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ederal tax-exempt status is both a

benefit and a burden for an

organization.  Nonprofit health care

providers and other tax-exempt

organizations receive substantial breaks on

federal, state and local taxes as a result of

obtaining and maintaining tax exemption.

Organizations that are exempt from federal

income tax under Internal Revenue Code

(“Code”) section 501(a)1 as organizations

described in section 501(c)(3) can benefit

from low-cost, tax-exempt bonds and

exemptions from FUTA taxes, and donors

are able to deduct for income tax purposes

the charitable contributions they make to

these organizations, subject to certain

limitations.  1 All section references are to

the Internal Revenue Code of 1986, as

amended and in effect, and the regulations

promulgated thereunder, unless otherwise

indicated.

Maintaining tax-exempt status can

amount to a real burden for most

organizations.  There are many rules to

comply with, and the rules are continuously

changing.  Accordingly, it is imperative for

an organization to know and keep up with

the rules and requirements for tax-exempt

status.
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Many health care organizations are

recognized by the Internal Revenue Service

(“IRS”) as tax-exempt organizations

described in section 501(c)(3).  As required

by section 6033(a), tax-exempt

organizations generally must file an annual

information return on IRS Form 990,

Return of Organization Exempt From

Income Tax.  Additionally, pursuant to

section 6104(d), copies of such information

returns must be made available by the

organizations for public inspection.  As a

result, a tax-exempt organization’s Form

990 and the information it contains are

more widely available to the public, and

can be instantly accessed by any person via

computer.

Generally, an annual information

return – a Form 990 or Form 990 EZ, Short

Form Return of Organization Exempt From

Income Tax – is required to be filed by tax-

exempt organizations with annual gross

receipts that are normally in excess of

$25,000.  The Form 990 (and Form 990-

EZ) is intended as a tool or resource for

giving the IRS (and the public) a complete

picture of the organization and its activities

during the tax period.  The Form 990

provides balance sheet and income

statement information, as well as specific

information regarding an organization’s

activities, its officers and board members

(including their compensation), and its

related entities or subsidiaries.  The Form

990 also requests information that may

affect the tax-exempt status of the

organization, including information which

indicates whether the organization has

engaged in an activity not permissible for

tax-exempt organizations.

As mentioned, a tax-exempt

organization’s Form 990, as filed with the

IRS, must be available for public inspection.

The Forms 990 filed by section 501(c)(3)

organizations, such as health care

organizations, are available on the Internet

at sites such as www.guidestar.org.  It is

now common for the public, particularly

contributors and the media, to rely upon

the Form 990 as the primary or sole source

of information about an organization and

its activities.  Congress intended that public

disclosure and the wide availability of the

annual information returns would promote

accountability and discourage inappropriate

activities by tax-exempt organizations.

Public disclosure also assists the IRS in

enforcement and the administration of the

tax laws.  In light of this, it has become

even more important for health care

organizations to provide complete and

accurate information on their Forms 990.

Tax-exempt organizations may be

subject to penalties for either failing to

timely file their Forms 990 with the IRS,
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or for failing to provide complete or correct

information on the return.  The penalties

are charged on a per day basis and continue

to accrue until the IRS receives a complete

and accurate return.  For example, an

organization with annual gross receipts

exceeding $1 million is subject to a penalty

of $100 per day for each day the failure

continues with respect to any one return,

with a maximum penalty of $50,000.  As

can be seen, the penalties can be staggering.

Additionally, if an organization has

received a written demand from the IRS to

file a return or provide information and the

organization fails to comply with the

demand, the organization’s managers may

be personally liable for a penalty of $10 a

day while such failure continues, with a

maximum penalty of $5,000.  According

to a recent IRS CPE article, for 1998, the

most recent year for which complete

information is available regarding tax-

exempt filings and IRS statistics, penalties

were assessed and paid on 9,216 returns.

The total dollar amount collected was

$10,680,269.  Exempt Organizations

Continuing Professional Education (CPE)

Technical Instruction Program for Fiscal

Year 2002, “Item G:  Form 990”, by Cheryl

Chasin, Debra Kawecki, and David Jones,

p. 229, published in October of 2001.

There are several other adverse

consequences as a result of not filing an

annual return.  First, the period of

limitations for assessment of tax is

generally three years from the date a return

is filed.  Code Sec. 6501(a).  The IRS has

ruled that a tax-exempt organization that

omits material information from its Form

990, does not supply the information when

requested to by the IRS, and cannot

establish reasonable cause for the omission

has not filed a return for purposes of the

return filing penalty outlined above, as well

as for purposes of the period of limitations.

Rev. Rul. 77-162, 1977-1 C.B. 400 .

Accordingly, if a return is not filed for a

tax year, or if an incomplete return is filed,

an organization is at risk indefinitely for

examination and/or assessment with respect

to that year.  Second, an organization

eligible to receive tax-deductible

contributions that does not comply with its

filing requirements may eventually be

eliminated from IRS Publication 78,

Cumulative List of Organizations.

Publication 78 is the IRS’s published list

of tax-exempt organizations that are

qualified to receive deductible charitable

contributions, and is generally relied upon

by donors to confirm whether a potential

donee is eligible to receive a tax-deductible

contribution.

Last, most states and some local

governments impose annual filing

requirements on tax-exempt organizations

as well, and many accept the IRS Form 990

in satisfaction of their filing and/or

registration requirements.  Accordingly,

while state and local reporting requirements

vary, failure to file a Form 990 with the

IRS may impact a tax-exempt

organization’s state and local compliance

posture.

Given the annual reporting

requirements and penalties for incomplete

filings, as well as the wide availability of

returns for public inspection, a tax-exempt

organization’s Form 990 should be

carefully and thoughtfully completed.  Also,

knowledge of the tax laws applicable to

exempt organizations is mandatory in

today’s environment, where organizations

are increasingly under a microscope by both

the IRS and the public with respect to their

activities and expenditures.  It is widely

acknowledged that many Form 990s

contain significant errors or omissions.  In

light of the wide availability of, and ease

of access to, Forms 990, these errors and

omissions can have a serious impact on

organizations in ways that go beyond

compliance with the applicable tax rules.

Accordingly, many in the nonprofit

community have increased their efforts to

improve the quality of the information

reported on the Form 990.

The Prohibition of Private Inurement

and Private Benefit

One of the essential requirements for

an organization seeking tax-exempt status

as an organization described in section

501(c)(3) of the Code, which encompasses

many community health care organizations,

is that the organization must be organized

and operated so that no part of its net

earnings inure or accrue to the benefit of

any private shareholder or individual.  Reg.

sec. 1.501(c)(3)-1(c)(2).  The phrase “no

part” means that any inurement is generally

prohibited and could threaten an

organization’s tax-exempt status.

A “private shareholder or individual”

is any person with a personal and private

interest in the activities of the organization.

Reg. Sec. 1.501(a)-1(c).  With respect to

inurement, a private shareholder or

individual, commonly referred to as an

“insider,” includes those in control of the

tax-exempt organization such as directors,

officers, trustees, members, founders,

contributors, members of their families, and

entities controlled by these individuals.

These persons are generally prohibited from

receiving a transfer of the income or the

assets of a tax-exempt organization, except

as reasonable payment in return for goods

and services they furnish to the

organization.  See, e.g., Rev. Rul. 76-441,

1976-2 C.B. 147.

Section 501(c)(3) organizations can

lose their tax-exempt status because of

private inurement resulting from things

such as unreasonable compensation,

unreasonable fringe benefits, improper or

personal use of an organization’s assets,

forgiveness of indebtedness owed by

insiders, personal expenses paid by the tax-

exempt entity, low-interest or unsecured

loans to insiders, unreasonable housing

allowances, and other than arms’ length

purchases, sales, or property rental between

the organization and insiders.

The prohibition against private benefit

stems from the requirement that

organizations described in section 501(c)(3)

must operate exclusively to further a public

rather than a private interest.  Reg. sec.

1.503(c)-1(d)(1)(ii).  The difference

between private inurement and private

benefit is that private benefit encompasses

not only benefits conferred on insiders, but

also benefits conferred on unrelated or

disinterested parties.  The underlying

theory is that it is impermissible for a

section 501(c)(3) organization’s property to

be devoted to any private use because that

property should be dedicated to the exempt

purposes of the organization.  For example,

United Cancer Council, Inc. (“UCC”)

almost lost its tax-exempt status due to

benefits received by a hired fund-raiser.

United Cancer Council, Inc. v.
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Commissioner, 109 T.C. 326 (1997), rev’d

and remanded, 165 F.3d 1173 (7th Cir.

1998).  In the case, the fund-raiser, an

independent contractor, had exclusive

control over UCC’s fund-raising activities

and had substantial control over UCC’s

finances.  Because of this control, the Tax

Court treated the fund-raiser as an insider

that had improperly benefited at UCC’s

expense and concluded that UCC did not

qualify for exemption.  On appeal, the Court

of Appeals for the Seventh Circuit decided

that the fund-raiser, who had no

relationship with UCC prior to the parties’

initial contract, should not be considered

an insider and remanded the case to the

Tax Court for further consideration of

whether the parties’ contract resulted in

private benefit to the fund-raiser.

Thereafter, UCC and the IRS eventually

reached a settlement whereby UCC’s

exemption was revoked from 1986 to 1989,

but restored on and after January 1, 1990.

Accordingly, it is extremely important for

an organization to carefully review its

transactions with both insiders and third

party providers to avoid inurement or

private benefit transactions.

Organization Insiders and Intermediate

Sanctions

The IRS historically has been reluctant

to seek the revocation of a section 501(c)(3)

organization’s tax-exempt status because of

private inurement, except in extreme cases.

In many instances (involving large tax-

exempt entities) the harm that revocation

could cause to innocent persons, such as

tax-exempt bondholders and the

community served by the organization far

outweighs the benefit of deterring private

inurement.  Consequently, the Congress

enacted the so-called “intermediate

sanctions” provisions of section 4958 as a

tool to effectively punish private inurement-

type activities without the drastic step of

revoking an organization’s tax-exempt

status.

Section 4958, enacted as part of the

Taxpayer Bill of Rights 2 in 1996, imposes

excise taxes on any transaction that

provides excess economic benefits to a

person in a position to exercise substantial

influence over the affairs of an organization

described in section 501(c)(3) or section

501(c)(4).  In essence, if a “disqualified

person” (a person in a position to exercise

substantial influence over the affairs of the

section 501(c)(3) or section 501(c)(4)) or

certain related parties, directly or indirectly

receives an “excess benefit” from the

organization, the disqualified person is

personally liable for a first-tier excise tax

equal to 25 percent of the excess benefit

and must “correct” the excess benefit (i.e.,

repay the excess benefit, plus interest, to

the organization).  Failure to timely repay

the excess benefit can result in a second-

tier excise tax on the disqualified person

equal to 200 percent of the excess benefit.

A “disqualified person” is any person

who was, at any time during the five years

preceding the date of the transaction at

issue, in a position to exercise substantial

influence over the affairs of the applicable

tax-exempt organization, regardless of the

person’s official title.  Certain family

members, as well as 35-percent controlled

entities of disqualified persons, are also

treated as disqualified persons.

The regulations under section 4958

provide that a person who holds any of

certain enumerated powers,

responsibilities, or interests with respect to

an applicable tax-exempt organization is

per se in a position to exercise substantial

influence over the affairs of the

organization.  These include:  (1) voting

members of the governing body who are

entitled to vote on any matter over which

the governing body has authority; (2)

presidents, chief executive officers, or chief

operating officers who, regardless of title,

have ultimate responsibility for

implementing the decisions of the

governing body or for supervising the

management, administration or operation

of the organization; and (3) treasurers and

chief financial officers who, regardless of

title, have ultimate responsibility for

managing the finances of an organization.

Reg. sec. 53.4958-3(c).

Tax-exempt organizations described in

section 501(c)(3) are deemed not to be in a

position to exercise substantial influence

over the affairs of other organizations

described in section 501(c)(3) or

organizations described in section

501(c)(4).  Also, an organization described

in section 501(c)(4) is deemed not to be in

a position to exercise substantial influence

with respect to another organization

described in section 501(c)(4).  Reg. sec.

53.4958-3(d).

Whether other persons are in a position

to exercise substantial influence over the

affairs of an applicable tax-exempt

organization depends upon all relevant facts

and circumstances.  Reg. sec. 53.4958-

3(e)(1).  Facts and circumstances that tend

to show a person has substantial influence

over the affairs of an organization include,

but are not limited to, the following:

• The person founded the organization;

• The person is a substantial contributor

to the organization, taking into account

only contributions received by the

organization during its current taxable

year and the four preceding taxable

years;

• The person’s compensation is

primarily based on revenues derived

from activities of the organization that

the person controls;

• The person has or shares authority to

control or determine a substantial

portion of the organization’s capital

expenditures;

• The person manages a discrete

segment or activity of the

organization that represents a

substantial portion of the  activities,

assets, income, or expenses  of the

organization, as compared to the

organization as a whole;

• The person owns a controlling interest

(measured either by vote or value) in a

corporation, partnership, or trust that

is a disqualified person; or

• The person is a non-stock organization

controlled, directly or indirectly, by one

or more disqualified persons.

In addition to the tax imposed on

disqualified persons, individuals who are

“organization managers” are subject to an

excise tax equal to 10 percent of the excess

benefit for willful and knowing

participation in an excess benefit

transaction.  The tax on organization

managers is a joint and several liability of

all managers involved, and is limited to

$10,000 per transaction.
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The section 4958 excise taxes can be

abated if it is established that the

transaction was due to reasonable cause and

not to willful neglect, and the excess benefit

is timely corrected.

An excess benefit transaction is any

transaction in which an economic benefit

is provided by an applicable tax-exempt

organization directly or indirectly to or for

the use of any disqualified person if the

value of the economic benefit provided

exceeds the value of the consideration

(including the performance of services)

received for providing such benefit.  Code

Sec. 4958(c)(1).  Transactions such as

purchases and sales between an applicable

tax-exempt organization and a disqualified

person, as well as payment of compensation

for services, may be excess benefit

transactions.

In determining the value of economic

benefits for purposes of section 4958, the

value of property, including the right to use

property, is the fair market value (i.e., the

price at which property or the right to use

property would change hands between a

willing buyer and a willing seller, neither

being under any compulsion to buy, sell or

transfer property or the right to use

property, and both having reasonable

knowledge of relevant facts).  The value of

services is the amount that would ordinarily

be paid for like services by like enterprises

under like circumstances (i.e., reasonable

compensation).  The standards under

section 162, relating to the deductibility of

compensation as ordinary and necessary

business expenses, apply in determining the

reasonableness of compensation, taking

into account the aggregate benefits provided

by an organization (other than certain

benefits specifically disregarded under the

regulations) provided to a person and the

rate at which any deferred compensation

accrues.  The fact that a bonus or revenue-

sharing arrangement is subject to a cap is a

relevant factor in determining the

reasonableness of compensation.

Tax-exempt organizations can protect

disqualified persons and organization

managers against imposition of the excise

taxes under section 4958 by establishing a

rebuttable presumption that a transaction

is not an excess benefit transaction.  The

rebuttable presumption shifts the burden to

the IRS to demonstrate that the transaction

was an excess benefit transaction.

The regulations provide that payments

under a compensation arrangement are

presumed to be reasonable, and a transfer

of property, or the right to use property, is

presumed to be at fair market value, if the

following conditions are satisfied:

1) the compensation arrangement or the

terms of the property transfer are approved

in advance by an authorized body or

committee thereof of the applicable tax-

exempt organization composed entirely of

individuals who do not have a conflict of

interest with respect to the compensation

arrangement or property transfer;

2) the authorized body or committee

obtained and relied upon appropriate data

as to comparability prior to making its

determination; and

3)  the authorized body or committee

adequately documented the basis for its

determination concurrently with making

that determination.  Reg. sec. 53.4958-6(a),

(c).

Accordingly, with the proper

documentation and monitoring of

transactions between disqualified persons

and tax-exempt organizations, the risk of

losing tax-exempt status and/or violating

the intermediate sanctions provisions can

be minimized.  Further, with the

appropriate policies and procedures in

place, an organization has a framework for

monitoring and addressing these issues.

Charitable Contributions

Tax-exempt organizations described in

section 501(c)(3) typically receive

charitable contributions and hold special

events during the course of a year to assist

in fund-raising.  Organizations need to be

aware of the substantiation and disclosure

requirements to avoid penalties and to

provide donors with the appropriate

information needed for reporting purposes.

A donor is responsible for obtaining

from a charitable organization a

contemporaneous, written acknowledgment

for any single contribution of $250 or more

before the donor can claim a tax deduction

for the charitable contribution on his or her

federal income tax return.  The donor must

obtain the acknowledgment by the earlier

of the date the donor files the original return

for the year the contribution is made or the

due date (with extensions) for filing the

return.  An organization can assist a donor

by providing a timely written statement

containing:

• the name of the organization;

• the amount of a cash contribution;

• a description (but not value) of a non-

cash contribution;

• a statement whether the organization

provided any goods or services in

return for the contribution;

• a description and good faith estimate

of the value of any goods or services,

provided in return for the contribution

(or if such goods or services consisted

solely of intangible religious benefits,

a statement to that effect)

A separate acknowledgment may be

provided for each single contribution of

$250 or more, or one acknowledgment such

as an annual summary can be used to

substantiate several single contributions of

$250 or more.  An organization can provide

either a hard (paper) copy of the

acknowledgment, or it can provide it

electronically via an e-mail addressed to the

donor.

In addition, a tax-exempt charitable

organization described in section 501(c)(3)

must provide a written disclosure statement

to a donor who makes any payment

exceeding $75 as a “quid pro quo”

contribution, i.e., a contribution which is

partly in exchange for goods and services

provided by the organization.  For example,

a hospital holds a charity ball and the cost

of tickets to the ball are $100.  The fair

market value of the ticket is $40, based on

the value of the food and entertainment

provided.  A person who purchases a ticket

to the ball generally is eligible to deduct
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only $60 as a charitable contribution.

Because the donor’s payment exceeds $75,

the hospital would be required to furnish a

disclosure statement to the donor even

though the deductible amount does not

exceed $75.

A quid pro quo contribution disclosure

statement must inform a donor that the

amount of the contribution that is

deductible for federal income tax purposes

is limited to the excess of the amount

contributed including the fair market value

of property contributed by the donor over

the value of goods or services provided by

the organization.  The statement must also

provide the donor with a good-faith

estimate of the fair market value of the

goods or services provided to the donor.

The tax-exempt organization must furnish

the disclosure statement in connection with

either the solicitation or the receipt of a quid

pro quo contribution.  The statement must

be made in a manner that is likely to come

to the attention of the donee.

A penalty is imposed on a charitable

organization that does not make the

required disclosure in connection with a

quid pro quo contribution of more than $75.

The penalty is $10 per contribution, not to

exceed $5,000 per fund-raising event or

mailing.

Fund-raising or solicitation of

contributions is yet another area of tax-

exempt law that a tax-exempt health care

organization should be aware of, and in

compliance with, for a variety of reasons.

For instance, section 501(c)(3)

organizations eligible to receive tax-

deductible contributions generally must

keep sample copies of their fund-raising

materials, such as dues statements, fund-

raising solicitations, tickets, receipts, or

other evidence of payments received in

connection with fund-raising activities.  In

addition, various state and local laws may

be applicable.

Political Activities and Lobbying

Expenses

Organizations which are exempt from

federal income tax as organizations

described in section 501(c)(3) are

prohibited from participating or intervening

in any political campaign on behalf of or

in opposition to any candidate for public

office.  Section 501(c)(3)  organizations are

generally permitted to engage in lobbying

or influencing legislation, but such

activities cannot be a substantial part of the

organization’s activities.  Thus, lobbying

and expenditures for lobbying are

permissible but subject to limits whereas

no political campaign activities or

expenditures are allowed.

Prohibited political expenditures

include publication or distribution of

statements on behalf of or in opposition to,

a candidate, or any expenditures to promote

the candidacy or prospective candidacy of

an individual for public office including

contributions to organizations that are

effectively controlled by a candidate and are

used primarily to promote that candidate.

Section 4955 imposes an excise tax on

political expenditures of section 501(c)(3)

organizations.  A two-tier tax is imposed

on both the organization and the

manager(s) of the organization.

The law imposes an initial tax equal

to 10 percent of the amount of the political

expenditure made by the organization.  A

second tax equal to 100 percent of the

amount of the expenditure is imposed if the

political expenditure that resulted in the

initial tax is not corrected within a specified

period.  These taxes are paid by the

organization.

An initial tax of two and one-half

percent of the amount of the political

expenditure, up to $5,000 for each

expenditure, is imposed on any

organization manager who agrees to the

making of such expenditure knowing that

it is a political expenditure unless the

manager’s approval was not willful and was

due to reasonable cause.  A second tax equal

to 50 percent of  the expenditure up to

$10,000 for each expenditure is imposed

on an organization manager who refuses

to agree to a correction of the expenditures.

For this purpose, an organization manager

includes an officer, director, trustee or any

employee having authority or responsibility

concerning the organization’s political

expenditure.  These taxes are paid by the

manager involved rather than the

organization.

Prohibited political expenditures

frequently are discovered during an internal

review of employee reimbursable

expenditures, etc.  An exempt organization

should be aware of this prohibition on

political expenditures so that it can protect

its tax-exempt status and avoid the

imposition of the excise taxes under section

4955.

As the foregoing illustrates, complex

issues arise as a result of obtaining and

maintaining tax-exempt status for an

organization.  Knowledge of, and

compliance with, the rules and changes to

the rules applicable to tax-exempt

organizations are essential to maintaining

the tax-exempt status of an organization,

as well as to preventing and minimizing

other tax risks to an organization.  The tax

issues facing tax-exempt health care

organizations are varied and growing and

greater awareness of these issues enhances

an organization’s effectiveness as a tax-

exempt entity.

The information contained herein is

general in nature and based on authorities

that are subject to change.  Applicability to

specific situations is to be determined

through consultation with a tax adviser.
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Success is doing a thousand
little things the right way ...

over and over again.

              Charles R. Walgreen


