuade
the IRS to recognize a new type of charitable purpose, or to modify the criteria
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applicable to an existing 501(c} (3} organization so as 10 enable it 1o operate in a
manner not previously regarded as charitable by the IRS.

Such a situation was considered by the Court of Appeals for the District of
Columbia in Eastern Kentucky Welfare Rights Organization v. Simon.2*7 In that
case the court upheld the IRS in liberalizing the requirements that must be satisfied
by a hospital in order to be recognized as charitable. Under the earlier test the IRS
conditioned a hospital’s charitable status upon the level of free or below-cost care
that it provided for indigents.2%% Under the alternative liberalized test, the IRS held
that a hospital could qualify as charitable by “operating an emergency room open
to all persons, and by providing hospital care for all those persons in the commun-
jty abl’gsléo pay the cost thereof either directly or through third party reimburse-
ment.’

The court upheld this liberalized test and rejected the contention of the plaintiffs
that a charitable hospita! should be required to provide free or below-cost hospital
care to those unable to pay. The court stated:

In the field of health care, the changes have been dramatic. Hospitals in the
early part of this nation's history were almshouses supported by philanthropy
and serving zlmost exclusively the sick poor. Today, hospitals are the primary
community health facility for both rich and poor. Philanthropy accounts for
only a minute percentage of the hospital’s total operating costs. Those costs
have soared in recent years as constant modernization of equipment and facili-
ties is necessitated by the advances in medical science and technology. The
institution of Medicare and Medicaid in the last decade combined with the
rapid growth of medical and hospital insuranice has greatly reduced the num-
ber of poor people requiring free or below cost hospital services. Much of that
decrease has been realized since the promulgation of Revenue Ruling 56-185,
Morecver, increasingly counties and other political subdivisions are providing
non-emergency hospitalization and medical care for those unable to pay. Thus,
it appears that the rationale upon which the limited definition of ‘charitable’
was predicated has largely disappeared. To continue to base the 'charitable’
status of a hospital strictly on the relief it provides for the poor fails to ac-
count for these major changes in the area of heaith care, 26¢

The U. S. Supreme Court has granted certiorari in the Eastern Kentucky Welfare
Rights Organization case, and it remains to be seen whether the liberalized test for
exemption adopted by the Court of Appeals in that case will be upheld. However,
the opinion of the Court of Appeals illustrates the type of social, economic, or
technological information that may serve as a basis for an enlargement of the con-
cept of charity in response to the changing needs of society. In cases of this nature
the task of developing such information rests primarily with the organization whose
program or activity is in question. The performance of this function is a natural
part of the philanthropic process, Numerous foundations and other charitable
organizations devete much of their time and energy to studying the problems of
society and issuing reports which recommend programs to meet these problems. It
seems likely that such philanthropic studies and reports have often provided the
basi? ;"oé )important evolutionary changes in the concept of charity under section
501{c .

In close cases the IRS may conduct its own independent research, and it has on
occasion invited comments from interested members of the public and governmental
agencies with respect to the issues involved. This procedure was followed by the
IRS in the case of public interest law firms, where it assisted in formulating a work-
able solution to what appeared to be a difficult problem.
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Are the Means Used by the Organization to Achieve Its Charitable Purposes
Reasonably Related to the Needs That the Organization Is Seeking to Meet?

The general law of charitable trusts is to the effect that if the purposes of a trust
are charitable “they are no less charitable because of the means authorized to effec-
tuate them, when .. . those means are legal and not against public policy. .. ."?%1
Absent any question as to the legality of the means authorized,2¢? the distinction
between charitable “ends” and “means” frequently passes unnoticed in court de-
cisions and rulings. This is perhaps due to the fact that in most cases the crucial
question is whether the purposes of the organization are charitable, and the ques-
tion of means is not focused upon as a separate issue.

However, if the means employed are unusual or controversial—departing from
customary patterns of charitable activity—a question may be raised as to whether
this prevents the organization from being classified as charitable for purposes of sec-
tion 507(c) (3). The correct answer would seern to be that any means that are law-
ful and consistent with public policy are permissible provided they are reasonably
related to 2 need of the community {or 2 segment thereof) which is a proper object
of charitable concern.?®?

For example, it seems likely that an organization would not be regarded as
charitable if it were formed for the purpose of providing free alcoholic beverages to
needy residents of a deteriorated community. Such a means of benefiting the resi-
dents of the community would not be reasonably related to their needs. On the
other hand, it could be charitable to provide free methadone in a lawful manner to
drug addicts for the purpose of assisting them to overcome their addiction,

The relevance of the relationship between means and ends is recognized in a
number of rulings in which the IRS approved the use of unconventioral means to
accomplish traditionally charitable purposes, such as advancement of education or
religion, or the relief of poverty. For example, it is normaily not charitable to
manufacture and sell to the public goods that are like those already available on the
commercial market. However, if such an operation is carried on for the primary
purpose of providing vocational training and guidance to unskilled trainees (an edu-
cational purpose), the organization will be recognized as exempt under section
501{c) {3).2°*

Similarly, it is normally not charitable to carry on genealogical research with
respect to the members of a particular family, But if such an activity s carried on
by an organization for the purpose of furnishing to a church “genealogical informa-
tion that the church needs in order to conduct certain religious ordinances in ac-
cordance with basic religious doctrine of the church,” the organization will be
recognized as “accomplishing a charitable purpose by engaging in an activity that
advances religion.”’?6%

The making of loans to homeowners at prevailing bank rates is normally a com-
mercial activity which is not exempt under section 501(c) (3). However, where this
activity is carried on by an organization as a means of enabling white families to
purchase homes in integrated neighborhoods, thereby helping to combat potential
community deterioration {a charitable purpose expressly recognized in the regula-
tions}, the organization is deemed to be charitable,?9¢

The problem becomes more difficult when nonconventional activities are engaged
in for the purpose of benefiting the public in ways that have not yet been officially
determined to be charitable. This was the case with respect to the proxy solicitation
activities involved in Center on Corporate Responsibifity, inc. v. Shuftz.?°7 In that
situation the organization wished to engage in proxy solicitation activities to achieve
charitable objectives such as promoting racial equality in employment and protect-
ing the environment. The YIRS took the position that proxy solicitation activities are
inherently noncharitable unless they fit into the “educational activity mold.” This
conclusion was rejected by the district court, which stated: *“The means employed
by the charitable organization to achieve its purposes do not make the end results
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uncharitable. So it is in this case. Proxy contests are the instruments, both legal and
not against public policy, which can be used to achieve the Plaintiff’s purposes.’?$®

Does the Organization Manifest the Characteristic of Unselfish Giving
Which Has Traditionally Been Associated with Charity?

At the beginning of his discussion of the law of charitable trusts Scott states:
“For some reason best known perhaps to the psychologists most legal writers and
many courts when they deal with charitable trusts, and particularly when they ai-
tempt to define them, are likely to become somewhat lyrical. Even lawyers, other-
wise hardheaded, are likely to become poetic.'¢°

An example of this tendency is provided by the following passage from an article
written a number of years ago by Herman T. Reiling, for many vears an assistant
chief counsel of the Internal Revenue Service:

Now when we turn to the law of charity, we find that the primary attribute
of charity may be briefly described in two words: total unselfishness. By this,
I mean unselfishness in the highest sense of the word.

This quality furnishes the main theme for a classic statement by the Supreme
Court that has been cited by other courts. As defined by the Court, charity
is: “Whatever is given for the love of God, or the love of your neighbor, in
the catholic and universal sense—given from these motives and to these ends,
frﬁe _‘,f[%m stain or taint of every consideration that is personal, private or self-
ish."”

Although Scott observes that ‘“‘no definition could be worse than this,” the
gquality of unselfishness described by Reiling does reflect something about the
nature of charity which distinguishes it from activities that are not charitable. The
human impulse to help one’s fellow man through unselfish giving has historically
been the motive force responsible for the creation of charitable institutions, and has
left its imprint upon the legal criteria pertaining to such institutions. Accordingly,
any attempt to define a charitable organization without taking this factor into ac-
count would seem to be incomplete.

The regulations and rulings under section 501 (¢} (3) deal with this aspect of the
nature of charity in two ways: First, by laying down broad rules intended to insure
that charitable organizations will not be operated for selfish purposes; and second,
by requiring that charitable organizations manifest to some unspecified degree the
donative element which has traditionally been associated with such organizations. It
is possible that the second requirement may in time become outmoded in some
situations as the legal concept of charity continues to evolve in response to changing
conditions in society. There is no indication that this may happen with respect to
the first requirement.

The Requirement that a Charitable Organization not be Operated for Selfish Pur-
poses. The statute provides that no part of the net earnings of a 501 (¢) (3) organi-
zatipn may inure “to the benefit of any private shareholder or individual.” Such an
inurement could eccur in numerous ways — as, for example, by the payment of
excessive compensation for services rendered to an organization by an officer or
trustee. This rule precludes many of the ways in which an organization could be
operated for selfish purposes, but standing alone it is not a sufficient test for
exemption under section 501 (c) (3). A broader standard of unselfishness must be
met by 501 {¢) (3) organizations. This is supplied by the provision in the regula-
tions which states that an organization cannot qualify for exemption under section
501 (c) (3) ““unless it serves a public rather than a private interest.”? 7!

In applying the rule that a charitable organization must serve a public and not a
private interest, a de minimis exception is made for benefits that are incidental or
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tenuous. Thus, it is permissible for a 501 {c) {3) organization to name a building
after a substantial donor even though the donor may derive an incidental benefit
therefrom in the form of increased prestige.?”? Other incidental private benefits
that have been held not to affect qualification under section 501 @) (3) are illus-
trated by the following rulings:

A children's day care center which is funded primarily by federal grants and
selects children on the basis of need qualifies under section 501 (c) (3) even
though it is operated in conjunction with an industrial company whose em-
ployees include parents of enrolled children. *“[A]ny private benefits derived
by the company or the parents of enrolied children is incidental to the public
benefits resulting from the organization’s operations,”?”

An organization formed to preserve and improve a lake used extensively as a
public recreational facility qualifies under section 501 {c) (3} even though lake
front property owners {who contribute to part of the organization’s support)
derive incidental private benefits therefrom. The ruling noted that “it would
be impossible for the organization to accomplish its purposes without providing
benefits to the lake front property owners.” These private benefits “do not

lessen the public benefits flowing from the organization’s operations,”?7¢

For comparison, private benefits that have prevented an organization from quali-
fying under section 501 (c) (3} are illustrated by the following cases:

An organization formed to dredge a navigable waterway fronting the homes of
its members was held not qualified under section 501 (¢} (3). The waterway
was little used by the general public, but the dredging greatly benefited the
shorefront property owners, who were the only contributors to the organiza-
tion.

Exemption under section 501 (c) (3) was denied to an organization, formed
by parents of pupils attendingza private school, that provided bus transporta-
tion for its members’ children.? %

The same was true of an organization formed to help aspiring young enter-
tainers, thereby benefiting the founder by providing him with performers far
his radio program.??”

A person can derive a private benefit from a payment made (or a service
rendered} to someone other than himself. Thus, for example, if an organization
makes loans of doubtful safety to close friends of a foundation officer, the rule
against serving a private interest is violated.?”

The existence of an employment relationship can provide a basis for a similar
determination, as in the case of an organization formed and supported by a corpora-
tion {or its controlling stockholder} for the purpose of providing benefits to em-
ployees of the corporation. For example, in Watson v. U.S., the court held that a
trust established pursuant to the will of a deceased owner of a corporation was not
a charitable trust for estate tax deduction purposes where the object of the trust
was to pay pensions to former employees of the decedent’s corporation, The court
said;: "“We are not here dealing with an impoverished class. ... [The pension trust)
was a real part of the compensation of the employee; ... The quid pre guo to the
company was at least as important, in helgping to attract desirable personnel and
obtaining satisfactory results from them.”??

The dividing line between charity and compensation is less clear where the bene-
fit being provided is not one normally associated with the employer-employee rela-
tionship. Thus, in another case a controliing stockholder of a corporation formed an
organization that provided scholarships to employees and their children. The IRS
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contended that the scholarship awards ‘‘were in the nature of compensation to the
employees and were a benefit to the business of the companies.” Such 2 view, if
sustained, would have prevented the organization from qualifying under section 501
{c) (3). The Tax Court rejected the argument of the IRS on the nebuious ground
that ‘“‘it was not the intention of the frustees that the awards should constitute
compensation for services or that they should constitute an inducement for an em-
ployee to remain in the service of the company by which he was employed.”?

The possibility that company foundations may be used as a mechanism for com-
pensating employees of the sponsoring corporation continues to be a matter of con-
cern for the IRS, Thus, the IRS has reportedly adopted the administrative position
that scholarship grants by such a foundation to children of company employees will
be considered compensatory unless (1) the procedure for selecting the individuals to
receive the scholarships is beyond the control of any disqualified person, and {2) no
more than 25 percent of those applying for the scholarships can receive them.?®!
Although the IRS has not spelled out its rationale for this position in a published
ruling, it seems to be based in part upon the fact that under section 4945(g) any
scholarship grant made by a private foundation must be ""awarded on an objective
and nondiscriminatory basis pursuant to a procedure approved in advance” by the
IRS. Thus, the IRS may be adopting the standards of section 4945(g) as a test for
determining whether a scholarship grant made by a company foundation is con-
sistent with the charitable status of the foundation.282

The requirement of serving the public interest rather than a private interest
distinguishes charitable organizations from a number of other types of nonprofit
entities which are exempt from tax but do not qualify under section 501 (c} (3).
Such organizations include chambers of commerce, business leagues, and trade asso-
ciations {exempt under section 501 (¢} (6) }; labor unions and agricultura) associa-
tions (exempt under section 501 (c) (5) }; social and recreational clubs {(exempt
under section 501 {¢} {7} ); certain social welfare organizations (exempt under sec-
tion 501 (¢} {4}); and employee beneficiary associations which provide life, sick-
ness, and accident benefits to their members (exempt under section 501 {c} {9} ).
Many of these organizations engage in activities resembling those of charitable
organizations, and some incidentally perform functions enumerated in section 501
(g (3). However, they cannot gualify as charitable because their primary purpose is
to serve, in one way or another, the mutual interests of their members.2®? Such
organizations therefore lack the quality of unselfishness which is one of the tradi-
tional elements of charity.

Sometimes the lines of distinction between such organizations and those that are
exempt under section 501 (c) (3} are difficult to draw. For example, many bar asso-
ciations carry on a variety of activities, some of which are charitable or educational
in nature (for example, extending legal assistance to indigents and conducting legal
seminars and symposia) while others are directed toward furthering the common
business interests of the members. The IRS takes the position that such associations
cannot qualify as charitable or educational organizations under section 501 {c} {(3)
because they are not organized “exclusively” for such purposes.®®* However, two
federal appellate courts have held to the contrary on the ground that the bar asso-
ciations involved in those cases were engaged principally in activities that were of
benefit to the public, and that the activities that were of benefit primarily to the
members were merely incidental.?’®® On the other hand, a medical society was held
not to be exclusively charitable and educational because its nongqualifying activities
for the benefit of its members were too substantial.2®¢ As Justice Blackmun stated
in one of the bar association cases, the difference ‘“‘may be only one of degree.”?%”

The Requirement of a Donative Factor. As discussed in greater detail below,
there is a strong tendency on the part of the IRS to require that a charitable organi-
zation embody to some degree a donative factor. Many charitable organizations
automatically meet this requirement because they are supported primarily by con-
tributions from persons who do not derive a private benefit from the organization.
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The donative factor is strong in such organizations because they serve as a conduit
whereby money or services contributed by one group of persons (financial donors
and volunteer workers) are made available to another group of persons who have
needs that are appropriate for a charitable organization to meet.

In contrast, there are other organizations which, although not operated for
profit, do not embody any significant donative factor. Mutual organizations tend to
fall in this category. There is usually no donative element associated with a mutual
organization because the persons who support the organization do so with the ex-
pectation of receiving something in return, and the benefits provided by the organi-
zation flow primarily to those same persons. Accordingly, as noted earlier, mutual
organizations are not charitable.

Between these two extremes are a large number of organizations which receive
their support in varying degrees both from persons who derive a private benefit
from the organization (that is, the users of the organization’s services) and also from
persons who do not derive a private benefit from the organization {that is, the con-
tributors to the arganization). As a legal matter, the [RS recognizes that “ft] he fact
that an organization makes some charge for its services does not necessarily preclude
gualification as a charitable organization ...”?%% If the amount an organization
charges for its services is less than the cost of providing the services, the organiza-
tion is to that extent donating its services to the recipients. A donative factor is
therefore evident in such an organization, although to a lesser degree than in the
case of an organization that makes no charge whatever for its services. Conversely, if
the amount charged by the organization equals or exceeds the costs incurred by it
in providing the services, the donative factor is minimal or nonexistent. In ruling
upon cases which raise this issue, the IRS is not uniform in the degree to which it
requires different types of arganizations to evidence a donative factor in order to
qualify as charitable.

In this respect the criteria applicable to charitable organizations differ from those
applicable to educational organizations, discussed later in this report. Although
educational organizations customarily receive substantial donative support, and evi-
dence a strong donative factor through the granting of scholarships and the charging
of tuition fees which do not cover operating costs, they are not required to do so as
a prerequisite for exemption under section 501 {(¢) (3). Thus, a nonproprietar
educational institution which meets the other requirements of section 501 (¢) (3
will not fail’ to qualify for exemption merely because (1) its entire support is
derived from tuition and other charges paid by students, and (2) it provides no
scholarships or other forms of financial aid to students who are unable to pay.?®?

The preferred position accorded to educational organizations in this respect is
attributable to the fact that education is specifically mentioned as an exempt pur-
pose in section 501 (¢} (3). An organization that can meet the criteria established
for educational organizations need not satisfy all of the somewhat different criteria
that apply to charitable organizations.

Within the spectrum of charitable organizations that are required to manifest a
donative Tactor to some degree, hospitals appear to be subject to the least onerous
test. As previously discussed, under Revenue Ruling 69-5452°% 3 nonproprietary
hospital that operates at an overall profit {and uses the excess funds for expansion,
replacement of equipment, retirement of indebtedness, education and research) can
gualify as charitable so long as it provides emergency room service to persons
unable to pay, and accepts as patients all persons in the community who are able to
pay either directly or through third party reimbursement.?®! However, a nonpro-
prietary hospital that does not have an emergency room as required by Revenue
Ruling 69-545 will qualify as charitable only if it is “operated to the extent of its
financial ability for those not able to pay for the services rendered and not exclu-
sively for those who are able and expected to pay.”?®?

In other sjtuations, the IRS appears to require that a charitable organization
make its services available at varying levels below cost. For example, as noted
earlier, in the case of a nonprofit home for the aged the IRS ruled initially that
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charitable status was conditioned upon whether the organization provided its serv-
ices gratuitously or at a charge substantially below cost.2®2 This position was later
modified, and the current IRS position is that a charitable home for the aged need
not meet the foregoing requirements provided it charges the “lowest feasibie”
amount consistent with meeting the primary needs of aged persons for housing,
health care, and financial security.2®* However, once such a home for the aged
admits a patient on a paying basis, it cannot retain its charitable status if it later
discharges him if he becomes unable to pay. To this extent the organization is re-
quired to make its services available gratuitously,

In the case of public interest law firms, discussed above, the [RS has ruled that
in order to qualify as charitable such firms can accept no fees from clients and can
accept court-awarded fees (paid by opposing party) only to the extent of 50 per-
cent- DIs ;;he costs of the firm's litigation program, calculated over a five-year
period.

in Revenue Ruling 71-529,2%% the 1RS ruled that an organization was charitable
that provided investment services exclusively to a group of colleges and universities
at a rate “substantially below cost” {that is, at a level which would cover only
about 15 percent of the cost of providing the services}, The IRS had previously
ruled that an organization that provided investment services exclusively to 501 (c)
(3) organizations for a fee (which apparently did not reflect any substantiai dis-
count from cost) was not charitable.???

In Revenue Ruling 73-127,2%® the IRS held that an organization that operated a
retail grocery store that sold groceries to residents of a poverty area at a mark-up
substantially lower than competing grocery stores was not charitable. Had the gro-
ceries been provided to needy people free of charge, or at a price substantially
below cost, the organization would presumably have been charitable,

These rulings indicate that in order to qualify as charitable (as distinguished from
educational) an organization is required by the IRS to evidence to some degree a
donative factor through the provision of goods or services at no charge or at a
charge below cost, The lightest burden appears to be imposed upon community
hospitals, which are required to manifest a2 donative factor to the limited extent of
making emergency room facilities available to persons unable 1o pay, while charging
standard rates for all other hospital services. Homes for the aged are also subject to
a minimal donative requirement. in other situations the donative element is given
varying degrees of weight, depending upon the circumstances of each case, The great-
est burden is fmposed upon organizations that provide goods or services available in
the commercial market. The IRS requires these organizations to be predominantly,
if not entirely, donative in character in order to qualify as charitable. That is, they
must rely almost entirely upon donations for their support, and are severely limited
in the extent to which they can derive income from the performance of their
exempt functions, _

The effect of the varying standards evidenced by the foregoing rulings appears to
be twofold, namely (1) to require charitable organizations to keep their charges as
low as possible for the benefit of the public, consistent with meeting the social
needs for which they have assumed responsibility, and {2) to place limitations upon
the ability of charitable organizations to compete with private enterprise through
the provision of goads or services available in the commercial market. Since the
legal criteria for determining to what extent a particular charitable organization
should be required to make its services available on a donative basis are extremely
nebuylous, a considerable degree of ad hoc line-drawing by the IRS seems inevitable
in this area.

Moreover, as the criteria pertaining to charitable organizations evolve in response
to changing conditions in soctety, it is possible that some charitable activities will be
exempted from the donative requirement altogether, just as education is now so
exempted. The possibility of such an extension of the bounds of charity appears to
exist, for example, in the case of certain nonprofit health maintenance organizations
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which offer pre-paid medical care to all persons in the community who wish to
subscribe and are able to pay the necessary premiums.2®®

The position of the IRS with respect to the charitable status of health mainten-
ance organizations has not yet been published, and the answer is not clearly ascer-
tainable from the existing precedents. On the one hand, health maintenance organi-
zations resemble in some respects mutual associations because they serve primarily
(if not exclusively} their own subscribers, and thus do not embody a donative ele-
ment. On the other hand, however, they are nonprofit in nature, they operate in a
traditionally charitable area {the promotion of health}, and they meet a need of the
community that is not adequately met by the private economic sector. Since ade-
quate health care would seem to be as vital to the community as education, an
argument can be made that health maintenance organizations that satisfy these
criteria should be able to qualify under section 501 Fc) {3), just as self-supporting
nonproprietary educational organizations are able to do.3%¢

Is the Organization Consistent with Law and Pubfic Policy?

The Restatement of Trusts provides that “[a] charitable trust cannot be created
for a purpose which is illegal.”>®! In addition, the Restatement says that a trust is
invalid if it is created for a purpose ‘‘the accomplishment of which is contrary to
public policy, although not forbidden by law. ., .""*%2

This principle was relied upon by the IRS in Revenue Ruling 71-447,2%? holding
that “a school not having a racially nondiscriminatory policy as to students is not
‘charitable’ within the common law concepts reflected in sections 170 and 501 {c)
(3) of the Code....” This ruling was based upon the premise that “[a] Ithough the
operation of private schools on a discriminatory basis is not prohibited by Federal
st:;wttl:)ry law, the policy of the United States is to discourage discrimination in such
schools,” .

The issuance of Revenue Ruling 71-447 was prompted by the court proceedings
in the case of Green v. Connally,3%*% in which parents of Black children attending
public schools in Mississippi sought to enjoin U.S. Treasury officials from according
501 (c} (3} status to private schools in Mississippi which discriminated against Black
students. In the Green decision the court said that a “strong case” could be made
for holding that segregated schoals were not charitable under the common law of
charity. Then the court went on to say that in view of the strong federal policy
regarding racially discriminatory schools, “it is our conclusion that the ultimate
criterion for determination whether such schools are eligible under the ‘charitable’
organization provisions of the Code rests not on 2 common law referent but on that
Federa! palicy.”??®

Although public policy issues of the magnitude involved in Revenue Ruling
71-447 and the Green case arise only rarely under section 501 {c) {3), they can
pose difficult administrative problems for the IRS when they do arise. For example,
the two principal sources of federal policy referred to in Revenue Ruling 71-447 are
Titles 1V and VI of the Civil Rights Act of 1964 and the Supreme Court’s decision
banning segregated public schools in Brown v. Board of Education,®®® together
with the many federal court decisions that followed it. Although the arguments in
support of the ruling and the Green decision now seem overwhelming, it may not
have been clear at the time as to exactly when, during the period from 1954 to
1970, federal policy against “discrimination in education, whether public or pri-
vate’ %7 became sufficiently well crystallized to justify the IRS in taking action to
revoke the exemption of all-white private schools which were organized for educa-
tiona(l fl(lrr))oses, were not unlawful, and met all of the other requirements of section
501 (c) (3).

In McGlotten v. Connally,®®® a federal court held that a fraternal order that
excluded nonwhites did not qualify for exemption under section 501 {¢) (8), and
that contributions to such an order for charitable purposes were not deductible
under section 170 {c) {4). One of the grounds of the decision was that “ovetriding
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public policy ... requires that the Code not be construed to allow deduction of
contributions to ... organizations which exclude nonwhites from rrnerrll:»ershipa."309
In this case, as in the Green case, the exemption of the organization was not chal-
lenged by the IRS but by a Black citizen who alleged that he was excluded from
membership because of his race.

More recently the question of the application of this policy to the charitable
activities of private foundations was considered by the U.5, Court of Appeals for
the Second Circuit in the case, fackson v. Statler Foundation, Inc.>'° In that case
the plaintiff commenced an action against several charitable foundations alleging
racial discrimination against himself, his children, and his foundation in that the
defendant foundations “refused to hire him as a director of their foundations, re-
fused to give scholarships to his children and refused to grant money to his founda-
tion, all for reasons of race.”?!! The plaintiff sought, among other forms of relief
revocation of the defendant foundations’ tax exempt status under section 501 (ci
(3). Without reaching the merits of the various issues, the Court of Appeals re-
manded the case to the district court with instructions for it to determine, in the
light of guidelines set forth in the opinion, whether the action of the defendant
foundations constituted state action” for purposes of the Fifth and Fourteenth
Amendments of the U.S, Constitution.

In a dissenting opinion, Judge Friendly argued against the extension of the “state
action’" doctrine to charitable foundations which had no governmental connection.
He said:

The interest in preserving an area of untrammeled choice for private philan-
thropy is very great, ... While most foundations, particularly large ones, give
mainly to institutions serving all races and creeds, although hardly in the com-
pletely nondiscriminatory way required of public institutions, | see nothing
offensive, either constitutionally or morally, in a foundation’s choosing to give
preferentially or even exclusively to Jesuit seminaries, to Yeshivas, to black
colleges or to the NAACP.2 1?2

These differing views illustrate the difficulty which sometimes exists in deter-
mining whether a particular organization is operating in a manner, or for a purpose,
that is contrary to public policy. In the last analysis there appears to be no simple
answer to the problem, and in the absence of definitive judicial or legislative
guidance the IRS must of necessity act in each case in the light of its own judgment
as to the policy issues involved.

v
CRITERIA PERTAINING TO RELIGIOUS ORGANIZATIONS

Of the exempt activities enumerated in section 501 (¢} (3), only religion is ex-
pressty placed beyond the limits of governmental action by the United States
Constitution. The First Amendment provides that “Congress shall make no law
respecting an establishment of religion, or prohibiting the free exercise thereof. ..."”
There is, accordingly, a constitutional dimension to the phrase “‘religious purposes”
in section 501 {c} (3} which does not exist with respect to the other exempt pur-
poses mentioned in that section, While the Constitution does not define the term
“religion,” s mandate that religion shall be neither helped nor hindered by govern-
ment has an influence upon the determination of what constitutes a religious pur-
pose under section 501 (c) (3). It also raises questions regarding the constitution-
ality of the statutory limitations upon legislative and political activities carried on
by religious organizations in furtherance of religious objectives.313
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The Definition of “Religion” or “Religious Purposes’

“"Few would quarrel, we think, with the proposition that in no field of human
endeavor has the tool of language proved so inadequate in the communication
of ideas as it has in dealing with the fundamental questions of man's predica-
ment in life, in death or in fina! judgment and retribution.”?!*

The foregoing quotation from the 1965 decision of the U.S. Supreme Court in
United States v. Seeger®'® reflects the difficulty which lawmakers and theologians
alike have experienced in defining religion and distinguishing it from beliefs and
practices that are not considered religious. It will be recalled that uncertainty as to
the distinction between religion and “superstition,” and the impermanence of any
such distinction, was the reason for the omission of all references to religious pur-
poses (other than the repair of churches) in the 1601 Statute of Charitable Uses,
The Elizabethan draftsmen feared that the inclusion of religious purposes in the
Statute might lead to the confiscation of trusts established for charitable purposes
because ‘‘religion being variable, according to the pleasure of succeeding princes,
that which at one time is held for orthodox, may at another, be accounted super-
stitious. . ..">1® The attitude of the state toward unorthodox religions has of
course changed greatly since 1601. From the early practice, in England and else-
where, of requiring conformity to the orthodox religion and punishing any deviation
therefrom, the law in our society has progressed to its present policy — which is to
“treat all religions alike, giving the same measure of protection to ali.”*!”

While religious tolerance now extends to all sects, the legal concept of religion
itself has remained difficult to define. Neither the Internal Revenue Code nor the
regulations under section 501 (c} (3) provides a definition of “religion’’ or “religious
purposes.” Moreover, the court decisions and revenue rulings that consider the appli-
cation of section 501 (c} (3) to religious organizations afford little guidance as to
this fundamental question.®!® Accordingly, in order to gain an understanding of
what constitutes a religion for purposes of section 501 {c) (3), it is necessary, for
lack of more direct authority, to refer to the criteria that have been developed in
other areas of the law.3'S

As noted previously, under the general law of charity, advancement of religion
has traditionally been recognized as a charitable purpose. However, the leading
treatises on the law of charitable trusts refrain from formulating a definition of
religion. Bogert states that in searching for an answer to the question:

The court will not find a guide in any definition of religion laid down by
decisions or statutes, nor will it be aided to an appreciable extent by the
views of theologians. It will be obliged to make a judgment based on decisions
that specific gifts were of religious benefit to the public, on popular views on
the subject, and its own ideas as to beliefs and practices. The attitude of any
judge on such a question will depend a great deal upon his training and back-
ground. A judge living in a modern, cosmopolitan, urban district will doubtless
be much more liberal in his definition of religion than will a jurist sitting in a
rural neighborhood where nearly every citizenh is a fundamentalist protestant
christian.?2¢

Scott states that a trust for the promotion of religion will be a valid charitable
trust even if the particular religious sect or doctrine to be promoted has few ad-
herents or seems to others to be *‘somewhat absurd.” He suggests that if the tenets
of a religious sect *. .. appear to be so absurd as to be irrational it is arguable that
a trust to promote the religion is not a charitable trust. The difficulty is, however,
that very frequently the tenets of one religion seem absurd and irrational to the
adherents of other religions and to those who have no religious convictions.”?!

Until fairly recently the view was widely held that religion by its nature involves
a belief in or commitment to a monotheistic God.?22 For example, in a case
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decided by the U.5. Supreme Court in 1890, Mr. Justice Field stated: “The term
‘religion’ has reference to one's views of his relations to his Creator, and to the
obligations they impose of reverence for his being and character, and of obedience
to his will,”323

Similarly, Chief Jusuce Hughes stated in a dissenting opinion in 1930 that “The
essence of religion is belief in a relatmn to God involving duties superior to those
arising from any human relation,”

An important step toward a liberalized Iegal approach to the concept of religion
was taken by the Supreme Court in 1944 in United States v. Ballard,®**® In that
case the proponents of the "l Am' movement were prosecuted for mail fraud on
the basis of alleged misrepresentations made by them in connection with their solici-
tation of funds. Among other things, the defendants were charged with having
knowingly made misstatements to the effect that one of them was a “divine messen-
ger” who had seen and spoken with Jesus Christ and who could heal those afflicted
with diseases and ailments. The question considered by the Court was whether it
was proper for the trial judge to have charged the jury that it was not to consider
the truth or falsity of the defendants’ representations but only whether the defend-
ants held their beliefs honestly and in good faith. The Supreme Court ruled that the
charge of the trial judge was proper, stating that freedom of religious belie
embraces the right to maintain theories of life and of death and of the hereafter
which are rank heresy to followers of the orthodox faiths. Heresy trials are foreign
to our Constitution. Men may believe what they cannot prove. They may not be
put to the proof of their religious doctrines or beliefs. Religious experiences which
are as real as life to some may be incomprehensible to others. Yet the fact that
they may be beyond the ken of mortals does not mean that they can be made
suspect before the law,”

The Baflard case thus established that the content of a religious belief is no concern
of the state. From there it was only a short step to the conclusion that a belief in God
is not 2 sime qua non of religion in the legal sense. This step was first taken by two
intermediate courts in 1957,

In Washington Ethical Society v. District of Columbia,®*’ the Circuit Court of
Appeals for the District of Columbia, in an opinion by then judge Burger, held that a
building used for devotional services and related activities by an Ethical Culture
society qualified for property tax exemption as a building belonging to a religious
society and used by its congregation for publiic religious worship, Judge Burger re-
jected the contention of the taxing authority that “refigious worship” required a be-
lief in a Supreme Being who controls the universe. *“To construe exemptions so strictly
that unorthodox or minority forms of worship would be denijed the exemptlun bene-
fits granted to those conforming to the majority beliefs might well raise constitutional
issues,’

A Cal:forma decision in the same year, Feffowship of Humanity v. County of
Alameda,2? considered the question of whether property owned by a Humanist
organization qualified for exemption from local property taxes on the ground that
it was used “‘solely and exclusively for religious worship'’ within the meaning of the
California constitution. Rejecting the argument of the taxing authority that a theistic
belief is essential to religion, the court held the property of the Humanist organiza-
tion to be exempt. The court took the view that the only valid test of tax exemption
in such a case is a purely objective one which ignores the content of the belief and
instead inquires “whether or not the belief occupies the same place in the lives of
its holders that the orthodox beliefs occupy in the lives of believing majorities, and
whether a given group that claims the exemption conducts itself the way groups
conceded to be religious conduct themselves,”3 3¢

In Torcaso v. Watkins,®*! decided in 1961, the Supreme Court endorsed the
view that religious belief can be nontheistic. There the Court struck down as un-
constitutional a Maryland statute which barred from public office any person who
refused to declare a belief in God. Writing for the Court, Mr. Justice Black stated
that neither a state nor the federal government '“can constitutionally pass laws or
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impose requirements which aid ail religions as against non-believers, and neither can
aid those religions based on a belief in the existence of God as against those reli-
gions founded on different beliefs,">?*? He noted that "[a] mong religions in this
country which do not teach what would generally be considered a belief in the exis-
tence of God are Buddhism, Tacism, Ethical Culture, Secular Humanism and
others,”"?33 ’

Four years later, in United States v. Seeger, the Court considered the claims
of three conscientious objectors for exemption under the Uniform Military Training
and Service Act from combatant service in the armed forces, The exemption applied
to those who are conscientiously opposed to participation in war by reason of their
“religious training and belief,”” defined in the act as “an individual’s belief in a relation
10 a Supreme Being involving duties superior to those arising from any human relation,
but [not including] essentially political, sociological, or philosophical views or a
merely personal moral code.”?3% Notwithstanding the fact that none of the claimants
belonged to an organized church or religious sect, the Court held that all three claim-
ants qualified for exemption. The Court's opinion, written by Mr. Justice Clark, re-
viewed “the ever-broadening understanding of the modern religious community,” as
to the meaning of religion and offered a test of religious belief similar to that set
forth in Felfowship of Humanity:

334

[T1he test is simple of application, It is essentially an objective one, namely,
does the claimed belief occupy the same place in the life of the objector as
an oratlggdox belief in God holds in the life of one clearly qualified for exemp-
tion?

It seems likely that the foregoing test will be incorporated into section 301{c) (3}.
Serious constitutional questions would arise if federal tax exemption were based
upon an evaluation of the befiefs espoused by a religious organization and its adher-
ents.337 As stated by a federal district court in a 1974 decision®*® holding the Uni-
versa! Life Church to be exempt under section 501(c} (3}:

Neither this Court, nor any branch of this Government, will consider the merits
or fallacies of a religion, Nor will the Court compare the beliefs, dogmas, and
practices of a newly organized religion with those of an older, more established
refigion, Nor will the Court praise or condemn a religion, however excellent or
fanatical or preposterous it may seem. Were the Court to do so, it would impinge
upon the guarantees of the First Amendment.33®

Although the element of “religious belief,” as defined in the Seeger case, clearly
seems to be a sine gqua non of religion from the legal viewpoint, it is less clear whether
anything further is required.>*® As noted previously, in Felfowship of Humanity the
California court set forth a two-part test for property tax exemption purposes, namely
{1) whether the requisite religious belief exists, and {2) whether the group that claims
the exemption conducts itself in the way groups conceded to be religious conduct
themselves.>*! Following this approach, the California court defined religion as fol-
lows:

Religion simply includes: (1} a belief, not necessarily referring to supernatural
powers; (2} a cult, involving a gregarious association openly expressing the be-
lief; (3} a system of moral practice directly resulting from an adherence to the
belief; and {4) an organization within the cult designed to observe the tenets of
belief. The content of the belief is of no moment. 342

This aspect of the Fellowship of Humanity decision appears to have attracted
little attention, and it is unclear whether the elements of (1) a cult, or gregarious
association, (2) a system of moral practice, and (3) an organizational structure within
the cult, must be present in order for an organization to be recognized as religious for
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purposes of section 501 (¢} (3). However, this question may not be of practical im-
portance because most organizations that are based upon a religious belief, and have
progressed to the point of applying for federal tax exemption, would probably be able
to meet these requirements.343

Activities of Religious Organizations Not Related to Worship

The phrase “religious purposes’ as used in section 507 {(c) {3) is not limited to the
conduct of religious worship.®4* Thus, an organization that compiles genealogical
research data for members of a church in order to enable the members to perform
religious rites in accordance with church doctrine is exempt under section 501 (c) (3)
because it is engaged in an activity that advances religion.®4% The same is true of an
organization that supervises the commercial preparation and inspection of food
products to insure that they satisfy the dietary laws of a particular religion, since this
activity assists adherents of the religion to observe the tenets of their faith,346

Many religious organizations also carry on educational and charitable activities
which would be exempt under section 507 (c) (3) without reference to any religious
orientation. While these organizations frequently regard their educational and charit-
able activities as fulfilling a religious purpose, it is usvally not necessary to classify
the activities specifically as being religious or educational or charitable since section
501 (c) (3) covers all three categories.

The problem of classification becomes more difficult when the activity in question
is either {1} ““‘unorthodox’* (in comparison with the practices of conventional religious
organizations) or {2) similar to activities that are customarily carried on for profit by
commercial enterprises. Additional difficulties may be encountered when the fore-
going activities are the source of significant income for the organization. Based upon
the court decisions and rulings which have dealt with these problems, several general
observations may be made,

First, it would appear that unorthodox religious groups are more likely to have
their exemptions questioned by the IRS than are churches or organizations affiliated
with the traditional, established religions. The IRS tends to view unorthodox religious
groups with suspicion and is likely to challenge the tax exemption of such an organiza-
tion if it believes the organization is makinga “business” of religion, For example, in
Universal Life Church, Inc. v. United States®®” the IRS argued that a religious organi-
zation which derived substantial revenues from the mail order issuance of ministers’
credentials was not exempt, The IRS contended that this activity did not further any
religious purpose and that the organization was therefore not exclusively religious.
The Tax Court rejected this argument stating: “Certainly the ordination of ministers
and the chartering of churches are accepted activities of religious organizations. . . .
The fact that the plaintiff distributed ministers’ credentials and Honorary Doctor of
Divinity certificates is of no moment, Such activity may be analogized to mass conver-
sions at a typical revival or religious crusade.”34

Golden Rule Church Association®*® involved an unorthodox religious group which
believed, among other things, that “God’s laws" are intended to apply in man's busi-
ness life as well as in his spiritual life, in order to demonstrate the validity of this
belief, the organization acquired and operated a number of small businesses (including
a nursery, a laundry, a sawmill, and a cattle ranch). These businesses were not operated
for profit but for the purpose of illustrating the applicability of the “golden rule” in
daily life. The IRS contended that these business activities prevented the organization
from being exclusively religious as required by section 501 {c} (3). The Tax Court
disagreed and noted that “an activity normally carried on to produce income may, in
certain cases, be carried on exclusively for other purposes.”’25¢ The court upheld the
view of the organization that its business activities were carried on exclusively for
religious purposes, '

in A.A. Allen Revivals, Inc.,*3! the IRS challenged the exemption of a religious
evangelical organization on the ground, among others, that its revenues from “faith
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healing' prevented the organization from being exclusively religious. This argument
was rejected by the Tax Court which observed: “Reliance upon divine healing is a
basic tenet of several religious organizations, among which are the Church of Christ
Scientist and the Pentecostal Church of God. These religious groups subscribe to
the Biblical promise of ‘miraculous healing’,'3%2

These and similar cases evidence an awareness of the First Amendment questions,
previously discussed, which would arise if the courts adopted such a restrictive view
of religion that unorthodox religious groups or practices could not qualify under
section 501(c) {3) merely because they are unorthodox. Thus, in Golden Rule Church
Association the Tax Court stated:

We agree that religious organizations in this country do not normally run such
business operations. But that is not a proper justification for our refusal to
recognize that this religious organization did engage in its activities for exclu-
sively religious purposes....

1t is a violation of the First Amendment to discriminate between religious orga-
nizations... Although tax benefits such as exemption may be matters of legisla-
tive grace... nevertheless, a denial of such benefits granted to others of essen-
tiaily theé s?ame class may well rise to the level of an unconstitutional discrimi-
nation....

And as stated in Universal Life Church, the court will not consider the merits or
fallacies of a religion, nor will it “compare the beliefs, dogmas, and practices of a
newly organized religion with those of an older, more established religion.... Were
the Co;.ugg to do so, it would impinge upon the guarantees of the First Amend-
ment,”

The close scrutiny that the IRS gives to unorthodox religious organizations may
evidence a concern on the part of the IRS that the exemption accorded religious orga-
nizations might be used as a vehicle for tax avoidance, or even as a kind of tax shelter
for income-producing activities that are not truly religious. The difficulty is, however,
that the test for determining whether an organization is religious is very broad, and
any effort on the part of the IRS to apply this test too strictly, or in a selective man-
ner, is likely to be rejected by the courts. The requirement that the earnings of a
501{c) {3} organization shall not inure to the benefit of any private individual pro-
vides some protection against abuse of the religious exemption,®*® However, in most
of the cases where this argument has been made by the IRS it has been rejected by
the courts.?*®

A second general conclusion which may be drawn from the existing precedents is
that an organization that otherwise qualifies for exemption under section 301{(c) (3)
as a religious organization will not lose its exemption because it derives income from
“profitable or even competitive activitics in furtherance of [its] religious pur-
pose. .. "% %7 This conclusion is generally consistent with the approach followed in the
statutory provision defining an unrelated trade or business, There the test is whether
the trade or business in question is “substantially related” to,the exercise or perform-
ance by the organization of its exempt purpose or function.3%2 If the requisite re-
lationship exists, the trade or business is not deemed to be “‘unrelated” and it may be
carried on by the organization without loss of exemption under section 501 (c} {3)
and also without being subject to the unrelated business income tax imposed by sec-
tion 511,

Some types of activities, such as publishing, are frequently carried on by commer-
cial entérprises for profit and also by religious organizations in furtherance of their
religious purposes, For example, the Exempt Organizations Handbook states: “The
publication of literature is an im;)ortant method of disseminating religious views.
Publishing may also be a business.””*5?

Whether publishing will be regarded as an exempt activity in a particular situation
depends upon the facts and circumstances, Several cases have held that when the
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publication and sale of religious literature is part of a broader program of activities
carried on for the purpose of disseminating the religious views of a 501(c} (3) organi-
zation, such publication and sale is itself an exempt activity.}®® Moreover, this is true
even when the activity results in a profit, provided the objective of the activity is to
advance the organization’s religious purposes and not merely to make a profit,?%!

On the other hand, if the only activity of an organization is the publication and
sale of religious literature at a profit, and the organization is not controlled by or
otherwise related to a church or other religious body, the organization will not qualify
under section 501{c) (3).%%2 In Fides Publishers Association, holding such an orga-
nization to be taxable, the court said that if the rule were otherwise “every publishing
house would be entitled to an exemption on the ground that it furthers the education
of the public.”*¢? However, where the publication and sale of literature has a religious
or educational objective, and the organization’s revenues do not and are not intended
to cover its costs of operation, exemption has been granted even though the organi-
zation has no denominational ties.3®¢

Some religious groups or denominations carry on their printing and publication
functions through a controlled subsidiary which engages in no other activities. In such
a situation if the subsidiary’s only purpose is to perform the religious publishing func-
tions of the parent organization, it would seem that the subsidiary should be exempt
under section 501(c) {3).2%° This would seem to be true even if the subsidiary real-
izes a profit from the sale of religious literature to members of the public who adhere
to the religion.?$% However, if the subsidiary primarily engages in nonreligious pub-
lishing activities, and its religious publishing functions are only a minor part of its
overall activities, it will not be exempt.®¢7

Radio and television broadcasting is another important medium by which religious
organizations can convey their views and is treated in an analogous manner to publish-
ing.>%® Thus, the Internal Revenue Service has held that an organization that operates
a radio station to broadcast worship services and other programs having religious con-
tent will qualify for exemption as a religious organization even though it operates
under a commercial license from the FCC, so fong as the station is nonprofit and
does not sell time for commercial broadcasts and advertising,?8

The conduct by a few religious organizations of unrelated business activities which
compete with commercial enterprises has caused Congress to extend the tax on unre-
lated business income to churches and associations and conventions of churches in the
Tax Reform Act of 1969.27% Previously, such organizations (but not other religious
organjzations) had been exempt from this tax. Whether or not a business activity
carried on by a church is sufficiently related to the church’s religious functions to
avoid being subject to the unrelated business tax will presumably be determined in
accordance with the principles discussed above,

Legislative and Political Activities of Religious Organizations

An earlier part of this report®”! discusses the statutory limitations upon legis-
lative and political activities of 501(c) (3) organizations, including those formed for
religious purposes. As there noted, section 501(c) (3) provides that an organization
will be denied exemption if a substantial part of its activities is attempting to infly-
ence legislation, by propaganda or otherwise, or if it participates or intervenes, di-
rectly or indirectly, in ang’political campaign on behalf of or in opposition to any
candidate for public office.’72

These limitations give rise to special problems when applied to churches and other
religious groups, some of which take the position that they are morally compelled by
the tenets of their faith to take action on legislative issues that come within the area
of their religious concern. Even if such activities contravene the limitations on legisla-
tive and political action provided in section 501(c) (3), these religious groups main-
tain that they cannot constitutionally be denied exemption under section 501{(c) (3)
on this account because the First Amendment states that “Congress shall make no law
respecting an establishment of religion or prohibiting the free exercise thereof....”373
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in view of the importance of this issue to religious organizations, 2 summation of the
legal background of the preblem is appropriate here,

Although churches and other religious organizations have traditionally played an
active role in the process through which public issues are debated and decided in the
United States, the IRS has seldom challenged the tax-exempt status of such organiza-
tions on the basis of their legislative or political activities. Until 1934 the statute did
not contain any express limitation upon such activities of 501(c} (3} organizations,
but the regulations provided that an organization was not educational if it was
“formed to disseminate controversial or partisan propaganda....”* 7%

In reliance upon this regulation the IRS denied an income tax deduction for a con-
tribution made in 1921 to the American Birth Control League, The league, which had
no religious purposes, carried on several activities that were clearly charitable, such as
operating a clinic for women in need of advice as to birth control for health reasons
and the publication to the medical profession of the results of the clinic’s work. In
addition, a major purpose of the league was to effect the repeal or amendment of
state and federal statutes dealing with the prevention of conception.

In Stee v. Commissioner®™* the Court of Appeals for the Second Circuit, in an
opinion by judge Learned Hand, held that the Birth Control League’s legislative
purpose prevented it from being exclusively charitable. Judge Hand conceded that
“there are many charitable, literary and scientific ventures that as an incident to
their success require changes in the law.” He noted, for example, that a society for the
prevention of cruelty to children or animals “needs the positive support of law’ and
“does not lose its character when it seeks to strengthen its arm,”*?7¢ In such a situa-
tion, the organization’s activities to influence legislation *,.. are mediate to the pri-
mary purpose, and would not, we should think, unclass the promoters. The agita-
tioril is ag_?illary to the end in chief, which remains the exclusive purpose of the organi-
zation.”

However, Judge Hand concluded that this rationale did not apply to the legislative
activity of the Birth Control League since such activity “was not confined solely to
relieving its hospital work from legal obstacles.””7® He therefore viewed the legisla-
tive activity of the Birth Control League as a separate pyrpose which prevented the
league from being exclusively charitable. Judge Hand said: “Political agitation as such
is outside the statute.... Controversies of that sort must be conducted without public
subvention; the Treasury stands aside from them.”?7%

The Sfee case involved an organization that had ho connection with a religious
purpose. However, in Girard Trust Co. v. Commissioner®®® the IRS attempted to
extend the principle of the Slee case to a religious organization by denying an estate
tax deduction {under the Revenue Act of 1926) for a bequest to the Board of Tem-
perance, Prohibition and Public Morals of the Methodist Episcopal Church, The rea-
son for the proposed disaliowance was that the board, which was an auxiliary of the
Methodist Episcopal Church, engaged in substantial activity to promote the enact-
ment of temperance legislation,

The Court of Appeals for the Third Circuit upheld the deduction on the ground
that the board’s advocacy of temperance legislation was an activity that had been
“regarded as religious by the Methodist Church for a century and a half,""35!

Religion includes a way of life as well as beliefs upon the nature of the world....
The step from acceptance by the believer to his seeking to influence others in
the same direction is a perfectly natural one, and it is found in countless relig-
ious groups. The next step, equally natural, is to secure the sanction of organized
society for-or against certain outward practices thought to be essential...,

Surely a church would not lose its exemption as a religious institution if, pend-
ing a proposal to repeal Sunday observance laws, the congregation held a meet-
ing on church property and authorized a committee to appear béfore a legisia-
tive body to protest against the repeal....>®?
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Finding the Board of Temperance to be a religious organization, the majority con-
cluded that a “limitation, if any, upon the deducuon 3grarlwd in general terms of
bequests to religious bodies is for Congress to make...

In Lord’s Day Alliance of Pennsylvenia v. United States”‘ a federal district court
followed the Girard Trust Co. case in upholding the exemption {from Social Security
tax) of a religious organization “engaged in promoting the reverent observance of The
Lord’s Day, commonly called Sunday...."" The [RS contended that the Lord's Day
Alliance was not exempt as an ex¢lusively religious organization because it carried on
an active program of opposing legisiation that would lessen the observance of Sunday
as a holy day. The court held that the alliance qualified for exemption because its
legislative activities (1) were not substantial, and (2} were “incidental to the aims and
objects of the organization, and did not, as in the case of Slee v. Commissioner...,
constitute its primary purpose.’”?2$

Following the Service’s defeat in Girard Trust Co. and Lord’s Day Alliance, there
were no further court contests involving legislative ot political activities of a religious
organization untit the 1RS revoked (in the early 1960s) the exemption of Christian
Echoes National Ministry, Inc., a nonprofit religious carporation organized by Dr.
Billy James Hargis. By the time this case arose, section 501(c) {3) had long since been
amended to include specific limitations on legislative and political activities. Accord-
ingly, the guestion of the constitutionality of these limitations as applied to a rellgious
organization was directly raised for the first time in the Christian Echoes case,®%¢

Christian Echoes was a staunchly anti-Communist religious organization whose
articles of faith contained a commitment to fight “atheistic world forces [which] seek
the destruction and overthrow of all the rehgtons of the World, including particulariy
that founded upon the teaching of Jesus Christ. 387 |t mission was described by its
founder as a battle agamst communism, socialism, and political liberalism which it
considered arch enemies of the Chrlstlan faith. In promotlng its articles of faith it
conducted religious *‘revivais, rallies, Sunday worship servlces and other functions
usually performed by a local church of the Christian gospel.””*®3 It also maintained
religious radio and television broadcasts and published two magazines and a newspaper
column,

In 1953 Christian Echoes was granted exemption by the IRS under the predeces-
sor of section 501(c) (3) as a corporation organized and operated exclusively for
religious and educational purposes. Eleven years later the IRS revoked the exemption
.on the ground that Christian Echoes engaged in substantial activity aimed at influenc-
ing legislation and directly intervened in political campaigns on behalf of candidates
for public office. In a suit brought by Christian Echoes for refund of Social Security
taxes, the district court upheld its claim for refund and ruled that the exemption had .
been improperly revoked. Adopting a narrow interpretation of the relevant statutory
language, the district court found that no substantial part of the activities of Christian
Echoes had been devoted to attempts to influence legislation or intervene in political
campaigns and that such of its activities as had been so charactenzed by the IRS were
merely incidental to the exercise of its religious beliefs.*®® The district court also
stated that the IRS was constitutionally prohibited from examining the activities of
a religious organization for the purpose of determinin§ whether the activities are
religious or political, and if political, whether substantial,*??

The district court’s decision was unanimously reversed by the Court of Appeals
for the Tenth Circuit, which stated:

A religious organization that engages in substantial activity aimed at influencing
legistation is disqualified from tax exemption, whatever the motivation, The
Government has at all times recognized Christian Echoes as a religious organiza-
tion. Indeed, the Government acknowledges that in all of its activities, Christian
Echoes has been religiously motivated...,

If we were to adopt the District Court’s findings and the arguments advanced by
Christian Echoes, we would be compelled to hold that Congress is constitution-
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ally restrained from withholding the privilege of tax exemption whenever it
enacts legislation relating to a nonprofit religious organization.... Such conclu-
sion is tantamount to the proposition that the First Amendment right of free
exercise of religion, ipso factor, assures no restraints, no limitations and, in ef-
fect, protects those exercising the right to do so unfettered. We hold that the
limitations imposed by Congress in Section 501{(c} (3) are constitutionally
valid. The free exercise clause of the First Amendment is restrained only to the
extent of denying tax exempt status and then only in keeping with an over-
whelming and compelling Governmentai interest: That of guarantying that the
wall separating church and state-remain high and firm. We reject both the Dis-
trict Cc;tsr]t s findings and conclusmns on the First Amendment constitutional
issue....

in essence, the circuit court concluded that tax exemption is 2 matter of grace
rather than right, and that Christian Echoes could constitutionally be required to
choose between engaging in attempts to influence legislation without the benefit
of tax exemption on the one hand, and enjoying tax exemption but refraining from
such activities on the other.

The Supreme Court declined to grant certiorari in the Christian Echoes case.
Accordingly, the important constitutional issue presented by that case has not yet
been definitively resolved. Moreover, the opinions of the two lower courts failed to
discuss certain constitutional aspects of the case which would appear to merit closer
consideration,

The first of these is the effect of Wafz v. Tax Commission *°? upon the grant of
tax-exempt status to religious organizations, In Wa/z the Supreme Court held that the
Establishment Clause of the First Amendment was not violated by the grant of prop-
erty tax exemption to religious organizations under a law of the State of New York
which also exempted property owned by a broad range of charitable, educational,
and other nonprofit, quasi-public corporations.

The opinion of the Court, written by Chief Justice Burger, commented upen the
“tight rope” that the Court. is sometimes required to traverse in dealing with ques-
tions of church-state refationships. The Chief Justice noted that the Establishment
and Free Exercise Clauses of the First Amendment are not precisely drawn, and that
the Court has struggled to find a neutral course between the two, “‘both of which are
cast in absolute terms, and elther of which, if expanded to a Ioglca! extreme, would
tend to clash with the other.”"? %%

The following quotation from the opinion indicates the approach followed by the
Court in such cases:

392

The course of comstitutional neutrality in this area cannot be an absolutely
straight line; rigidity could weli defeat the basic purpose of these provisions,
which is to insure that no religion be sponsored or favored, none commanded, -
and none inhibited. The general principle deducible from the First Amendment
and all that has been said by the Court is this; that we will not tolerate either
governmentally established religion or governmental interference with religion.
Short of those expressly prescribed governmental acts there is rcom for play in
the joints productive of a benevolent neutrality which will permit religious exer-
cise to exist without sponsorship and without interference,

Each value judgment under the Religion Clauses must therefore turn on whether
particular acts in question are intended to establish or interfere with religious
beliefs and practices or have the effect of doing so. Adherence to the policy of
neutrality that derives from an accommodation of the Establishment and Free
Exercise Clauses has prevented the kind of involvement that would tip the bal-
ance toward government control of churches or governmental restraint on re-
ligious practice,®®%
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The Court concluded that the New York statute met the foregoing standard of
neutrality because the “purpose of the property tax exemption is neither the advance-
ment nor the inhibition of religion; it is neither sponsorship nor hostility,"*?% How-
ever, the Court also stated that this did not end the inguiry: “We must also be sure
that the end result — the effect — is not an excessive government entanglement with
religion. The test is inescapably one of degree. Either course, taxation of churches
or exemption, occasions some degree of involvement with religion.”3%”

Concluding that the exemption of churches ‘'creates only a minimal and remote
involvement between church and state and far less than taxation of churches,’” the
Court upheld the exemption.3®®

The foregoing background would appear to have an important bearing upon the
question of whether religious organizations are constitutionally free to engage in legis-
lative and political activities without loss of their favored tax status under the Internal
Revenue Code. In resolving this question, it would seem necessary to consider the
combined effect of (1) the Reiigion Clauses of the First Amendment (which apply to
religious organizations but not to other 501 (¢} {3) organizations) and (2) other cons-
titutional guarantees, such as free speech, due process and equal protection
of the laws (which presumably apply to secular as weil as to religious 501 (c) (3}
organizations),

Insofar as the Religion Clauses of the Constitution are concerned, it is possible
that the principle of neutrality discussed above may require that the questions under
consideration be determined in the same manner for religious organizations as for
other 501 (c) (3) organizations — that is, with no substantial advantages or disad-
vantages applied to religious organizations merely because they are religious. For
example, it seems doubtful that the Constitution would permit religious organizations
to be denied exemptions under section 501 {¢) {3) on the basis of their legisiative
activities if other 501 {c) (3) organizations were permitted to engage in such activities
and retain their exemption, Such an obvious discrimination against religion would
seemn difficuit to reconcile with the principle of neutrality enunciated in the Waliz
case, Conversely, 2 question may also exjst as to whether religious organizations
could constitutionally be given preferred tax treatment insofar as legislative activities
are concerned. If religious organizations that engage in such activities were accorded
valuable tax advantages while other 501 (¢} (3) organizations were denied these
advantages, the resulting preference in favor of religion might be regarded as a viola-
tion of the principle of neutrality.

Mareover, preferred tax status for fegislative or political activities of religious
organizations might be viewed as creating a risk of excessive entanglement of govern-
ment and refigion since its effect could be to enable, or possibly to encourage, religious
organizations to engage in legislative or political activities that would not be per-
mitted in the case of other 501 (¢} (3) organizations. In his concurting opinion in
the Walz case, Justice Harlan noted that . , . religious groups inevitably represent
certain points of view and not infrequently assert them in the political arena, as
evidenced by the continuing debate respecting birth control and abortion laws. Yet
hist:ory 'gaéugtions that political fragmentation on sectarian lines must be guarded
against,’

Also, the Supreme Court stated in Cammarano v. United States*®® that *. . , since
purchased publicity can infiuence the fate of legislation which will affect, directly
of indirectly, all in the community, everyone in the community should stand on the
same footing as regards its purchase so far as the Treasury of the United States is
coricerned.”* %! Accordingly, the Supreme Court might view with concern a situation
in which religious organizations were encouraged by the tax Jaws to engage in legisia-
tive or political activities while similar encouragement was withheld from other 501
{c) (3) organizations.?°?

If, as suggested above, the Religion Clauses of the First Amendment require sub-
stantially neutral tax treatment as between religious organizations and other 501 (c}
(3} organizations insofar as their legislative and political activities are concerned, the
question is raised as to whether the existing restrictions on legislative and political
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activities are constitutional as applied to the broad range of 301 (c) (3} organizations.
This is an extrer'nelX complex question which surprisingly has received little considera-
~ tion by the courts.*®® However, commentators have suggested that the limitations on
legislative (as opposed to political activities may well be unconstitutional.*®* The
major arguments advanced in support of this position may be summarized in greatly
simplified form as follows:

1. Under the general faw of charity, lobbying {or advocacy of legislation before
legislative bodies) can be an appropriate means of accomplishing charitable, religious,
educational, or other purposes enumerated in 501 {c} (3). Thus, a 501 (¢} (Bf organiza-
tion does not necessarily remove itself from the exempt class merely because it engages
in substantial legislative activity.

2. Such legislative activity falis within the protection of the First Amendment,
which provides that ““Congress shall make no law . . . abridging the freedom of speech
or of the press; or the right of the people peaceably to assemble, and to petition the
Government for a redress of grievances,”

3. While organizations referred to in section 501 (c) (3) do not have a constitu-
tional right to be exempt from federal income tax {or to receive deductible contriby-
tions from donors}, these tax benefits cannot constitutionally be denied such organiza-
tions on the basis of their exercise of First Amendment rights, since to do so would,
in effect, penalize them for exercising such rights,

4, Even if the Constitution would permit an across-the-board denial of all tax bene-
fits to all taxpayers {whether business corporations, exempt organizations, charitabie
donors, or others) on account of legislative expenditures, the Internal Revenue Code
does not achieve this result. Instead, the Code allows tax benefits for legisiative ex-
penditures in the case of some taxpayers but not others, and in the area of exempt or-
ganizations the restrictions on legistative activities are not uniform, thus discriminating
against some organizations and favoring others. For exampie: business corporations
are allowed by section 162(e) to deduct their direct lobbying expenses; veterans or-
ganizations and fraternal beneficiary societies are not subject to statutory limitations
on lobbying, although they enjoy essentially the same tax advantages as 501 (¢) (3)
organizations; labor and agricultural organizations and trade associations carry on
lobbying activities, yet they are exempt from tax and their members can deduct their
payments to such organizations; under the “no substantial part” test of section
501 (c} (3), large organizations can carry on more extensive legislative activities than
small organizations, thus placing the latter organizations {which frequently represent
minority, or even unpopular, viewpoints) at a disadvantage.

5. As a result of changes in the tax law since 1934, a large number of taxpayers are
now atlowed to engage in substantial lobbying activities with tax deductible funds, or
within the framewaork of a tax-exempt entity. This demonstrates that there is no com-
pelling governmental interest in denying this privilege to 501 (¢} {3) organizations.
These developments have undermined Judge Hand’s statement in the Sfee case, which
was quoted with approval by the Supreme Court in Cammarano v. United States, that
legislative controversies ““‘must be conducted without public subvention; the Treasury
stands aside from them.'*®% [n fact, the Treasury does not stand aside in many situa-
tions but throws its weight unequally behind one side of the controversy but not the
other, depending upon the tax status of the parties involved. Under these circum-
stances, the denial of an equal right to 501 {c) {3} organizations to engage in lobbying
activities cannot be constitutionally justified.

6. Even if it is assumed that Congress may validly impose some type of reasonable
limitations upon the right of 501 {c) (3) organizations to engage in legislative activities,
the limitations in their present form are void for vagueness and overbreadth. The
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ambiguities inherent in phrases such as ‘‘no substantial part of the activities” and
“carrying on propaganda or otherwise attempting to influence” are so great that
501(c) (3) organizations are left with virtually no guidance as to what conduct they.
can engage in. This type of “‘extraordinary ambiguity" has on several occasions been
held unconstitutional in laws affecting the exercise of First Amendment rights,

7. Moreover, the sanction that section 501(c) (3) imposes upon organizations that
engage in legislative activities is excessive when compared with the sanction imposed
upon business corporations whose legislative activities exceed the bounds of section
162(e}. In the latter situation the only penalty is disallowance of the specific expendi-
ture which cannot be deducted under section 162(e}. A much more drastic penalty is
imposed upon 501(c) (3) organizations-namely, loss of 501{c} (3} status and loss of
the right to receive tax dedutible contributions from donors. The Supreme Court has
stated: “[E] ven though the governmental purpose be legitimate and substantial, that
purpose cannot be pursued by means that broadly stifle fundamental personal liberties
when the end can be more narrowly achieved. The breadth of legislative abridgment
must 1‘)‘% :iewed in the light of less drastic means for achieving the same basic pur-
DOSQ.”

This suggests that any valid limitation upon the right of 501{c) (3) organizations to
engage in lobbying activities should be narrowly drawn so as to affect only those ac-
tivities {or expenditures) that exceed the limitation. The present statute fails to meet
this test,

It is clear that constitutional questions such as these can be answered with finality
only by the Supreme Court. Moreover, the problem may be so complex--and so inter-
woven with the tax treatment of other entities that engage in lobbying activities--that
a purely judicial solution is not practicable. The courts must of necessity deal with
constitutional issues on a case-by-case basis, and in the present context they may be
unable to draw the lines which need to be drawn in order to safeguard the exercise of
basic constitutional liberties and at the same time protect the legislative process against
the unfair “tilting" which might result if substantially uniform tax treatment is not ac-
corded all categories of taxpayers that carry on or suppert lobbying activities, It
would seem, therefore, that Congress has a responsibility to enact a more coherent
set of rules to deal with this important question.?9?

v
CRITERIA PERTAINING TO EDUCATIONAL ORGANIZATIONS

Few objectives are valued more highly by society than education. As expressed by
Bogert:

The ideal of the law is that all members of society shall be wise, well-trained and
cultured.*®?

Whatever results in the spread of knowledge, the dissemination of useful infor-
mation, the training and discipline of the mind, the discovery of the truth, and
in the accomplishment of numerous similar ends, increases culture and extends
civilization, and obviously is of the highest value to mankind,*®?

Among the purposes mentioned as charitable in the 1601 Statute of Charitable
Uses were the maintenance of '‘schools of learning, free schools and scholars in uni-
versities” and the “education and preferment of orphans.” Thus, it has always been
clear under the general law of charity that the advancement of education is a chari-
table purpose.*!® The same policy is carried forward in section 501{c) (3), which
exempts organizations formed exclusively for educational purposes.
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As we have previously seen, a great deal of controversy has arisen as to the legal
meaning of the terms “charitable” and “religious.” By comparison, the formulation
of a workable definition of the term “educational’ appears to have been accomplished
with relative ease. A possible reason for this is suggested by the following quotation
from an article by Dean Albert M, Sacks:

Education does differ, however, from the other traditional classes of pkilan-
thropy in one vital respect. The latter represent social objectives in defined sub-
ject matter areas — e.g., relief of poverty, advancement of religion, improvement
of health — deemed to be of such public benefit that activity in such areas is
favored, and the method used is immaterial so fong as it is lawful. Education, on
the other hand, falls into no such defined area and has no subject matter goal.
It is essentially a process or series of processes capable of being utilized with
any subject matter. Thus, in seeking to determine whether an activity is “‘educa-
tional"” we need to focus on the process being used, not the subject matter ob-
jectives being pursued 1!

The regulations under section 501 (¢} (3) implicitly reflect this view and provide
the following definition:

Educational defined. ~ (i} In general. — The term “educational,” as used in sec-
tion 501 {c) (3), relates to—

(2) The instruction or training of the individual for the purpose of improving or
developing his capabilities; or

(b} The instruction of the pubtic on subjects useful to the individual and bene-
ficial to the community.

An organization may be educational even though it advocates a particular posi-
tion or viewpoint so long as it presents a sufficiently full and fair exposition of
the pertinent facts as to permit an. individual or the public to form an inde-
pendent opinion or conclusion, On the other hand, an organization is not edu-
catio?gl if its principal function is the mere presentation of unsupported opin-
ion,

The regulations then go on to provide the folfowing examples of organizations that
are considered to be educational:

Examples of educational organizations. The following are examples of organiza-
tions which if they otherwise meet the requirements of this section, are educa-
tional:

Example (1). An organization, such as a primary or secondary school, a college
or a professional or trade school, which has a regularly scheduled curriculum,
a regular faculty, and a regularly enrolied body of students in attendance at a
place where the educational activities are regularly carried on,

Example (2). An organization whose activities consist of presenting public dis-
cussion groups, forums, panels, lectures, or other similar programs. Such pro-
grams may be on radio or television.

Example (3), An organization which presents a course of instruction by means
of correspondence or through the utilization of television or radio,

Example (4], Museums, zoos, planetariums, symphony orchestras, and other
similar organizations.*1?
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An analysis of the major elements of the definition of ““educational’ in the regula-
tions will provide a view of the breadth and diversity of organizations that have quali-
fied under this provision,

The Element of Training or Instruction

Under the foregoing regulations, emphasis is placed upon the function of training
or instruction, either of the individual for the purpose of improving or developing his
capabilities or of the public on subjects useful to the individual and beneficial to the
community, It is important to note, however, as Dean Sacks has pointed out, that

Education in our society stands for more than a training function, The term it-
self ought not to be defined in some abstractly logical way, but by reference to
those activities which in our society are carried on by accepted centers of educa-
tion. We all agree that the activities of our colleges and universities are “educa-
tional.” University activities are not limited to the training function; they in-
clude as an integral part the functions of research and publication of findings
and conclusions — in other words, the development of new knowledge and the
dlssemmatlon of both new and old knowledge even beyond the university
walls.?

In its rulings under section 501 (¢} (3), the IRS has accepted the broader view of
education espoused by Dean Sacks. Thus, the IRS has stated, for example, that an
organization may qualify as educational “even though it does not offer formal instruc-
tion or training, but merely provides an opportumty for an individual to educate
himself through observation of, or participation in, the organization's activities."?!$

The IRS has also held in severa.l rulings that cultural organizations devoted to the
promotion of the arts may qualify as “educational or charitable” even though they do
not carry on formal instructional or training programs. Thus, exemption has been
granted to nonprofit organizations such as the following: An organization that spon-
sors an annual art exhibit at which works of unknown but promlsmg artists are dis-
played*'® a permanent touring theatre repertory company; *17 an organization
formed for the promotion of the arts by encouraging local repertory theatre
groups,‘”a an organization created to develop and promote an apprematlun of jazz
music as an American art form through the presentation of public jazz festivals;*!®
an orgamzat:on formed to promote group harmony singing through meetings, practice
sessions and public concerts.?

The reguiations refer to other types of organizations that are deemed to be educa-
tional even though they do not necessarity provide formal training or instruction,
such as museums, zoos, planetariums, symphony orchestras, and similar organiza-
tions,*? ! This category has been extended by rulings to embrace organizations such
as a bird and wildiife sanctuary,? icultural fair,*22 and a sports museum 424

The IRS has also ruled that a 501 {c)a?) organlzatlon may properly make so-called

““creative” grants to_writers, painters, composers, sculptors, and scholars for projects
in their respective fields whlch they would not otherwise be able to undertake or
finish due to lack of funds.*?* Such grants differ from traditional scholarship and
fellowship grants in that they are not given to enable the recipient to pursue a course
of study or instruction at an educational institution. Nonetheless, they have an edu-
cational purpose because they promote culture and the arts and also enable the re-
cipient to develop his talents through independent work or study.

The foregoing rulings indicate that cultural, artistic, and analogous activities are
presumed by the IRS to be educational without regard to whether they are accom-
panied by a formal program of training or instruction. However, this presumption
does not extend to other types of activity, such as, for example, sports. Unlike the
promotion of culture {which is deemed to be educational per se), the promaotion of a
sport for amateurs has been ruled by the IRS to be outside the scope of section
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SOV {c) (3).*%® Similarly, although the IRS has ruled that mere participation in the re-
enactment of Civil War battles has educational value,*?7 this is not true of mere
participation in amateur baseball games. Accordingly, an amateur baseball league
cannot qualify under section 501 (‘5 (3) and must obtain its tax-exempt status under
section 501 {c) (4).%2® The rationale given by the IRS for this position is that amateur
sports “neither improve nor develop the capabilities of the individual nor instruct the
public on subjects useful to the individual and beneficial to the community within
the meaning of the regulations, Therefore, these activities are not educational within
the meaning of section 501 (¢) (3) of the Code.”*??

It may be concluded from the foregoing that two principal categories of activities
are deemed to be educational per se, These are (1) instruction or training which meets
the broad tests set forth in the.regulations, and (2) the promotion of culture and the
arts {where the element of instruction or training either is not required or is presumed
o b)e4saaotisﬁed by reason of the high value that society places upon art and cul-
ture).

Criteria for Determining Whether Training or Instruction Is “Educational”

The criteria for determining whether an activity qualifies as “training or instruc-
tion” (so as to be "educational” for purposes of section 507 (c) (3} ) are extremely
broad. The regulations make clear that educational activity may be directed toward
the individual or toward the public at large. If directed toward the individual, the
purpose must be to improve or develop his capabilities. If directed toward the public,
the subject matter of the instruction must be “useful to the individual and beneficial
to the community.” {n addition, if an organization advocates a particular position or
viewpoint, the pertinent facts must be fully and fairly presented in order to enable the
individual or the public to arrive at an independent judgment, These criteria will be
examined as they relate to the subject matter of instruction, the method of instruc-
tion, and the requirement of a full and fair presentation of the pertinent facts,

The Subject Matter of Instruction

Assuming compliance with law and public policy, there appear to be few subjects
that are so completely lacking in usefulness or benefit to society as to be beyond the
timits of “education” as defined in the regulations. A multitude of topics have been
recognized as being appropriate subjects of education for this purpose, It seems clear
that any subject that is included in the curriculum of an accepted center of educa-
tion — such as a college, university, secondary school — is educational. However, the
scope of what is educational under section 501 (c) (3) is far broader than that, as is
indicated by the following cross section of activities that have been ruled to be educa-
tional for this purpose:

Training or Instruction of Individuals. |nstructing farmers, workers and small
businessmen in_developing nations regarding techniques for organizing and managing
credit unions;*®! instructing docters concerning recent scientific developments in
the field of medicine;*? instructing expectant mothers concerning methods of pain-
less childbirth#2? instructing employees of banks on various banking subjects:*3*
instruction regarding sports and athletics®*®® (as distinguished from mere promotion
of sports); counseling men regarding voluntary sterilization methods;**% counseling
women with unwanted pregnancies regarding alternative ways of resolving such preg-
nancies;*3? providing vocational training to non-skilled persons;*?3providing marriage
counseling?3? providing instruction on how to remedy adverse effects of drugs?49
providing vocational counseling;**! training prisoners regarding constructive social
behavior;**? training apprentices in skills and crafts, 443



1967

Instruction of the Public. |nstructing the public on personal budgeting, buying
practices and the sound use of credit4# instructing the public regarding standards of
safety in the design, construction, and operation of small craft;*® educating em-
ployers regarding the advantages of nondiscriminatory hiring practices;**® educating
the public in the advantages of tree planting;**” educating the public as to quality
radio and TV programs;*48 educating the public regarding the need for a code of fair
campaign practices;**? educating the public regarding the accuracy and fairness of
news reports,**°

It would appear from these rulings that educational organizations are seldom denied
educational status because the subject matter of the training or instruction is not suf-
ficiently worthwhile, However, inadequacy of educational content appears to have
been a significant factor in a few rulings, For example, the IRS has ruled that a non-
profit organization that conducts obedience training classes for dogs and their owners
is not “educational” under section 501 (c) (3).#°! The ruling stated: “While the
owner receives some instruction in how to give commands to his dog, it is the dog that
is the primary object of the training.”

Also, in a ruling denying educational status to a college discussion group the IRS
stated:

The various topics that thus become the subject of speeches and discussions do
not fall within any particular or identifiable fields of inquiry. Nor is there any
evidence that the discussions communicate any organized body of knowledge or
information that would develop or improve the individual capabilities of the
participants to a significantly greater extent than that normally attending ex-
changes of personal opinions and experiences in the informal atmosphere com-
monly charactenzmg meetings of social and fraternal groups or professional
clubs.?

The fine line that distinguishes “education” from. mere “‘exchanges of personal opin-
ions and experiences” is illystrated by comparing the foregeing ruling with another
ruling in which the IRS granted 501 {c) (3) status to a “coffee house” formed by a
group of churches. The coffee house was deemed to be advancing education and
religion by providing an environment in which young adults are brought together
with church leaders and other community leaders for meaningful discussions and
counseling on religion and other matters of moral and intellectual value,”*54

It is possible that the difference in the result reached in these two rulings was not
attributable so much to differences in the educational content of the discussions as
to the fact that the exempt coffee house was sponsored by a group of churches where-
as the nonexempt college discussion group held no formal ties with an established
501 {c} (3) organization,

The Educational Method

The regulations do not require an educational organization to follow any prescribed
method in achieving its goal of instruction or training. Since traditional institutions of
formal education —~ such as rade schools, secondary schools, colleges, and professional
schools — are presumed to be educational under the regulations, it would appear that
any reasonable method for advancing knowledge employed by such institutions would
be permissible under section 501 {c) (3)

The regulations also recognize as “educational’ certain widely used and accepted
teaching techniques, such as public discussion groups, forums, panels, lectures (which
may be presented, but need not be, on radio or television), and courses of mstructlon
by means of correspondence or through the utilization of tetevision or radio.**® To
this list may be added certain other commonly used methods of instruction or dls-
semination of knowledge such as the publication of newsletters and pamphlets
the maintenance of a library,**® the conduct of factual inquiries and the issuance of
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459 450

the collec-

reports, the presentation of workshops, conferences and exhibits,
461
and

tion of materials of historical interest for donation to a university or library,
the production and distribution of educational films 42

The foregoing enumeration is not all-inclusive and it would seem that virtually any
reasonable means of achieving the objectives of training or instruction contemplated
by the regulations will be recognized as “educational’ so long as it is lawful and con-
sistent with public policy. Examples of unconventional educational programs that have
been recognized by the IRS include operation of a toy manufacturing business (for the
purpose of providing job training to unskilled indi‘..rida.ualzr.),463 organization and con-
duct of travel study tours*®* operation of a government internship program for col-
lege students;*®® working in a political campaign on behalf of a candidate for elective
office (as a part of a college course in political science);*¢® management of an invest-
ment portfolio (as a part of a college course on investmenis);*®? sponsoring public
concerts and arranging concert bookings to enable aspiring performing artists to ob-
tain experience needed in order to develop their talents and become self-supporting
professionally,¢® '

Personal counseling can also constitute a valid educational method for purposes of
section 501 (c) (3). However, whether or not it will be so recognized in a particular
case depends upon the subject matter and purpose of the counseling. The IRS has
ruled that the provision of free personal counseling to individuals who are in various
forms of ““distress” is educational, such as counseling former mental patients to be-
come self-supporting members of society,*¢? counseling users of mind-affecting drugs
as to means of counteracting such drugs,*7? counseling prisoners concerning psycho-
logical needs,*?! counseling poor people concerning personal budget problems,”?
counseling individuals in regard to marital difficulties,®?? and counseling women re-
garding alternative means of resolving unwanted pregnancies.* 74

1t will be noted that in the above situations the counseling is directed at persons
who have specific needs of the type that are traditionally met by charitable activity.
In such cases, the counseling may be viewed as serving a charitable purpose as well as
an educational purpese. On the other hand, the provision of free counseling to mem-
bers of the public who are in financial difficulties (although not in the poverty class)
has been ruled to be neither educational nor charitable.*”* While the distinction
between educational and noneducational counseling has not been precisely articulated
by the IRS, it would seem to depend upon whether one of the two alternative stan-
dards set forth in the regulations is met, namely whether the purpose of the counseling
is to improve or develop the capabilities of the individual or to provide instruction
on subjects useful to the individual and beneficial to the community. Counseling that
does not meet either of these tests would presumably not be educational, although it
might in proper circumstances be charitable, as in the case of legal counseling pro-
vided free of charge to poor people,

The Requirement of Full and Fair Exposition of the Relevant Facts

While education by its nature involves the dissemination of knowledge, ideas, and
information, not every such dissemination qualifies as *‘educational” for purposes of
section 501 {c} (3). The basic criterion of an educational presentation has been de-
scribed by Dean Sacks as follows: *“. .. In order to be educational, the presentation
must utilize a form to some not easily defined extent which gives its audience an
opportunity to think about and to evaluate its merits . . . An organization which
utilizes truly educational methods is necessarily removed to some extent from an ac-
tion program, for it must leave the question of action to its audience upon a fair
presentation. The matter is one of degree and the precise line is very unclear.* 7%

For many years the regulations attempted to deal with this aspect of the definition
of an educational organization by excluding therefrom organizations formed to dis-
seminate “‘controversial or partisan propaganda,”®?? This language had little to recom-
mend it as a legal criterion, for as Judge Learned Hand stated in Slee v. Commissioner
“propaganda’ is a “polemical word used to decry the publicity of the other side."*78
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In 1959 the regulations were amended to adopt the present test which reads as fol-
lows:

An organization may be educational even though it advocates a particular
position or viewpoint so long as it presents a sufficiently full and fair exposition
of the pertinent facts as to permit an individual or the public to form an inde-
pendent opinion or conclusion, On the other hand, an organizaticn is not edu-
cational if its principal function is the mere presentation of unsupported opin-
ion.

The key words in this regulation are “a sufficiently full and fair exposition of the
pertinent facts to permit an individual or the public to form an independent conclu-
sion,” The application of such a standard is a matter of judgment and depends upon
the facts and circumstances of each situation. Thus, a presentation to an audience
which has expertise in the subject being discussed should not necessarily be required
to adopt the same form and tone as a presentation to the general public. Moreover,
there is no mechanical test by which to determine whether a presentation which
advocates a particular viewpoint is sufficiently well documented, or gives sufficient
consideration to the opposing viewpoint, to qualify as educational *8° ‘

Although the regulation was adopted in 1959, there is virtually no published
authority dealing with the difficult questions of interpretation to which it could give
rise. If the regulation were applied in a technical fashion, it could provide fertile
ground for innumerable controversies as to whether, in a particular situation, an or-
ganization that utilizes the mass media to educate the public concerning a controver-
sial topic meets the standard of a “full and fair”’ presentation.*®! However, the IRS
appears to have avoided becoming involved to any significant degree in this type of
controversy. The Exempt Organizations Handbook indicates that so long as an organi-
zation that educates the public on controversial issues avoids engaging in legislative
or political activities characteristic of an “action” organization, it will be able to func-
tion without interference from the [RS provided it “stick[s] to the reasoned approach
and avoid{s] unsupported opinion,”48?%

Ancillary Activities in Furtherance of Education
Incidental Noneducational Activities of an Educational Qrganization

The IRS recognizes that in order for an educational institution to achieve its edu-
cational purposes, it may be required to engage (either directly or through wholly
owned subsidiaries} in various activities that are not educational per se, Thus, the
iR5 has stated that “‘activities which in themselves are not educational or charitable
may be incidental to such purposes; and if they are, such activities do not constitute
a ground for denying the exemption.”*®3 Activities that are neither educational
per se nor directly involved with an educational function but have nevertheless been
viewed as incidental to the achievement of an educational purpose in appropriate
circumstanees include the following: The operation of a cafeteria and gift shop by an
art museum for the convenience of its visitors;*3* the operation of a student book
store and restaurant on the campus of a university primarily for the convenience of
its student body and facuity;*2% the provision of housing and feod to students and
faculty members of a university;*®® the furnishing by a subsidiary of a 501 {¢) (3}
educational organization of electric power to its parent organization to enable the
parent to carry on its educational activities,*®?

The foregoing enumeration could be extended to include many other noneduca-
tional activities which by custom and tradition, or for reasons of convenience or
necessity, are carried on by or under the control of an educational institution to
facilitate the accomplishment of its educational purposes,
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Noneducational Organizations That Advance Education

Reflecting the general law of charity, the regulations recognize that the advance-
ment of education is an exempt purpose under section 501 {c) {3).*%® Thus, an or-
ganization that does not itself directly engage in educational activities may neverthe-
less qualify under section 501 (c) (3} if its activities are carried on for the purpose of
advancing education, A variety of organizations that are not educational per se have
been accorded exemption under this rationale. A clear example, and perhaps the oldest
from a historical standpoint, is a trust that provides financial support for a school or
other educational institution but does not itself engage in educational activities.*2®
In the same category are university alumni associations, which have been held to be
exempt under section 501 (¢} (3) on the ground that their primary purpose is to sup-
port education, notwithstanding the fact they also engage in incidental recreational
and social activities.4??

Advancement of education may tzke the form of providing financial support for
an ancillary noneducationa! activity of a university. Thus, the IRS has ruled that an
organization that furthers a university’s athletic program by subsidizing special eating
facilities for members of the athletic teams of the university qualifies under section
501 (¢} (3).491

Support of education need not be exclusively in the form of gifts of money. Thus,
an organization that provides specialized investment services exclusively for colleges
and universities at virtually no cost to them is exempt under section 501 (c) (3).4%2

One of the most common means of advancing education is through the support of
students, Bogert points out that **, . , the advance of education implies not only
teachers capable of giving instruction, but also students able to receive the benefits
of the teaching. Consequently trusts which stimulate students to seek an education
or aid them in acquiring it are clearly educational. Under this heading fall trusts to
establish schofarships for the purpose of paying the twition and other expenses of
students while receiving instruction, trusts to lend money to students, to furnish
them with clothing, or housing, or to establish prizes and other awards for excellence
in literary or scientific work. |footnotes omitted] ™43

Consistent with the foregoing authorities, the IRS has recognized the exempt
status under section 501 {c) {3) of organizations that aid students through the grant-
ing of scholarships*®? and the extension of loans at favorable interest rates*®®
Similarly, the IRS has held that an organization that recognizes and encourages scho-
lastic achievement and leadership also advances education 9§

It is_significant to note that while programs to aid students in obtaining an educa-
tion are frequently limited to poor children, under the general law of charity “. . . such
restriction is not necessary in order to make them charitable. It would seem necessary
only that the 'beneficiaries’ be persons capable of receiving or transmitting benefits
through their education. The financial status of an individual or a class does not
determine capacity for improvement by instruction. Society will be aided if any or
all of its citizens, rich or poor, obtain wisdom, knowledge, skili, or culture. {footnotes
omitted]™?7 Accordingly, the IRS has recognized that a 501 {c} (3) organization
may award scholarships on the basis of scholastic ability rather than need.*?

Limits on the Concept of Advancement of Education Under Section 501 (¢) (3)

As the foregoing discussion has shown, a 501 {c! (3) educational institution, such
as a school or university, is allowed to engage in a2 wide variety of activities that are
not educational per se provided such activities are incidental to the accomplishment
of its educational purposes. In addition, an independent organization that is neither
owned nor controlled by an educational institution may qualify under section 501 (c)
(3) if its purposes and activities advance education. When such an organization pro-
vides an educational institution with money, services, or facilities on a gratuitous
basis, the benefit to education is clear. However, if the educational institution is
required to pay a quid pro guo for the services or facilities it receives, a more diffi-
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cuit question is presented. The IRS scrutinizes such cases closely and classifies them
according to the following general rules:

1. If the organization in question is a subsidiary of a parent educational institution,
and provides services or facilities only to the parent, the subsidiary will be viewed as
an integral part of the parent and may qualify under section 501 {c) (3).4%*?

2. If the organization in question is owned or controlled by two or more educa-
tional institutions to which the organization provides services or facilities on a non-
gratuitous basis, it may qualify under section 501 (¢} (3) if the services or facilities
have a sufficiently close relationship to the institutions’ educational functions. For
example, a membership organization (primarily composed of and supported by schools
and colleges) which conducts an accreditation program for educational institutions in
a particular geographical region is exempt under section 501 (c) {3) on the ground that
its activities “support and advance education by providing significant incentive for
maintaining a high quality educational program,”’5%? A like conclusion was reached
with respect to an organization created and controlled by 501 (¢) (3) colleges and
universities to provide the organizational structure for a regional computer network
to enable member educational institutions (including faculty members and students)
to benefit from research and scientific information developed by other member insti-
tutions and the federal government.*®?

3. The IRS accords different treatment to an organization that provides services or
facilities on a nongratwitous basis to a group of educational institutions for use in con-
nection with their administrative functions (such as “class scheduling, billing, or pro-
cessing applications”S °2) as distinguished from their educational functions. According
to the IRS, such an organization does not gualify under section 501 {c) (3). In brief,
it would seem that the position of the IRS is that the performance of administrative
functions on a nongratuitous basis for two or more 501 (¢) {3) organizations consti-
tutes an unrelated trade or business, and if the conduct of such a trade or business is
the primary purpose of an organization it cannot qualify under section 501 {¢) (3). A
more detailed analysis of this subject appears in Chapter VIII of this report, relating
1o business activities of 501 (¢} (3} organizations.

vI
CRITERIA PERTAINING TO SCIENTIFIC ORGANIZATIONS

There was no reference 1o scientific purposes in the 1601 Statute of Charitable
Uses. However, by the time the forerunner of section 501 (¢) (3) was enacted in 1913
the advancement of science had long been considered a charitable activity. For exam-
ple, an 1832 decision of the Supreme Judicial Court of Massachusetts stated: “That a
gift designed to promote the public good, by the encouragement of learning science
and the useful arts, without any particular reference to the poor, is regarded as a
charity, is settled by a series of judicial decisions, and regarded as the settled practice
of a court of equity.”$?3

It is difficult to identify the precise moment in time that scientific purposes came
to be regarded as charitable. This expansion of the concept of charity did not result
from any conscious change in judicial thinking but instead seems to have occurred
gradually and naturally over many years in recognition of the benefits to society that
could be obtained through the advancement of science and technology.

At the same time, however, the courts recognized that not all scientific activity
:hﬁuld necessarily be regarded as charitable, A 1909 decision stated the problem as
ollows:



1972

[} nstitutions of learning and science may or may not be charitable, according
as the institution is carried on for public benefit alone, or for private gain . . .
while it may be true that the encouragement of scientific discovery and inven-
tions might, in a very general way, tend to promote the benefit of mankind and
the advance of civilization, yet, in view of the decisions above cited, it cannot be
said that these purposes are in themselves necessarily charitable . . . Scientific
discoveries might be of such a nature that they would be hurtful and evil in ten-
dency and effect . . . Both scientific discoveries and inventions may be of such a
character as to inure entirely to the personal profit of the discoverer or inventor
or of other persons interested or affected 54

Accordingly, under the generat law of charity the courts have traditionally been re-
quired to distinguish those activities that are merely scientific from those activities
that are scientific and also charitable,

Not surprisingly, this has also been the principal problem in determining the appli-
cation of section 501 (c} (3} to scientific organizations, Unlike the other areas of
exempt activity, which for the most part do not as easily lend themselves to commer-
cial exploitation, scientific research is carried on extensively by organizations in both
the business and philanthropic sectors. Moreover, in many cases, in order for the
public to benefit from scientific research carried on by the philanthropic sector, the
results of the research must be made available to the business sector for use in the
production of goods or services which will be sold by the business sector to the public
for a profit. The rules developed for dealing with this complex situation are discussed
below,

The Meaning of “Scientific”

The IRS has not promulgated a comprehensive definition of the term “scientific.”
The regulations provide, however, that the term “scientific’ as used in section 501 (¢}
{3} “includes the carrying on of scientific research in the public interest.” The regula-
tions further provide:

Research when taken alone is a word with various meanings; it is not synony-
mous with “scientific"’; and the nature of particular research depends upon the
purpose which it serves, For research to be “scientific,” within the meaning of
section 501 (¢} (3}, it must be carried on in furtherance of a ““scientific” pur-
pose. The determination as to whether research is “scientific’’ does not depend
upon whether such research is classified as “fundamental’” or '‘basic” as con-
trasted with “applied” or “practical.’’5?$

The absence of a definition of “'scientific” in the regulations does not appear to
have given rise to any serious problems in the administration of section 5071 {c} (3).
The meaning of this term in common usage seems sufficiently well understood to
cbviate the need for a precise legal definition, and the decision of the IRS to refrain
from attempting to formulate such a definition seems to be a sound one.’®® As noted
earlier, the principal problem is not to define “scientific,”’ but to delineate the situa-
tions in which activities which are admittedly scientific are also sufficiently in the
public interest to. merit tax exemption under section 501 {c) {3). In dealing with this
prablem the regulations concentrate primarily upon *‘scientific research” because this
is the area in which the most difficult questions arise.



1973
“Scientific Research” Under Section 501 (c} (3)
The Exclusion of Activities Incidental to Commercial or Industrial Operations

As noted earlier, the regulations make clear that the test of exemption under sec-
tion 501 {c) (3) does not depend upon whether research is classified as "fundamental”
or “basic” as contrasted with “applied"” or “‘practical.” Accordingly, depending upon
the circumstances, "applied” or “practical” research can qualify as “scientific'’ for
purpases of section 501 (c) (3). However, the regulations also provide: “(ii} Scientific
research does net include activities of a type ordinarily carried on as an incident to
commercial or industrial operations, as, for example, the ordinary testing or inspec-
tion of materials or products or the designing or construction of equipment, build-
ings, etc.”> 97

This is the only instance in which the regulations specifically classify a particular
type of activity as being, in effect, “nonscientific.’”” The scope of the activities that
are intended to be excluded from the scientific category by this provision is not en-
tirely clear. It has been suggested that the application of this provision should be
limited to activities similar to those referred to in the accompanying examples —
namely, “the ordinary testing or inspection of matenals or products or the designing
or construction of equipment, bu:ldlngs etc.”*%® The few published rulings that
have been issued under this provision are generally consistent with this interpreta-
tion.

In one ruling®®? the IRS relied upon this provision of the regulations in denying
exemption to an organization that conducted clinical tests of drugs for commercial
pharmaceutical companies in order to comply with Food and Drug Administration
requirements that drugs be tested for safety and efficacy before they can be marketed.,
This ruling states: “Clinical testing is an activity ordinarily carried on as an incident
to a pharmaceutical company’s commercial operations. The fact that the testing must
be done by highly qualified professionals does not change its basic nature. Therefore
such testing does not constitute scientific research. , . 7510

In another ruling® '! the IRS denied exemption to an organization formed to foster
the development of labor-saving agricultural machinery, The organization undertook
projects to identify the need for new types of such machinery and then arranged for
the development, design, and testing of the machinery. If 2 machine proved success-
ful, a patent would be sought in the organization's name and a2 manufacturer would
be licensed to build and sell the machine on an exclusive or nonexclusive basis. Any
royalties received by the organization were used to develop additional machines, The
successful development of such machinery was expected to reduce ultimately the cost
of agricultural crops to the public.

in denying the organization exemption under section 501 {c} (3} the IRS stated
that . . . the development or designing of machinery under the circumstances presernt
in the mstaf?t cgse is incident to a commercial operation and does not constitute
‘scientific research’ within the meaning of . . . the regulations. [emphasis added] 512
This statement implies that in other circumstances the development or design of
machinery could constitute scientific research for purposes of section 501 (¢) (3), per-
haps as a form of “applied” or “practical” research which the regulations specifically
indicate can be exempt. Thus, for example, as discussed below, a research organiza-
tion (such as the one involved in the foregoing ruling) that makes freely available to
the public any patents for machinery developed by it through research might qualify
as "'scientific” for purposes of section 501 {c} (3).512

The Requirement That Scientific Research Be in the Public Interest

Since an organization may qualify under section 501 (¢} {3) only if it serves a pub-
lic rather than a private interest, it is necessary to determine when scientific research
will be regarded as carried on in the public interest. The regulations contain detailed
rules regarding this question. In general, these rules are intended to insure that the



1974

benefit from any research performed by a 501{c} (3} organization will be enjoyed pri-
marily by the public and not by a private person {(or group).

For purposes of the present discussion these rules may be divided into two cate-
gories, namely (1} rules as to when scientific research will be regarded as carried on in
the public interest and (2) rules as to when an organization that is engaged in scientific
research will not be regarded as organized and operated in the public interest.®14

When scientific research is deemed to be carried on in the public interest, Under
the regulations there are three alternative tests for determining whether scientific re-
search will be recognized as carried on in the public interest, The clearest of these per-
tains to governmental research. The regulations state that scientific research that ““is
performed for the United States, or any of its agencies or instrumentalities, or for a
State or E)oliticai subdivision thereof..” will be regarded as carried on in the public
interest, 19

The two other alternative tests for determining whether scientific research is carried
on in the public interest focus, respectively, upon (1) the manner in which the results
of the research are made available to the public and (2) the purpose for which the re-
search is carried on. For convenience, these two tests will be referred to in this dis-
cussion as the ‘results” test and the “purpose” test, respectively,

Under the regulations the “results” test will be satisfied *if the results of such re-
search f{including any patents, copyrights, processes, or formulae resulting from such
research) are made available to the public on a nondiscriminatory basis;..."*'% Ac-
cordingly, this test will not be satisfied if the results of the research are made available
only on a selective or restrictive basis.*'? However, if the test of nondiscriminatory
availability is satisfied, it is not necessary that the results of the research be made
available o the public free of charge. Accordingly, in such a case the charging of a
nondiscriminatory royalty by the research organization does not preclude the re-
search from heingB regarded as carried on in the public interest for purposes of sec-
tion 501{c) (3).5!

With respect to the so-called "purpose” test, the regulations provide that scientific
research will be recognized as carried on in the public interest “if such research is di-
rected toward benefiting the public.”®'? The regulations set forth four examples
of scientific research that will be deemed to meet this test. The first two examples
describe research activities carried on for “educational” purposes, namely: {1) Scien-
tific research carried on for the purpose of aiding in the scientific education of college
or university students;?? (2) scientific research carried on for the purpose of obtain-
ing scientific information, which is published in a treatise, trade publication, or in any
other form that is available to the interested public.52?

The third example is scientific research carried on for the purpose of discovering a
cure for a disease.522 Such research is obviously of great benefit to the public and
is probably the best illustration of the type of research that the average person would
regard as meriting tax exemption,

The fourth example of scientific research which will be considered as directed
toward benefiting the public is scientific research carried on for the purpose of aid-
ing a community or geographical area by attracting new industry to the community
or area or by encouraging the development or retention of an industry in the com-
munity or area.®?® Unlike the first three examples mentioned above, wherein the
specified research bears a clear relationship to a purpose that is “charitable” under
the general law of charity (that is, education, or the cure of disease), the historical
rationale for the fourth example is less clear. The example was apparently included
in the regulations in order to confirm the exempt status under section 501{c) (3) of
certain research institutes which had been established in various parts of the country
with a view to promoting the industrial development of their respective regions
through scientific research. This provision of the regulations appears to rest upon the
premise that industrial development of an area is sufficiently beneficial to the com-
munity to justify the grant of tax exemption to scientific research that is carried on
for the purpose of achieving this result,
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in this connection, it is interesting to note that as an outgrowth of the environ-
mental and conservation movements, a number of "'public interest’ research organiza-
tions have been established to carry on scientific research for the purpose of opposing
{through litigation or education of the public) the development of new industry where
the research indicates that such development would not be beneficial to the public,
Examples of industrial development proposals that have been opposed by public
interest research organizations on scientific grounds include proposals involving strip-
mining, the development of the SST airplane, and the construction and siting of
nuclear plants for the generation of electricity. Since the public interest organizations
that carry on this type of research customarily make the results of their research avail-
able to the public on a nondiscriminatory basis, such research satisfies the “results”
test. In addition, it would seem to satisfy the “purpose” test because it is directed
toward benefiting the publlc notwnhstandmg that it is not specifically mentioned
in the examples set forth in the regulations.®? 247)¢ is not unusual for organizations with
opposing points of view re%ardmg controversial public issues to qualify for exemption
under section 501{c) {3).5?

The regulations provide that scientific research that satisfies the “purpose” test {by
being “directed toward benefiting the public”) will be regarded as carried on in the
public interest even though the sponsor of the research has the right to obtain owner-
ship or control of any patents, copyrights, processes, or formulae resulting from such
research.¥2% Thus, for example, if a 501{(c) (3} orfganization performs scientific re-
search sponsored by a pharmaceutical company for the purpose of discovering a cure
for a disease, it is permissible for the contract pursuant to which the research is per-
formed to provide that the pharmaceutical company shall be entitled to obtain the
ownership of any patents, processes, or formulae resuiting from the research. The same
would be true of scientific research sponsored by a business corporation for the pur-
pose of attracting new industry to a geographical area, as, for example, by developing
a new process far the industrial use of natural resources that are in abundant supply
in the area,

In such cases the research results, by hypothesis, would not be made available to
the public on a nondiscriminatory basis because they would be owned by the business
corporation ‘which sponsored the research. Thus, the research could not qualify as
having been carried on in the public interest under the “results” test. However, in
view of the benefit to the public which the regulations presume to flow from scien-
tific research that qualifies under the “purpose” test, such research can be carried on
by a 507{(¢) (3) organization even though a substantial private economic benefit is
realized therefrom by the sponsor of the research. The rationale of this provision of
the regulations appears to be that the private benefit realized by the sponsor is inci-
dental to the greater benefit that the public is presumed to derive from the research.
A similar weighing of public and private benefits occurs in other situations under
section 501{c) (3), and the principle is well established that an “incidental” private
benefit will not prevent an otherwise exempt activity from qualifying under section
501(c) (3).5%7

When an organization engaged in scientific research will not be regarded as or-
ganized and operated in the public interest. ‘The regulations set forth two situa-
tions in which an organization that carries on scientific research will not be regarded
as organized and operated in the public interest and consequently will not qualify
as a “scientific’’ organization under section 501 (c) (3).

The first is when the organization will perform research only for persons that
are (directly or indirectly) its creators and that are not described in section
501 (c) {3).528 In such a situation, it appears to be immaterial that the results of the
research are made available to the public on a nondiscriminatory basis, or even free
of charge. Although in that case the ‘results” test would be ostensibly satisfied, the
research organization cannot qualify under section 501(c} (3) because it is a “cap-
tive"” of its creators and is therefore presumed to be organized and operated pri-
marily to serve their private interests and not the public interest.’
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The second situation described in the regulations in which a research organization
will not be regarded as organized and operated in the public interest is where it retains
{directly or indirectly} the ownership or conirol of more than an insubstantial portion
of the patents, copyrights, processes, or formulae resulting from its research and does
not make them available to the public.®2® Thus, for example, if the research results
are kept secret by the research organization and are not communicated to anyone else,
the public cannot derive any benefit from the research and the organization does not
merit exemption under section 501(c) (3), However, if the research organization re-
tains ownership or control of the research resuits but makes them available to the
public on a nondiscriminatory basis {not necessarily free of chage), the organization
will not be disqualified under this provision of the regulations,

in addition, the regulations recognize that in some situations a public benefit from
scientific research is not necessarily achieved merely by making the research results
available to the public on a nondiscriminatory basis. For example, assume that a
501(c) (3) research organization discovers a new vaccine for the cure of a disease, and
obtains a patent therefor, If the vaccine is very costly to manufacture, requiring the
expenditure of substantial capital funds to build the necessary facilities, it is possi-
ble that no business corporation would be willing to make the necessary investment in
such facilities unless it could obtain the exclusive right to the use of the patent. in
such a case, the regulations provide that “if the granting of such exclusive right is the
only practicable manner in which the patent [or other research results] can be utilized
for the benefit of the public,” it will be permissible for the 501{c){3) research organi-
zation to grant such an exlusive right. However, this liberal rule is limited to situations
in which the research that produced the patent (or other research results) qualifies
under either the governmental test or the “purpose” test of the regulations. That is,
the research must be carried on either (1) for the United States, or any of its agencies
or instrumentalities, or for a state or political subdivision thereof or (2; for a purpose
that the regulations regard as “directed toward benefiting the public”®*! as discussed
above,

The Scope of Scientific Activity Under Section 501{c} (3)

There is very little authorlty regarding the subject matter that may fall within the
scope of scientific activity under section 501(c} (3). It is clear that sc;entlflc research
under section 501{c) (3) encompasses research in the social sciences® 32 as well as the
physical sciences. As is true in the case of education,’3? it would seem that insofar as
subject matter is concerned the boundaries of scuentlﬁc activity are limited only by
the bounds of knowledge itself, So long as the requirements of law and public policy
are satisfied, there would seem to be no reason to impose limits upon the range of
Eo]):ucs that may be subjected to scientific inquiry for purposes of section 501(c)

3

In addition, it would seem that wide latitude should be allowed in regard to the
methods of research that may be employed by a scientific organization. In one inter-
esting unpublished ruling, the IRS heid that the operation of a pilot project for pro-
viding prepaid legal services qualified as scientific research under section 501(c) (3}
where the purpose of the project was to obtain actuarial and other information re-
garding the feasibility of such a program and to amalyze and distribute that infor-
mation to interested members of the legal profession and the general publlc535

Dissemination of the results of scientific research is, of course, a necessary step in
the process whereby such research is utilized for the benefit of the public. Thus, orga-
nizations that do not carry on scientific research themselves but, rather, abstract and
disseminate the newest scientific advances made by others have been granted exemp-
tion under section 501 (c) (3) as scientific and educational organizations.® 3¢
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Scientific Research and the Unrelated Business Income Tax

Although a detailed discussion of the unrelated business income tax provisions of
the Code is beyond the scope of this report, it may be noted that three of these provi-
sions pertain to the conduct of scientific research by 501(c) {3) organizations,

‘Governmental Research

Section 512(b) (7) provides that in computing unrelated business taxable income
there shall be excluded all income derived from research for the United States or any
of its agencies or instrumentalities, or any state or political subdivision thereof. This
means that any profit derived by a 501{c) (3) organization from the performance of
such governmental research will not be subject to unrelated business income tax. In
addition, as previously discussed, the regulations under section 501(c} {3) go a step
further and characterize such research as being in the public interest per se for pur-
poses of section 501(c) (3). Thus, an organization that is exclusively engaged in per-
forming sciemtific research for federal and state governments would be exempt from
income tax under section 501{c) (3} and would also be exempt from the tax on unre-
fated trade or business income by reason of section 512(b) (7).

Research Activities of 501(c) {3) Colleges, Universities, Hospitals, and Organizations
Engaged Primarily in Carrying on Fundamental Research

Section 512{b) {8) provides that in the case of a college, university, or hospital
there shall be excluded all income derived from research performed for any person.
Section 512(b) {9) provides similar treatment with respect to organizations operated
primarily for the purpose of carrying on fundamental research {as distinguished from
applied research), the results of which are freely available to the general public. This
means, in effect, that a 501(c} (3) organization of the type described in those sections
has been given the benefit of a statutory presumption that all of its research work is
refated to its exempt functions, for purposes of the tax on unrelated business income.

VIE

OTHER EXEMPT PURPOSES: PREVENTION OF CRUELTY TO
CHILDREN OR ANIMALS, LITERARY, AND TESTING
FOR THE PUBLIC SAFETY

The tax exemption granted to 501(c) (3) organizations extends to those organized
and operated exclusively for prevention of cruelty to children or animals, literary pur-
poses, and testing for public safety. The paucity of court decisions and revenue rulings
with respect to organizations formed for these purposes would seem to indicate that
they are not frequently used as a basis for exemption under section 501{¢) {3).

Prevention of Crueity to Children

The “prevention of cruelty to children” was added to the list of exempt pur-
poses by the Revenue Act of 1918.527 While the legislative history is silent as to
exactly what prompted the 1918 amendment, it seems likely that the amendment
was intended to provide encouragement to organizations whose efforts were devoted
to preventing the unlfawful use of child labor.

During much of the Industrial Revolution the employment of children in unsani-
tary and hazardous working conditions was commonplace, but by 1918 it was widely
accepted that this practice was detrimental to the general welfare. The prevailing
. viewpoint was expressed by Mr. Justice Day in Hammer v. Dagenhart,®?® decided in
1918:
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That there should be limitations upon the right to employ children in mines and
factories in the interest of their own and the public welfare, all will admit, That
such employment is generaliy deemed to require regulation is shown by the fact
that the brief of counsel states that every State in the Union has a law upon the
subject, limiting the right to thus employ children,®3?

Accordingly, the strong social interest in protecting children from hazardous em-
ployment and other abuses could have provided the impetus for the addition of *'pre-
vention of cruelty to children™ to the list of exempt purposes in the statute, It may be
noted, however, that this addition may not have significantly enlarged the scope of the
statute, because the prevention of cruelty to children is recognized as a charitable pur-
pose under the general law of charity.34?

There appears to have been only one published ruling in which “prevention of
cruelty to children” was relied upon by the IRS as a separate ground for granting
exemption under section 501(c} (3). This ruling recognized the exempt status of an
organization formed for the purpose of preventing children from working in haz-
ardous trades in violation of state laws.’ !

Prevention of Cruelty to Animals

The “prevention of cruelty to animals” was also added to the list of exempt pur-
poses by the Revenue Act of 1918.5%2 Asin the case of the prevention of cruelty to
children, the added language may have been surplusage because the prevention of
cruglty to animals and has also been recognized as a charitable purpose under the
general law of charity.’*?

in recent years, income tax exemption has been granted under section 501 (c) (3}
to organizations engaged in diverse projects for the benefit of animals, such as the
conduct of a voluntary accreditation program for laboratory animal care facili-
ties’** and the provision of funds for spaying or neutering pets to prevent the birth
of unwanted animats.*** However, exemption under section 501(c) (3) was denied to
a dog club formed to promote the ownership and training of purebred dogs because
E wgi éoperated primarily for the benefit, pleasure, and recreation of its mem-

BrS,

An organization that operated a community pound for the care, protection,
placement, and humane disposal of stray animals was denied exemption under sec-
tion 501{c} {3) because it also attempted to influence legislation that it considered
to be for the benefit of animals and animal lovers.

Literary Purposes

Income tax exemption was extended to “literary” organizations by the Revenue
Act of 1921,54® under a predecessor of section 501{c) (3). The legislative history
is silent as to the reason for this addition, Literary purposes are not defined by stat-
ute or regulations, and the absence of any relevant authority in the form of rulings
or case law would tend to indicate, as several commentators have suggested, that
organizations that carry on literary programs must qualify as educational, charitable
scientific, or religious in order to obtain exemption under section 501(c) (3)."’,

A problem often faced by “literary’ organizations that seek to qualify under sec-
tion 501(c) (3} is to distinguish themselves from a commercial publishing opera-
tion. An indication of the criteria that the IRS applies in such cases is provided by
Revenue Ruling 67-4,° 59 in which the IRS stated:

An organization engaged in publishing scientific and medical literature may
qualify for exemption from Federal income tax under section 501{c) (3) of
the Code if (1) the content of the publication is education, (2) the preparation
of material follows methods generally accepted as ‘educational’ in character, (3}
the distribution of the materials is necessary or valuable in achieving the organi-
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zation's educational and scientific purposes, and (4} the manner in which the
distribution is accomplished is distinguishable from ordinary commercial pub-
lishing practices.

The organization involved in Revenue Ruling 67-4 was held to satisfy the foregoing
requirements and therefore to qualify under section 507 (c) (3) as an educational and
scientific organization, The possible “literary” rationale for granting the organization
exemption was not mentioned. The same was true of a ruling involving an organization
that prepared and distributed abstracts of scientific and medical literature,5% 1 In these
two rulings the distribution of the publications was accomplished either free of
charge®5? or at a charge below cost.’53 This factor appears to have been significant
in the conclusion of the [RS that the organizations were distinguishable from ordinary
commercial publishing operations.

In contrast to these situations, a nonprofit corporation that published a foreign
janguage magazine containing fiction, poetry, book reviews, and articles of a literary,
scientific, and educational character in order to provide a vehicle for the creative
activity of writers and scholars emigrating from a foreign country was denied exemp-
tion because the manner of publication and sale of the magazine, which was available
to the general public through regular paid subscriptions, was not distinguishable from
ordinary commercial publishing practices.$%* Similarly, a nonprofit organization
created to meet the need for more satisfactory college teaching materials and text-
books in economics and related fields by sponsoring the preparation of such materials
was denied exemption because it shared the royalties from sales of the published
materials with the authors. For this reason, the IRS treated the organization as one
conducted in an essentially commercial manner,’ %3

Testing for Public Safety

The final purpose for which a 501 (c) (3) organization may be organized and
operated is ‘‘testing for public safety.” This is the only purpose enumerated in sec-
tion 501 (c} (3) that is not also listed in the *‘charitable deduction™ sections of the
Code. Accordingly, although organizations engaged exclusively in testing for public
safety are exempt from income tax under section 501 {c) (3), contributions to such
organizations are not deductible for income, gift, or estate tax purposes.®*®

Prior to 1954, the Internal Revenue Code did not specifically exempt organiza-
tions engaged in testing for public safety, and therefore such an organization could
qualify under the predecessor of section 501 {c) (3) only by meeting the criteria that
applied to charitable, scientific, or educational organizations. In the leading case to
be decided with respect to this issue under prior law, exemption was denied to an
organization sponsored by an association of fire insurance companies that conducted
experiments and investigations into the causes of fires and the resistance to hazards
of various manufactured electrical products.’37 The arganization also provided a
testing service to manufacturers to determine if their products met standards devel-
oped by the organization, and its income was derived primarily from fees paid by
the manufacturers who used this service. In denying the organization exemption, the
court held that the primary purpose of the organization was to serve the business
interest of the insurance companies and manufacturers and that any benefit inuring
to the public was merely incidental.

This decision was in effect overruled by Congress in 1954 by the reference in
section 501 {¢) (3) to organizations engaged in testing for public safety.5%® The
regulations specifically define the term “‘testing for public safety” to include "the
testing of consumer products, such as electrical products, to determine whether they
are safe for use by the general public.”**® Under this provision exemption has also
been granted to a membership organization formed by a group of marine underwriting
companies and boat manufacturers for the purpose of inspecting, evaluating, and
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te:stingS ﬁf‘?r safety products intended for use in the manufacture of small pleasure
boats,

By its very nature, the testing of consumer products for public safety will ordinarily
confer a benefit not only upon the public, but also upon the manufacturers whose
products are tested. In deciding to include testing for public safety as an exempt pur-
pose under section 501 {c} {3}, Congress in effect determined that for purposes of
granting tax exemption, the benefit to the public is sufficiently great to outweigh the
private benefit to the manufacturers. However, the IRS has taken the position that
this does not apply where the testing is intended to meet Food and Drug Administra-
tion requirements that drugs be tested for safety and efficacy before they can be
marketed.® ¢! The reasoning of the JRS in support of this position is that since a drug
is not a "“consumer product” avajlable for use by the public until it is approved for
marketing by the FDA, the testing of a drug for the purpose of obtaining such ap-
proval serves primarily the interest of the manufacturer rather than the public and thus
is not exempt,

It is interesting to note that the (RS has specifically ruled that a “public testing”
organization can qualify for exemption under section 501 {c) (3) even though it is
supported entirely by charges paid by manufacturers who make use of its testing
facilities and services,5$2

vill
BUSINESS ACTIVITIES OF 501 (c) (3) ORGANIZATIONS

A question that frequently arises in connection with the administration of section
501 (¢) (3) is the extent to which a 501 (¢} (3) organization may engage in income-
producing activities and still'maintain its tax-exempt status, It is a problem inherent
in the statute itself, since the granting of income tax exemption to specified categories
of organizations constitutes an implied acknowledgment that they may have income
that would be subject to tax in the absence of such exemption.

The problem generally arises when a 501 {c) {3) organization derives income from
the conduct of business activities similar to those ordinarily carried on by commercial
enterprises for profit.’¢3 Rules have been developed for determining when activities
of this type are of such a nature and magnitude as to resuit in either {1) loss of exemp-
tion by the organization that carries on the activity, or (2) taxation of the income de-
rived from the activity {without loss of exemption by the organization). These rules
will now be examined, beginning with their legislative and judicial history. Because
this report is concerned primarily with the criteria for exemption under section 501
(c) (3), the following discussion will focus mainly on the first of these two aspects of
business activities of 501 (c) (3) organizations, namely, the circumstances under which
stich activities will result in loss of tax exemption, A detailed discussion of the rules
relating to taxable business activities of 501 {c) (3) organizations (the tax on un-
related trade or business income) is beyond the scope of this report,

Historical Background of the Rules Relating to Business Activity

Prior 1o the Revenue Act of 1950, the business activities of exempt organizations
were governed by rules of judicial rather than legislative or administrative creation.
In 1924, in its opinion in Trinidad v. Sagrada Orden,®%* the Supreme Court stated
with respect to a statutory predecessor to section 501 (¢} (3): “'First, it recognizes
that a corporation may be organized and operated exclusively for religious, charitable,
scientific or educational purposes, and yet have a net income. Next, it says nothing
about the source of the income, but makes the destination the ultimate test for
exemption.”*¢% With this language the Supreme Court created the *destination of
income’ test under which an organization would be treated as organized and operated



1981

exclusively for exempt purposes if its income was applied to charitable or other
exempt purposes,

By 1950 the courts were unanimously of the view that organizations engaging
directly in substantial charitable, educational, religious, or other exempt activities
were exempt from tax as to the whole of their income, notwithstanding the fact that
they also carried on profitable business activities that were not related to their exempt
purposes.®$% In addition, by 1950 the “destination of income' test had been ex-
tended by a majority of courts to “feeder organizations,” that is, those engaged ex-
clusively in business activities but required to distribute their income to other organi-
zations that were admittedly exempt under section 501 {c) (3}.5%7

The legal atmosphere was changed by the Revenue Act of 1950, In an effort to
create more specific rules to deal with the tremendous growth in the number and
activities of exempt organizations after World War 11,568 Congress enacted a group
of new Code provisions. For purposes of this discussion, the most important effects
of the 1950 act were (1} to subject to tax the income derived by exempt organiza-
tions from business activities that were not related to their exempt purposes,®€? and
{2) to deny exemption to feeder organizations.® ?°

These provisions were intended primarily to solve the problem of unfair competi-
tion which had arisen under prior law because charitable and other exempt organiza-
tions were permitted to engage in business activities in competition with private eco-
nomic enterprise without being subject to income tax on the profits derived from
such activities.> 7! As stated in the Senate Finance Committee’s report on the act:

The problem at which the tax on unrelated business income is directed is pri-
marily that of unfair competition, The tax-free status of section 101 [prede-
cessor to section 501] organizations enables them to use their profits tax-free
to expand operations, while their competitors can expand only with the profits
remaining after taxes. Also, a number of examples have arisen where these
organizations have, in effect, used their tax exemptions to buy an ordinary
business. That is, they have acquired the business with little or no investment
on their own part and paid for it in instaliments out of subsequent earnings — a
procedure which usually could not be followed if the business were taxable,

In neither the House bill nor your committee's bill does this provision deny the
exemption where the organizations are carrying on unrelated active business
enterprises, nor require that they dispose of such businesses. Both provisions
merely impose the same tax on income derived from an unrelated trade or
business as is borne by their competitors. . . 372

Concept of Unrelated Business Activity

As indicated in the preceding discussion, the general approach of the 1950 act was
to tax the unrelated business income of exempt organizations to the same extent as
the income earned by their nonexempt competitors. It was not intended that the tax
imposed on unrelated business income would have any effect on an organization’s
tax-exempt status 373

The tax is imposed by section 511 on the “unrelated business taxable income” of
all 501 {c) (3) organizations,®* that is, the net income derived by any such organi-
zation from any unrelated trade or business regularly carried on by it.* 75 Section 513
defines an unrelated trade or business® 7% as ‘. . . any trade or business the conduct
of which is not substantially related {aside from the need of such organization for in-
come or funds or the use it makes of the profits derived} to the exercise or perform-
ance by such organization of its charitable, educational, or other purpose or function
constituting the basis for its exemption under section 501, ...

Thus, three distinct questions must be answered affirmatively before a 501 {¢) (3}
organization will be found o be carrying on an unrelated trade or business whose
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income is subject to tax. First, does the activity constitute the conduct of a trade or
business? Second, is the trade or business regularly carried on? Third, is the conduct
of such trade or business substantially related to the organization’s performance of its
exempt functions?

With respect to the first test, the statute defines the term *‘trade or business” to
include any activity that is carried on for the production of income from the sale of
goods or performance of services.® 77 The regulations suggest that this test is applied
in light of the primary objective of the unrelated business income tax *to eliminate a
source of unfair competition by placing the unrelated business activities of certzin
exempt organizations upon the same tax basis as the nonexempt business endeavors
with which they compete.”® 7® Accordingly, if a 501 (c) (3) organization conducts an
activity that competes with commercial business entities, the activity will usually be
regarded as a trade of business.®7?

It is important to pote that an activity may constitute a trade or business even
though it is conducted as an integral part of other activities of an exempt organiza-
tion,” 8¢ The regulations state that

. .. the term “‘trade or business” in section 513 is not limited to integrated
aggregates of assets, activities and good will which comprise businesses for the
purposes of certain other provisions of the Internal Revenue Code, Activities of
producing or distributing goods or performing services from which a particuiar
amount of gross income is derived do not lose identity as trade or business
merely because they are carried on within a larger aggregate of simifar activities
or within a larger complex of other endeavors which may, or may not, be re-
lated to the exempt purposes of the organization. Thus, for example, the regular
sale of pharmaceutical supplies to the general public by a hospital pharmacy
does not lose identity as a trade or business merely because the pharmacy also
furnishes supplies 1o the hospital and patients of the hospital in accordance
with its exempt purposes ., 531

Thus, an activity that would not be carried on except in conjunction with the exempt
activities of a 501 {c) {3) organization may nevertheless constitute an unrelated trade
or business. For example, the sale and publication of commercial advertising may
generate unrelated business taxable income even though the advertising appears in a
journal that is published by, and clearly related to the exempt purposes of, a 501 (c)
(3} organization.’ 82

Once it has been determined that an activity constitutes a trade or business, con-
sideration must be given to whether it is "regularly carried on.” The regulations
direct that this requirement ailsc be applied in light of the tax's purpose to place
business activities of exempt organizations upon the same tax basis as those of their
nonexempt competitors. The regulations provide: *. . . specific business activities of
an exempt organization will ordinarily be deemed to be ‘regularly carried on’ if they
manifest a frequency and continuity, and are pursued in a manner, generally similar
to comparabte activities of nonexempt organizations,”’

As the language in the regulations implies, a trade or business is “‘regularly carried
on” when it is conducted over the same general time span as that of comparable
private businesses. Thus, the conduct for several weeks by ap exempt organization
of a business that would normally be conducted on a year-round basis by a commercial
enterprise will not be treated as regularly carried on, However, if the business would
normally be conducted only seasonally, its conduct by an exempt organization duting
a substantial portion of the season would constitute the regular carrying on of the
business.*®** Taking the comparison one step further, intermittently conducted
activities will not be considered to be regularly carried on if they are conducted with-
(d)ut the 5t:t::m'lpe:titi\.re: and promotional efforts typical of comparable commercial en-

€avors.

After it has been determined that a 501 {c} (3) organization is regularly carrying
on a trade or business, the final inquiry is whether the conduct of the trade or business
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is substantially related to the purposes for which the organization was granted exemp-
tion. To answer this question it is necessary to examine the relationship between the
business activities of the organization and the accomplishment of its exempt pur-
poses.>®® Thus, the regulations provide:

Trade or business is ‘related’ to exempt purposes... only where the conduct of
the business activities has causal relationship to the achievement of exempt pur-
poses {other than through the production of income); and it is ‘substantially re-
lated,” for purposes of section 513, only if the causal relationship is a substantial
one. Thus, for the conduct of trade or business from which a particular amount
of gross income is derived to be substantially related to purposes for which
exemption is granted, the production or distribution of the goods or the per-
formance of the services from which the gross income is derived must con-
tribute importantly to the accomplishment of those purposes....

Whether activities productive of gross income contribute importantly to the ac-
complishment of any purpose for which an grganization is granted exemption
depends in each case upon the facts and circumstances involved.®

In essence, the regulations require that the business activities have a “causal” and
“substantial” relationship with, and "‘contribute importantly” to, the accomplishment
of the organization's exempt purposes if the activities and the exempt purposes are
to be treated as substantially related.*®*® The application of such a test will generally
require a factual analysis in each case. Thus, for example, income derived from charges
for the conduct of exempt functions, as in the case of admission charges to perform-
ances by students of a dancing school, is not income from an unrelated trade or
business.* 8% Similarly, income derived from the sale of products made by handi-
capped persons as part of a rehabilitation program would not ¢onstitute income from
the conduct of an unrelated trade or business, provided the products are sold in sub-
stantially the same state they are in upon completion of the exempt function.®®?
In both examples, the activity generating the income contributes substantially to the
accomplishment of the exempt functions—the training of students to perform before
audiences and the rehabilitation of the handicapped.

One of the factors that must be considered in determining whether business ac-
tivities contribute importantly to the accomplishment of an exempt purpose is the
relationship between the size and extent of the business activities and the nature
and extent of the exempt function they purport to serve, Where the activities are in
part related to the performance of exempt functions but are conducted on a scale
larger than reasonably necessary for the performance of such functions, the income
attributable to the excess activities is treated as unrelated business income.’ 2!

Whether or not a particular business activity will be deemed to contribute impor-
tantly to the accomplishment of an organization's exempt purposes is a question of
degree.>®? There are several rulings that indicate that the IRS takes a pragmatic
approach in resolving this question. One example, Revenue Ruling 69-26735%° con-
sidered a hospital's operation of a gift shop which sold candy, newspapers, magazines,
flowers, and other small gift items and was patronized by patients, visitors making
purchases for patients, and hospital employees. The ruling concluded that by facili-
tating the purchase of merchandise and services “to improve the physical comfort and
mental well-being of its patients,” the hospital's gift shop encouraged the patients’
recovery and therefore contributed importantly to the hospital’s exempt purpose
of providing health care for members of the community.%?

Similarly, Revenue Ruling 73-104%%% considered the case of a musetm of modern
art which sold greeting cards displaying printed reproductions of selected works of
art at a shop in the museum, by mail order, and to retail stores, The sale of cards
was promoted and sold in a commercial manner at a profit and in competition with
commercial greeting card publishers. The IRS ruled that the sale of the cards con-
tributed importantly to the achievement of the museum’s educational purposes
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because it stimulated the public’s awareness and appreciation of art and encouraged
the public to visit the museum,

In other situations the necessary degree of relationship has been found not to exist,
Thus, for example, in Revenue Ruling 73-105%%% the IRS considered the operation of
a souvenir shap by an exempt folk art museum. The sale of art history books, repro-
ductions of paintings, and other works of art was found to enhance the public’s ap-
preciation of art and thus contribute importantly to the accomplishment of the
museumn's exempt purposes. However, its sale of scientific books and souvenirs of the
city in which the museum was located was found to bear no causal relationship to the
accomplishment of the museum’s exempt purposes and therefore was held to be an
unrelated trade or business,*®”?

In addition to its role in determining whether a 501(c} {3) organization will be
taxed on income derived from business activities, the concept of an unrelated trade
or business can also be significant in determining whether an organization is entitled
to tax exemption at all, However, the operative rules for determining when the tax-
exempt status of a 501(c) (3} organization will be adversely affected by the organiza-
tion's conduct of unrelated trade or business activities are not entirely clear. The
regulations pertaining to the “organizational test’ could be interpreted as authoriz-
ing a 501{c}) (3} organization to engage in no more than an “insubstantial” amount
of unrelated business activity, since these regulations require that the articles of
organization “. . .not expressly empower the organization to engage, otherwise than as
an insubstantial part of its activities, in activities which in themselves are not in fur-
therance of one or more exempt purposes.”s ?®

The regulations pertaining o the “operational test” contain both a “primary
activity” test and an "“insubstantial activity’' test, providing in part as follows:

(1) Primary activities. An organization will be regarded as ‘operated exclusively’
for one or more exempt purposes enly if it engages primarily in activities which
accomplish one or more of such exempt purposes specified in section 501{c) {3).
An organization will not be so regarded if more than an insubstantial part of
its activities is not in furtherance of an exempt purpose.”®?

Finally, in another paragraph of the regulations under section 50%(c) (3) it is
provided that exemption will be denied if an organization is "organized or oper-
ated for the primary purpose of carrying on an unrelated trade or business, as de-
fined in section 513" of the Code®?®

Under the foregoing provisions of the regulations, it would appear that {1} exemp-
tion under section 501(c} (3) will not be adversely affected by the conduct of an unre-
lated trade or business as an insubstantial part of an organization’s overall activities,
but (2} exemption will be lost if the conduct of an unrelated trade or business is so
substantial in relation to the organization’s overall activities as to constitute the
primary purpose or activity of the organization.5®! However, it is not clear to what
extent an organization’s 501 (c) (3) status will be endangered if its unrelated trade or
business activities constitute more than an insubstantial part of its overall activities,
but not such a large part as to represent its primary purpose or activity. The regula-
tions under the "operational test,” quoted above, might be construed as meaning
that an organization would not qualify for exemption under section 501(c) (3} in
such a case. However, this result seems difficult to reconcile with the emphasis in
the regulations upon the “primary purpose” of the organization, and also with the
legislative history of the 1950 act, which indicates that Congress intended to deal with
the problem of unrelated business activities of otherwise exempt organizations merely
by imposing an income tax on the net income arising from such activities and not by
denying tax exemption to such organizations.$®2
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Denial of Exemption to Feeder Organizations

In addition to imposing an income tax on the unrelated business income of most
507 (c) (3) organizations, the Revenue Act of 1850 took the further step of removing
the tax-exempt status previously available to “feeder organizations™ under the “desti-
nation of income" test. This provision is now found in section 502, which states:

(a} General Rule — An organization operated for the primary purpose of carry-
ing on a trade or business for profit shall not be exempt from taxation under
section 501 on the ground that ali of its profits are payabie to one or more
organizations exempt from taxation under section 501,

Section 502 is concerned only with an organization’s operation, not its organization,
and is brought into play only when the “primary purpose” of that operation is the
conduct of *‘a trade or business for profit.”693 |[ts application is limited by its terms
to an organization that would (absent section 502) base its claim for exemption
solely on the ground that it “feeds” ali its income to exempt organizations. 524

Because of its limited applicability, few problems of interpretation have arisen
under section 502. One potential ambiguity has been resolved by the regulations,
that is, the problem of distinguishing between (1) a feeder organization which is en-
gaged in business for profit, and (2) a subsidiary of an exempt organization that is
merely carrying on an integral part of the exempt activities of its parent.®®* in this
regard the regulations provide:

If 2 subsidiary organization of a tax-exempt organization would jtself be exempt
on the ground that its activities are an integral part of the exempt activities of
the parent organization, its exemption will not be Jost because, as 2 matter of
accounting between the two organizations, the subsidiary derives a profit from
its dealings with its parent organization, for example, a subsidiary organization
which is operated for the sole purpose of furnishing electric power used by its
parent organization, a tax-exempt educational organization, in carrying on its
educational activities. However, the subsidiary organization is not exempt from
tax If it is operated for the primary purpose of carrying on a trade or business
which would be an unrelated trade or business (that is, unrelated to exempt
activities) if regularly carried on by the parent organization . . .%°

The foregaing rule is consistent with the principles that underlie the unrelated business
income tax. if income derived from the conduct of a trade or business would be
exempt from tax under section 511 because the trade or business is substantiaily re-
fated to the exempt purposes of the sponsoring organization, then income derived
from the same trade or business should not be subjected to tax merely because, as a
matter of convenience, it is conducted by a subsidiary for the benefit of its 501 (c) (3)
parent organization 697

There are a number of exceptions to the applicability of section 502 which corres-
pond to the exceptions to the unrelated business income tax. Thus, in general, exemp-
tion will not be denied under section 502 to an organization operated for the primary
purpose of (1} deriving rents which would not be treated as unrelated business in-
come,’%% (2) carrying on a trade or business in which substantially ali the work is
performed for the organization without compensation,®®? and (3} carrying on any
trade or business which is the selfing of merchandise, substantially afl of which has
been donated to the organization 619

Cooperative Service Organizations
One recurring problem which has not been satisfactorily resolved concerns the

ability of a group of 501 {¢) (3) organizations to “confer”’ their exempt status upon a
separately incorporated organization which performs an essential service exclusively
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for the 501 {c) (3) organizations in the sponsoring group. The IRS has answered this
question in the negative, taking the position that the performance of services for
more than a single parent organization is deemed to constitute the carrying on of an
unrelated trade or business. 811

This position was demonstrated in Revenue Ruling 54-305%!% where exemption was
denied to an organization organized and operated to maintain 2 central purchasing
agency to establish uniform standards and to purchase supplies for the exclusive
benefit of its member hospitals, all of which were 501 (c} (3} organizations. This re-
sult was rejected by the Court of Claims in Hospital Bureau of Standards & Supplies,
Inc, v. U.5,%'% which held such an organization 1o be exempt. According to the
court, the function performed by the organization was ‘'necessary and indispensable’’
to the operations of the member hospitals and, accordingly, constituted an integrai
part of such operations. The court further found that the organization was not subject
to tax as a "‘feeder organization" because it was not operated for the primary purpose
of carrying on a trade or business for profit, “At most, the [service organization] was
performing a function which each of its member hospitals would have to assume were
it not for the [service organization’s| existence,”®14

In 1968 Congress attempied to resolve the conflict between the IRS and the Court
of Claims with respect to cooperative service organizations formed by 501 {c} (3)
hospitals by enacting section 501 {€).®'* That section provides that certain hospital
service organizations will be treated as organized and operated exclusively for chari-
table purposes under section 501 {c) (3). However, section 501 () is limited to entities
organized and operated on a cooperative basis solely to perform the services enumer-
ated in section 501 (e), namely data processing, purchasing, warehousing, billing and
collection, food, industrial engineering, Yaboratory, printing communications, record
center and personnel services for 501 {c} (3) hospitais.®' ® In addition, ali net earnings
must be aliocated or paid to members on the basis of services performed for them 517

The IRS has sought to restrict the application of section 501 {e). in two rulings
published in 1969,5' % the |RS ruled that a cooperative hospital service organization,
all of whose members are 501 () (3) hospitals, will be treated as exempt under sec-
tions 501 (e} and 501 {c) (3) only if the organization provides no services other than
those specifically enumerated in section 501 (e}. Since laundry services are not so
enumerated, the IRS ruled that a cooperative hospital service organization will not be
exempt if, in addition to data processing and group purchasing services, it also provides
laundry services®!® for its members.

The IRS position has been rejected by a federal district court in United Hospital
Services, Inc. v. U.S.,5%® where a service organization, created by several 501 (c) (3)
hospitals to maintain and operate a Jaundry facility for their benefit, was held to be
exempt under section 501 {¢} (3). In reaching its decision, the court conceded that
Congress had intentionally omitted ordinary, general, and commercial laundry services
from the blanket exemption granted to cooperative hospital service organizations by
section 501 (g} but found that the organization was a charitable organization and
exempt from tax under section 501 {c} (3) without reference to section 501 (g). in
support of this conclusion the court noted the necessity of laundry and linen services
to the accomplishment of the member hospitais’ charitable purposes, the inability
of commercial laundries to provide such services because of the large guantities of
laundry involve, the necessity for sanitary and quality standards which could only be
met by special facilities, and the substantial monetary savings inuring to member
hospitals, The court also specifically rejected the portion of Regulation §1,502-1 (b)
which denies exemption to organizations owned by, and providing services to, more
than one exempt organization, as follows:

. . . the Court has difficulty in finding any basis in the statute, 26 U,5.C. §502,
for the underlined portion of the regulation. The statute provides quite simply
that ‘{a] n organization operated for the primary purpose of carrying on a trade
or business for profit shall not be exempt under section 501 on the ground that
all of its profits are payable to one or more organizations exempt under section -
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501 from taxation.” What does this have to do with two or more such organiza-
tions setting up a not-for-profit corporation wholly controlled by them, and not
serving the public, in order to effect economies in their own charitable opera-
tions? The Court in Hospital Bureau, supra, gave no effect to the regulation, nor
does this Court.6*!

The government has announced that it will not appeal the United Hospital Services
decision,®2? but has given no indication that its restrictive position with respect to
cooperative hospital service corporations will be modified.

Hospitals are not unique among 501{c) (3} organizations in their need to utilize
cooperative service organizations as a vehicle for realizing substantial cost reductions
and for conducting their operations more efficiently. Educational organizations have
also successfully utilized cooperative entities to accomplish these goals. As in the case
of hospital service organizations, the IRS’ position with respect to the tax-exempt
status of such cooperative ventures has generally been restrictive.

The IRS made a limited exception to this policy in 1970, when it granted exemp-
tion to the Common Fund, an entity organized by a group of educational institutions
to provide a cooperative investment fund that could contract with professional
advisors for research, advice, and investment management of the institutions’ contri-
butions to the fund.®22 The ruling provided that the fund would retain its exempt
status only so long as its investment services were provided to members at a charge
substantially below cost, thereby effectively requiring that the fund receive support
from outside sources, either in the form of grants or through income from an en-
dowment fund.®?

It would appear from this ruling that, in the eyes of the IRS, the provision of
services at cost by a nonprofit cooperative service organization solety to 501(c) (3)
organizations is not sufficient to characterize the service organization as exempt
under section 501{(c) (3).42° Congress rejected this narrow view insofar as it applied
to the Common Fund by enacting section 501(f} in 1974, This legislative enactment
was prompted by the fact that the start-up grants that the Common Fund had received
during its formative years had terminated, and the fund was in danger of losing its
exempt status because it was no longer able to provide services to its member insti-
tutions for a fee “substanitally below cost” as required by the IRS as a condition for
exemption.’?® To deal with this specific situation, Congress provided in section
501{f) that an organization would be treated as exempt under section 501(¢c} (3) if
it was 41) comprised solely of members that are tax-exempt educational institu-
tions,®2? (2} organized and controlled by one or more such members, and (3) orga-
nized and operated solely for the collective investment of money contributed by mem-
bers and the payment of all of the income, less expenses, to members 22

The legislative history of section 501(f) makes clear that Congress did not intend
the enactment of section 501{f) to have any effect upon the question of the exempt
status of other cooperative service entities formed by 301({c} {3) organizations. In
this regard the Senate Report states: “This amendment is to apply with respect to
taxable years ending on or after January 1, 1974, However, it is not intended to
imply tht such a cooperative investing organization would not be exempt for prior
years. Also, in adding this provision relating specifically to cooperative investment
funds, it is not intended that any inference be drawn as to the exempt status of other
organizations formed by educational institutions or by other charities on their be-
half to carry out their normal functions in a cooperative manner.”$2%

In view of the limited scope of sections 507{(e) and (f}, uncertainty still exists as
to whether other cooperative entities formed by 501(c) (3) organizations to meet
their needs for specialized services will be able to qualify under section 501(c) (3).
In this connection, it should be noted that the IRS has granted exemption to a non-
profit organization formed by a group of accredited educational institutions to
develop and publish accreditation standards and to identify and disseminate lists of
schools and colleges meeting such standards.5% Similarly, exemption has been
granted to an organization created and controlled by a group of colleges and univer-
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sities to devise and operate an organizational structure for a regionai computer net-
work which would enable member institutions, their faculty and students, to make use
of scientific and edycational mforrnatron developed by other members of the organi-
zation and the U.S. government.®

In both of the foregoing rulings, the services provided were closely associated
with the educational functions of the sponsoring orgamzatlons”’and the IRS there-
fore concluded that such services qualified under section 501(c) (3) because they
had the effect of advancing education. The RS was careful to point out in the latter
ruling that the computer network was neither designed nor used to accomplish
administrative functions such as class scheduling, billing, or processing applications,
The implication of the ruling is that a computer network that provides such admin-
istrative functions would not qualify under section 501{(c) (3).

The {RS has thus far failed to articulate any compelling reasons for denying
exemption to an organization formed and controlled on a cooperative basis by a group
of 501(c} (3) organizations to provide themselves with specialized administrative
services for which they have a common need. As noted earlier, the IRS has relied
primarily upon the argument that under Regulation §1.502-1 zb) such an organiza-
tion cannot qualify for exemption because its service activities (not being limited to
a single parent organization) would constitute “‘an unrelated trade or business if
regularly carried on by any one of the tax-exempt organizations.” However, as
found by the district court in United Hospital Serw‘ces,“ there does not appear to
be any statutory basis for this result in section 502, That section applies only 1o an
organization operated for the primary purpose of carrying on a trade or business
for profit. If a cooperative service organization provides services to its members at
cost, then it cannot be said to be conducting a business for profit, In addition, the
provision of services on a cooperative basis exclusively to 501(c) (3) organizations.
would not seem to be the type of unfair competition with commerciat enterprise
that sections 502 and 511 were intended to prevent.

As discussed previously, the restrictive position of the IRS has been rejected
by the courts, and also by Congress to the extent provided in sections 501 (e} and (f),
In view of the benefits in efficiency of operation and reduced costs that many 501 {c)
(3) organizations could achieve through the use of cooperative service organizations,
it would seem desirable for the 501(c} {3) status of such organizations to be recog-
nized either by a change in the position of the |RS or by the enactment of a more
comprehensive statutory solution to the problem.
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