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HOW
CAN WE
HELP YOU?

Who are we?

How does SOLACE work?

What needs are addressed?

SOLACE is a program of the State
Bar of Georgia designed to assist
those in the legal community who
have experienced some signiﬁcant,
potentially life-changing event in their
lives. SOLACE is voluntary, simple and
straightforward. SOLACE does not
solicit monetary contributions but
accepts assistance or donations in kind.

If you or someone in the legal
community is in need of help, simply
email SOLACE@gabar.org. Those emails
are then reviewed by the SOLACE
Committee. If the need ﬁts within the
parameters of the program, an email
with the pertinent information is sent
to members of the State Bar.

Needs addressed by the SOLACE
program can range from unique medical
conditions requiring specialized referrals
to a ﬁre loss requiring help with clothing,
food or housing. Some other examples
of assistance include gift cards, food,
meals, a rare blood type donation,
assistance with transportation in a
medical crisis or building a wheelchair
ramp at a residence.

Contact SOLACE@gabar.org for help.

The purpose of the SOLACE program is to allow the legal community to
provide help in meaningful and compassionate ways to judges, lawyers,
court personnel, paralegals, legal secretaries and their families who
experience loss of life or other catastrophic illness, sickness or injury.

TESTIMONIALS
In each of the Georgia SOLACE requests made to date, Bar members have graciously
stepped up and used their resources to help ﬁnd solutions for those in need.
A solo practitioner’s
quadriplegic wife needed
rehabilitation, and members
of the Bar helped navigate
discussions with their
insurance company to obtain
the rehabilitation she required.

A Louisiana lawyer was in need
of a CPAP machine, but didn’t
have insurance or the means
to purchase one. Multiple
members oﬀered to help.

A Bar member was dealing
with a serious illness and in
the midst of brain surgery,
her mortgage company
scheduled a foreclosure on
her home. Several members
of the Bar were able to
negotiate with the mortgage
company and avoided the
pending foreclosure.

Working with the South
Carolina Bar, a former
paralegal’s son was ﬂown
from Cyprus to Atlanta
(and then to South Carolina)
for cancer treatment.
Members of the Georgia and
South Carolina bars worked
together to get Gabriel and
his family home from their
long-term mission work.

Contact SOLACE@gabar.org for help.

FOREWORD

Dear ICLE Seminar Attendee,
Thank you for attending this seminar. We are grateful to the Chairperson(s) for organizing this
program. Also, we would like to thank the volunteer speakers. Without the untiring dedication
and efforts of the Chairperson(s) and speakers, this seminar would not have been possible. Their
names are listed on the AGENDA page(s) of this book, and their contributions to the success
of this seminar are immeasurable.
We would be remiss if we did not extend a special thanks to each of you who are attending this
seminar and for whom the program was planned. All of us at ICLE hope your attendance will
be beneficial, as well as enjoyable. We think that these program materials will provide a great
initial resource and reference for you.
If you discover any substantial errors within this volume, please do not hesitate to inform us.
Should you have a different legal interpretation/opinion from the speaker’s, the appropriate
way to address this is by contacting him/her directly.
Your comments and suggestions are always welcome.
Sincerely,
Your ICLE Staff
Jeffrey R. Davis
Executive Director, State Bar of Georgia
Tangela S. King
Director, ICLE
Rebecca A. Hall
Associate Director, ICLE
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AGENDA
Presiding:
Alan F. Rothschild, Jr., Program Chair; Section Chair of the Nonprofit Law Section of the State Bar of
Georgia; Page Scrantom Sprouse Tucker & Ford PC, Columbus, GA

THURSDAY, MARCH 7, 2019
7:30

REGISTRATION AND CONTINENTAL BREAKFAST
(All attendees must check in upon arrival. A jacket or sweater is recommended.)

8:15

WELCOME AND OVERVIEW
Alan F. Rothschild, Jr., Program Chair; Section Chair of the Nonprofit Law Section of the
State Bar of Georgia; Page Scrantom Sprouse Tucker & Ford PC, Columbus, GA

8:20

TAX-EXEMPT MAY NOT MEAN EXEMPT FROM SALES TAX: SALES AND USE TAX
OBLIGATIONS OF 501(C)(3) ORGANIZATIONS
Richard C. Litwin, Litwin Law, Atlanta, GA
Robyn M. Miller, Senior Corporate/Tax Counsel, Pro Bono Partnership of Atlanta, Atlanta, GA

9:20

INSURANCE FOR NONPROFITS
Kristine Berry Morain, Senior Vice President, General Counsel, Boys and Girls Club of
America, Atlanta, GA

10:20

BREAK

10:30

CURRENT EMPLOYMENT ISSUES FOR NONPROFITS
G. Bliss Jones, CPA, Shareholder, Jones and Kolb, Atlanta, GA

11:30

AVOIDING AND ADDRESSING CONFLICTS
OF INTEREST IN THE NONPROFIT WORLD
Erik S. Johnson, General Counsel, Robert W. Woodruff Foundation, Atlanta, GA
John A. Lanier, Executive Director, Ray C. Anderson Foundation, Atlanta, GA
Alan F. Rothschild, Jr., Program Chair; Section Chair of the Nonprofit Law Section of the
State Bar of Georgia; Page Scrantom Sprouse Tucker & Ford PC, Columbus, GA

12:30

LUNCH (Included in registration fee.)

1:00

THE 21ST CENTURY PRIVATE FOUNDATION – SOMETHING OLD, SOMETHING NEW
Edward W. Griggs, Partner, Womble Bond Dickinson (US) LLP, Winston Salem, NC

2:00

RECENT DEVELOPMENTS AND HOT TOPICS IN EXEMPT ORGANIZATIONS
Cassady V. “Cass” Brewer, Associate Professor, Georgia State University College of Law,
Atlanta, GA

3:00

ADJOURN
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I.







SALES AND USE TAXES
A.

What is the Sales Tax?
1.

State-tax imposed on the retail sale, transfer or exchange of tangible
personal property or services.
a.

Retail sale
(1)

A sale (transfer of title and/or possession for consideration)
to the ultimate consumer or user.

(2)

Includes sales of tickets, fees or charges for admission to
places of amusement, sports, or entertainment.

(3)

As of 2017, sales tax is not imposed on voluntary
contributions to places of amusement, sports or
entertainment.

Author’s Note: Under House Bill 117, 154th Gen. Assem., Reg.
Sess. (Ga. 2017), which can be found at www.legis.ga.gov,
“voluntary contributions” has been deleted from the definition of
retail sale. This means that “retail sales” no longer includes
voluntary contributions for admissions. O.C.G.A. § 48-8-2(31)(C).
b.

c.

Charges for Participation in Games and Amusement Activities
(1)

“Retail sale” includes charges for participation in games
and amusement activities. O.C.G.A. § 48-8-2(31)(D). GA.
COMP. R. & REGS. r. 560-12-2-.01(1).

(2)

But if spectators are charged taxable admission to watch
the event, then entry fees are not taxable. See Ga. Dep’t of
Revenue Policy Bulleting SUT-2017-08 (October 30,
2017)(“if spectators are charged a taxable admission fee to
a game or amusement activity, participation or entry fees
charged to participants in the same game or amusement
activity are not subject to sales and use tax.”).

(3)

Organizations that sponsor a tournament, race, halfmarathon, marathon, road race, fun run, fun walk, etc. and
that charges entrants an entry fees must collect sales tax on
the entry fees collected from participants, except where the
organization charges spectators taxable admissions to
watch the event.

“Sale” includes rental in Georgia
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d.

e.



Property must be “Tangible Personal Property” (TPP)
(1)

Property that can be seen, weighed, measured, felt or
touched.

(2)

Includes prewritten (canned) computer software.

(3)

Does not include intangible personal property, such as
stocks, bonds, insurance, promissory notes, copyrights.

(4)

Does not include real property.

(5)

Does not include nontaxable services.

Purchases of Tangible Personal Property for Resale
(1)

Sales tax applies to “retail sales.”

(2)

Taxable “retail sales” are sales of TPP to the ultimate
consumer or user.

(3)

Sales and use tax does not apply if the purchaser intends to
resell the TPP.

(4)

Seller must get a Form ST-5 Certificate of Exemption from
purchaser. Otherwise, seller faces burden of proving
(typically during audit) that the purchase was not subject to
sales tax.

2.

The sales tax is added to the sales price, collected by the seller and
remitted to the state in which the sale occurred.

3.

Tax is Imposed on the “Sales Price”
a.



Total amount of consideration for which TPP or services is sold,
leased or rented
(1)

Cash

(2)

Credit

(3)

Property

(4)

Services necessary to complete the sale (to prevent
bifurcation).
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b.

c.





Sales price does not include --(1)

Retailer (not manufacturer) discounts and coupons

(2)

Finance charges, if the amount is separately-stated on the
invoice

(3)

Separately-stated installation charges

(4)

Credit for trade-in

(5)

Taxes legally imposed on consumer and separately-stated
on invoice.

Ga. Dep’t of Revenue Letter Ruling LR SUT-2016-17 (Aug. 8,
2016).
• Addresses the taxable “sales price” (amount on which to
compute sales tax) on charges billed to a lessee.
• Facts - Charges are not broken out and customer pays single
line-item charge. The underlying price includes charges for
freight, installation, document fees, late fees, insurance and
collection costs, but lessee pays a single amount as shown on
invoice.
• Ruling – where lease payment is not itemized sales tax is due
on the entire charge. Charges for non-taxable installation and
financing are excludable from taxable sales price only if they
are itemized for the customer. Here, these charges are included
in the taxable sales price, because lessee does not receive an
itemized payment invoice.

B.

Use Tax – Complements the Sales Tax
1.

Imposed on purchases from out-of-state sellers that do not collect the
state’s sale and use tax.

2.

Protects in-state brick-and-mortar retailers from unfair advantage given to
out-of-state sellers who are not obligated to collect the state’s tax.

3.

Purchaser reports, accrues and pays the use tax where the vendor does not
collect the use tax.

4.

If the out-of-state vendor/seller has nexus with the taxing state, then the
out-of-state vendor/seller must collect the use tax from customers in states
in which the out-of-state seller/vendor has nexus.
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C.





5.

Use taxes have grown in importance as mail-order and Internet purchases
have increased and remote vendors have resisted states’ entreaties to
collect the state’s sales and use tax.

6.

Consumer/Purchaser Remits Tax using Form ST-3USE (no sales tax
number) or Form ST-3 (most businesses have a sales tax registration
number for use in filing return and remitting the tax).

Services and Sales Tax
1.

2.

Only specifically enumerated services are taxable.
O.C.G.A. § 48-8-2(31)
a.

charges for hotel rooms (but not after 90 consecutive days)

b.

local telephone service

c.

electricity, solid fuel

d.

transportation (cab ride)

Services that involve minimal transfer of property
O.C.G.A. § 48-8-3(22)
a.

b.

Even though TPP is involved, the transaction is considered a
service and is exempt
(1)

Professional

(2)

Insurance

(3)

Personal services

Can include the transfer of minimal TPP
(1)

But such TPP must be inconsequential elements for which
no separate charges are made.

(2)

Example – legal services for which a document is provided,
such as a will or deed.

(3)

Example – dry cleaning service for which hanger is
included or plastic covers clothing.
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3.

4.





Separately-stated installation charges are not taxable
O.C.G.A. § 48-8-2(34)(B)(iv)
a.

“Sales price” does not include separately-stated installation
charges.

b.

Installation charges must be separately-stated on the invoice/bill of
sale or other document given to purchaser.

c.

If labor or installation charge is not separately-stated, then the
entire invoice price is subject to sales tax. GA. COMP. R. & REGS. r.
560-12-2-.88(2).

d.

Applies to sales and installation of TPP.

Exemption for Charges for Repairs to TPP
O.C.G.A. § 48-8-3(23) and GA. COMP. R. & REGS. r. 560-12-2-.88(3)
a.

Fees or charges for services rendered by repairmen for which a
separate charge is made.

b.

Charges for labor in repairing and restoring TPP to its original
form are not subject to sales tax.

c.

Must be billed separately from the materials used.

d.

The same TPP must be returned to customer.

5.

Fabrication labor is taxable

O.C.G.A. § 48-8-2(33)(A)(i).

6.

Ga. Dep’t of Revenue Letter Ruling LR SUT-2014-03 (June 6, 2014) Fabrication Labor.
a.

Addresses taxable “sales price” on charges for calligraphy
services.

b.

Ruling – calligraphy is taxable fabrication labor, because
calligraphy changes the form or state of the property on which it is
performed. Charge for calligraphy is taxable, whether the customer
provides paper or seller purchases the paper.

c.

Seller can buy supplies tax-free (paper, ink, printing stock, staples,
staple wiring, binding twine, glue and other property that becomes
a component part of the printed matter).
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Mixed Transactions and True Object Test
a.

Personal service transactions that involve an inconsequential
transfer of tangible personal property are exempt from sales tax.
O.C.G.A. § 48-8-3(22).

b.

Distinguishing between transfer of TPP and nontaxable service can
be complicated by fact that some services involve a transfer of
property (e.g., mailing lists, data services, advertising and
marketing, engineering blueprints, real estate listing services,
preparation of financial statements).

c.

The Georgia Department of Revenue subscribes to the “true
object” test to determine whether a sale is a taxable sale of tangible
personal property or a non-taxable sale of a service.

d.

Look at “true object” of a mixed transaction, to wit: What does the
purchaser really want in the transaction?

e.

f.

(1)

If the purchaser’s true object is to get TPP, then the entire
transaction is taxable, even if services are provided.

(2)

Example – FedExKinko’s copy service

(3)

Example – electrician who installs an expensive light
fixture

Ga. Dep’t of Revenue Letter Ruling LR SUT No. 2015-02 (April 6,
2015) – notes that the provider of an educational training course
does not have to collect sales tax on charges.
(1)

Customers’ true intent is to buy educational training, even
though some TPP was provided to the students.

(2)

Providing t-shirts and training materials is part of
taxpayer’s service, especially in light of fact that taxpayer
does not separately charge for the TPP.

Additional guidance on mixed transactions found in Informational
Bulletin SUT 2009-09-25, Application of Georgia Sales and Use
Tax to the Providing of Portable Toilets and Associated Services.
(1)

Mixed transaction is a sale that includes property and
nontaxable services.

(2)

“True object” or “dominant purpose” test applied.
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D.





(3)

Charges for portable toilets and all associated services are
part of a nontaxable sanitation service, not a taxable lease
of tangible personal property.

(4)

Service providers must pay sales and/or use tax on all
purchases of TPP and taxable services used or consumed in
providing the sanitation service.

Statutory Exemptions from Sales and Use Tax
1.

Exemptions are provided by statute at O.C.G.A. § 48-8-3. They are not
provided by regulation.

2.

Types of Statutory Exemptions
a.

b.

c.

Entities that are exempt
(1)

Available to specific entities on the purchase by the entity.

(2)

Examples include Parent-Teacher Organizations, some, but
not all tax-exempt charitable organizations, state and
federal governments, occasional sales in which the seller is
not in the business of selling at retail.

Uses that are Exempt
(1)

Available for any taxpayer based on how the purchased
property is used.

(2)

Examples include the sales of ingredients or industrial
materials that are used in making a product for sale or other
property that is consumed in making the product for sale;
ice used for chilling poultry or vegetables in processing for
market or in delivery trucks, machinery used in the process
of manufacturing tangible personal property, equipment
used to transport the property within a manufacturing plant,
equipment used for pollution control, equipment used in
farming, machinery purchased to upgrade existing
machinery.

Products that are Exempt
(1)

Available for specific types of property purchased/sold.

(2)

Examples include some grass sod, food items, prescription
drugs for humans, durable medical equipment or prosthetic
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devices, agricultural items (feed, seed and fertilizer),
aircraft parts, lottery tickets.
E.

Proving the Exemption - Seller has Burden of Proof
1.

2.

3.

F.

Under Georgia sales and use tax laws, all sales are presumed to be taxable
retail sales. O.C.G.A. § 48-8-38.
a.

Burden of proof on seller.

b.

Seller must show that the sale is not a taxable retail sale.

Seller relieved of burden of proof where seller gets properly completed
resale (or exemption) certificate taken in good-faith. O.C.G.A. § 48-838(a).
a.

Certificate must be properly completed – criteria set out in
O.C.G.A. § 48-8-38(b).

b.

Seller must take in “good-faith.” (Must seller must ask questions?
If certificate has a federal id number, is that okay as long as the
seller has a standard in place for taking exemption certificates?).

For more information on the resale/exemption certificate and the burden
placed on seller to prove that the item is not subject to sales tax (is not a
retail sale), see Pass the SALT (a blog of The Litwin Law Firm, P.C.) for
article entitled “Sales Tax: Keeping the (Good) Faith in Taking Resale
and Exemption Certificates.”

Sales Tax Verification Tool Facilitates Good-Faith
1.

Good-faith requires, at a minimum, verifying that the “sales tax number”
noted on the certificate is genuine.
a.

The number must be a sales tax number. It cannot be a federal
employer id number.

b.

The number cannot be a fabricated number.

2.

Seller can now type in the number at Department’s link to verify that the
number is “active.”

3.

Link is at the Georgia Tax Center
a.

Go to main page and click on the Business tab.
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b.

Click the “Sales tax ID verification” link at bottom of page

c.

Follow the instructions.



4.

After you insert the number, the system tells you whether the number is
“active” or “inactive.”

5.

System does not verify/identify taxpayer for whom the number is entered.

NOTE – cannot be used to determine validity of a Georgia Agricultural Tax
Exemption (“GATE”) card number.
G.

Other General Issues Regarding Exemptions
1.

2.

3.

Finding Exemption Forms
a.

All forms can be found at the Georgia Department of Revenue’s
Web site (www.dor.georgia.gov)

b.

On home page, see menu at top and click on “Forms.”

c.

Then, use the Form Filter (close to top of page) to find forms
specific to sales and use taxes.

Judicial Interpretation of Sales Tax Exemptions
a.

Courts construe the application of an exemption narrowly.

b.

Any doubt will be resolved in favor of the taxing authority and
against the taxpayer.

Other Guidance on Exemptions
a.

Department of Revenue regulations help clarify application of
exemptions.

b.

Letter Rulings apply to specific scenarios

c.

Department Policy Bulletins – explain the Department of
Revenue’s “position” on application of exemptions. For nonprofit
organizations, the Department of Revenue has issued
Informational Bulletin SUT 2013-03-28, Fundraising Activities
Conducted by Nonprofit Entities.
Author’s Note: This Bulletin incorrectly states that voluntary
contributions to non-profit organizations are NOT subject to sales
tax. This position contradicts GA. COMP. R. & REGS. r. 560-12-2.13, which states that sales tax should be collected on voluntary
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contributions for tickets. See also Atlanta Hunter-Jumper Classic,
125 Ga. App. 38, 186 S.E.2d 434 (1971)( voluntary contributions
for admission to place of amusement, sports or entertainment is
taxable, even though the amount may be “tax deductible” for
federal income tax purposes).
Additional Author’s Note: See House Bill 117 (2016-2017
Regular Session - Georgia General Assembly), which can be found
at www.legis.ga.gov. Under the revised statue, “voluntary
contributions” for admissions are not included in the definition of
“retail sale” and, as such, are not taxable.
H.

Exemptions applicable to Purchases by Nonprofit Organizations
1.

Regulation - GA. COMP. R. & REGS. r. 560-12-2-.22
a.

2.

Generally, nonprofit organizations cannot buy items tax-exempt.
(1)

Churches and religious organizations

(2)

Charitable organizations

(3)

Civic organizations

b.

Such entities must pay sales tax on purchases of items for their use.

c.

Informational Bulletin SUT 2013-03-28, Fundraising Activities
Conducted by Nonprofit Entities
(1)

Adds “parent teacher organizations” to list of entities that
must pay sales tax on purchases.

(2)

Example – a parent teacher organization that buys band
instruments must pay the applicable sales tax, even where
the organization will donate the instruments to a school or
student.

Purchases by Specific Organizations
a.

American Red Cross (arm of the Federal Government) O.C.G.A.
§ 48-8-3(1). GA. COMP. R. & REGS. r. 560-12-2-.05.

b.

Must be exempt under IRC § 501(c)(3) and must get exemption
determination letter from Commissioner of Georgia Department of
Revenue.
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• Nonprofit licensed nursing homes, nonprofit licensed in-patient
hospice or a nonprofit general or mental hospital used
exclusively by such entity in performing a general nursing
home, in-patient hospice, hospital, or mental hospital treatment
function in this state. O.C.G.A. § 48-8-3(7).
• Nonprofit that provides services to mentally retarded persons.
O.C.G.A. § 48-8-3(7.1).
• Any chapter of the Georgia State Society of the Daughters of
the American Revolution. O.C.G.A. § 48-8-3(7.2).
c.

Educational, Cultural and Schools
• Sales of tangible personal property to University System of
Georgia and educational units. O.C.G.A. § 48-8-3(8).
• Sales of property for use exclusively for educational purposes
by private colleges and universities in Georgia whose
academic credits are accepted by University System of Georgia
and educational units. O.C.G.A. § 48-8-3(9).
• Sales of tangible personal property and services to be used
exclusively for educational purposes by those bona fide
private elementary and secondary schools which have been
approved by the commissioner as organizations eligible to
receive tax deductible contributions if application for
exemption is made to the department and proof of the
exemption is established. O.C.G.A. § 48-8-3(10).
• Sales of tangible personal property and services to any foreign
government sponsored educational or cultural institute that
− Is tax-exempt under IRC § 501(c)(3);
− Provides at least 50% of programs through universities
and other institutions of higher education in support of
their educational programs;
− Is paid for by government funds of a foreign country;
and
− Is an instrumentality, agency, department or branch of a
foreign government operating through a permanent
location in this state. O.C.G.A. § 48-8-3(11).
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• Sales of prepared food and food and food ingredients
consumed by pupils and employees of bona fide private
elementary and secondary schools which have been approved
by the commissioner as organizations eligible to receive tax
deductible contributions when application for exemption is
made to the department and proof of the exemption is
established. O.C.G.A. § 48-8-3(13).
• Sales of objects of art and of anthropological, archeological,
geological, horticultural, or zoological objects or artifacts and
other similar tangible personal property to or for the use by any
museum or organization which is tax exempt under IRC §
501(c)(3) of such tangible personal property for display or
exhibition in a museum within this state when the museum is
open to the public and has been approved by the commissioner
as an organization eligible to receive tax deductible
contributions. O.C.G.A. § 48-8-3(14).
• Sales to any nonprofit organization which has as its primary
purpose the raising of funds for books, materials, and programs
for public libraries if the organization qualifies as a taxexempt organization under IRC § 501(c)(3). O.C.G.A. § 488-3(71).
d.

Sales of tangible personal property and fees and charges for
services by the Rock Eagle 4-H Center O.C.G.A. § 48-8-3(38).

e.

Sales of food and food ingredients (cookies) to the Girl Scouts,
when such is tied to fundraising activities. O.C.G.A. § 48-83(59)(A).

f.

Sales of food and food ingredients to the Boy Scouts, when such is
tied to fundraising activities. O.C.G.A. § 48-8-3(59)(B).

g.

Purchases for Specific Construction Projects
• Aquarium construction
• Symphony hall construction
• Civil rights museum construction

h.

Qualified Food Banks. O.C.G.A. § 48-8-3(57.1)
• July 1, 2014 – June 30, 2021
• Purchases by a qualified food bank are exempt from sales and
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use tax.
• To qualify, the food bank must
− be exempt from tax under I.R.C. § 501(c)(3);
− operate primarily for purpose of providing hunger relief
to low-income persons residing in Georgia; and
− obtain a letter of authorization from the Georgia
Department of Revenue (which the food bank must
provide to seller).
• For more information, see Informational Bulletin SUT 201702, Sales and Use Tax Exemption for Qualified Food Banks.
i.

Nonprofit Volunteer Health Clinics and Nonprofit Health Centers
O.C.G.A. § 48-8-3(7.3) and (7.05)
• July 1, 2015 – June 30, 2018
• Nonprofit Health Clinics (7.3)
− Purchases by a nonprofit health clinic are exempt from
state and local tax
− To qualify, the clinic must primarily treat indigent
persons with incomes below 200% of the federal
poverty level.
− To qualify, the clinic must be a tax exempt organization
under the Internal Revenue Code
• Nonprofit Health Centers (7.05)
− Purchases by a nonprofit health centers are exempt
from state tax
− To qualify, the center must be established under the
authority of and receive funds per the U.S. Public
Health Services Act (42 U.S.C. § 254(b)
− To qualify, the center must be located in Georgia
− Purchases of tangible personal property only and not
services.
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• Both must obtain a letter of authorization from the Georgia
Department of Revenue.
• For more information, see Informational Bulletin SUT 201703, Sales and Use Tax Exemptions for Nonprofit Volunteer
Health Clinics and Nonprofit Health Centers.
I.

Exemptions applicable to Sales by Nonprofit Organizations
1.

Regulation - GA. COMP. R. & REGS. r. 560-12-2-.22
a.

Generally, nonprofit organizations must charge sales tax on sales
of tangible personal property at retail.

b.

With some exceptions that are discussed below, such entities must
collect sales tax on sales of items and at the rate applicable to the
place of delivery of the item.

c.

d.

(1)

Churches and religious organizations

(2)

Charitable organizations

(3)

Civic organizations

(4)

Church and synagogue gift shops

Unregistered nonprofit organization
(1)

Form FS-32, Miscellaneous Event (on Department of
Revenue Web site)

(2)

Remit taxes collected to the Cartersville Regional Office
within 3 days of event or to the agent on duty immediately
following event.

(3)

Take credit for taxes previously paid on purchases of items
that are resold. Subtract tax paid from tax collected. Remit
the difference.

Registered nonprofit organization
(1)

Form ST-3, Sales and Use Tax Return

(2)

The registered nonprofit can purchase the items tax-free
using a Form ST-5, Sales Tax Certificate of Exemption.
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(3)

2.





The nonprofit organization charge sales tax on sale, and the
rate is based upon county in which possession is taken
(where product is delivered).

Specific Organizations that do not have to Collect Sales Tax
a.

Religious Institution Fundraising
O.C.G.A. § 48-8-3(15)
(1)

Entities relieved of having to collect sales tax on sales.

(2)

Conditionals
• Sales must be tied to a specific charitable fundraising
activity;
• Fundraising activity cannot exceed 30 days in any
calendar year;
• No part of the gross sales/net profits from sales inures
to the benefit of any private person; and
• The gross sales or net profits from the sales are used for
the purely charitable purposes of relief to the aged,
church-related youth activities, religious instruction or
worship; or construction or repair of church buildings
or facilities.

b.

Qualified Parent Teacher Organizations
O.C.G.A. § 48-8-3(56)
(1)

PTA must be qualified as tax exempt organization under
IRC § 501(c)(3) are exempt from sales tax.

(2)

If the PTA is qualified, then it does not have to collect sales
tax on its sales.

(3)

Ga. Dep’t of Revenue Letter Ruling LR SUT-2015-04
(May 22, 2015) – Auction by school does not qualify as an
auction conducted by a parent-teacher organization, so the
sales are not exempt from sales tax under O.C.G.A. § 48-83(56).
• Facts – nonprofit school holds an auction once per year,
at which school sells donated items, and parents help
coordinate the event.
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• Ruling – School must collect sales tax on sales at
auction. Only sales by parent-teacher organizations are
exempt under O.C.G.A. § 48-8-3(56), even though
funds raised are for school operations.
c.

Public or Private School
O.C.G.A. § 48-8-3(39)
(1)

Does not have to collect sales tax on sales of the following:
• Tangible personal property
• Concessions
• Tickets for admission to a school event or function

(2)

Conditionals
• School must contain a combination of grades K-12
• Net proceeds from such sales are used solely for benefit
of such public/private school or its students.

(3)

School cannot buy items tax-free (purchases for resale).
GA. COMP. R. & REGS. r. 560-12-2-.79(8) (school must pay
tax on purchases of doughnuts, candy to be resold for fundraising activities) or sold at snack bars.
Author’s Note: This rule contradicts the statutory scheme
and spirit of the Georgia sales tax laws, to wit: purchases
for resale are excluded from sales tax, because such
purchases are not “retail sales.”

d.

e.

f.

Girl Scouts of the U.S.A. Sales - O.C.G.A. § 48-8-3(59)(A)
(1)

Sales tax not required on sales of food and food ingredients
(cookies).

(2)

Sales must be tied to fundraising activities.

Boy Scouts of America Sales – O.C.G.A. § 48-8-3(59)(B)
(1)

Sales tax not required on sales of food and food ingredients

(2)

Sales must be tied to fundraising activities.

Public Library Fundraising - Sales by any nonprofit organization
which has as its primary purpose the raising of funds for books,
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materials, and programs for public libraries if the organization
qualifies as a tax-exempt organization under IRC § 501(c)(3).
O.C.G.A. § 48-8-3(71).
g.

Certain Fine Arts Performances and Exhibitions
(1)

O.C.G.A. § 48-8-3(100) provides for exemption, which
expires July 1, 2020.

(2)

Sales of tickets, fees, or charges for admission.

(3)

To certain fine arts performances or exhibitions.

(4)

Must be performed or exhibited within a facility owned by
a § 501(c)(3) entity or a museum of cultural significance.

(5)

For more information
• Georgia Department of Revenue Policy Bulletin
SUT-2017-07, Sales and Use Tax Exemptions for
Admissions to Certain Performances and
Exhibitions.
• Ga. Dep’t of Revenue Letter Ruling LR SUT-201804 (May 4, 2018).

h.

J.

Purchases by these organizations – the above entities may purchase
items tax-free as purchases for resale by giving the seller a
properly completed Form ST-5, Certificate of Exemption (can be
found on the Department’s Web site). A sales tax number is not
required.

Exemption Documentation
1.

Some exemptions require that the taxpayer apply for exemption and get a
letter of authorization from the Commissioner.

2.

For complete list of exemptions and the requirements for each exemption,
see Georgia Department of Revenue Web site (www.dor.georgia.gov). In
the search field, type “2018 List of Sales and Use Tax Exemptions.”
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K.





Sales and Use Tax Rates
1.

State rate - 4% [O.C.G.A. § 48-8-30(c)]

2.

Local tax rates vary from county-to-county. Counties and municipalities
are allowed to impose sales tax for specific projects, such as water and
sewer projects and road construction projects. Some local taxes require
voter referendum.
• MARTA 1% tax [GA. COMP. R. & REGS. r. 560-12-4-.01 through 56012-4-.09]
• Local Option 1% tax [O.C.G.A. § 48-8-80 et seq.]
• Special Purpose 1% tax [O.C.G.A. § 48-8-110.1 et seq.]
• Educational Local Option 1% tax [O.C.G.A. § 48-8-141 et seq.]
• Homestead Option 1% tax. [O.C.G.A. § 48-8-101 et seq.]
• City of Atlanta 1.9% tax [O.C.G.A. § 48-8-6(a)(2)]
• TSPLOST for Fulton outside Atlanta is .75%

3.

The maximum sales and use tax that can be imposed upon a transaction is
7% or 8% (4% state, plus 3% local taxes, except an additional 1% City of
Atlanta tax when within Atlanta city limits). O.C.G.A. § 48-8-6.

4.

T-SPLOST – Effective January 1, 2013, 46 Georgia counties have
imposed an additional 1% tax for transportation and highway systems.

5.

Clayton County MARTA – Effective March 1, 2015, the 1% MARTA tax
is imposed on purchases in Clayton County.
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L.





Responsibility for Collecting the Sales Tax
1.

Seller or purchaser, depending on the state

2.

Privilege Tax State – seller is ultimately responsible based on privilege
granted for selling the property or service.

3.

Consumer or End-User Tax State – tax imposed on the purchaser, but
seller is responsible for collecting the tax from the purchaser and remitting
tax to the state.

4.

Georgia – transaction tax state –
a.

Tax imposed on the transaction.

b.

Seller is expected to add the tax to the invoice and collect the tax,
as an agent for the State.

c.

If seller fails to add the tax and collect the tax, the seller can be
held liable for the tax.

d.

Retailer cannot represent that he will absorb the tax or relieve
purchaser of the payment of the tax, except where:

e.
5.

(1)

Retailer states affirmatively (typically, in the ad) that he
will pay tax not remitted by purchaser; and

(2)

Retailer provides purchaser with written evidence that
retailer will be liable for and pay the tax.

(3)

Source – O.C.G.A. § 48-8-36; GA. COMP. R. & REGS. r. 56012-.21(2).

The Department can also collect the tax from the purchaser.

Seller Remits Tax using Form ST-3
a.

Georgia Tax Center – seller must file its return using this online
portal.

b.

Form ST-3 due by 20th day of month following month of sale.

c.

Payment due by 19th day of the month following month of sale.
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M.





Obligations of a Nonprofit Organization
1.

2.

As Seller
a.

Complete a Form CRF-002 State Registration Application, at the
Georgia Tax Center (online portal).

b.

File Form ST-3 Sales and Use Tax Report monthly to report sales
and use tax. After six months, if sales/use does not reach a
threshold, the organization can switch to less frequent filing (such
as quarterly or annually).

c.

When purchasing property for resale, the nonprofit organization
should provide Form ST-5 to vendors and suppliers.

As Purchaser
a.

Pay sales tax on purchases (unless purchases are exempt).

b.

If the purchase is exempt, give properly-completed Form ST-5
Certificate of Exemption to seller.

c.

If purchase is not exempt and seller is not obligated to collect sales
and use tax and does not collect the tax, such as Internet purchases,
then the nonprofit must pay consumer use tax.
(1)

Register with the Department by completing/filing Form
CRF-002.

(2)

After six months of filing monthly returns, organization
may qualify for less frequent filing. GA. COMP. R. & REGS.
r. 560-12-1-.22
• Quarterly – sales and use tax liability averages less
than $200.00 per month per month for six months
from registration date.
• Annually - sales and use tax liability averages less
than $50.00 per month for six months from
registration date.
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d.

E-file/E-pay





GA. COMP. R. & REGS. r. 560-3-2-.26

(1)

The Department of Revenue is allowed to make some
taxpayers file returns electronically and pay the tax by
electronic funds transfer. See O.C.G.A. § 48-2-32.

(2)

Georgia Tax Center is the Department of Revenue’s online
portal.

(3)

Effective Jan. 1, 2011, a taxpayer must file returns and pay
taxes by electronic funds transfer (e-file/e-pay) where
business owes more than $500 per month, even if the
liability falls below $500 for a subsequent month.

(4)

Penalties are imposed for failure to file electronically.
O.C.G.A. § 48-2-44.1.

Chapter 1
23 of 42









II. FUNDRAISING MODELS1
A.

Items that a Nonprofit Gives to Donors as Token of Appreciation
1.

Often, a nonprofit will give away an item to a donor as a form of
appreciation for the donor’s contribution to the organization.

2.

Here, the organization is the end-user and must pay sales and use tax on
the purchase of the item that the organization gives to the donor.

3.

The organization must pay tax on purchase price at the time of purchase.

4.

Records that the nonprofit must keep

5.

1

a.

Proof that the organization did not sell the plaque or gift to donor
and that donor’s contribution was not consideration for the sale of
the gift.

b.

Organization should record transaction as “donation income.”

c.

Proof that nonprofit paid sales tax on its purchases of items/gifts or
tickets that it gave away to the donor.

Example – §501(c)(3) organization receives a $75 cash donation from an
individual.
a.

The full $75 is tax deductible for federal income tax purposes, and
the §501(c)(3) organization sends a letter to the donor notifying the
donor that the full $75 is deductible for income tax purposes.

b.

In appreciation for the donation, the §501(c)(3) organization sends
the donor a coffee mug that the §501(c)(3) organization purchased
for $5.00.

c.

The §501(c)(3) organization owes sales and use tax on the $5.00
purchase price of the coffee mug at the rate in effect in the
jurisdiction where the §501(c)(3) organization received the coffee
mug.

d.

If the §501(c)(3) organization paid the sales tax to the seller, or
accrued use tax on the purchase, then no additional tax is due.

The discussion below reflects the authors’ positions on the Department of Revenue’s position, as of February 1, 2019 and is
based on possible Department guidance on the topics. The analyses could change when the Department issues its guidance.
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6.

B.





Example - §501(c)(3) organization receives a $120 cash donation from a
Georgia resident individual.
a.

In appreciation for the donation, the organization sends the donor a
magazine subscription that the §501(c)(3) organization purchased
for $40.00.

b.

The §501(c)(3) organization sends a letter to the donor notifying
the donor that $80 of the donation is deductible for income tax
purposes.

c.

The §501(c)(3) organization owes sales and use tax on the $40.00
magazine subscription purchase at the rate in effect in the
jurisdiction where the magazine will be delivered.

Festivals, Block Parties, “Taste of” Events, Carnivals or Fairs
1.

Charges for admission are taxable.

2.

The organization may also rent booth space and sell tickets for additional
items, such as food.

3.

Example - §501(c)(3) organization Charity A hosts a “Taste of” festival on
the streets of City or in City’s park. Charity A charges local restaurants in
City $300 for a booth space in which the restaurant sets up and serves food
and drink. Anyone can attend the festival without charge. Charity A
offers food and drink tickets to the public. At each restaurant space, the
restaurant determines the number of tickets required for a sampling of
food and/or drink. Each ticket sold by Charity A is $1, or for $20, a
purchaser receives 25 tickets.
a.

Charity A should collect sales tax on the amount charged for food
and drink tickets.

b.

The restaurants must pay sales and use tax on ingredients used to
make the food they serve.

c.

Rental of booth space – If Charity A charges a restaurant a fee for
booth space in which the restaurant sets up and serves food and
drink, the fee is for the limited use of real property. In Georgia,
the sale/rental of real property is not subject to sales tax.
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4.

5.

C.





Example - The same fact pattern as above, but now each restaurant keeps
all the tickets collected from attendees, turns the tickets in to Charity A
and receives $0.25 for each ticket from Charity A.
a.

Charity A should still collect sales tax on the entire charge for each
ticket sold.

b.

The restaurants can purchase food ingredients for the event taxfree for resale, by providing the seller with a resale certificate.

Vendor provides rides and games
a.

Charity A also arranges for carnival rides and games to be
available during the event. Tickets can be used to take rides. Most
of the rides require 3-5 tickets to be redeemed.

b.

Charity A should collect sales tax on the entire charge for each
ticket sold. The tickets allow the attendees to participate in
game/amusement activities, and sales tax must be collected and
remitted on charges to participate in such activities.

c.

This result is the same whether Charity A obtains the carnival
games and rides for free, at cost, or at the marked-up fair market
value.

Galas and Silent Auctions
1.

Introduction
a.

A common fundraiser includes a gala with a silent auction, at
which attendees bid on items donated by businesses and
individuals.

b.

The cost per person to attend a gala event is divided by the amount
that is a donation and the amount that is the value of the goods and
services received by attending the gala.

c.

Most gala events serve complimentary food and drinks; sales tax
should be charged on the value of the food and drink received. In
addition, the organization or caterer pays sales tax on the food and
drink ingredients.

d.

Example: Charity C hosts a fundraising gala where food and drinks
are served. Charity C charges $100 per person to attend the gala.
Charity C is registered in the Georgia Tax Center for sales and use
tax, has a sales tax number, and provides a Form ST-5 resale
certificate to the seller of the food or caterer. If the food is donated
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to Charity C, then the caterer or the purchaser of the food must pay
sales tax on the food purchases. Charity C and the caterer/food
provider have determined that the value of the meal and drinks
including sales tax is $40 per person.
If Charity C provides a receipt to the attendee showing that $60.00
of the $100.00 per person price is tax deductible for federal income
tax purposes, then Charity C must only remit the sales tax that was
included in the $40.00 that represented the fair market value of the
food and drink provided to the guest inclusive of tax.
Caveat: If Charity C also provides “real” entertainment at the
event, and does not simply provide food/drink, then the entire cost
of admission ($100) may be taxable.
e.

The amount of sales tax depends upon the location of the event. The
sales tax is composed of a 4% statewide rate and then a county/city
rate that is between 2% and 4.9%, depending upon the location. The
Georgia Department of Revenue publishes a Tax Rate Chart each
month that is available at the Georgia Department of Revenue
Website.

f.

The organization should note the breakdown of the per-person
amount and sales tax information (1) at the organization’s Website
and (2) at the entrance to the gala. This example likely prompts the
thought of having to engage in burdensome algebraic computations
to identify the fair market value of the goods and services received
by the attendees, the tax and the donation amount. But not engaging
in this exercise, as noted above, can result in serious consequences
for the nonprofit organization.

2.

Silent Auctions: The organization must collect sales tax on the winning
bids of the tangible personal property silent auction items.

3.

Silent Auction Donor’s Gift to the Nonprofit Organization

4.

a.

If an individual buys and donates an item for the auction, then the
individual must pay sales tax on the purchase price of the item.

b.

If a business donates an item from inventory purchased for
resale, then the business must accrue and pay sales tax when the
business removes the item from resale inventory.

Regardless of who donates the item, the nonprofit organization, unless
exempt, must collect sales tax from the winning bidder.
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5.

6.

7.





Mark Each Item with its Fair Market Value
a.

Before the auction, the nonprofit organization should establish
the fair market value of each item offered for bidding and keep a
record of such value.

b.

On the bid sheet, the organization should note the fair market
value.

If Winning Bid Exceeds Fair Market Value of the Item
a.

If the winning bid exceeds the “fair market value” of the item,
then the winning bidder pays sales tax on a portion of the winning
bid – the “fair market value” of the item. The nonprofit can
record the excess as a “contribution.”

b.

Example
(1)

The auctioned item is an autographed football that has
a “fair market value” of $200, and the winning bidder
pays $500 for the football.

(2)

The winning bidder must pay sales tax on $200 (fair
market value).

(3)

The excess over the fair market value ($300) is
“contribution income,” a donation to the nonprofit
organization.

(4)

The nonprofit organization should identify this part of
the proceeds (the $300) as a contribution from the
winning bidder.

(5)

The nonprofit organization must keep a record of the
fair market value, the winning bid and the
“contribution income.”

If Winning Bid is Fair Market Value or Less
a.

The winning bid may be the fair market value or even an amount
less than the fair market value. In either case, the nonprofit
organization must collect sales tax on the winning bid.

b.

Example
(1)

The autographed football has a “fair market value” of
$200, and if the winning bidder pays $150 for the
football.
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(2)
8.

9.





The winning bidder must pay sales tax on $150.

Bundled Transactions/Products (some taxable and some nontaxable)
a.

Many auctioned items include a bundled combination of
nontaxable services and taxable personal property.

b.

Example
(1)

The nonprofit may offer a gift basket provided by a
massage spa. The basket could include taxable
products bundled together with nontaxable services,
such as five one-hour massages and $100 worth of
skin-care products from the massage spa.

(2)

If the fair market value of the five massages is $400,
then the auctioned basket has a $500 fair market value
that includes nontaxable items of $400 (the massages)
and taxable items of $100 (the skin care products).

(3)

If the winning bid is $1,500, then (1) the nonprofit
must collect sales tax from the winning bidder, (2) the
winning bidder must pay sales tax on $100, which is
the fair market value of the taxable portion of the
basket and (3) the organization must provide the
winning bidder with a statement/notice that $1,000 of
the $1,500 donation is tax-deductible.

(4)

The nonprofit must also keep a record that $400 of the
remaining $500 is for nontaxable massages (personal
services that are not subject to sales tax) and that $100
is for tangible personal property (the skin care
products).

(5)

The nonprofit must provide a receipt that shows a
breakdown of the taxable and nontaxable items and the
sales tax collected on the taxable items.

Vacation Homes Offered for Bid
a.

Often, a donor may donate his/her vacation home in another state
as an auction item.

b.

If the vacation home is located outside Georgia, then the
organization does not have to collect sales tax from the winning
bidder.
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10.

D.





c.

This is because the winning bidder is buying use of a vacation
home in another state.

d.

If the vacation home is in Georgia, then Georgia sales tax applies
(rate is based on the location of the home). This is because sales
tax is imposed on transient accommodations.

Keep Records
a.

The above requirements are complicated.

b.

Having to recreate the transactions is more complicated.

c.

Thus, the nonprofit organization should keep accurate records of
(1) the fair market value of each auctioned item, (2) the winning
bid, (3) the excess each winning bid over the item’s fair market
value and (4) any portion of the fair market value that is not
taxable (such as services).

Educational Events
1.

Nonprofit organizations host educational presentations by authors who
speak to attendees about the content of the authors’ books or by experts
who speak on a specific educational topic.

2.

Example
a.

Organization sells tickets to a series of speaking engagements.

b.

Organization does not have to charge sales tax on the admission
charge to these events.

c.

Admission charges are taxable when the charges are for
admissions to places or events of amusement, sports,
entertainment, exhibition, or display, but admission charges are
not taxable when in connection with an educational event.

d.

Educational events are not considered “entertainment.”
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E.

F.





Half-Marathons, Marathons, Fun Runs, Fun Walks or Similar Events
1.

Charity X hosts a 5k fun run, and participants register in advance or in
person on the day of the event.

2.

Participants pay $30 to participate in the run and receive a shirt and run
number.

3.

Charity X should collect and remit sales tax on the $30 charge to
participate in the run or state that the sales tax is included in the $30
charge as charges for participation in games or amusement activities are
subject to tax. If sales tax is included, then Charity X must remit sales tax.

4.

Charity X must pay sales tax on its purchase price of the shirts that are
given away to participants. Charity X pays sales tax at the rate of the
jurisdiction where Charity X takes delivery of the shirts.

Charity Golf Tournaments
1.

Charity M holds a golf tournament as a fundraiser.

2.

A round of golf at the golf club normally costs $145 including tax.

3.

The golf club only charges Charity M $75 for each player.

4.

Charity M gives the golf club a Georgia Department of Revenue Form ST5, because Charity M is buying for resale.

5.

When Charity M charges the golfer to participate, the golfer pays $145 to
Charity M. The $145 includes sales tax.

6.

The golfer’s payment to participate is not a donation to Charity M,
because the value of a round of golf at the golf club is $145.

7.

Charity M must collect sales tax on the amount each golfer pays to Charity
M to participate in the round of golf. Here, Charity M must remit the sales
tax included in the $145 charge to each participant. But this rule could
change when the Department issues new guidance.

8.

The golfer also receives a gift bag with various items from Charity M. The
gift bag constitutes gifts provided to the golfer by Charity M.

9.

Charity M also offers Mulligan packages to the golfers that include several
“do-over” options and charges $30 for the package. The Mulligan
package constitutes a donation for federal income tax purposes to Charity
M. Charity M should not charge sales tax on the Mulligan package charge
as it constitutes a donation for federal tax purposes.
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10.





Charity M gives 4 rounds of golf to its Gold Sponsor as part of its
sponsorship package. The value of 4 rounds of golf are not tax deductible
for federal tax purposes, and Charity M must remit sales tax on those 4
rounds of golf.
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axx-Exempt
mpt May Not Mean E
Exempt
From Sales Tax:
Sales And Use Tax Obligations
of 501(c)(3) Organizations
Richard C. Litwin, Esq.

Robyn Miller
Senior Corporate/Tax Counsel

What is the Sales Tax?
• Retail Salee – TPP or Services
• Tangible Personal Property
• Tax must be Added to Sales Price
• “Sales Price”
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What is the Use Tax?
• Complements Sales Tax
• Focus
F
on Out
u -of
ut-of
of-State/Remote
Sellers
– Internet seller
– No nexus with Ga.

• Form ST3
T33-USE
• H.B. 61 (2017 Sess.)

Services Subject to Tax
• Only Those Services Listed
• Svcs with min. TPP = Exempt
• Separately-Stated
– Installation charges
– Labor

• Fabrication Labor
• Mixed Transactions – “True
Object Test”
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Sales
ales Tax Exemptio
Exemptions
General Rules
• Found in Statutes - Not Regulations
• Types
– Entities
– Uses
– Products

• Construed Narrowly

Sales Taxx Exemptionss – Certificates
• Retail Sale Presumed
• Properly Completed ST-5
• Good-faith
• No Certificate? Collect Tax!
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Sales Taxx Exemptionss – Purchases
• Nonprofit can’t buy items tax-exempt
– Churches
– Charitable orgs.
– Civic orgs.

• Must pay sales tax on purchases for own use
• DOR Info. Bull. 2013-03-28
• Some exemptions allow specific entities to buy
tax-exempt

Sales Taxx Exemptionss – Purchases
• Specific Entities
–
–
–
–

American Red Cross
Ga. State Society of Daughters of Am. Rev.
Girl Scouts Food Purchases - used for fundraising
Boy Scouts Food Purchases – used for fundraising

• 501(c)(3) w/DOR Comm’r Letter
–
–
–
–

In-patient nursing homes
In-patient hospice
In-patient mental hospital
Food banks (through 6/2021)
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Sales Taxx Exemptionss – P
Purchases by
Educational, Cultural and Schools
• Univ. System of Ga. and Educ. Units
• Private colleges/universities whose credits
accepted by Univ. System of Ga.
• Private elementary/secondary schools
• Educ. or cultural institute sponsored by foreign
gov’t
• Food for Consumption by Pupils and Eee’ss of
Private Schools

Sales Ta
Tax
ax Exemptions
Saless By Nonprofits
• PTA
• Private/Public School Events
• Girl Scout Sales of Food/Food Ingr. (cookies)
• Boy Scout Sales of Food/Food Ingr.
• Religious Institution Fundraising
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Tax Rates in Georgia
• State Rate – 4%
• Local Rates Vary by County
–
–
–
–
–
–
–

MARTA
Local Opt.
Sp. Purpose
Educational
Homestead
City of Atlanta
TSPLOST

• Delivery Address for Rate
• Max. Rate – 8% or 8.9% (Atl)

Collecting the Tax
• Ga. = Transaction Tax State
• Seller Adds Tax to Invoice
• Seller Collects Tax as Agent
• Seller Files Monthly Report (ST-3)
• DOR Can Also Collect from Purchaser
– Consumer Use
– DOR Audit

• Remote Sellers and Virtual Nexus
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Sales and Use Tax
Obligations of Nonprofits
• As Seller
– Register (Form CRF-002)
– Form ST-3 (monthly may ↓ to quarterly)
– E-file/E-pay

• As Purchaser
– Register (Form CRF-002)
– Pay sales tax or exemption cert.
– Pay use tax

Sales and Use Taxes
Key Points to Remember
• NO Exemption for –
– Churches/religious orgs.
– Charitable orgs.
– Civic orgs.

• Church/synagogue gift shops!
• Fraternities/Sororities
• Casual Sale Reg. May Apply
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Fundraising Models
• Items to Donors as Token of Appreciation
• Festivals, Block Parties, “Taste of” Events,
Carnivals or Fairs
• Galas and Silent Auctions
• Educational Events
• Half-Marathons, Marathons, Fun Runs, Fun
Walks or Similar Events
• Charity Golf Tournaments

Items to Donors as Token
of Appreciation
• Donor makes contribution
• Org. gives a token of appreciation in return
• Org. must pay sales tax on purchase of token
• Keep good records!
• Coffee Mug Example
• Magazine Example
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Festivals, Block Parties, “Taste of”
Events, Carnivals or Fairs
• Charges for Admission are taxable
• Various Components to Consider:
– Booth Rental
– Entry fee/tickets
– Food/Beverage tickets
– Carnival/game tickets

Galas and Silent Auctions
• Fundraiser with Two Taxable Events
– Gala - Food/beverage served
– Silent auction – items are purchased

• Cost per person
– partial donation
– partial payment for food/beverage

• Sales tax owed on food/beverage portion
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Silent Auction
• Items donated to 501(c)(3) for Auction
– Donor must pay sales tax on purchase
– Business that donates item must accrue on withdrawal
from inventory

• Selling Auction Items
–
–
–
–
–
–

Put FMV on bid sheet
Winning bid exceeds FMV
Winning bid is equal to or less than FMV
Bundled transactions/products
Vacation Homes
Keep Good Records!

Educational Events
• Educational presentation
– By author
– By educator
– By expert

• No sales tax on admission charge –
– Not a place of amusement, sports, exhibition, or display
– Not entertainment
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Half-Marathons, Marathons
Fun Runs, Fun Walks
• Participant fee = charge for participation in
games or amusement activities
• Sales tax due on fee
• Organization pays sales tax on t-shirts

Charity Golf Tournaments
• Organization (registered) buys rounds tax-free
• Golfer Fee – Org. collects tax or includes in fee

• Mulligan Package – donation
• Gift Bag
• Sponsorship Package
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Insurance For Nonprofits
Presented By:
Kristine Berry Morain
Boys and Girls Club of America
Atlanta, GA
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Insurance Strategies
for the protection of your
organization

Nonprofits need insurance!
• Protect your assets and people
• Obtain a good insurance professional to
assist (broker)
– Types of coverage needed
– Coverage limits
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Questions to ask your broker
• Compensation
• Incentives
•
•
•
•

Experience with your type of nonprofits
Risk management resources
Knowledge of carriers
Bid out the work every 3-5 years

Categories of Coverages
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Directors & Officers
• Directors & Officers Liability
• Employment Practices
– EEOC claims
– Sexual Harassment
– Discrimination

• Fiduciary Liability

General Liability
• General Liability
• Sexual Misconduct
• Professional Liability
• Review for exclusions
• List all necessary insureds/additional insureds
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Property
• Property
– Inland Marine
– Earthquake

Automobile Liability
• Owned automobiles
– Statutory requirements

• Non-owned automobiles
– Employees on company business
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Crime Coverage
• Sometimes called a Crime Bond
– Some grants require it
– Covers employee dishonesty
– Covers external fraud

Worker’s Compensation
• Employer Liability
– State requirement if regularly employing three
or more persons, part-time or full-time, shall
provide workers' compensation insurance
coverage.
– Businesses with fewer than 3 employees to
carry coverage, as long as the company is
incorporated or is an LLC
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Cyber Liability
• Biggest increased risk for businesses
– Donor data
– Employee data
– Client data

• Can be expensive, many exclusions

Umbrella and Excess
• Work with your broker
• Cover your highest exposures
• Monitor the exposure trends
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Other considerations
• Rating of Insurance Company – A.M. Best
• Deductibles
– Self Insured Retentions

• Defense costs
- Eroding or outside limit of liability

What Do You Need to Do to Be an Effective Risk
Management Advocate for Your Organization?
It begins from within:
– Evaluate your liabilities and your risks
– Understand your current activities and future goals
– Understand your organizational structure

– Know your contracts and when you have assumed
liability
– Don’t assume that brokers know who you are
Directors/Officers/Employees/Volunteers
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Corporate Orientation toward
Risk
• Reflects organizational culture, not
individual preferences
• Must be balanced with financial strength:
– Ability to pay more/less premium
– Ability to retain more/less risk on balance sheet

• Should inform decision making beyond
insurance

What Do You Need to Do to Be an
Effective Risk Management Advocate for
Your Organization?

• Be able to articulate the corporate culture
toward risk
• Tell the broker what s/he can’t see for
themselves
• Broker doesn’t make the decision – insured
does
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Current Employment Issues For Nonprofits
Presented By:
G. Bliss Jones
Jones and Kolb
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2019 ICLE Nonprofit Law Seminar
Nonprofit Employment Issues:
Employee or Independent Contractor
and Wage and Hour Issues
G. Bliss Jones
March 7, 2019

Goals for Today
Understand why EE vs. IC matters
Understand the risk areas if worker is misclassified
 Tax
 Employment law
 Benefits / Affordable Care Act

Learn how to evaluate the relationship
Develop strategies for minimizing risks
Identify other common wage and hour issues
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Why Companies Use Non-Employee Workers
Operational
 Temporary need / Increased staffing
 Special projects
 Expertise in specialized field
 Work secondary to the business
Janitorial
Security
Groundskeeping
Cafeteria/food service

Why Companies Use Non-Employee Workers
Financial
 Treated as Capital, Not headcount
 Less paperwork
 No withholding, Employer FICA, FUTA
 No health benefits
 No retirement benefits / 401(k) match
 No unemployment benefits
 No workers compensation payments
 Limit liabilities (e.g. No FLSA)
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Objections to Non-Employee Classification
Government Loses
 Lose tax revenues / no withholding
 Under-the-table payments (Underground economy)
 FICA (Medicare, Social Security)
 FUTA (Unemployment)
Perception that Workers Lose
 No health benefits from employer
 No 401(k) or pension contributions
 No social security account contributions
 No unemployment benefits
 No workers' compensation if injured

Which Type of Worker?
Your employees (W-2)
Independent contractors (1099)
Vendor's employees (Another ER's W-2?)
 Staffing agency workers / Temps
 Vendor providing services
 Consulting firm
 Outsourced functions (e.g., cleaning and maintenance
crew)
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What is the Classification Criteria?
Right to control tests (IRS, ACA, ERISA, EEO, ADA)
 State law variations
Economic realities test (FLSA)

Right to Control Tests
 Common Theme:
Who has the right to control the manner and means by
which the work is accomplished/performed?
Right to control is what matters, not exercise of control
 Joint employment: More than one entity is the employer
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IRS Right to Control Tests
IRS Version (no longer the 20-factor test):
Behavioral Factors
 Type of instructions given
 Degree of instruction
 Evaluation systems
 Training

IRS Right to Control Tests
Financial Factors
 Significant investment
 Unreimbursed expenses
 Opportunity for profit or loss
 Services available to the market
 Method of payment

Chapter 3
6 of 26

IRS Right to Control Tests
Type of Relationship
 Written contracts
 Employee benefits
 Permanency of relationship
 Services provided as key activity of the business

Common Law Right to Control Tests
Common Law Version (ERISA, ADA, ADEA, Title VII)
 Nationwide Mut. Ins. Co. v Darden, 503 U.S. 318 (1992).
 ERISA defines "employee" as "any individual
employed by an employer"
 The Test: Who has the right to control the manner and
means by which the product is accomplished?
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Common Law Right to Control Tests
Common Law Version (ERISA, ADA, ADEA, Title VII)
 Consider (12 factors):
1. Skill required
2. Who provides instrumentalities and tools
3. Location of the work
4. Duration of the relationship between the parties
5. Whether the hiring party has the right to assign
additional projects
6. Hiring party's discretion over when & how long to work

Common Law Right to Control Tests
 Consider (12 factors):
7. Method of payment
8. Hiring party's role in hiring and paying assistants
9. Whether the work is part of the regular business of the
hiring party
10.Whether the hiring party is in the same business
11.Whether employee benefits are provided
12.Tax treatment of the hired party
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Economic Realities Test
Fair Labor Standards Act [FLSA (min. wage / overtime)]
 Does not apply common law standards
 FLSA definition of employ: "suffer or permit to work"
29 USC 203(g).
 The Test: Whether, as a matter of economic reality, the
worker is economically reliant on the hiring party or is
instead in business for himself.

Economic Realities Test
FLSA – Consider:
 Integral to retaining party's business?
 Permanency of relationship
 Investment in equipment
 Control
 Opportunity for profit or loss
 Skill & initiative required in open market
 Independent business organization & operation
DOL Fact Sheet #13 (2008)
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Economic Realities Test
FLSA
 Factors NOT considered:
Where the work is performed
Formal employment agreement
License
Timing or mode of pay
DOL Fact Sheet #13 (2008) (GW Bush)

Economic Realities Test
2014 (Obama): DOL Fact Sheet #13 Rewritten
 Six Factor Test
 Raises the bar / Hard to be an independent contractor
Incorporation = "little bearing"
Licensure = "little bearing"
Agreement = "not controlling"
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Economic Realities Test
DOL Memo, July 15, 2015
In sum, most workers are employees under the FLSA’s broad definitions.
The very broad definition of employment under the FLSA as “to suffer
or permit to work” and the Act’s intended expansive coverage for
workers must be considered when applying the economic realities factors
to determine whether a worker is an employee or an independent
contractor. The factors should not be analyzed mechanically or in a
vacuum, and no single factor, including control, should be overemphasized. Instead, each factor should be considered in light of the
ultimate determination of whether the worker is really in business for
him or herself (and thus is an independent contractor) or is economically
dependent on the employer (and thus is its employee). The factors should
be used as guides to answer that ultimate question of economic
dependence. The correct classification of workers as employees or
independent contractors has critical implications for the legal protections
that workers receive, particularly when misclassification occurs in
industries employing low wage workers.

Economic Realities Test
2017 (Trump): DOL Fact Sheet #13
 2008 Version quietly re-appears
 2015 Wage and Hour Division Memo withdrawn
(Recall that WHD proposed major revisions in 2015 to
overtime regulations and criteria as to eligibility that
were abandoned after Trump was elected president.)
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Georgia: IC or Employee?
 Federal Income Tax: Right to Control (IRS factors)
 ERISA, ADA, Title VII, ADEA: Right to Control (Darden Test)
 Affordable Care Act: Right to Control (Treasury Regs.)
 FLSA: Economic Realities Test
 NLRA: Right to Control / Hybrid Test
 Workers Comp: 3-part test requiring contract, right to control &
pay per job
 Unemployment: AC-Test, or SS-8 IC determination
 Other GA Employment Laws: Right to Control (10-factor test)

Consequences of Misclassification
 IRS back taxes & penalties
 Discrimination liability & damages
Wrongful discharge
Retaliation
Harassment

 FLSA violations (OT, min. wage) & damages
 FMLA violations & damages
 ADA violations & damages
 Attorneys' fees
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Consequences of Misclassification
State Laws
 Unemployment
Failure to cover
Back assessments

 Workers compensation
Failure to cover
Back assessments

 Failure to timely pay wages
 Failure to timely pay final paycheck

Consequences of Misclassification
 Benefit Plans
Failure to provide employee benefits
o401(k) match
oStock ownership
 Affordable Care Act
Miscount
Failure to make offer of coverage
Penalties

Chapter 3
13 of 26

How Bad Outcomes Arise
 Audit (IRS, DOL, State)
 Worker Complaint / Agency Investigation
 Lawsuit
Individual
Class action / Collective action
 Union organizing campaign
 Worker files for unemployment
 Worker files for workers comp

Special Problems
Labor Supplied by Vendor
Different scenarios
 Consulting firms
 Staffing agencies
 PEOs
Risk Areas:
 Joint or statutory responsibility
 Who is the employer under the applicable standard?
Tax
Benefits (beware of ACA!)
Employment
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Joint Employment
 Joint Employment
 Common Law Test, Modified
 Factors
1. Right to Control
2. Source of instrumentalities & tools
3. Location of the work
4. Employee benefits
5. Right to assign additional work
6. Discretion over when & how long the workers work
7. Whether work is part of regular business

What Can Be Done?
 Avoiding Claims of Independent Contractor
Misclassification
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What Can Be Done?
 Review & Edit Contracts
 Customize Forms
 Avoid Off-the-Shelf Templates!
 Scrutinize the Vendor's "standard terms"
 "Boilerplate" language is not very useful
 Memorialize the good facts

Contracts
Typical:
 We agree you're an IC, not an EE
Grade: D
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Contracts
Better:
 We agree you're an IC, not an EE
 IC decides:
 When to work
 Where to work
 Steps, sequence of work
 What tools & equipment to use
 Etc.
Grade: B

Contracts
Best:
 We agree you're an IC, not an EE
 IC decides:
 When to work
 Where to work
 Steps, sequence of work
 What tools & equipment to use
 Etc.
 My business has no right to control these things
 Your business will defend my business against any claim your
employee makes against my business as an employer
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Tips for Reducing Exposure
Review & edit contracts
Take seriously any unemployment claim filed by an
independent contractor
 Risk of extrapolation to all similarly situated
 Back assessments for unpaid premiums

Tips for Reducing Exposure
Avoid rebranding former employees as contractors
 Post-severance consulting agreements
Avoid retaining contractors to perform the same work in
the same location as employees
 If side-by-side work, high risk of misclassification
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Tips for Reducing Exposure
Avoid directing contractors as to how to perform their
work
 Dictate results; not how, when, and where
A well-drafted independent contractor agreement is
necessary, but not sufficient
 Direct attention to support IC status
 Actual facts matter most

Tips for Reducing Exposure
For companies operating in multiple jurisdictions, be
aware that the same relationships may be classified
differently in different states
 States with ABC Tests present particular risks
Be proactive in evaluating your current use of
independent contractors
 Steps can usually be taken to shift factors toward IC
status
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Tips for Reducing Exposure
Establish a gatekeeper
Consider using staffing agencies and well-established
independent businesses that have many employees, rather
than retaining individuals
 Consider joint employment risks
oJoint & several liabilities
oNeed well-drafted agreement, indemnity

Tips for Reducing Exposure
Check your company's benefit plan language
 Avoid a Microsoft vs. Vizcaino problem
 Exclude misclassified workers
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What’s New in 2018?
Tax Cuts and Jobs Act – Effective 1/1/2018
 Effect on ICs (Benefit of §199A 20% deduction)
 Employment Achievement/Length of Service/Safety Awards
 The value of any monetary or cash equivalent award is taxable
- Gift cards
-Tickets to sporting events, concerts, theatre
- Vacations
- Lodging
- Meals
- Airline tickets

Other Employment Issues
Off the clock work
Compensatory time
Travel time
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Off-the-Clock Work
 Non-exempt employees must be paid overtime “for all
hours worked over 40 in a workweek. ”
 The employer determines the 7-day week

 This includes all work that an employee “suffers” or is
“permitted” to work.
 Essentially, any activity that an employee performs for the
primary benefit of the employer constitutes compensable
work time.

Off the Clock Work (continued)
 Time spent doing work not requested by the employer,
but still allowed, is generally hours worked, since the
employer knows or has reason to believe that the
employees are continuing to work and the employer is
benefiting from the work being done. This time is
commonly referred to as "working off the clock.”
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Off-the-Clock Work (continued)
 Laptops, blackberries, smart phones and internet access to
office networks have exponentially increased the ability of
employees to conduct business and perform work at any time
or place
 These emerging technologies have also drastically increased
the potential exposure for employers for off-the-clock work
performed by non-exempt employees.
 Requiring or allowing non-exempt employees to handle workrelated emails, texts, and telephone calls without recording the time
as worked could and has resulted in payment of lost wages and
attorneys’ fees

Off-the-Clock Work (continued)
 Employers’ failure to pay for off-the-clock work is one of the
most common violations of wage and hour laws. Examples of
common off-the-clock work are:
Email or text communications outside of scheduled work hrs.
Work performed remotely on computers outside of scheduled
work hours.
Time spent checking emails and voice messages as required by
employer.
Performing online training outside of scheduled work hours.
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Off-the-Clock Work (continued)
 Damages for FLSA Violations
oBackpay
oLiquidated damages (a.k.a. ”double backpay”)
oAttorney’s fees
oUnpaid benefits (misclassified employees paid as
independent contractors)
 Statute of limitations is 2 years (3 years for willful violations)

Off-the-Clock Work (continued)
 If employers are going to permit or require non-exempt
employees to work remotely, they should be vigilant in
ensuring full compliance with the FLSA’s overtime
provisions.
 It’s not enough anymore to simply have a policy that
prohibits employees from working extra hours without
permission.
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Off-the-Clock Work (continued)
At a minimum, employers should take the following actions:
 Implement an “off-the-clock” policy which clearly outlines timerecording procedures for all time worked.
 Require employees sign weekly time reports certifying that they
have accurately reported all hours worked
 Provide portable electronic devices sparingly to non-exempt
employees and have them sign an acknowledgement of timereporting procedures.
 Conduct regular audits of pay and work records.
 Consider remote access, email and voice mail curfews.

Off-the-Clock Work (continued)
 Ensure employees are properly classified under the FLSA.
 Train supervisors and managers on the proper
administration of wage and hour laws.
 Instruct supervisors to refrain from ordering non exempt
employees to take and return business-related calls,
emails and texts while off the clock.
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Compensatory Time
As defined by the DOL, compensatory time or comp time,
is the practice of giving employees paid time off instead of
paying them for overtime hours. Federal labor laws offer
strict guidelines regarding the use of comp time. In most
cases, private sector employers are prohibited from the
practice.
 Federal law permits governments to use comp time as a
substitute for overtime, including public universities and
colleges

Compensatory Time (continued)
If an hourly or salaried non-exempt employee is entitled to
overtime pay, you cannot substitute comp time. Federal law
requires you to pay these employees at least 1.5 times their
normal hourly rate for all hours over 40 worked during a
workweek.
oThere is no requirement under federal labor laws to pay
overtime or premium pay for working on a holiday or weekend.
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Travel Time
 The principles that apply in determining whether time
spent in travel is compensable depends on the kind of
travel:
Home to/from work travel is not work time
Home to/from work on a special one day assignment in
another city is work time if the employee regularly works at a
fixed location, but the employer may net out the time the
employee would normally spend commuting to the regular
work site

Travel Time (continued)
 Time spent by an employee in travel as part of their
principal activity such as travel between work sites during
the workday must be counted as hours worked
 Travel away from home is clearly work time when it
occurs during normal workday hours.
The time is not only hours worked on regular working days during
normal working hours, but also during corresponding hours on
non-working days.
DOL does not consider time spent as a passenger on an airplane,
train, boat, bus or automobile as work time.
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in the Nonprofit World
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What is a Conflict of Interest?
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Why Does It Matter?
 State law
 IRS
 Public/Donor Perception

Conflict of Interest Transactions
 Not absolutely barred (stricter rules for
private foundations)
 Must be handled properly
 Conflict of Interest Policy is centerpiece of
effective conflicts management
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The Internal Revenue Service’s
Perspective on Conflict of Interest
 Form 1023
 Form 990

Form 1023 – Part V, Page 4
5a Have you adopted a conflict of interest policy consistent with
the sample conflict of interest policy in Appendix A to the
instructions? If “Yes,” provide a copy of the policy and explain how
the policy has been adopted, such as by resolution of your governing
board. If “No,” answer lines 5b and 5c.
5b What procedures will you follow to assure that persons who have a
conflict of interest will not have influence over you for setting their
own compensation?
5c What procedures will you follow to assure that persons who have a
conflict of interest will not have influence over you regarding business
deals with themselves? Note: A conflict of interest policy is
recommended though it is not required to obtain exemption.

Chapter 4
4 of 34

Form 1023 – Instructions
A “conflict of interest” arises when a person in a position of
authority over an organization, such as a director, officer, or
manager, may benefit personally from a decision he or she
could make. A Sample Conflict of Interest Policy is included as
Appendix A. This sample conflict of interest policy doesn't prescribe
any specific requirements. Therefore, organizations should use a
conflict of interest policy that best fits their organization.
Adoption of a conflict of interest policy isn’t required to obtain taxexempt status. However, by adopting the sample policy or a similar
policy, you will be choosing to put in place procedures that will help
you avoid the possibility that those in positions of authority over you
may receive an inappropriate benefit.

Form 1023 – Purpose of Conflict Policy (cont.)
Charitable organizations are frequently subject to intense public
scrutiny, especially where they appear to have inappropriately
benefited their officers, directors or trustees. The IRS also has an
oversight role with respect to charitable organizations. An
important part of this oversight is providing organizations
with strategies that will help avoid the appearance or
actuality of private benefit to individuals who are in a
position of substantial authority. The recommended conflict of
interest policy is a strategy we encourage organizations to
adopt as a means to establish procedures that will offer
protection against charges of impropriety involving officers,
directors or trustees.
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Form 1023 – Purpose of Conflict Policy (cont.)
A conflict of interest occurs where individuals’ obligation to further
the organization’s charitable purposes is at odds with their own
financial interests. For example, a conflict of interest would occur
where an officer, director or trustee votes on a contract between the
organization and a business that is owned by the officer, director or
trustee. Conflicts of interest frequently arise when setting
compensation or benefits for officers, directors or
trustees. A conflict of interest policy is intended to help ensure that
when actual or potential conflicts of interest arise, the organization
has a process in place under which the affected individual will advise
the governing body about all the relevant facts concerning the
situation. A conflict of interest policy is also intended to establish
procedures under which individuals who have a conflict of interest will
be excused from voting on such matters.

Form 1023 – Purpose of Conflict Policy (cont.)
Apart from any appearance of impropriety, organizations
will lose their tax-exempt status unless they operate in a
manner consistent with their charitable purposes. Serving
private interests more than insubstantially is inconsistent
with accomplishing charitable purposes. For example, paying
an individual who is in a position of substantial authority excessive
compensation serves a private interest. Providing facilities, goods or
services to an individual who is in a position of substantial authority
also serves a private interest unless the benefits are part of a
reasonable compensation arrangement or they are available to the
public on equal terms and conditions.
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Form 990 – Part VI, Page 6
12a Did the organization have a written conflict of interest policy?
12b Were officers, directors, or trustees, and key employees required
to disclose annually interests that could give rise to conflicts?
12c Did the organization regularly and consistently monitor and
enforce compliance with the policy? If “Yes,” describe in Schedule O
how this was done.

Form 990 – Instructions
Line 12a. Answer “Yes,” if as of the end of the organization's tax year
the organization had a written conflict of interest policy. A conflict of
interest policy defines conflicts of interest, identifies the classes of
individuals within the organization covered by the policy, facilitates
disclosure of information that can help identify conflicts of interest,
and specifies procedures to be followed in managing conflicts of
interest. A conflict of interest arises when a person in a position of
authority over an organization, such as an officer, director, manager,
or key employee can benefit financially from a decision he or she could
make in such capacity, including indirect benefits such as to family
members or businesses with which the person is closely associated.
For this purpose, a conflict of interest does not include questions
involving a person's competing or respective duties to the organization
and to another organization, such as by serving on the boards of both
organizations, that don't involve a material financial interest of, or
benefit to, such person.
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Form 990 – Instructions (cont.)
Line 12a. Example:
B is a member of the governing body of X Charity and of Y Charity,
both of which are section 501(c)(3) public charities with different
charitable purposes. X Charity has taken a public stand in opposition
to a specific legislative proposal. At an upcoming board meeting, Y
Charity will consider whether to publicly endorse the same specific
legislative proposal. While B may have a conflict of interest in this
decision, the conflict does not involve a material financial interest of
B's merely as a result of Y Charity's position on the legislation.

Form 990 – Instructions (cont.)
Line 12b. Answer “Yes,” if the organization's officers, directors,
trustees, and key employees are required to disclose or update
annually (or more frequently) information regarding their interests
and those of their family members that could give rise to conflicts of
interest, such as a list of family members, substantial business or
investment holdings, and other transactions or affiliations with
businesses and other organizations and those of family members.
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Form 990 – Instructions (cont.)
Line 12c. If “Yes” on line 12c, describe on Schedule O (Form 990 or
990-EZ) the organization's practices for monitoring proposed or
ongoing transactions for conflicts of interest and dealing with
potential or actual conflicts, whether discovered before or after the
transaction has occurred. The description should include an
explanation of which persons are covered under the policy, the level at
which determinations of whether a conflict exists are made, and the
level at which actual conflicts are reviewed. Also explain any
restrictions imposed on persons with a conflict, such as prohibiting
them from participating in the governing body's deliberations and
decisions in the transaction.

Georgia Law
The Board of Directors of a Georgia nonprofit corporation are
fiduciaries and have certain recognized duties:


Duty of Care






make informed decisions

Duty of Obedience
 follow organization’s governing documents
Duty of Loyalty


put the interest of the organization above their own personal
interests

Chapter 4
9 of 34

Purpose of Conflict of Interest Policy
To protect the nonprofit organization and its insiders when the
organization is contemplating entering into a transaction that
might benefit (or create the appearance of a benefit) to an
insider, their family members, or a business owned by either.

Components of a Conflict of Interest Policy
 Procedure to determine whether a proposed
relationship or business relationship constitutes
conflict of interest
 Provides appropriate mechanism to address the
conflict
 Requires annual disclosure of interest which could
result in a conflict
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Hypotheticals

1.

Inside/Confidential Information
Rex Ross is a well-known Southwest Georgia real estate developer and long-time
supporter of Albany State University. Rex currently serves on the Board of the
Albany State University Real Estate Foundation. During a recent meeting, the
Board approved the purchase of an abandoned shopping center located in a
declining Albany for the construction of a 500 student dormitory. The
construction of this project will dramatically accelerate the transition of this
ignored area into a vibrant neighborhood.
Rex knows that the value of property adjacent to the dormitory site, which the
Foundation is not interested in purchasing, will increase in value significantly
once a public announcement of the project is made.
 Can Rex pursue acquisition of the adjacent parcels for his own benefit
before the public announcement?
 Afterwards?
 Are there valid reasons the Foundation Board might want to let others know
of their plans before the public announcement?
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2.

Sharing Grant Information/Outcomes

The Howell-Johnson Foundation is a 50-year old family foundation based in Savannah, Georgia.
About five years ago, the Foundation funded a significant grant for a major addition to a local
homeless shelter. Unfortunately, the homeless shelter was not able to raise all of the funds needed to
complete the shelter and was forced to borrow a significant part of the construction costs. The
Howell-Johnson Foundation was recently approached by the CEO of the homeless shelter to discuss
its now precarious financial situation and to seek an emergency grant to cover past due mortgage
payments.
The homeless shelter also approached the Savannah Community Foundation seeking funds for its
general operations. Anita Patel, the Executive Director of the Howell-Johnson Foundation, has been
contacted by the Grants Administrator of the Savannah Community Foundation as a grant reference
for the homeless shelter. Anita is fearful that the homeless shelter will not be able to meet its financial
obligations and forced to close or significantly downgrade its operations.
 How should Anita respond to the request for information regarding the homeless shelter from
the Community Foundation?
 Does it matter that the homeless sheltered offered the Howell-Johnson Foundation as a
reference?
 What if Anita found out about the homeless shelter’s current financial situation because she is
a board member of the homeless shelter, not through the emergency grant solicitation?

3.

Donor Lists
Ellie Rodriguez has been asked to chair the annual fundraising dinner for the Roswell
Chapter of the Girl Scouts. This is the major fundraiser for the Girl Scout chapter and Ellie is
tapping all of her networks to ensure the event is a success.
Ellie also serves on the board of the Roswell History Museum which is evaluating prospects
for a capital campaign. At a recent meeting of the History Museum Board, the Trustees
reviewed a list of prospects provided by a well-known fundraising consultant. Ellie also has
a list of the History Museum Board members, next generation board, and recent issues of its
newsletter listing donors at the various giving levels.
 To what extent can Ellie use this information from the History Museum as
part of her fundraising efforts for the Girl Scouts?
 What should a nonprofit, such as the History Museum, do to ensure its
board members, staff and volunteers understand issues such as conflicts of
interest and duty of loyalty to the organization?
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4.

Insider Transactions
Libby Dawson is a very successful commercial real estate agent in Atlanta who presently
serves on the board of the High Museum. At a meeting of the Board, the Director of
Development announced the exciting news of a bequest of a very valuable piece of real
property in southwest Atlanta. The Board voted to accept the gift and discussed whether to
retain the property for the time being or to put it on the market. After determining that there
is no current or future need for the property as part of the Museum’s mission, the Trustees
unanimously voted to put the property on the market. Discussion then turned to a listing
agent for the property and a number of names were suggested. Libby announces in the
meeting that she would like to be considered as the listing agent and briefly details her recent
recognitions as Realtor of the Year, President’s Club member, and top sales agent at her real
estate firm.
The Chairman of the Board is unsure how to proceed. He does not want to hurt Libby’s
feelings, but he is also concerned about conflicts of interest and how best to handle this
matter.
 How should the Chairman proceed?
 Did Libby handle this situation the right way?

5.

Attorney on the Board
Ralph Coley is a well-respected trust and estate lawyer and a number of his clients have left
generous gifts to the Atlanta History Center. The Trusteeship Committee of the History
Center recognizes that Ralph is quite well connected and has numerous clients that are donor
candidates to the History Center in the future.
The Chairman of the Trusteeship Committee suggests asking Ralph to join the History
Center Board since having him more aware of the needs of the History Center will certainly
put him in a position to advocate for the History Center with his estate planning clients. Is
this a good idea?
Because of Ralph’s work with charitable organizations, he also has significant experience
representing nonprofits. After joining the History Center Board, the Executive Committee of
the Board determined that it would be beneficial to discuss engaging Ralph to serve as
general counsel for the History Center, since he will be in attendance at board meetings and
can help steer the Board in the right direction and be available immediately to address any
legal issues which may arise during meetings.
 What are the issues surrounding a lawyer serving both on the Board of
Directors and as the nonprofit’s counsel?
 Is it appropriate for Ralph to charge his standard hourly rate for attending
the board meetings once he is engaged as counsel for the History Center?
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6.

Identifying and Managing Conflicts of
Interest
Nancy Flores is the daughter of the founder of the Macon-based Flores Family
Foundation and currently serves on its board. Nancy has been approached by Emory
University’s Medical School about a significant capital grant for a new building on the
Emory campus.
Although the Flores Family Foundation has not supported the Emory Medical School in the
past, it has funded other healthcare initiatives in the Macon area, including an indigent
healthcare center for Mercer University, on whose board Nancy’s father served.
Nancy’s daughter, Elaine, is a pre-med student at Emory and has recently submitted her
application to Emory Medical School.
 How should Nancy and the Foundation respond to Emory Medical School’s
request for funding in light of the Foundation’s prior giving?
 Does Elaine’s pending application to Emory Medical School impact how the
Foundation or Nancy should handle the situation?

7.

Conflicts
Stan Builder is a successful real estate developer who set up a family foundation to benefit
the communities in which Stan’s company owns or has developed properties. Stan is
majority owner of his company and chairs the foundation’s board. Stan is an avid patron of
the arts and a generous donor to arts organizations personally and via his company and
family foundation.
Stan’s company is rehabbing a historic building in downtown Thomasville. A prominent
corner of the building’s street-front space is being marketed to local arts organizations. Stan
favors leasing the space to Curtains Up Theatre Company, a relatively new non-profit
organization that focuses on theater education for underserved populations. Curtains Up
currently operates out of donated space.
In a conversation with the executive director of Curtains Up about leasing space in his new
building, Stan offers the corner space at a significant discount. The executive director balks
at the discounted price. Stan, who must realize some revenue from that space to successfully
operate the building, expresses hope that Curtains Up will reconsider but suggests he will
continue to market the prominent downtown corner to a nonprofit organization.
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7.

Conflicts (cont.)
As the building renovation approaches completion, the corner space is still not leased. Stan
revisits Curtains Up with an offer: His foundation will make a five-year grant commitment
to Curtains Up in an amount equal to five years’ rent if Curtains Up will sign a ten-year lease.
The grant agreement will specify that all funds must be used for rental payments, and
annual payments will be contingent on Curtains Up maintaining at least its current level of
programming.
 Is the proposed grant permissible?
 Does it matter that Stan has noble intentions?
 Would it matter if the grant was not specifically earmarked for rent? Or if
the grant amount was not equivalent to annual rental payments?

8.

Managing Generational Issues
in Foundations
The Wiley Foundation is a 75-year old family foundation in Orlando, Florida, founded and
funded by Harry and Honey Wiley. The organizational documents for the Foundation
provide that the purpose of the Foundation is to support the Orlando Catholic community
and to improve the quality of life in Orlando.
Because of the evolution of Orlando into a “tourist mecca,” only the 1st and 2nd generations
of the Wiley family still lives in Orlando. The 3rd and 4th generations have dispersed to Palm
Beach, Palm Springs and the Maine coast.
There are currently seven Wiley family members serving on the Foundation board, two
Orlando-based 2nd generation family members, who are now in their 80s, and five 3rd and
4th generation family members, none of whom still call Orlando home (the 4th generation
members never did).
One of the 4th generation trustees has begun advocating for two grants to his hometown of
Palm Springs, a $100,000 grant to support the local art museum’s capital campaign and a
$25,000 grant to improve the Sunday School classroom at the Evangelical Christian Church
which his family attends.
 What issues are raised by this very common fact pattern?
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Sample Documents
Conflict of Interest Policies


Internal Revenue Service



Robert W. Woodruff Foundation, Inc.



Arthritis Foundation, Inc.
Disclosure Forms



Arthritis Foundation, Inc.



Indiana University Foundation
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I.

PRIVATE NON-OPERATING FOUNDATIONS

Section 501(c) of the Internal Revenue Code (the “Code”) lists organizations that are exempt
from paying federal income tax. There are 29 subsections of 501(c) that describe tax-exempt
organizations, but Section 501(c)(3) is the only section that describes a charity whose donors are
able to receive a charitable income tax deduction for contributions made to the charity.
Section 501(c)(3) of the Code provides that the organization must be “organized and operated
exclusively for religious, charitable, scientific, testing for public safety, literary, or educational
purposes...” (hereinafter “charitable purposes”) in order for it to qualify under Section 501(c)(3)
of the Code. Other requirements of Section 501(c)(3) are: (1) no part of the net earnings of the
corporation may inure to the benefit of any private [for-profit] entity or individual; and (2)
501(c)(3) organizations may only attempt to influence legislation to a limited extent and may not
participate in a political campaign in any way. In general, a charitable organization is operated
for the good of the community.
Certain rules applicable to charitable organizations differ depending upon whether the
organization is a nonprofit corporation or a charitable trust. These rules also vary depending on
the state of incorporation of a nonprofit corporation or governing law of the trust.
All charitable organizations are defined to be private foundations unless the organization meets
the requirements in Section 509(a) of the Code. The focus of this manuscript is the private nonoperating foundation, referred to herein as the “foundation,” “private foundation,” or “PF.”
A.

General

A private non-operating foundation is often the preferred charitable entity used by individuals
who wish to leave a substantial amount of wealth in perpetuity for charitable purposes and desire
to control (or have family or close friends control) the management, investment and distribution
of the funds annually from the PF. A PF should not be recommended for small gifts (either inter
vivos or testamentary) because of the substantial time and administrative costs required to
establish and manage the PF. However, the author has had a client who has created a PF with as
little as $50,000. Ultimately, the client will make the decision with regard to the creation of the
charitable entity and its purposes.
B.

Form of Entity – Trust v. Nonprofit Corporation

A PF can be organized as an irrevocable trust or as a nonprofit corporation. For inter vivos
giving, the authors’ preference is a nonprofit corporation organized in compliance with a state’s
nonprofit corporation act, but an irrevocable trust is preferred when the PF is created through a
testamentary devise or distribution. However, there are multiple variables to consider when
evaluating which PF structure should be chosen.
At its most basic level, forming a PF as an irrevocable trust is a simpler and easier process than
forming a PF as a nonprofit corporation. An irrevocable trust can be drafted and signed by the
grantor and trustee in a very short period of time. In addition, future modifications to the terms
of the trust do not require involvement from the governing state’s regulatory body. Generally,
no state filings are required for trusts. However, when forming a nonprofit corporation, Articles
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of Incorporation must be filed with a state governing body and the PF must also execute Bylaws
and Resolutions electing officers and directors. Changes to the Articles of Incorporation require
additional filings with the state’s governing body. In addition, some states require annual filings
by a nonprofit corporation whereas trusts are rarely required to file with any state regulatory
body.
Most states’ Nonprofit Corporation Acts specifically provide limited liability for directors and
officers, which is considered by many to be a reduced level of exposure than the fiduciary
liability carried by trustees. Also, the management and governance of a nonprofit corporation is
clearly provided for in state statutes. Bylaws can be amended, and other changes can be made to
react to circumstances arising in the future that affect the PF, without obtaining court approval.
Since many lawyers are familiar with the governance of business corporations by a board of
directors and the use of bylaws for governance, this form of administering a PF is often more
comfortable and flexible.
An irrevocable trust may also be the choice of entity for some practitioners depending on the
purposes of the PF. The trustee can direct the distribution of income and principal from the trust
in the trustee’s discretion, with a minimum distribution to ensure compliance with the PF rules
under the Code. Customization is also possible with the use of an irrevocable trust. For
example, it is not uncommon to find PFs organized as charitable trusts with multiple trustees,
sometimes a single trustee is used for management purposes (for example, a corporate fiduciary)
and a separate committee (which is often self-perpetuating) is designated for purposes of making
grant decisions. This bifurcated approach is very popular when a corporate fiduciary is desired
for administration, and individuals are desired for determining grant recipients. If a trust form is
used, careful attention should be given to the trust powers conferred on the trustee and/or
committee governing the trust. Substantial flexibility (for example, use of a trust protector)
should be incorporated so that the trustee will not have to seek court approval every time a
modification or change is needed in the management or direction of the trust. Most states have
adopted the Uniform Trust Code which enables a grantor of an irrevocable trust to incorporate
customized and flexible provisions into an irrevocable trust agreement while also achieving
certainty around perpetuating the purpose and operations of the PF over time. However, for
some donors, lack of flexibility can be an advantage, and an irrevocable trust offers the most
secure method for a donor to ensure his or her charitable purposes are honored in perpetuity
without change by a rogue trustee.
The debate over whether a nonprofit corporation or a charitable trust should be used continues in
legal circles. There are often concerns about how easy it is for the board of a PF to make
changes that allow reincorporation in states with less aggressive attorney general oversight and
relaxed state laws, “mission drift” which changes the original donor’s purpose, and sometimes
the ouster of family members. Corporate charters and bylaws are easier to change than trust
agreements, although most states’ Nonprofit Corporation Acts permit a requirement that a third
party approve amendments to Articles of Incorporation and Bylaws. Thus, provisions requiring
retention of family members on the Board of Directors and/or specific purpose statements can be
included in the Articles of Incorporation, and any change can be required to be approved by
certain designated family descendants or a local judge. Nevertheless, a trust may be the
preferred entity if the donor (a) wants to mandate a specific charitable purpose, (b) wants to use a
trust protector who would have a special veto power or could bring enforcement actions if the

Chapter 5
5 of 36

trustee changes the mission, increases expenses or tries to change the situs, (c) wants a corporate
trustee, or (d) wants specialized provisions for the removal and replacement of a trustee.
II.

FIDUCIARY DUTIES

The term “fiduciary” according to Black’s Law Dictionary is derived from the Roman law and
means a person having a duty created by undertaking to act primarily for another’s benefit in
matters connected with such undertaking. In the PF context, “fiduciary duty” normally means
the duty of care, the duty of loyalty and the duty of obedience. For purposes of this outline, the
term “director” will be used to refer to members of all Boards that manage a PF whether the
Board is called a Board of Directors, Board of Trustees, Board of Governors or some other
name.
Although the nonprofit corporation law of most states limits the liability of directors of nonprofit
corporations, it is important for a director to observe the high standards of a fiduciary. The term
“fiduciary duty” is not used in the Georgia Nonprofit Corporation Code (the “GA Code”), but the
general standards for directors are defined in the GA Code. The GA Code also contains
standards of conduct for officers [Ga. Code Ann. § 14-3-842] which is similar to that for
directors. Those standards would apply to management level staff, but there is no other statute
addressing the duty of staff. The standard of conduct for directors and officers of a nonprofit
corporation is stated in the GA Code and requires that the director (or officer) discharge the
duties of the position (i) in good faith, (ii) with the care an ordinarily prudent person in a like
position would exercise under similar circumstances, and (iii) in a manner the director
reasonably believes to be in the best interests of the corporation. The duties of care, loyalty and
obedience are described separately below.
A.

Duty of Care

The duty of care owed by directors and officers varies from state to state. As an example, the
Revised Model Nonprofit Corporation Act of 2008 (the “Act” which is the basis for many state
nonprofit corporation acts) provides that a director shall discharge his duties as a director in good
faith, with the care that a person in a like position would reasonably believe appropriate under
similar circumstances, and in a manner the director reasonably believes to be in the best interests
of the corporation. In Delaware, case law provides the legal authority for a Director to stand in a
fiduciary relationship to the corporation. There is a presumption that the Board acts in good faith
and complies with the “business judgment rule.”
The duty of care addresses the process of decision making. A director should be conscientious in
attending meetings of the Board and of committees and should spend sufficient time learning
about the PF’s operations in order to make well informed managerial decisions. This includes
studying materials distributed in advance of meetings, making inquiries where appropriate and
otherwise developing knowledge so that the director has an adequate basis for the decisions
made in Board meetings. Although a director is not required to have specialized knowledge in
any particular area, if he or she has such knowledge, it should be used to the advantage of the PF.
A director may rely on information provided by others, such as employees, lawyers, accountants
and a committee of the Board of which the director is not a member as long as the director does
not have actual knowledge that would make the reliance unwarranted. As discussed further
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below, a director will not likely incur liability for a judgment made in good faith which later
turns out to be erroneous. The GA Code authorizes a nonprofit corporation to indemnify a
director for liability incurred in a proceeding (which, under the GA Code is not limited to civil
proceedings but also includes criminal, administrative or investigative proceedings) as long as
the director was acting in good faith and the director’s conduct was in the best interests of the
corporation. See Ga. Code Ann. § 14-3-851.
B.

Duty of Loyalty

The duty of loyalty owed by directors and officers to a PF is the obligation to give priority to the
needs of the PF in all actions. A Board member fulfills the duty of loyalty by adhering
stringently and exclusively to the PF’s best interests in all dealings with it or in its behalf.
The nonprofit purpose of the PF and its tax exempt status under federal income tax laws prohibit
any distributions of income or assets, or any other inurement or benefit, to Board members
except for full and adequate consideration or as reasonable compensation for services rendered.
A charitable organization may reimburse directors for expenses.
The nonprofit corporation law of many states includes a conflict of interest provision. Normally
the duty of loyalty is met by implementation of a conflict of interest policy and a prohibition of
loans or benefits for directors/trustees. Part 6 of Article 8 of Chapter 3 of the GA Code contains
sections on conflict of interest. When a director or a related person (includes a director’s spouse,
child, grandchild, sibling, or parent, or a spouse of any of those individuals or a trust for the
primary benefit of one of those individuals, and an entity for which the director is a fiduciary)
has a beneficial interest in a transaction in which the organization is involved that could
reasonably be expected to exert an influence on the director’s judgment in voting on the
transaction, the interest should be disclosed, and the director with the adverse interest should
abstain from voting on the matter. The transaction will usually not be void or voidable if it is
approved by a majority of the disinterested directors or if the interested director can prove that
the transaction was just and reasonable to the organization when entered into or approved, but it
is preferable for the director to abstain from voting. The Internal Revenue Service (“IRS”)
sample conflict of interest policy allows a director to participate in discussion, but requires that
the director leave the meeting before the end of the discussion and the vote.
C.

Duty of Obedience

The duty of obedience owed by directors and officers to a charitable organization is the
requirement that the organization be managed so that its purposes are being fulfilled. This duty
requires that Board members maintain fidelity to the PF’s purposes and goals, including those
stated in the PF’s articles of incorporation and bylaws or in a trust’s statement of purpose.
D.

Liability for Breach of Duty

A Board member may incur liability primarily in three ways: (i) by a breach of fiduciary duty
(care, loyalty or obedience) that harms the PF; (ii) by a breach of fiduciary duty in the
management of the PF that harms third parties; and (iii) by a violation of statutory law. In
addition to these general grounds for liability, the state nonprofit corporation law may impose
liability on Board members for certain forbidden actions (such as approving unlawful
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distributions in a manner inconsistent with the director’s required standard of conduct), and the
IRS may impose taxes for approving transactions that result in an excess benefit to “disqualified
persons”.
Another important provision of statutory law provides that a Board member is deemed to have
assented to corporate action taken at a Board meeting the member attended, unless the member’s
contrary vote or dissent is recorded. Thus, if an action is taken with which the director disagrees
and for which he or she did not vote in the affirmative, the director should vote in the negative
and be certain that the negative vote is recorded, or that dissent is otherwise entered, in the
minutes of the meeting. A director may also file a written dissent to the action with the presiding
officer of the meeting before adjournment or with the PF immediately after the adjournment of
the meeting.
E.

Limitations on Liability

A Board member is protected from personal liability in a number of ways. For example, a court
can require a plaintiff to reimburse a director for expenses incurred in defending a suit in certain
cases if the court finds that the suit was brought without reasonable cause. Many state nonprofit
acts include a law to protect a director from monetary liability (in excess of insured amounts) in
civil cases where the director acted in good faith and in compliance with the fiduciary duties
described above. Such provisions are meant to encourage volunteer board service. Some states
make the protection from personal liability inapplicable if the Board member is paid for service
as a Board member.
In addition to the limitations on liability, state law usually permits the PF organized as a
nonprofit corporation to indemnify a director for the amount recovered against the director in a
suit arising out of Board service, absent bad faith or liability or guilt by reason of willful
misconduct. Indemnification may be mandatory, unless limited by the bylaws, in suits brought
by third parties, if the director is wholly successful in defense of the suit on the merits or
otherwise. Additionally, the PF may provide protection for directors by carrying officers and
directors liability insurance (“D&O Insurance”). Most D&O Insurance policies cover defense
costs and any recovery, subject to the limitations of the policy.
F.

Federal Tax Exempt Status

One of a PF’s most important assets is its exemption from Federal Income Tax. Such exemption
is granted by the IRS after the PF submits an application to the IRS (the Form 1023) and is based
upon the specific activities of the PF. A PF will lose its tax exemption if it participates in any
political campaign, if it performs substantial activities other than the activities that were the basis
for its exemption, or if the net earnings of the PF inure to the private benefit of a director or other
individual. There are specific tax rules about fund raising, and certain income, if it is earned
from activities which are regularly carried on and which are unrelated to the exempt purpose of
the organization, may be taxable. A Board member should know the category under which the
PF is exempt from federal income tax and should verify that the activities of the PF are permitted
under that section of the Code.
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G.

Discussions at Board Meetings

Many states provide a “qualified privilege” to Board members for discussions at Board meetings
and for other comments made on behalf of the PF. Such a qualified privilege will protect the
director from being found guilty of libel or slander if certain conditions are met. Those
conditions are that the communication is made:
(1)

In good faith on a subject matter in which the person communicating has an
interest or in reference to which he has a right or duty;

(2)

Only to other persons who have a corresponding interest or duty; and

(3)

In a manner and under circumstances warranted by the duty.

Thus, a member of the Board may share concerns about an employee, volunteer or other Board
member with the Board or with certain individuals who have a need to know that information.
The director must not know that the information is false and must be acting in good faith on
behalf of the PF or in the public interest. The privilege is lost if the defamatory information is
shared with persons who have no need to know it. Therefore, if a frank discussion of a person’s
qualifications is scheduled for a Board meeting, the Board meeting should be closed to persons
who do not need to have knowledge of that information.
H.

Suggested Activities for Directors

Each director of a PF has the unique opportunity to be of service. With this opportunity comes
responsibility. Summarized below are some specific activities that Board members of PFs
should do.
(1)

Regularly attend meetings of the Board and of any committees on which the
Director serves.

(2)

Learn about the PF’s operations by reading the bylaws, budget and financial
statements, any purpose statements, and any organizational policy statements.

(3)

Study materials distributed to Board members and be sure that any vote you make
is an informed vote. If you need more information before you can vote, be sure
that you get that information.

(4)

Consider the best interests of the PF whenever you make a decision on behalf of
the PF. Be sure to disclose any conflict of interest you may have and to abstain
from voting in such a situation.

(5)

If the PF dissolves while you are on the Board, be sure that adequate provision is
made for payment of all debts and obligations before the assets are distributed.
Be sure that any remaining assets are distributed as allowed by law. Assets of a
PF that has been recognized as exempt under Section 501(c)(3) of the Code can
only be distributed to other Section 501(c)(3) organizations or to government
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entities. Any provisions in the articles of incorporation and bylaws must be
followed.

III.

(6)

If you disagree with a vote approved by the Board, be sure that your dissent is
recorded in the minutes or send a notice of your dissent to the Secretary. Such
actions will provide some protection for you from possible liability.

(7)

Find out if the PF on which you serve provides directors and officers liability
insurance, and find out if the PF offers any indemnification other than the
minimum required by state law. Such a provision is usually in the bylaws.
Depending on the specific activities of the PF, if you feel you are exposed to
liability, you may want to suggest that the PF obtain directors and officers liability
insurance. You also might want to check on coverage for yourself under your
homeowner’s insurance policy.

(8)

Review the PF’s budget and financial projections carefully and be sure that any
activities you vote for are reasonably feasible given the financial health of the PF.
Be sure that the PF’s physical assets are protected by insurance, if applicable.

(9)

Be informed about the tax exempt status of the PF and be sure that a responsible
party is filing the appropriate annual tax return, filing and paying withholding tax
on employees’ wages and filing any other necessary forms. Be sure that the
actions of the PF are within its exempt purpose, and see that the PF gets tax
advice.

CHARITABLE CONTRIBUTION DEDUCTION RULES
A.

Deductibility Limits

(1)

General Rules. For a gift of cash to a PF, the donor is generally entitled to deduct
the full amount of the contribution up to 30% of the donor’s contribution base.
See Section 170(b)(1)(C) of the Code.
Section 170(b)(1)(A) identifies
organizations to which charitable deductions are permitted at the greatest level
(60% for cash contributions and 30% for contributions of non-cash assets). The
only private foundation described under 170(b)(1)(A) is found in Section
170(b)(1)(A)(vii) which is commonly referred to as a “distributing foundation.”
Section 170(b)(1)(H) defines “contribution base” to mean adjusted gross income.
Aside from private operating foundations which are not covered under this
manuscript, one type of private non-operating foundation that may qualify for the
sixty/fifty percent charitable contribution limitation for cash is the “distributing
foundation.” A distributing foundation is a private non-operating foundation that
is required to distribute an amount equal in value to one hundred percent of all
contributions received by the foundation no later than the fifteenth day of the third
month after the close of the taxable year in which those contributions are
received. The distributing foundation may not have any remaining undistributed
income for that year. See Section 170(b)(1)(A)(vii) and 170(b)(1)(F)(ii). The
distributions from the foundation must be qualifying distributions as defined in
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Section 4942(g) which are treated, after the application of Section 4942(g)(3), as
distributions out of corpus. Section 4942(h) requires qualifying distributions to be
treated as made first out of undistributed income of the preceding tax year, second
out of undistributed income of the current tax year, and third out of corpus.
“Contributions” for purposes of 4942(h) do not include bequests, devises, or
transfers under Section 2055 or 2106(a)(2) that were not allowed a deduction
under Section 170. Section 4942(h)(2) allows the foundation to treat a portion or
all of a qualifying distribution as made out of corpus for the current tax year. The
election is made on the Form 990-PF for the year in which it is to be reported and
by attaching a written statement to the return. This election can be used by the PF
to meet the distribution requirement under Section 170(b)(1)(F)(ii) to qualify as a
conduit foundation which will allow the donors in that particular year to receive a
larger amount of deductibility. See PLR 2016 25003 for an example of leniency
given by the IRS as it relates to this issue. Section 170(e)(1)(B) reduces the
amount of a charitable contribution of an asset (other than cash) made to a private
foundation by that amount of long term capital gain if the property were to be
sold. This provision does not apply to distributing foundations or conduit
foundations as commonly referred. Keep in mind that the taxpayer claiming a
deduction under Section 170 for a gift to a distributing foundation must obtain
sufficient written evidence from the foundation that the foundation made the
required qualifying distribution timely. That written evidence should be attached
to the taxpayer’s tax return for the year in which the deduction is claimed. See
Treasury Regulations Section 1.170A-9(h).
(2)

Capital Gain Property. For gifts of “qualified appreciated stock” to a PF which
qualify as long-term capital gain property, the donor may deduct the full fair
market value of the gift up to 20% of the donor’s contribution base. See Section
170(b)(1)(D) and 170(e) of the Code.

(3)

Five year carryover. A five-year carryover generally applies to any portion of a
charitable deduction that cannot be deducted due to the percentage limitations
described above. See Section 170(b)(1)(D).

(4)

Special rules for real estate and non-marketable securities. With regard to gifts of
appreciated, long-term capital gain property that are real estate or non-marketable
securities, the amount of the deduction is limited to the lesser of the property’s
basis and its fair market value. See Section 170(e)(1)(B)(ii).

(5)

Tangible Personal Property. Section 170(e)(1) provides, generally, that a donor is
entitled to a charitable deduction equal to the greater of fair market value or basis
for a contribution of tangible personal property the use of which is related to the
donee’s exempt purpose. If the property is not related, the donee’s deduction is
limited to the property’s basis (or fair market value if less). Note that Section
170(e) includes very specific rules with regard to tangible personal property that
is disposed of by the PF, whether within the tax year of the contribution or within
three years of the contribution.
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(6)

Forms 8283 and 8282, and Appraisals. A donor is required to file the Form 8283
for non-cash charitable contributions when the amount of the deduction for all
non-cash gifts is greater than $500. The Form 8283 is filed with the donor’s
Federal income tax return (Form 1040). Note that the Form 8283 requires a
qualified appraisal for donated property in excess of $5,000 (excluding publicly
traded securities). The Form 8282 must be filed by the PF to report to the IRS
and to the donor about dispositions of certain charitable deduction property made
within three years after the donor contributed the property to the PF. Also note
that the Form 8282 is required to be filed within 125 days after the date of
disposing of the property.

(7)

The Acknowledgment: Publication 1771. For all cash contributions, a donor is
required to retain a bank record OR a written communication from the PF
showing the name of the PF, the date of the contribution and the amount of the
contribution to be able to claim the charitable deduction. Just like any other
charity, the PF is required to advise the donor (a written disclosure) of the value
received in return for any single gift of $75 or more. For a contribution of $75 to
$250, the PF may tell the donor the value of the benefit received in return for the
gift either on the solicitation for the contribution or on a written acknowledgment.
For contributions of $250 or more, the donor must receive a written
acknowledgment from the PF prior to the earlier of the due date of the donor’s tax
return or the date the return is actually filed, to be able to claim the charitable
deduction. A written acknowledgment contains:
1. The name of the PF;
2. The date of the contribution;
3. The amount of the cash contribution (or a description of the item if
not cash);
4. A statement that no goods or services were provided by the PF in
return for the contribution, if that was the case; and
5. A description and good faith estimate of the value of goods or
services, if any, that the PF provided in return for the contribution.
**Note that gifts of tangible personal property, such as artwork or an automobile,
are subject to additional deductibility rules. Generally speaking, a donor’s
charitable deduction for a gift of tangible personal property is limited to the
donor’s cost basis unless the gift will be used to directly further the PF’s exempt
purposes. See Publication 4302 for rules applicable to automobiles. See also
Form 1098-C, 8282 and 8283 which the taxpayer or the PF must file under certain
circumstances.
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IV.

GOVERNANCE ISSUES FOR PRIVATE NON-OPERATING FOUNDATIONS
A.

Rules Applicable to Private Foundations

Because of the potential for abuse when one family provides the funding and at the same time
controls or could control the decision making of the PF receiving the gift, PFs are required to
follow certain rules which do not apply to public charities exempt under section 501(c)(3) of the
Code. These rules are listed in Chapter 42 of the Code and are described below.
(1)

Disqualified Persons. Section 4946 of the Code includes definitions and special
rules applicable to private foundations. Section 4946(a) defines “disqualified
person” to mean a person who is (1) a substantial contributor to the foundation,
(2) a foundation manager, (3) an owner of more than 20% of the voting power of
a corporation, the profits interest of a partnership or the beneficial interest of a
trust or unincorporated enterprise, which is a substantial contributor to the
foundation, (4) a member of the family of any of the above, (5) a corporation of
which persons described above own more than 35% of the total combined voting
power, (6) a partnership in which persons described above own more than 35% of
the profits interest, (7) a trust or estate in which persons described above hold
more than 35% of the beneficial interests, and (8) for purposes of Section 4943
only, a private foundation which is effectively controlled by the same persons
who control the private foundation in question, or substantially all of the
contributions which were made by the same person or persons described above or
members of their family, who made substantially all of the contributions to the
private foundation in question.
“Substantial contributor” is defined in Section 507(d)(2) of the Code to mean any
person who contributed or bequeathed an aggregate amount of more than $5,000
to the private foundation, but only if such amount is more than 2% of the total
contributions or bequests received by the foundation before the close of the
taxable year of the foundation in which the contribution or bequest is received by
the foundation from such person. In the case of a trust, the term “substantial
contributor” includes the creator of the trust. Also, for purposes of Section
507(d)(2), an individual is treated as making all contributions and bequests made
by his or her spouse. A person ceases to be treated as a substantial contributor
with respect to any private foundation as of the close of any taxable year of such
foundation if, during the 10 year period ending at the close of such taxable year
such person has not made any contribution to such private foundation, at no time
during such 10 year period was such person a foundation manager of the private
foundation, and the aggregate contributions made by such person are determined
by the secretary of the treasury to be insignificant when compared to the
aggregate amount of contributions to the foundation by one other person. In the
case of a contributor to a private foundation which is a corporation, these rules
apply also to officers and directors of the corporation. Section 4946(a)(3) and (4)
incorporate the constructive ownership rules under Section 267 of the Code for
purposes of determining ownership of voting power in a corporation or profits
interest in a partnership. Constructive ownership causes the attribution of

Chapter 5
13 of 36

brothers, sisters, spouses, ancestors and lineal descendants’ ownership to the
individual being evaluated as a “disqualified person.”
The term “foundation manager” means an officer, director or trustee of a
foundation (or an individual having powers or responsibilities similar to those
individuals) and with respect to any act (or failure to act) the employees of the
foundation having authority or responsibility with respect to such act (or failure to
act). Finally, Section 4946(d) defines the family of an individual to include his or
her spouse, ancestors, children, grandchildren, great grandchildren, and the
spouses of children, grandchildren and great grandchildren. Note that this
definition applies to a substantial contributor, a foundation manager, or an owner
of more than 20% of an interest in a corporation, partnership or unincorporated
enterprise, while the definition under Section 267 with regard to attribution and
constructive ownership is a bit broader.
(2)

Net Investment Income Excise Tax. Section 4940 requires that a PF pay a 2% tax
on its net investment income, and this 2% tax can be reduced to 1% if the PF pays
out more than the minimum distribution requirement as charitable grants. Net
investment income is defined as the amount by which the sum of the gross
investment income and the capital gain net income exceeds all the ordinary and
necessary expenses paid or incurred for the production or collection of gross
investment income or for the management, conservation, or maintenance of
property held for the production of such income. See Section 4940(c). Keep in
mind that there are no capital loss carryovers or carrybacks. With regard to
reducing the tax from 2% to 1%, Section 4940(e) provides that the tax will be
reduced if the amount of qualifying distributions made by the private foundation
during the tax year equals or exceeds the sum of (i) an amount equal to the assets
of the foundation for the tax year multiplied by the average percentage payout for
the base period plus (ii) 1% of the net investment income of the foundation for the
tax year, and only so long as the PF was not liable for tax under Section 4942 for
failure to distribute its income. The average percentage payout for the base period
is the average of the percentage payouts for taxable years in the five taxable years
preceding the applicable tax year.
See Exhibit A for an example of a Form 990-PF attached which demonstrates the
calculation for the reduction in net investment income tax from 2% to 1%.

(3)

Taxes on Self-Dealing. Section 4941 of the Code imposes a tax on each act of
self-dealing between a disqualified person and a private foundation. Self-dealing
is specifically defined in Section 4941(d) of the Code. Prohibited transactions
generally include the following: (1) sales, exchanges or leasing of property; (2)
lending money or extending credit; (3) furnishing goods, services or facilities; (4)
payment of unreasonable compensation; (5) transferring assets or income; and (6)
making certain payments to government officials. Self-dealing may be “direct”
(for example, if a substantial contributor purchases property from the private
foundation) or “indirect” (for example, if the foundation leases property from a
partnership controlled by a substantial contributor). It does not matter that the
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terms of the transaction are arm’s-length; the act of self-dealing is nonetheless
prohibited. See Treas. Reg. section 53.4941(d)-1(b)(3). Note in particular
Section 4941(d)(2)(F) provides that any transaction between a PF and a
corporation that is a disqualified person, pursuant to any liquidation, merger,
redemption, recapitalization, or other corporate adjustment, organization or reorganization, is not an act of self-dealing if all of the securities of the same class
as that held by the PF are subject to the same terms and such terms provide for
receipt by the PF of no less than fair market value.
The tax rate is 10% of the amount involved with respect to the act of self-dealing
for each year in the taxable period. The tax must be paid by any disqualified
person who participates in the act of self-dealing. There is also a tax of 5%
imposed on the participation of any foundation manager in an act of self-dealing
between a disqualified person and a PF who knows that the act is an act of selfdealing, unless the participation is not willful and is due to reasonable cause. See
Section 4941(a)(1) and (2). In addition to the initial 10% and 5% taxes, the act of
self-dealing must be corrected. Section 4941(e)(3) provides that “correction”
means undoing the transaction to the extent possible, but in any case placing the
PF in a financial position not worse than that in which it would be if the
disqualified person were dealing under the highest fiduciary standards.
While the initial 10% and 5% taxes may appear to be modest, an additional tax
equal to 200% of the amount involved is imposed on any disqualified person who
fails to correct the self-dealing transaction within the taxable period, and an
additional tax of 50% is imposed on a foundation manager who refuses to agree to
part or all of the correction. See Section 4941(b). The aforementioned taxes are
payable by one or more of the disqualified persons or foundation managers.
Section 4941(c)(1) provides that all such persons shall be jointly and severally
liable for the taxes. However, with respect to any one act of self-dealing, the
maximum amount of the tax imposed on a foundation manager shall not exceed
$20,000 with respect to the 5% tax and shall not exceed $20,000 with respect to
the 50% tax. Section 4941(e) defines “taxable period” to mean the period
beginning with the date on which the act of self-dealing occurs and ending on the
earliest of the date on which the tax imposed is assessed, the date on which
correction of the act of self-dealing is completed, or the date of mailing of a
deficiency with respect to the tax. The “amount involved” means the greater of
the amount of money and the fair market value of the other property given or the
amount of money and the fair market value of the other property received; except
that, in the case of services, the amount involved shall be only the excess
compensation. Fair market value must be determined as of the date on which the
act of self-dealing occurs in the case of the tax on a disqualified person and must
be the highest fair market value during the taxable period in the case of the tax on
a foundation manager. See Section 4941(e)(2).
Section 4941 self-dealing transactions are classified as discrete or continuing.
Taxes for discrete transactions are imposed for each year/partial year in the
taxable period. Taxes for continuing transactions are imposed for each
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year/partial year in the taxable period and are deemed to create new transactions
on the first day of each subsequent taxable year in the taxable period. See Treas.
Reg. 53.4941(e)-1(e)(1)). Continuing transactions “pyramid” the tax liabilities
but generally have a lesser “amount involved” than discrete acts. The table below
lists the transactions that are generally considered to be discrete or continuing,
respectively.
Type of Transaction
Sale of property to/from a DQP
Exchange of property with a DQP
Leasing of property to/from a DQP
Lending of money to/from a DQP
Other extension of credit to/from a DQP
Furnishing of goods
Furnishing of services
Furnishing of facilities
Payment of compensation
Transfer of a PF asset to a DQP
Use of a PF asset by a DQP
Use of a PF asset for the benefit of a DQP
Agreement to make payment to government
official

Discrete or Continuing
Transaction
Discrete
Discrete
Continuing
Continuing
Continuing
Discrete
Discrete
Discrete (Unless leasing of
property)
Continuing
Discrete
Continuing
Continuing
Discrete

See Treas. Reg. 53.4941(e)-1(e)(1)(i) for the list of acts that are generally treated
as “continuing.”
(4)

Distribution Requirement. Section 4942 imposes a penalty tax on a PF if 5% of
the net value of the investment assets of the PF is not distributed within one year
following the year for which the value was calculated. Fundraisers of public
charities should note this required distribution. A good appeal can be made for a
gift at the PF’s fiscal year end - to make a gift to enable the PF to qualify for the
1% tax rate of Section 4940. Advisors, note also: most foundation boards would
rather give more away and pay less tax. It is strongly recommended that the
Section 4942 calculation be run toward the end of the PF’s year to determine if
the Section 4940 net investment income tax can be reduced to 1% by an
additional qualifying distribution before year end.
The Section 4942 tax is equal to 30% on the amount of undistributed income of a
private foundation for any taxable year. Generally, a private foundation has two
years in which it may distribute its income – the current taxable year and the first
year following the current taxable year. If the private foundation fails to
distribute its income before the first day of the second taxable year, a tax is
imposed on the undistributed income. Section 4942(a)(2) provides an exception
to this tax to the extent the PF failed to distribute income because of an incorrect
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valuation of assets, so long as the failure was not willful and was due to
reasonable cause. In the event the PF fails to pay the tax on its undistributed
income, an additional tax of 100% of the amount of remaining undistributed
income is also imposed.
Under Section 4942(c), undistributed income is defined to mean the amount by
which the distributable amount for such taxable year exceeds the amount of
qualifying distributions made before the end of such taxable year. Section
4942(d) defines distributable amount to be an amount equal to the sum of the
minimum investment return (with certain adjustments), reduced by the sum of the
taxes imposed on the private foundation for the taxable year under Section 4940.
Generally speaking, Section 4942(e) defines the minimum investment return to be
5% of the excess of the aggregate fair market value of the assets of the PF that are
not used directly in carrying out the PF’s exempt purpose, over the acquisition
indebtedness with respect to such assets. While this equates ordinarily to a 5%
calculation, the methodology for the valuation of the assets is material. In
particular, Section 4942(e)(2) provides that the fair market value of securities for
which market quotations are readily available shall be determined on a monthly
basis while the fair market value of all other assets are determined by regulation.
In addition, when valuing securities that would otherwise receive a blockage
discount or a discount for lack of control or lack of marketability, Section
4942(e)(2)(B) provides that any reduction in value shall not exceed 10% of such
fair market value. Section 4942(g) defines “qualifying distribution” to mean: (A)
any amount (including reasonable and necessary administrative expenses) paid to
accomplish the PF’s charitable purposes or (B) any amount paid to acquire an
asset used (or held for use) directly in carrying out one or more charitable
purposes. Section 4942(g)(2) describes the set-aside deduction available to
private foundations who set aside foundation assets for a specific project that has
been established, to the satisfaction of the secretary of the treasury, that the
amount will be paid for the specific project within five years.
Ordinarily, a private foundation has no trouble achieving compliance under
Section 4942 of the Code. More often than not, private foundations make grants
to public charities which are not supporting organizations, and as such those
distributions meet the definition of “qualifying distributions.” However, on
occasion, a private foundation desires to make a distribution to a supporting
organization, but Section 4942(g)(4) provides limited opportunity for this type of
grant. In particular, qualifying distributions shall not include any amount paid by
a private foundation to any Type III supporting organization which is not a
functionally integrated Type III supporting organization and any Type I or Type II
supporting organization if a disqualified person of the private foundation directly
or indirectly controls such organization or a supported organization of such
organization, or the secretary of the treasury determines by regulation that a
distribution to such organization is otherwise inappropriate.
When calculating the effect of a qualifying distribution, Section 4942(h) provides
that any qualifying distribution made during a taxable year shall be treated as
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made first out of the undistributed income of the immediately preceding taxable
year of the private foundation to the extent thereof, second out of the
undistributed income for the taxable year to the extent thereof, and third out of
corpus. Section 4942(i) also provides for an adjustment of the distributable
amount where distributions during prior years have exceeded income. More
specifically, if, for the taxable years in the adjustment period (not to exceed five
immediately preceding taxable years) for which the organization is a private
foundation, the aggregate qualifying distributions treated as made out of the
undistributed income for such taxable year or as made out of corpus during such
taxable years exceed the distributable amounts for such taxable years, then the
distributable amount for the taxable year shall be reduced by an amount equal to
such excess.
(5)

Excess Business Holdings. Section 4943 imposes a tax on the excess business
holdings of private foundation during any taxable year equal to 10% of the value
of such excess holdings. If the excess business holdings are not disposed of
before the end of the taxable period with respect to such holdings, another tax
equal to 200% of the excess business holdings is charged to the PF. The tax is
imposed on the last day of the taxable year but the value of the PF’s excess
business holdings is based on the day during the taxable year when the excess
holdings were the greatest. The business holdings must be holdings in a “business
enterprise.” The term “business enterprise” does not include a functionally
related business nor does it include a trade or business at least 95% of the gross
income of which is derived from passive sources. For purposes of this definition,
gross income from passive sources includes the items excluded by Section
512(b)(1), (2), (3) and (5), and income from the sale of goods if the seller does not
manufacture, produce, physically receive or deliver, negotiate sales of, or
maintain inventories in such goods. With regard to Section 4943, the term
“disqualified person” does not include a plan described in Section 4975.
Section 4943(c) defines “excess business holdings” to mean the amount of stock
or other interest in the enterprise which the PF would have to dispose of in order
for the remaining holdings of the PF in such enterprise to be permitted holdings.
The permitted holdings of any private foundation in an incorporated business
enterprise are 20% of the voting stock, reduced by the percentage of the voting
stock owned by all disqualified persons. In any case in which all disqualified
persons together do not own more than 20% of the voting stock of an incorporated
business enterprise, non-voting stock held by the private foundation shall also be
treated as permitted holdings. Section 4943(c)(2) provides that if the private
foundation and all disqualified persons together do not own more than 35% of the
voting stock of an incorporated business enterprise, and they do not effectively
control the corporation, then the permitted holdings percentage is increased from
20% to 35%. There is also a 2% de minimis rule that applies when the private
foundation itself owns not more than 2% of the voting stock and not more than
2% in value of all outstanding shares of all classes of stock, notwithstanding a
disqualified person owning more than 20% or 35%. Paragraph 3 of Section
4943(c) describes permitted holdings of a private foundation in any business

Chapter 5
18 of 36

enterprise which is not incorporated. In the case of partnerships, proprietorships
and all other cases, the terms “profits interest”, “capital interest” and “beneficial
interest” shall be treated akin to voting stock and non-voting stock.
Notably Section 4943(c)(5) and (6) provide for grace periods for a private
foundation to dispose of excess business holdings when received by gift or
bequest. When a gift or bequest to a disqualified person or to the private
foundation triggers excess business holdings, the PF has five years to dispose of
the excess, and it can request an additional five-year period. Section 4943(d)
defines business holdings and taxable period. With regard to “business holdings,”
in computing the holdings of a private foundation or a disqualified person in any
business enterprise, any stock or other interest owned directly or indirectly by or
for a corporation, partnership, estate or trust shall be considered as owned
proportionately by or for its shareholders, partners or beneficiaries. The term
“taxable period” means, with respect to any excess business holdings of a private
foundation in a business enterprise, the period beginning on the first day on which
there are such excess holdings and ending on the earlier of the date of mailing a
notice of deficiency to the IRS or the date on which the tax imposed in respect to
such holdings is assessed.
(6)

Jeopardy Investments. Section 4944 imposes a tax on investments which
jeopardize the PF’s ability to achieve its charitable purposes. These are generally
risky investments that could cause the PF to lose a substantial portion of its assets,
or investments that show a lack of reasonable business care and prudence in
providing for the PF’s long and short term financial needs for it to carry out its
exempt function. No single factor determines a jeopardizing investment. Also,
no specific category of investments is treated as a violation, however, the IRS
applies careful scrutiny to:
•
•
•
•
•
•

Trading in securities on margin
Trading in commodity futures
Investing in working interests in oil and gas wells
Buying puts, calls, and straddles
Buying warrants
Selling short

If the investment decision was sound at the time the investment was made, it will
not be deemed a jeopardy investment even if it later results in a loss.
If a private foundation invests any amount in such manner as to jeopardize the
ability for it to carry out its exempt purposes, a 10% tax is charged against the
investment for each year in the taxable period that it exists. The tax is imposed on
the private foundation itself. When that tax is imposed, there is also a tax
imposed on any foundation manager who participated in the making of the
investment knowing that it would jeopardize the PF’s ability to carry out its
exempt purposes. This tax is also equal to 10% of the amount invested. The tax
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does not apply if the participation by the manager was not willful and was due to
reasonable cause. The tax is paid by the foundation manager directly.
Section 4944(b) provides that if the jeopardizing investment is not removed from
jeopardy within the taxable period then another tax of 25% is imposed on the PF
for that investment and another tax of 5% is imposed on the foundation manager
who refused to agree to part or all of the removal from jeopardy. With respect to
any one investment, the maximum amount of tax imposed on a PF manager shall
not exceed $10,000 under the first 10% tax and shall not exceed $20,000 under
the second 5% tax.
Section 4944(c) provides an exception for program-related investments. For
purposes of this section, investments, the primary purpose of which is to
accomplish one or more of the PF’s charitable purposes, and no significant
purpose of which is the production of income or the appreciation of property,
shall not be considered as investments which jeopardize the carrying out of
exempt purposes.
Section 4944(e)(2) provides that an investment which jeopardizes the carrying out
of exempt purposes shall be considered to be removed from jeopardy when such
investment is sold or otherwise disposed of, and the proceeds of such sale or other
disposition are not investments which jeopardize the carrying out of exempt
purposes.
See below for further discussion on program-related investments.
(7)

Taxable Expenditures. Section 4945 of the Code imposes a tax of 20% on each
taxable expenditure made by a private foundation. The tax is imposed on the
private foundation itself. There is also a tax equal to 5% of the taxable
expenditure imposed on any foundation manager knowing that the expenditure is
a taxable expenditure, unless the agreement to make the payment was not willful
and was not due to unreasonable cause. This tax is imposed on the foundation
manager directly. Paragraph (b) of Section 4945 provides that if the initial taxes
referenced above are not corrected within the taxable period, then an additional
tax of 100% of the amount of the expenditure is imposed on the private
foundation and an additional tax of 50% of the amount of the taxable expenditure
is imposed on the foundation manager. These taxes on the foundation manager
are limited to no more than $10,000 in the case of the 5% tax and no more than
$20,000 in the case of the 50% tax.
Section 4945(d) defines the term “taxable expenditure” to mean any amount paid
or incurred by the private foundation (1) to carry on propaganda or otherwise to
attempt to influence legislation, (2) to influence the outcome of any specific
public election, or to carry on any voter registration drive, (3) as a grant to an
individual for travel, study or other similar purposes by such individual, unless the
grant satisfies certain requirements under Section 4945(g), (4) as a grant to an
organization unless the organization is described in Sections 509(a)(1) or (a)(2),
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or the organization is described in 509(a)(3), or the organization is an exempt
operating foundation, or the private foundation exercises expenditure
responsibility with respect to the grant, and (5) for any purpose other than one
specified in Section 170(c)(2)(b).
As it relates to propaganda, lobbying or attempts to influence legislation,
Section 4945(e) provides that these terms include any attempt to influence any
legislation through an attempt to effect the opinion of the general public or any
segment thereof, and any attempt to influence legislation through communication
with any member or employee of a legislative body, or with any other government
official or employee who may participate in the formation of the legislation
(except technical advice or assistance provided to a governmental body or to a
committee or other subdivision in response to a written request by such body or
subdivision as the case may be). Notwithstanding the above, participating in
these types of communications are permitted if the purpose is to make available
the results of non-partisan analysis, study or research. Exceptions also apply to
activities in connection with an appearance before, or communication to, any
legislative body with respect to a possible decision of such body that might affect
the existence of the private foundation, its powers and duties, its tax exempt
status, or the deduction of contributions to such foundation.
Section 4945(f) describes non-partisan activities as activities described in Section
501(c)(3) in exempt from tax under 501(a), where the activities are non-partisan
and are not confined to one specific election period and are carried on in five or
more states, substantially all of the income of which is expended directly for the
active conduct of the activities constituting the purpose or function for which it is
organized and operated, substantially all of the support of which is received from
exempt organizations and contributions which for voter registration drives are not
subject to conditions that they may be used only in specified states.
Section 4945(g) describes the types of individual grants a private foundation is
permitted to make for travel, study or other similar purposes. Individual grants
may be awarded on an objective and nondiscriminatory basis pursuant to a
procedure approved in advance by the IRS if it has demonstrated that the grant
constitutes a scholarship or fellowship grant, the grant constitutes a prize or award
which is subject to the provisions of Section 74(b) if the recipient of such prize or
award is selected from the general public, or the purpose of the grant is to achieve
a specific objective, produce a report or other similar product, or improve or
enhance a literary, artistic, musical, scientific, teaching, or other similar capacity,
skill, or talent of the grantee.
Section 4945(h) outlines the rules surrounding “expenditure responsibility.”
Expenditure responsibility means that the private foundation is responsible to
exert all reasonable efforts and to establish adequate procedures (1) to see that the
grant is spent solely for the purpose for which made, (2) to obtain full and
complete reports from the grantee on how the funds are spent, and (3) to make full
and detailed reports with respect to such expenditures to the Secretary of the
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Treasury. See below for further discussion on the expenditure responsibility
requirements.
The above sections often must be considered together. For example, PFs are
required in Section 4942 to distribute a certain amount of the PF’s annual income
within the next taxable year after which the PF received the income. A
“qualifying distribution” is any amount paid to accomplish recognized charitable
purposes except any contribution made to an organization controlled by the PF or
made to a PF which is not an operating foundation unless certain requirements are
met. If the recipient organization is a PF that is not an operating foundation, the
PF making the grant must require the recipient organization to make a distribution
equal to the amount of the grant within the first taxable year after the taxable year
in which the grant is received, and provide adequate records to the PF making the
grant to show that the distribution was made. If the distribution is for charitable
purposes to an organization that has not been recognized as exempt, the grant
must be made subject to the expenditure responsibility requirements.
(8)

Multiple Violations. The structure of Chapter 42 permits the assessment of excise
taxes under different statutes for the same violation. For instance, a self-dealing
transaction (Section 4941) is frequently also a taxable expenditure (Section 4945),
that may also affect the net investment income (Section 4940) and the qualifying
distributions (Section 4942). Section 4940 and Section 4942 are inseparable.
Adjustments to the net value of non-charitable use assets impact the computation
of the distribution ratio (Section 4940) and the minimum investment return
(Section 4942). Both taxes rely on determining qualifying distributions; Section
4940 uses the distribution ratio to determine eligibility for the 1 percent tax rate,
and Section 4942 applies them against undistributed income to compute the tax
liability. Being aware of the correlation and effect that the Chapter 42 rules have
on one another is imperative to advising PF clients about excise taxes and
corrective measures.

(9)

Correction. As mentioned above, each excise tax requires correction of the act or
failure to act that triggers the excise tax. The initial taxes are referred to as “firsttier taxes.” Failure to make correction of a first-tier tax can result in the
imposition of a second tax in many cases, referred to as “second-tier taxes.” It is
important to note that when one transaction triggers multiple excise taxes,
correcting that one transaction may satisfy correction for the other taxes but that is
not always the case. For a summary and tables of the first-tier and second-tier
taxes, please see Exhibit B to this manuscript.
The following table identifies the Code sections requiring correction and the
actions required to make the correction. Note that there is no correction for a
violation under Section 4940, as it has no second-tier excise tax. See Treas. Reg.
53.4940-1(e).
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Code Section
Section
4941(e)(3)
Section
(h)(2)
Section
(d)(2)

4942
and
4963

Section 4943(c)

Section
(e)(2)

4944

Section
(i)(1)

4945

Correction
Undo the transaction to the extent possible. Restore the PF
to the same or better financial position than it would have
been had the transaction not occurred. Treas. Reg.
53.4941(e)-1(c)
Reduce the amount of undistributed income to zero. Can
elect to treat qualifying distributions as made from a prior
year’s undistributed income. (Treas. Reg. 53.4942(a)–
3(b)(6) requires distribution of cash if failure to distribute
was willful and not due to reasonable cause.)
Depending on when and how the business holding was
received, the PF may have a transition period in which to
get rid of the excess holding. Correction is made when no
excess holdings remain. Treas. Reg. 53.4943-9(c)
Remove the investment from jeopardy by either selling it
or disposing of it (other than exchanging it for another
jeopardizing investment). Treas. Reg. 53.4944-5(b)
Recover as much of the expenditure as possible, and any
other correction we prescribe if unable to recover the
whole expenditure. In certain situations, obtain or make a
report on the use of a grant, or obtain approval of
grantmaking procedures. Treas. Reg. 53.4945-1(d).

It is important to keep in mind that the correct amount is not always the same as
the amount involved in the specific violating transaction, so a close reading of the
Code and the Treasury Regulations is necessary to implement a correction
accurately. Also, where multiple violations exist, what may constitute a
correction for one Code section may not be a sufficient correction under another
Code section. For example, a PF issues a below-market "loan" to a disqualified
person, who in turn uses the loaned funds to purchase a vacation property for
personal use. This transaction is both self-dealing under Section 4941 and a
taxable expenditure under Section 4945. To correct the taxable expenditure, the
disqualified person needs to repay the loan. To correct the self-dealing
transaction, the disqualified person needs to not only repay the loan, but also pay
interest.
(10)

Program-Related Investments. As it relates to Section 4944 of the Code, PFs may
invest in businesses or funds which indirectly support the charitable purposes of
the PF. These businesses or funds are known as “program-related investments”
and are defined in section 4944 of the Code as investments which possess the
following three characteristics: (1) the primary purpose of the investment is to
accomplish a purpose described in section 170(c)(2)(B) (i.e., religious, charitable,
scientific, literary or educational); (2) no significant purpose of the investment is
the production of income or the appreciation of property; and (3) no purpose of
the investment is to accomplish one or more purposes of section 170(c)(2)(D) (i.e.
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attempting to influence legislation, etc.). See PLR 200610020, where the IRS
approved the request of a PF to manage and invest in a fund which invests in
businesses in low-income communities owned or controlled by members of a
minority unable to obtain conventional financing on reasonable terms. The PF
currently implements programs to encourage and assist citizens to obtain
economic independence. The program-related investment would be organized as
a limited liability company which in turn invests in local businesses. The PF
would be responsible for attracting investors to the fund and providing ongoing
educational programming to members of the fund concerning entrepreneurship
and investing. The IRS held that there was a nexus between the business entities
to be assisted by the fund and relieving the problems of a disadvantaged area
and/or a disadvantaged group because (1) the companies to be assisted conduct
their businesses in economically disadvantaged areas, (2) the target companies are
not able to obtain funds from conventional sources because of the owners’
membership in a disadvantaged group or the location of the business, and (3) the
recipients are selected based on who will fill a community need and offer the
greatest potential community benefit. Furthermore, the PF’s acquisition of a
membership interest in the fund significantly furthered the PF’s exempt purposes
to promote economic independence by advancing educational achievement and
entrepreneurial success.
In 2012, the Treasury proposed nine additional examples of program related
investments, and those examples were issued in 2016. These nine examples
expanded considerably the types of investments that PFs could pursue without
concern of additional excise taxes being applied. The new examples go beyond
the original ten examples adopted by the Treasury in 1972. The Treasury has
made it abundantly clear that program related investments may be used to further
the charitable purposes of the PF.
(11)

Expenditure Responsibility. Two PF restrictions that affect grant making are that
foundation funds must not be spent on a “taxable expenditure” as that term is
defined in Section 4945 of the Code and foundation funds must be expended so as
to meet the definition of “qualifying distribution” in Section 4942 of the Code. A
grant made by a PF to an organization is not a taxable expenditure if:
(a)

The organization has been recognized by the IRS as a public charity
(described in paragraphs (1), (2) or (3) of Section 509(a) and Section
501(c)(3) of the Code) or as an exempt operating foundation; or

(b)

The PF exercises “expenditure responsibility” with respect to the grant.

(c)

In addition to meeting either of the above requirements, the grant must be
made for charitable, religious, educational or other purposes approved in
the Code.
The category of each tax-exempt organization is described in its IRS
determination letter. Before a PF makes a grant to an organization, it
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should request and examine the organization’s determination letter, which
in the first or second paragraph will state the sections of the Code under
which the organization is recognized as exempt. If, in addition to stating
that the organization is recognized as exempt under Section 501(c)(3) of
the Code, the determination letter also states that the organization is
described in Section 509(a)(1), (2) or (3), a PF will know that the
organization is a public charity and that a grant to it will most likely not be
a taxable expenditure. Grants which are not taxable expenditures can also
be made to certain public organizations which have not been recognized as
exempt under Section 501(c)(3), such as city or county government
entities, if the grants are for charitable purposes.
If an organization does not have a 501(c)(3) determination letter, or if the
organization is recognized as a 501(c)(3) organization which is a PF (thus
not a public charity), a PF must follow the expenditure responsibility
requirements in the Code so that the grant will not be a taxable
expenditure.
However, churches, their integrated auxiliaries, and
conventions or associations of churches are public charities and are
considered to be tax exempt under Section 501(c)(3) of the Code as
described in Sections 509(a)(1) and 170(b)(1)(A)(i). Such church-related
public charities are not required to have a determination letter.
(d)

The expenditure responsibility requirement is stated as follows in Section
4954(h) of the Code:
(i)

The PF is responsible to exert all reasonable efforts and to
establish adequate procedures –
1)

To see that the grant is spent solely for the purpose for
which made,

2)

To obtain full and complete reports from the grantee on
how these funds are spent, and

3)

To make full and detailed reports with respect to such
expenditure to the IRS.

The Treasury Regulations which augment the Code requirements clarify
specifically how the three requirements should be met, but provide that if
the requirements are met: “In general, a PF is not an insurer of the activity
of the organization to which it makes a grant.” Treas. Reg. section
53.4945-5(d)(1).
Thus, if the grant is misused by the recipient
organization, it will not be a taxable expenditure if the PF has followed the
required procedures.
(e)

Limited Pre-Grant Inquiry. A PF must conduct a limited inquiry before
making a grant on which it will be required to exercise expenditure
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responsibility to determine that the grant recipient will use the grant for
proper purposes.
(f)

Written Commitment from Grantee. Grants must be made subject to a
written commitment signed by an appropriate officer, director or trustee of
the grantee which must include certain agreements by the grantee.

(g)

Reports from Grantee to PF. The PF making the grant must require
reports on the use of funds, compliance with the terms of the grant, and the
progress made by the grantee toward achieving the purposes for which the
grant was made.

(h)

Reports from PF to IRS. Once the PF has collected the information from
the grantee, the PF must include that information on its Form 990-PF that
is submitted to the IRS. The information must be included on each
Form 990-PF for a year in which such a grant is outstanding.

(i)

Maintenance of Records. In addition to submitting the report of grantee to
the IRS (along with any verification information), the PF must maintain
certain records at its principal office.

(j)

Improper Use of Grant. The grantee may divert funds from the original
budget to a use which is consistent with the purpose of the grant, but funds
may not be diverted to non-charitable purposes. If the PF determines that
a grant for which expenditure responsibility is being exercised has been
used for improper purposes, the PF must take certain steps so that the
grant will not be treated as a taxable expenditure. The required actions are
more stringent if the grantee has previously diverted grant funds. If the
grantee has not previously diverted funds, the PF must take all reasonable
and appropriate steps either to recover the grant funds or to ensure the
restoration of the diverted funds. The PF should also take steps to ensure
that the use of any other grant funds is limited to the purposes of the grant.
The PF should withhold any future payments after becoming aware of the
diversion until it has received assurances that no future diversions will
occur and has required the grantee to take additional precautions to
prevent future diversions. If a grantee has previously diverted funds, the
PF must withhold any future funds until the diverted funds are in fact
recovered, in addition to all other requirements. If the PF complies with
the requirements, then the diverted grant is not treated as a taxable
expenditure. However, if the PF makes further payments without
receiving the required assurances (or in the case of a grantee that has
previously diverted funds before recovering the funds), such future
payments will be taxable expenditures.

(k)

Improper Procedures. If the PF fails to make a pre-grant inquiry or to
make the grant in accordance with the procedures regarding the written
commitment of the grantee, the grant will be a taxable expenditure. If the
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grantee fails to make reports to the PF, the grant will be treated as a
taxable expenditure unless the PF has made the grant in compliance with
the expenditure responsibility requirements, makes a reasonable effort to
obtain the reports from the grantee and withholds all future payments on
that grant or any other grant to the same grantee until the report is
furnished. The PF must also make the required reports to the IRS on the
Form 990-PF or, even if all the other procedures have been followed, the
grant will be a taxable expenditure.
(12)

Grants to Foreign Entities. PFs generally want their grants to foreign grantees to
be treated as qualifying distributions for purposes of section 4942 of the Code
rather than as taxable expenditures as defined in section 4945 of the Code. This
treatment is assured if the foreign grantee has a ruling or determination letter
classifying it as a public charity within the meaning of section 509(a)(1), (2), or
(3), or a private operating foundation under section 4942(j)(3) of the Code. If a
foreign grantee does not have such a ruling or determination letter, the Treasury
Regulations set forth requirements that must be satisfied in order to assure that the
grant will be considered a qualifying distribution. In addition, Revenue Procedure
2017-53 provides an explanation of the requirements. If a private foundation
makes a good faith determination that a foreign grantee qualifies as a qualifying
public charity, the grant will generally be a qualifying distribution that does not
require expenditure responsibility in order to not be a taxable expenditure. A
private foundation may make an equivalency determination to demonstrate that
the following three provisions under Chapter 42 of the Code and the related
regulations apply, and thereby potentially prevent the imposition of excise taxes:
(1)

Under Section 4945, a private foundation’s grant to an
organization described in Section 501(c)(3) ordinarily need be
maintained in a separate charitable fund;

(2)

Under Section 4942, a private foundation’s grant to a qualifying
public charity ordinarily is a qualifying distribution that counts
toward its minimum charitable distribution requirement; and

(3)

Under Section 4945, a private foundation’s grant to a qualifying
public charity ordinarily is not a taxable expenditure and the
foundation does not need to comply with a detailed set of grant
procedures known as expenditure responsibility to ensure that the
grant is used for charitable purposes.

A private foundation may make an equivalency determination that foreign grantee
is an organization described in Section 501(c)(3) and is a qualifying public charity
even though the foreign grantee lacks a determination letter from the IRS
recognizing it as tax-exempt. Thus, a grant to such an organization would not
need to be maintained in a separate fund and would be treated as a qualifying
distribution and not a taxable expenditure. More specifically, a private foundation
that wishes to have a grant to a foreign organization that lacks an IRS
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determination letter to be treated as made to a qualifying public charity must
complete two steps in making an equivalency determination: First, the private
foundation must make a good faith determination and a reasonable judgment that
the foreign grantee is a Section 501(c)(3) organization, and second, the private
foundation must make a good faith determination that the foreign grantee is a
qualifying public charity for purposes of Sections 4942 and 4945.
Section 53.4945-6(c)(2)(ii) provides that a private foundation may treat a foreign
grantee as an organization described in Section 501(c)(3) if (i) in the reasonable
judgment of the foundation manager, the foreign grantee is described in Section
501(c)(3), (ii) the grant is made for purposes described in Section 170(c)(2)(b)
and (iii) the grant is not a transfer of assets pursuant to a liquidation, merger,
redemption, recapitalization, or other adjustment, organization, or reorganization
of the private foundation under Section 507(b)(2).
With regard to the equivalency determination, the private foundation must make a
good faith determination that the foreign grantee is a qualifying public charity.
The private foundation’s determination ordinarily will be considered made in
good faith if it is based on written advice that is “current” and received from a
“qualified tax practitioner” concluding that the foreign grantee is a “qualifying
public charity”, and if the private foundation reasonably relied in good faith on
the written advise in making its determination. The written advise must provide
sufficient facts concerning the foreign grantees operations and support to enable
the IRS to determine that the foreign grantee would likely qualify as a qualifying
public charity as of the date of the written advice.
Written advice is current if the relevant law on which the advice is based has not
changed since the date of the written advice and the factual information on which
the advice is based is from the foreign grantee’s current or prior taxable year. A
private foundation may rely on written advice for a period of up to two years after
the advice is provided, depending on when within the foreign grantee’s taxable
year the advice was provided and how recent the factual information is on which
the advice was based. A “qualified tax practitioner” is an attorney, CPA, or
enrolled agent who is subject to the standards of practice before the IRS set forth
in Circular 230. A qualified tax practitioner may include an attorney, CPA or
enrolled agent who is an employee of the private foundation. All pertinent facts
and circumstances are taken into account in determining whether a private
foundation has reasonably relied in good faith on written advice, such as the
foundation manager’s education, sophistication and business experience. This
standard is not met if the private foundation knows or reasonably should know
that a qualified tax practitioner lacks knowledge of the US tax law of charities. In
addition, a private foundation may not rely on written advice if it knows or has
reason to know that relevant facts were not disclosed to the qualified tax
practitioner. When preparing written advice, a qualified tax practitioner must
base the written advise on reasonable factual and legal assumptions, reasonably
consider all relevant facts and circumstances that the practitioner knows or
reasonably should know, use reasonable efforts to identify and ascertain the
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relevant facts, not rely upon representations, statements, findings, or agreements
of the private foundation or any other person if reliance on them would be
unreasonable, relate applicable law and authorities to the facts, and not base the
advice on consideration of the possibility that a return will not be audited or a
matter will not be raised by the IRS on audit. A qualified tax practitioner, without
verification, may rely in good faith upon information provided by the private
foundation, but it cannot ignore the implications of information furnished to or
actually known by the practitioner, and the practitioner must make reasonable
inquiries if the information appears to be incorrect or inconsistent. The
equivalency determination regulations require that the written advice include
sufficient facts concerning the foreign grantee’s operations and support to enable
the IRS to determine that the grantee would likely qualify as a qualifying public
charity.
B.

Policies for Consideration by a Private Non-Operating Foundation

The Sarbanes-Oxley Act (the “Act”) requires that publicly traded companies implement
corporate governance standards that increase the responsibilities of board members in overseeing
financial transactions and auditing procedures. The main topics covered in the Act are
summarized below.
(1)

Certification Requirements. A company’s chief executive officer and financial
officer must certify in each annual and quarterly report that they have reviewed
the financial report and that the information contained in the report fairly
represents, in all material respects, the financial condition and results of
operations of the company. They also must certify that there is a system of
internal controls and that they have evaluated the effectiveness of those controls.

(2)

Audit Committee Responsibilities. The audit committee must be composed of
“independent” members and is charged with appointing and overseeing the work
of the auditor. The company must disclose in its periodic reports whether the
audit committee has at least one member who is a financial expert and if not, why
not. “Independent” is defined to mean not receiving any consulting or other fee
for services performed for the organization other than as a director or audit
committee member. The committee must establish procedures for the receipt,
retention and consideration of complaints regarding financial matters.

(3)

Auditor Independence. The auditor is required to report directly to the audit
committee, and the lead auditor is required to rotate every five years. The auditor
is prohibited from providing most non-audit services, but tax services are not
prohibited if approved by the audit committee and disclosed in the periodic
reports.

(4)

Document Destruction. The law establishes criminal penalties for any person
who knowingly alters, destroys, mutilates, or conceals a document with the intent
to obstruct justice or influence an official investigation or proceeding.
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(5)

Whistle Blower Protection. The Act makes it a crime for anyone to take any
action that is harmful to any person providing truthful information relating to the
commission or possible commission of a federal offense.

(6)

Other Matters. The Act generally prohibits loans to any directors or executives of
the company. The Act requires disclosure in the periodic reports of whether the
company has adopted a code of ethics for senior financial officers and if not, why
not.

The above list of topics is offered as a summary for purposes of discussing the applicability of
similar provisions for charitable organizations. It is not meant to be a comprehensive listing of
the provisions in the Act.
Many commentators question whether the Act’s provisions should be applicable to charitable
organizations. For-profit organizations have the purpose of making money for shareholders
whereas charitable organizations have the purpose of serving the community. In addition, the
costs of implementing the Act may be prohibitive for small nonprofit corporations.
Nevertheless, it is clear that the provisions of the Act will continue to influence the actions of
charitable organizations as best practices have come to include many of the requirements of the
Act.
C.

Suggested Policies for PFs in Response to the Sarbanes-Oxley Act

The following are policies that the Board of a PF (or its Trustee, if an irrevocable trust) may
consider adopting in response to the Act and the rules applicable to PFs, several of which may be
unnecessary or not applicable if the PF is small in size:
(1)

Conflict of Interest Policy. An example of a Conflict of Interest Policy for a
charitable organization is provided by the IRS on its website. The policy outlines
procedures to determine whether a relationship, financial interest, or business
affiliation results in a conflict of interest, and details the appropriate response
when a conflict is identified. The policy requires annual disclosure of interests,
such as a list of family members, substantial business or investment holdings, and
other transactions or affiliations with businesses or other organizations. The
policy ensures any potential excess-benefit transactions (applicable to public
charities) are scrutinized and approved by a disinterested decision-making body.
Given the policy’s broad application, it requires periodic review of compensation
arrangements, partnerships, joint ventures, and arrangements with management
organizations to prevent inurement, impermissible private benefit, or an excess
benefit transaction. For private foundations, consideration should be given to
revising the standard IRS Conflict of Interest Policy in response to Code Sections
4940 through 4946, and adopting a Conflict of Interest Policy so that Directors,
officers and employees routinely assess the application of the rules to the PF.

(2)

Whistleblower Policy. This policy establishes procedures for the receipt,
retention, and treatment of employee complaints regarding suspected financial
impropriety or misuse of the organization’s resources. The Act imposed criminal
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liability on tax-exempt organizations for retaliation against whistleblowers. See 18
U.S.C. § 1513(e) (2008). A whistleblower policy can be particularly important
for larger private foundations that employ one or more multiple individuals.
(3)

Document Retention and Destruction Policy. The Act imposes criminal liability
on tax-exempt organizations for destruction of records with the intent to obstruct a
federal investigation. See 18 U.S.C. § 1519 (2008). A Document Retention and
Destruction Policy provides guidelines for maintaining and documenting the
storage and destruction of the organization’s electronic and hard-copy files. The
policy should outline backup procedures, archiving of documents, and regular
check-ups of the reliability of the system.

(4)

Sample Anti-Harassment/Anti-Discrimination Policy. Most organizations hire
employees and thus should adopt an anti-harassment/anti-discrimination policy.
Complaints filed under the policy should be kept confidential.

(5)

Investment Policy. The typical Investment Policy will outline a procedure to
evaluate the relationship the PF has with taxable entities and safeguard the PF’s
exempt status. The policy may identify investment objectives and options and
restrict certain types of investments. The policy may also describe the frequency
with which the investment manager will report to a Finance Committee or the full
board. In the case of program-related investments, an investment policy can be
quite useful both internally and externally.

(6)

Compensation policy. Executive compensation continues to be a hot button issue
for the IRS. The intermediate sanction rules were adopted to apply to public
charities in response to a number of high-profile nonprofit scandals involving
compensation, and taxable expenditures and self-dealing are PF rules exposed by
excessive compensation. A Compensation Policy will implement steps necessary
to ensure that the PF is following proper procedure to determine employee, officer
and director compensation based on market and comparability data. A
Compensation Policy will also outline the procedure for the payment,
reimbursement, or provision of the following expenses:
(a)

Travel expenses

(b)

Tax indemnification and gross-up payments

(c)

Discretionary spending accounts

(d)

Phone allowance

The policy requires substantiation prior to reimbursement for the expenses listed
above.
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V.

CONCLUSION

While many of the rules applicable to private non-operating foundations have not changed over
the past few years, the significance of those rules and the extent to which the IRS will hold PFs
accountable to the rules have increased considerably. Private non-operating foundations and
their officers and directors must be familiar with the application of these rules, and grantee
organizations should as well in order for joint activities with PFs and grants from PFs to be made
in an easy, seamless and legally proper manner.
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EXHIBIT A
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EXHIBIT B
First-Tier Excise Taxes
The table below identifies the parties subject to the Chapter 42 first-tier excise taxes, the
applicable tax rates, and what limit, if any, applies to the tax, and if so, how much.
Code Section
IRC 4940(a)
IRC 4941(a)(1)
IRC 4941(a)(2)
IRC 4942(a)
IRC 4943(a)(1)
IRC 4944(a)(1)
IRC 4944(a)(2)
IRC 4945(a)(1)
IRC 4945(a)(2)

Liable Party
PF
Self-Dealer
Foundation
Manager
PF
PF
PF
Foundation
Manager
PF
Foundation
Manager

Tax Rate

Limit on Amount of Tax Paid

Up to 2%
10%
5%

None
None
$20,000 per act

30%
10%
10%
10%

None
None
None
$10,000 per act

20%
5%

None
$10,000 per act

If a PF or individual incurs an excise tax under Sections 4941, 4942, 4943, or 4944 in a
given year, the first-tier tax is imposed that year and each subsequent tax year or partial year in
the taxable period (under Section 4943, only for tax years that end within the taxable period).
The taxable period does not end until the earliest of:
a. full correction,
b. assessment, or
c. Issuance of a notice of deficiency. The notice of deficiency will reflect taxes owed
for all years and partial years up to the date of notice (See Section 6212(c)).
Under IRC Section 4945, there is only one first-tier tax in the taxable period (unlike
Sections 4941 through 4944).
The tax year of the disqualified person is used for Section 4941 (Rev. Rul. 75-391, 19752 COB. 446).
Except for Section 4940, excise taxes are reported on Form 4720, Return of Certain
Excise Taxes Under Chapters 41 and 42 of the Internal Revenue Code.
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Second-Tier Excise Taxes
Code Section
Section 4941(b)(1)
Section 4941(b)(2)
Section 4942(b)
Section 4943 (b)
Section 4944(b)(1)
Section 4944(b)(2)
Section 4945 (b)(1)
Section 4945 (b)(2)

Liable Party
Self-dealer
Foundation
Manager
PF
PF
PF
Foundation
Manager
PF
Foundation
Manager

Tax
Rate
200%
50%

Limit on Amount of Tax Paid
None
$20,000 per act

100%
200%
25%
5%

None
None
None
$20,000 per act

100%
50%

None
$20,000 per act

Second-tier taxes are:
a. Triggered by the failure to make correction,
b. Imposed at the same time as first-tier taxes for assessment or when a notice of
deficiency is issued, and
c. Abated if correction is made within the correction period.
Note: For purposes of Section 4941(b), where an act of self-dealing involves a loan or lease in
which a new act of self-dealing arises under the pyramiding rules, the amount involved is
separately determined for each act, including deemed acts.
Example: Section 4941(b)(1) discrete act: In 2016, a substantial contributor purchases back a
piece of artwork previously donated to the PF. The contributor pays $2,000 for the artwork that
has a fair market value of $250,000. The amount involved is $250,000 (Treas. Reg. 53.4941(e)1(b)). For the 2016 tax year, the second-tier tax is $250,000 x 200% =$500,000.
Example: Section 4941(b)(1) continuing act: On July 1, 2015, a child of a substantial contributor
moves into a PF owned apartment complex to attend a nearby college. The child lives rent free
in their apartment for six months of 2015, all of 2016, and all of 2017, while the next-door
neighbors in an identical apartment pay $700 per month in rent in 2015, $750 in rent in 2016,
and $800 in rent in 2017. The PF and the child are calendar year taxpayers. The act also triggers
separate deemed acts on January 1, 2016, and January 1, 2017. The amount involved in each
year is as follows:
Date
07/01/2015
01/01/2016
01/01/2017

Rent Amount
$800.00
$800.00
$800.00

Time in Months
X6=
X 12 =
X 12 =
Total
Tax

Amount Involved
$4,800.00
$9,600.00
$9,600.00
$24,000.00 x 200%
$48,000.00
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Abatement of Excise Taxes
Under Sections 4961 and 4962, abatement is available for the following taxes:
Code Section
Section 4941
Section 4942
Section 4943
Section 4944
Section 4945

First-Tier
No
Yes
Yes
Yes
Yes

Second-Tier
Yes
Yes
Yes
Yes
Yes

To qualify for abatement of a second-tier tax, the taxable event must be corrected within the
correction period. The taxpayer qualifies for abatement of first-tier tax if the taxable event:
• Was due to reasonable cause.
• Was not due to willful neglect.
• Was corrected within the correction period.
The correction period begins on the date the event occurs and ends 90 days after the mailing date
of a notice of deficiency in connection with the second-tier tax imposed on that taxable event
(See Section 4963 and Section 6212). That time is extended by:
• Any period in which a petition to the Tax Court regarding redetermination of the
deficiency is pending. (Section 6213(a)); and
• Any other period the IRS determines is reasonable and necessary to correct the
taxable event.
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IMPORTANT: Recall that the overall federal income tax treatment of nonprofit organizations
depends upon two very important preliminary determinations: (i) whether the entity qualifies for
and has obtained federal tax-exempt status pursuant to IRC § 501(a); and (ii) whether the entity is
formed under state law as a trust, as an unincorporated association, or as a nonprofit corporation.
Therefore, unless the context clearly indicates otherwise, this outline assumes that any nonprofit
organization discussed herein has qualified for and has obtained tax-exempt status under
IRC 501(a) and, furthermore, is exempt pursuant to IRC § 501(c)(3), by far the predominant
category of exempt organizations. Otherwise, the entity is treated the same for federal income
(and most other federal) tax purposes as a nonexempt trust, nonexempt unincorporated association,
or nonexempt corporation. With respect to its chosen state-law form, if an IRC § 501(c)(3) exempt
organization is formed as a trust, then for most federal tax reporting and payment purposes other
than its exempt status the entity is treated as a trust wherever trust tax rules normally would apply
(e.g., rates and brackets for paying income tax, deductions available where allowed, etc.). If an
IRC § 501(c)(3) exempt organization is formed under state law as an unincorporated association
or a nonprofit corporation, then for most federal tax reporting and payment purposes other than its
exempt status the entity is treated as a corporation wherever normal corporate tax rules would
apply (e.g., rates and brackets for paying income tax, deductions available where allowed, etc.).
Of course, the above-mentioned general rules regarding the federal tax treatment of nonprofit
organizations formed as state-law trusts, unincorporated associations, or nonprofit corporations
are subject to important exceptions wherever special rules apply due to the unique, tax-exempt
status of the organization (e.g., excise tax rules, charitable contribution reporting rules, unrelated
business income tax rules, etc.). Finally, this outline does not discuss in any significant manner
federal tax developments applicable to tax-exempt retirement, IRA, SEP, pension, or other
employee benefit plans, or special rules applicable to exempt organization employees or other
individuals participating in such plans.
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From a federal income tax perspective, 2018 was a year of dramatic change. Pub. L. No. 115-97, oddly
entitled “An Act to provide for reconciliation pursuant to titles II and V of the concurrent resolution
on the budget for fiscal year 2018,” was hastily proposed and enacted toward the end of 2017. This
legislation, colloquially known as the “2017 Tax Cuts and Jobs Act” and referred to as such herein,
was enacted on December 22, 2017, and generally became effective for taxable years beginning after
December 31, 2017. Under the guise of “simplification,” the 2017 Tax Cuts and Jobs Act modified or
eliminated many of the federal income tax rules for individuals that had been in place for decades,
drastically lowered the corporate income tax rate from a top rate of 35 percent to 21 percent, and
introduced a unique deduction that operates as a 20 percent individual income tax rate reduction on
“qualified business income.” Naturally, such sweeping but hastily-enacted legislation was imperfect,
with many new provisions being technically deficient and virtually all new provisions requiring
extensive administrative guidance. As for 2018 tax legislation, some technical corrections to the 2017
Tax Cuts and Jobs Act as well as certain other changes to the Code were made by the Bipartisan
Budget Act of 2018, Pub. L. No. 115-123, enacted on February 9, 2018. Further, the Consolidated
Appropriations Act, 2018, Pub. L. No. 115-141, enacted on March 23, 2018, contained technical
corrections to the new centralized partnership audit regime originally enacted in The Bipartisan
Budget Act of 2015 § 1101, Pub. L. No. 114-74, passed in 2015. Nevertheless, there are at least 40
technical deficiencies in the 2017 Tax Cuts and Jobs Act that still need correcting as of early 2019.1
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1

See Joint Committee on Taxation, Technical Explanation of the House Ways and Means Committee Chairman’s
Discussion Draft of the “Tax Technical and Clerical Corrections Act” (JCX-1-19), Jan. 2, 2019.
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I.

ACCOUNTING
A. Accounting Methods
B. Inventories
C. Installment Method
D. Year of Inclusion or Deduction

1. Guidance on FASB changes and tax accounting. Rev. Proc. 2018-29, 2018-22
I.R.B. 634 (5/10/18). The Service has issued guidance that explains automatic consent procedures for
taxpayers to change their method of accounting in response to new financial accounting standards
issued by the Financial Accounting Standards Board (FASB) and the International Accounting
Standards Board (IASB). According to Rev. Proc. 2018-30, these new standards require an entity to
recognize revenue for promised goods and services to customers in an amount that reflects the
consideration to which the entity expects to be entitled in exchange for those goods and services based
on the following five sequential steps: (i) identify the contracts with a customer; (ii) identify the
performance obligations in the contract; (iii) determine the transaction price; (iv) allocate the
transaction price to the performance obligations; and (v) recognize revenue as the entity satisfies a
performance obligation. The new standards impact taxpayers in the technology and construction
industries as well as service providers with warranty and repair service contracts. Publicly-traded
entities, certain not-for-profit entities, and certain employee benefit plans are required to adopt the new
standards for annual reporting periods beginning after December 15, 2017. All other entities are
required to adopt the new standards for annual reporting periods beginning after December 15, 2018.
In addition, Rev. Proc. 2018-49, 2018-41 I.R.B. 548 (9/24/18), modifies Rev. Proc. 2018-30 to provide
automatic change procedures for early adopters of the new standards who otherwise might not be
covered by the procedures announced in Rev. Proc. 2018-30.
2. Updated list of accounting method changes to which automatic change procedures
apply, but not with respect to automatic accounting method changes permitted by TCJA. Rev. Proc.
2018-31, 2018-22 I.R.B. 637 (5/9/18). In this revenue procedure, the Service has updated the “List of
Automatic Changes” to which the automatic change procedures in Rev. Proc. 2015-13, 2015-5 I.R.B.
419, as clarified and modified by Rev. Proc. 2015-33, 2015-24 I.R.B. 1067, and as modified by Rev.
Proc. 2017-59, 2017-48 I.R.B. 543, and by section 17.02 of Rev. Proc. 2016-1, 2016-1 I.R.B. 1, apply.
Regardless, this updated list does not address accounting method changes permitted by the 2017 Tax
Cut and Jobs Act revisions to §§ 263A, 448, and 471 (which are addressed separately above).
II.

BUSINESS INCOME AND DEDUCTIONS
A. Income
B. Deductible Expenses versus Capitalization
C. Reasonable Compensation

1. Could we see compensation levels of top corporate officers actually decline? Code
§ 162(m) limits to $1 million the deduction of publicly traded corporations for compensation to
covered employees (generally, certain top corporate officers). Certain types of compensation are not
subject to this limit and are not taken into account in determining whether compensation exceeds $1
million, including remuneration payable (1) on a commission basis, or (2) solely on account of
attainment of one or more performance-based goals if certain approval requirements are met
(“performance-based compensation”). The 2017 Tax Cuts and Jobs Act, § 13601, amended Code
§ 162(m) to eliminate the exceptions for commissions and performance-based compensation.
Accordingly, such compensation must be taken into account in determining the amount of
compensation with respect to a covered employee for a taxable year that exceeds $1 million and
therefore is not deductible. The legislation also amended the definition of “covered employee” in four
ways: (1) the statutory definition now includes the principal executive officer and principal financial
officer (whereas formerly the statutory definition referred only to the chief executive officer), (2) the
definition includes persons who served as principal executive officer or principal financial officer at
any time during the taxable year (rather than at the end of the year), (3) the definition includes officers
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whose compensation must be reported to shareholders under the Securities Exchange Act of 1934 by
reason of their being among the three highest compensated officers (rather than four highest
compensated officers), and (4) the definition now includes a person who was a covered employee for
any preceding taxable year beginning after 2016 (which means the limit applies to compensation paid
after termination of employment or after the employee’s death). Finally, the legislation expands the
category of corporations subject to the § 162(m) limit by defining “publicly traded corporation” to
include foreign corporations publicly traded through American depositary receipts (ADRs) and certain
large private corporations and S corporations. These changes apply to taxable years beginning after
2017. A transition rule provides that the changes do not apply to remuneration provided pursuant to a
written binding contract that was in effect on November 2, 2017 as long as the contract is not materially
modified after that date. Compensation provided pursuant to a renewal of a grandfathered contract is
subject to the new rules.
a.Initial guidance on amended § 162(m). Notice 2018-68, 2018-36 I.R.B. 418
(8/21/18). The Service has provided guidance on certain aspects of the amendments made to
§ 162(m) by the 2017 Tax Cuts and Jobs Act. Very generally, the notice addresses the amended rules
for identifying covered employees and the operation of the grandfather rule for remuneration
provided pursuant to a written binding contract that was in effect on November 2, 2017, including
when such a contract will be considered materially modified so that it is no longer grandfathered.
Treasury and the Service expect to issue proposed regulations under § 162(m) that will incorporate
the guidance provided in this notice.
D. Miscellaneous Deductions
1. Standard mileage rates for 2019. Notice 2019-2, 2019-2 I.R.B. 281 (12/14/18).
The standard mileage rate for business miles in 2019 goes up to 58 cents per mile (from 54.5 cents in
2018) and the medical/moving rate goes up to 20 cents per mile (from 18 cents in 2018). The charitable
mileage rate remains fixed by § 170(i) at 14 cents. The portion of the business standard mileage rate
treated as depreciation goes up to 26 cents per mile for 2019 (from 25 cents in 2018). The maximum
standard automobile cost may not exceed $50,400 (up from $50,000 in 2018) for passenger
automobiles (including trucks and vans) for trucks and vans for purposes of computing the allowance
under a fixed and variable rate (FAVR) plan.

• The notice reminds taxpayers that (1) the business standard mileage rate
cannot be used to claim an itemized deduction for unreimbursed employee travel expenses because, in the
2017 Tax Cuts and Jobs Act, Congress disallowed miscellaneous itemized deductions for 2019, and (2) the
standard mileage rate for moving has limited applicability for the use of an automobile as part of a move
during 2019 because, in the 2017 Tax Cuts and Jobs Act, Congress disallowed the deduction of moving
expenses for 2019 (except for members of the military on active duty who move pursuant to military
orders incident to a permanent change of station, who can still use the standard mileage rate for moving).
2. Oh, come on! No more deductions for taking a client to a professional sports game?
The 2017 Tax Cuts and Jobs Act, § 13304, amended Code § 274(a) to disallow deductions for costs
“[w]ith respect to an activity which is of a type generally considered to constitute entertainment,
amusement, or recreation.” Similarly, no deduction is allowed for membership dues with respect to
any club organized for business, pleasure, recreation or other social purposes. This rule applies to
taxable years beginning after 2017.

• What is “entertainment”? Regulations issued before the Tax Cuts and Jobs
Act (Reg. § 1.274-2(b)(1)) provide that whether an activity constitutes entertainment is determined using
an objective test and set forth the following definition of the term “entertainment”:
[T]he term “entertainment” means any activity which is of a type generally considered
to constitute entertainment, amusement, or recreation, such as entertaining at
nightclubs, cocktail lounges, theaters, country clubs, golf and athletic clubs, sporting
events, and on hunting, fishing, vacation and similar trips, including such activity
relating solely to the taxpayer or the taxpayer's family. The term “entertainment” may
include an activity, the cost of which is claimed as a business expense by the taxpayer,
which satisfies the personal, living, or family needs of any individual, such as providing
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food and beverages, a hotel suite, or an automobile to a business customer or his family.
The term “entertainment” does not include activities which, although satisfying
personal, living, or family needs of an individual, are clearly not regarded as
constituting entertainment, such as (a) supper money provided by an employer to his
employee working overtime, (b) a hotel room maintained by an employer for lodging
of his employees while in business travel status, or (c) an automobile used in the active
conduct of trade or business even though used for routine personal purposes such as
commuting to and from work.
Reg. § 1.274-2(b)(1).
• The complete disallowance of deductions for costs of activities of a type
generally considered to constitute entertainment will give rise to some difficult issues. Activities can be
thought of as falling on a spectrum. At one end of the spectrum are activities that clearly are not
entertainment. At the other end are activities that clearly are entertainment. The difficult issues will arise
for the many activities that fall somewhere in the middle, as illustrated by the following examples.
Example 1: A self-employed CPA travels out of town to perform an audit. The CPA
flies to the client’s location and stays at a hotel for several days. While there, the CPA
buys breakfast, lunch, and dinner each day. The meals are not “entertainment” and
therefore are not subject to disallowance under amended § 274(a). They are, however,
subject to the 50 percent limitation of § 274(n)(1).
Example 2: A self-employed attorney invites a client to attend a professional sports
game and pays the entire cost associated with attending. The cost of attending will be
regarded as entertainment and therefore not deductible.
Example 3: The client of a self-employed attorney spends the day in the attorney’s
office to review strategy for an upcoming Service Appeals conference. They take a
break for lunch at a restaurant down the street. During lunch, they continue their
discussion. The attorney pays for the meal. Is the meal nondeductible “entertainment”?
Or is it (at least in part) a deductible business expense subject to the 50 percent
limitation of § 274(n)(1)?
a.Business meals are not “entertainment” and are still deductible subject to the
normal 50 percent limitation, says the Service. Notice 2018-76, 2018-42 I.R.B. 599 (10/3/18). In this
notice, the Service announced that Treasury and the Service will issue proposed regulations under
§ 274 that will include guidance on the deductibility of expenses for certain business meals.
According to the notice, the 2017 TCJA did not change the definition of “entertainment” under
§ 274(a)(1), and therefore the regulations under § 274(a)(1) that define entertainment continue to
apply. Further, the notice states that, although the 2017 TCJA did not address the circumstances in
which the provision of food and beverages might constitute entertainment, its legislative history
“clarifies that taxpayers generally may continue to deduct 50 percent of the food and beverage
expenses associated with operating their trade or business.” The notice provides that, until proposed
regulations are issued, taxpayers can rely on this notice and can deduct 50 percent of an otherwise
allowable business meal expense if five requirements are met: (1) the expense is an ordinary and
necessary expense under § 162(a) paid or incurred during the taxable year in carrying on any trade
or business; (2) the expense is not lavish or extravagant under the circumstances; (3) the taxpayer,
or an employee of the taxpayer, is present at the furnishing of the food or beverages; (4) the food and
beverages are provided to a current or potential business customer, client, consultant, or similar
business contact; and (5) in the case of food and beverages provided during or at an entertainment
activity, the food and beverages are purchased separately from the entertainment, or the cost of the
food and beverages is stated separately from the cost of the entertainment on one or more bills,
invoices, or receipts. The notice also provides that the entertainment disallowance rule may not be
circumvented through inflating the amount charged for food and beverages. The notice provides the
following examples:

Example 1.
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1. Taxpayer A invites B, a business contact, to a baseball game. A purchases tickets for A and B to
attend the game. While at the game, A buys hot dogs and drinks for A and B.
2. The baseball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus, the cost of the game
tickets is an entertainment expense and is not deductible by A. The cost of the hot dogs and drinks,
which are purchased separately from the game tickets, is not an entertainment expense and is not
subject to the § 274(a)(1) disallowance. Therefore, A may deduct 50 percent of the expenses
associated with the hot dogs and drinks purchased at the game.

Example 2.
1. Taxpayer C invites D, a business contact, to a basketball game. C purchases tickets for C and D to
attend the game in a suite, where they have access to food and beverages. The cost of the basketball
game tickets, as stated on the invoice, includes the food and beverages.
2. The basketball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus, the cost of the game
tickets is an entertainment expense and is not deductible by C. The cost of the food and beverages,
which are not purchased separately from the game tickets, is not stated separately on the invoice.
Thus, the cost of the food and beverages also is an entertainment expense that is subject to the
§ 274(a)(1) disallowance. Therefore, C may not deduct any of the expenses associated with the
basketball game.

Example 3.
1. Assume the same facts as in Example 2, except that the invoice for the basketball game tickets
separately states the cost of the food and beverages.
2. As in Example 2, the basketball game is entertainment as defined in § 1.274-2(b)(1)(i) and, thus,
the cost of the game tickets, other than the cost of the food and beverages, is an entertainment
expense and is not deductible by C. However, the cost of the food and beverages, which is stated
separately on the invoice for the game tickets, is not an entertainment expense and is not subject to
the § 274(a)(1) disallowance. Therefore, C may deduct 50 percent of the expenses associated with
the food and beverages provided at the game.
3. And no more deductions for employers for most qualified transportation fringe
benefits such as employer-paid parking. The 2017 Tax Cuts and Jobs Act, § 13304(c), amended Code
§ 274(a) by adding § 274(a)(4), which provides that, for amounts paid or incurred after 2017, no
deduction is allowed for any “qualified transportation fringe” (as defined in § 132(f)) provided to an
employee of the taxpayer. A qualified transportation fringe is any of the following provided by an
employer to an employee: (1) transportation in a commuter highway vehicle in connection with travel
between the employee’s residence and place of employment, (2) any transit pass, (3) qualified parking,
and (4) any qualified bicycle commuting reimbursement. Further, the legislation added new § 274(l),
which provides:

1. General Rule. No deduction shall be allowed under this chapter for any expense
incurred for providing any transportation, or any payment or reimbursement, to an
employee of the taxpayer in connection with travel between the employee's
residence and place of employment, except as necessary for ensuring the safety of
the employee.
2. Exception. In the case of any qualified bicycle commuting reimbursement (as
described in section 132(f)(5)(F)), this subsection shall not apply for any amounts
paid or incurred after December 31, 2017, and before January 1, 2026.
Effect on Employers. Under § 274 as amended, an employer cannot deduct the cost of
transportation in a commuter highway vehicle, a transit pass, or qualified parking paid or incurred after
2017. However, the employer can deduct the cost of a qualified bicycle commuting reimbursement
paid or incurred after 2017 and before 2026.
Effect on Employees. With one exception, the legislation did not change the tax treatment of
employees with respect to qualified transportation fringes. Employees can still (as under prior law)
exclude from gross income (subject to applicable limitations) any of the following provided by an
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employer: (1) transportation in a commuter highway vehicle in connection with travel between the
employee’s residence and place of employment, (2) any transit pass, or (3) qualified parking. The
exception is a qualified bicycle commuting reimbursement, which, under new § 132(f)(8), must be
included in an employee’s gross income for taxable years beginning after 2017 and before 2026.
a.Guidance on determining the nondeductible portion of the cost of employerprovided parking. Notice 2018-99, 2018-52 I.R.B. 1067 (12/10/18). In this notice, the Service
announced that Treasury and the Service will issue proposed regulations under § 274 that will include
guidance on determining nondeductible parking expenses and other expenses for qualified
transportation fringes (and also the calculation of increased unrelated business taxable income
(UBTI) of tax-exempt organizations that provide qualified transportation fringes). Until further
guidance is issued, employers that own or lease parking facilities where their employees park can
rely on interim guidance provided in the notice to determine the nondeductible portion of parking
expenses under § 274(a)(4) and the corresponding increase in the amount of UBTI under § 512(a)(7)
attributable to nondeductible parking expenses.

Employer Pays a Third Party for Employee Parking Spots. According to the notice, in situations
in which an employer pays a third party an amount so that employees may park at the third party’s
parking lot or garage, the amount disallowed by § 274(a)(4) generally is the taxpayer’s total annual
cost of employee parking paid to the third party. Nevertheless, if the amount paid by the employer
exceeds the § 132(f)(2) monthly limitation on exclusion ($260 for 2018 and $265 for 2019), the
employer must treat the excess amount as compensation and wages to the employee. Accordingly, the
excess amount is not disallowed as a deduction pursuant to § 274(e)(2), which provides that § 274(a)
does not disallow as a deduction expenses for goods, services, and facilities to the extent the taxpayer
treats the expenses as wages to its employees. The result is that the employer can deduct the monthly
cost of parking provided to an employee to the extent the cost exceeds the § 132(f)(2) monthly
limitation. These rules are illustrated by examples 1 and 2 in the notice.
Taxpayer Owns or Leases All or a Portion of a Parking Facility. The notice provides that, until
further guidance is issued, if a taxpayer owns or leases all or a portion of one or more parking facilities
where employees park, the nondeductible portion of the cost of providing parking can be calculated
using any reasonable method. The notice provides a four-step methodology that is deemed to be a
reasonable method. The notice cautions that, because § 274(a)(4) disallows a deduction for the expense
of providing a qualified transportation fringe, using the value of employee parking to determine
expenses allocable to employee parking is not a reasonable method. For purposes of the notice, the
term “total parking expenses,” a portion of which is disallowed, does not include a deduction for
depreciation on a parking structure used for parking by the taxpayer’s employees, but does include,
without limitation, “repairs, maintenance, utility costs, insurance, property taxes, interest, snow and
ice removal, leaf removal, trash removal, cleaning, landscape costs, parking lot attendant expenses,
security, and rent or lease payments or a portion of a rent or lease payment.” Under the four-step
methodology provided in the notice, employers can determine the nondeductible portion of parking
costs by: (1) determining the percentage of parking spots that are reserved employee spots and treating
that percentage of total parking expenses as disallowed; (2) determining whether the primary use of
the remaining spots (greater than 50 percent actual or estimated usage) is providing parking to the
general public, in which case the remaining portion of total parking expenses is not disallowed by
§ 274(a)(4); (3) if the primary use of the remaining parking spots (from step 2) is not to provide parking
to the general public, identifying the number of remaining spots exclusively reserved for
nonemployees, including visitors, customers, partners, sole proprietors, and 2-percent shareholders of
S Corporations and treating this percentage of total parking expenses as not disallowed by § 274(a)(4);
and (4) if there are any remaining parking expenses not specifically categorized as deductible or
nondeductible after completing steps 1-3, reasonably determining “the employee use of the remaining
parking spots during normal business hours on a typical business day … and the related expenses
allocable to employee parking spots.” This four-step methodology is illustrated by examples 3 through
8 in the notice.

Chapter 6
9 of 60

E. Depreciation & Amortization

Act:

1. Certain depreciation and amortization provisions of the 2017 Tax Cuts and Jobs
a.Increased limits and expansion of eligible property under § 179.

Increased § 179 Limits. The 2017 Tax Cuts and Jobs Act, § 13101, increased the maximum amount
a taxpayer can deduct under § 179 to $1 million (increased from $520,000). This limit is reduced dollarfor-dollar to the extent the taxpayer puts an amount of § 179 property in service that exceeds a specified
threshold. The legislation increased this threshold to $2.5 million (increased from $2,070,000). These
changes apply to property placed in service in taxable years beginning after 2017. The legislation did
not change the limit on a taxpayer’s § 179 deduction for a sport utility vehicle, which remains at
$25,000. The basic limit of $1 million, the phase-out threshold of $2.5 million, and the sport utility
vehicle limitation of $25,000 all will be adjusted for inflation for taxable years beginning after 2018.
Revised and expanded definition of qualified real property. The 2017 Tax Cuts and Jobs Act,
§ 13101, also simplified and expanded the definition of “qualified real property,” the cost of which can
be deducted under § 179 (subject to the applicable limits just discussed). Prior to amendment by the
2017 Tax Cuts and Jobs Act, § 179(f) defined qualified real property as including “qualified leasehold
improvement property,” “qualified restaurant property,” and “qualified retail improvement property.”
The legislation revised the definition of qualified real property by replacing these three specific
categories with a single category, “qualified improvement property” as defined in § 168(e)(6). Section
168(e)(6) defines qualified improvement property (subject to certain exceptions) as “any improvement
to an interior portion of a building which is nonresidential real property if such improvement is placed
in service after the date such building was first placed in service.” In addition, the legislation expands
the category of qualified real property by defining it to include the following improvements to
nonresidential real property placed in service after the date the property was first placed in service:
(1) roofs, (2) heating, ventilation, and air-conditioning property, (3) fire protection and alarm systems,
and (4) security systems. These changes apply to property placed in service in taxable years beginning
after 2017.
Section 179 property expanded to include certain personal property used to furnish lodging. The
2017 Tax Cuts and Jobs Act, § 13101, also amended Code § 179(d)(1). The effect of this amendment
is to include within the definition of § 179 property certain depreciable tangible personal property used
predominantly to furnish lodging or in connection with furnishing lodging (such as beds or other
furniture, refrigerators, ranges, and other equipment).
• Guidance on the procedure for electing to treat qualified real property as
§ 179 property. In Rev. Proc. 2019-8, 2019-3 I.R.B. 347 (12/21/18), the Service provided the procedure
by which taxpayers can elect to deduct the cost of qualified real property under § 179(a). According to the
notice, for qualified real property placed in service in taxable years beginning after 2017, taxpayers make
the election “by filing an original or amended Federal tax return for that taxable year in accordance with
procedures similar to those in § 1.179-5(c)(2) and section 3.02 of Rev. Proc. 2017–33.” Taxpayers that
have filed an original return can elect to increase the portion of the cost of qualified real property deducted
under § 179(a) by filing an amended return and will not be treated as having revoked a prior election under
§ 179 for that year.
b.Goodbye, basis; hello 100 percent § 168(k) bonus first-year depreciation!
100 percent bonus depreciation for certain property. The 2017 Tax Cuts and Jobs Act, § 13201,
amended Code § 168(k)(1) and 168(k)(6) to permit taxpayers to deduct 100 percent of the cost of
qualified property for the year in which the property is placed in service. This change applies to
property acquired and placed in service after September 27, 2017, and before 2023. The percentage of
the property’s adjusted basis that can be deducted is reduced from 100 percent to 80 percent in 2023,
60 percent in 2024, 40 percent in 2025, and 20 percent in 2026. (These periods are extended by one
year for certain aircraft and certain property with longer production periods). Property acquired on or
before September 27, 2017 and placed in service after that date is eligible for bonus depreciation of 50
percent if placed in service before 2018, 40 percent if placed in service in 2018, 30 percent if placed
in service in 2019, and is ineligible for bonus depreciation if placed in service after 2019.
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Used property eligible for bonus depreciation. The legislation also amended Code § 168(k)(2)(A)
and (E) to make used property eligible for bonus depreciation under § 168(k). Prior to this change,
property was eligible for bonus depreciation only if the original use of the property commenced with
the taxpayer. This rule applies to property acquired and placed in service after September 27, 2017.
Note, however, that used property is eligible for bonus depreciation only if it is acquired “by purchase”
as defined in § 179(d)(2). This means that used property is not eligible for bonus depreciation if the
property (1) is acquired from certain related parties (within the meaning of §§ 267 or 707(b)), (2) is
acquired by one component member of a controlled group from another component member of the
same controlled group, (3) is property the basis of which is determined by reference to the basis of the
same property in the hands of the person from whom it was acquired (such as a gift), or (4) is
determined under § 1014 (relating to property acquired from a decedent). In addition, property acquired
in a like-kind exchange is not eligible for bonus depreciation.
Qualified property. The definition of “qualified property” eligible for bonus depreciation continues
to include certain trees, vines, and plants that bear fruits or nuts (deductible at a 100 percent level for
items planted or grafted after September 27, 2017, and before 2023, and at reduced percentages for
items planted or grafted after 2022 and before 2027). The definition also includes a qualified film or
television production. Excluded from the definition is any property used in a trade or business that has
had floor plan financing indebtedness (unless the business is exempted from the § 163(j) interest
limitation because its average annual gross receipts over a three-year period do not exceed $25 million).
Section 280F $8,000 increase in first-year depreciation. For passenger automobiles that qualify,
§ 168(k)(2)(F) increases by $8,000 in the first year the § 280F limitation on the amount of depreciation
deductions allowed. The legislation continues this $8,000 increase for passenger automobiles acquired
and placed in service after 2017 and before 2023. For passenger automobiles acquired on or before
September 27, 2017, and placed in service after that date, the previously scheduled phase-down of the
$8,000 increase applies as follows: $6,400 if placed in service in 2018, $4,800 if placed in service in
2019, and $0 after 2019.
• The Service has issued proposed regulations that provide guidance on
§ 168(k) first-year depreciation. REG-104397-18, Additional First-Year Depreciation Deduction, 83 F.R.
39292 (8/8/18). These proposed regulations provide guidance regarding the additional first-year
depreciation deduction under § 168(k) as amended by the 2017 Tax Cuts and Jobs Act. They affect
taxpayers who deduct depreciation for qualified property acquired and placed in service after September
27, 2017. Generally, the proposed regulations describe and clarify the statutory requirements that must be
met for depreciable property to qualify for the additional first-year depreciation deduction provided by
§ 168(k). These regulations are proposed to apply to qualified property placed in service (or planted or
grafted) during or after the taxpayer’s taxable year that includes the date of publication of final regulations
in the Federal Register. Until final regulations are issued, taxpayers can choose to apply the proposed
regulations to qualified property acquired and placed in service (or planted or grafted) after September 27,
2017, during taxable years ending on or after September 28, 2017.
c.Changes to the 280F depreciation limits on passenger automobiles and
removal of computer and peripheral equipment from the definition of listed property. The 2017 Tax
Cuts and Jobs Act, § 13202, amended Code § 280F(a)(1)(A) to increase the maximum amount of
allowable depreciation for passenger automobiles and for which bonus depreciation under § 168(k)
is not claimed. The maximum amount of allowable depreciation is $10,000 for the year in which the
vehicle is placed in service, $16,000 for the second year, $9,600 for the third year, and $5,760 for
the fourth and later years in the recovery period. The legislation also amended § 280F(d)(4) to
remove computer or peripheral equipment from the definition of listed property. Both changes apply
to property placed in service after 2017 in taxable years ending after 2017.
d.Changes to the depreciation of certain property used in a farming business.

Modifications to the depreciation of farm machinery and equipment. The 2017 Tax Cuts and Jobs
Act, § 13203, made two changes with respect to the depreciation of any machinery or equipment (other
than any grain bin, cotton ginning asset, fence, or other land improvement) that is used in a farming
business. (For this purpose, the term “farming business” is defined in Code § 263A(e)(4).) The
legislation amended Code § 168(b)(2) and (e)(3)(B) to repeal the required use of the 150 percent
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declining balance method and to reduce the recovery period from 7 years to 5 years. Accordingly, such
machinery and equipment should be depreciable over 5 years using the double declining balance
method and the half-year convention. This change applies to property placed in service after 2017 in
taxable years ending after 2017.
Mandatory use of ADS for farming businesses that elect out of the new interest limitation. The
2017 Tax Cuts and Jobs Act, § 13205, amended Code § 168 to add new § 168(g)(1)(G), which requires
a farming business that elects out of the newly-enacted interest limitation of § 163(j) to use the
alternative depreciation system for any property with a recovery period of 10 years or more. This
change applies to taxable years beginning after 2017. Note: aside from longer recovery periods, the
requirement to use the alternative depreciation system for property with a recovery period of 10 years
or more would seem to have the effect of making such property ineligible for bonus depreciation under
§ 168(k) even if it normally would be eligible for bonus depreciation.
• For guidance on the application of the alternative depreciation system in this
situation, see Rev. Proc. 2019-8, 2019-3 I.R.B. 347 (12/21/18).
e.Revised definitions and minor adjustments to recovery periods for real
property. With respect to real property, the 2017 Tax Cuts and Jobs Act, § 13204, amended Code
§ 168 to simplify certain definitions and make minor adjustments for purposes of the alternative
depreciation system.

Three categories consolidated into one. The legislation replaced the categories of “qualified
leasehold improvement property,” “qualified restaurant property,” and “qualified retail improvement
property” with a single category, “qualified improvement property.” Code § 168(e)(6) defines qualified
improvement property (subject to certain exceptions) as “any improvement to an interior portion of a
building which is nonresidential real property if such improvement is placed in service after the date
such building was first placed in service.” Qualified improvement property is depreciable over 15 years
using the straight-line method and is subject to the half-year convention. This change applies to
property placed in service after 2017. Note: the Conference Agreement indicates that the normal
recovery period for qualified improvement property is 15 years, but § 168 as amended does not reflect
this change. This should be addressed in technical corrections.
Residential rental property has a 30-year ADS recovery period. The legislation reduced the
recovery period for residential rental property for purposes of the alternative depreciation system from
40 years to 30 years. The general recovery period for such property remains at 27.5 years. This change
applies to property placed in service after 2017. An optional depreciation table for residential rental
property with a 30-year ADS recovery period appears in Rev. Proc. 2019-8, 2019-3 I.R.B. 347
(12/21/18).
Mandatory use of ADS for real property trades or businesses electing out of the new interest
limitation. The legislation amended Code § 168 to add new § 168(g)(1)(F) and (g)(8), which require a
real property trade or business that elects out of the newly-enacted interest limitation of § 163(j) to use
the alternative depreciation system for nonresidential real property, residential rental property, and
qualified improvement property. This change applies to taxable years beginning after 2017. Note: aside
from longer recovery periods, the requirement to use the alternative depreciation system for qualified
improvement property would seem to have the effect of making qualified improvement property
ineligible for bonus depreciation under § 168(k).
• For guidance on the application of the alternative depreciation system in this
situation, see Rev. Proc. 2019-8, 2019-3 I.R.B. 347 (12/21/18).
F. Credits
1. Employers who retained employees despite becoming inoperable in areas affected
by Hurricanes Harvey, Irma, or Maria are eligible for a 40 percent employee retention credit. The
Disaster Relief and Airport and Airway Extension Act of 2017 (“2017 Disaster Relief Act”), Pub. L.
No. 115-63, was signed by the President on September 29, 2017. Section 503 of the 2017 Disaster
Relief Act provides that an “eligible employer” can include the “Hurricane Harvey employee retention
credit” among the credits that are components of the general business credit under § 38(b). The credit
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is equal to 40 percent of “qualified wages” for each “eligible employee.” The cap on the amount of
qualified wages that can be taken into account is $6,000. Thus, the maximum credit per employee is
$2,400. An eligible employer is an employer that conducted an active trade or business on a specified
date in the Hurricane Harvey disaster zone, Hurricane Irma disaster zone, or Hurricane Maria disaster
zone, if the trade or business became inoperable on any day after the specified date and before January
1, 2018, as a result of damage sustained by the relevant hurricane. The specified dates are August 23,
2017 (Harvey), September 4, 2017 (Irma), and September 16, 2017 (Maria). The term eligible
employee is defined as an employee whose principal place of employment with an eligible employer
was in the relevant disaster zone on the relevant specified date. The term qualified wages means wages
(as defined in § 51(c)(1), but without regard to § 3306(b)(2)(B)) paid or incurred by an eligible
employer with respect to an eligible employee on any day after the relevant specified date and before
January 1, 2018, during the period beginning on the date the trade or business first became inoperable
at the employee’s principal place of employment and ending on the date on which the trade or business
resumed significant operations at the principal place of employment. Wages can be qualified wages
regardless of whether the employee performed no services, performed services at a different location,
or performed services at the employee’s principal place of employment before significant operations
resumed. An employee is not considered an eligible employee if the employer is allowed a credit with
respect to the employee under § 51(a), i.e., an eligible employer cannot claim the 40 percent credit with
respect to an employee for any period if the employer is allowed a Work Opportunity Tax Credit with
respect to the employee under § 51 for that period.
• Section 501 of the 2017 Disaster Relief Act defines the terms Hurricane
Harvey disaster area, Hurricane Irma disaster area, and Hurricane Maria disaster area as an area with
respect to which the President has declared a major disaster by reason of the relevant hurricane before
October 17, 2017. (Note: the date originally in the 2017 Disaster Relief Act was September 21, 2017. This
date was changed to October 17, 2017, by the Bipartisan Budget Act of 2018, Division B, § 20201, Pub.
L. No. 115-123, which was signed by the President on February 9, 2018.) The terms Hurricane Harvey
disaster zone, Hurricane Irma disaster zone, and Hurricane Maria disaster zone are defined as the portion
of the relevant disaster area determined by the President to warrant individual or individual and public
assistance from the federal government under the Robert T. Stafford Disaster Relief and Emergency
Assistance Act by reason of the relevant hurricane.
a.Congress has provided a similar credit to employers who retained employees
despite becoming inoperable in areas affected by California wildfires. The Bipartisan Budget Act of
2018, § 20103 of Division B, provides that an “eligible employer” can include the “California
wildfire employee retention credit” among the credits that are components of the general business
credit under § 38(b). This credit is essentially the same as the “Hurricane Harvey employee retention
credit” enacted as part of the 2017 Disaster Relief Act, except that it applies to a different category
of employers. For purposes of the California wildfire employee retention credit, an eligible employer
is one that conducted an active trade or business on October 8, 2017, in the California wildfire
disaster zone whose trade or business was inoperable on any day after October 8, 2017, and before
January 1, 2018, as a result of damage sustained by reason of wildfires with respect to which the
President declared a major disaster under the Robert T. Stafford Disaster Relief and Emergency
Assistance Act. Like the Hurricane Harvey employee retention credit, the California wildfire
employee retention credit is a credit equal to 40 percent of “qualified wages” (up to $6,000) for each
“eligible employee,” so that the maximum credit per employee is $2,400.

• The Bipartisan Budget Act of 2018 defines the term “California
wildfire disaster zone” as the portion of the California wildfire disaster area determined by the President
to warrant individual or individual and public assistance from the Federal Government under the Robert
T. Stafford Disaster Relief and Emergency Assistance Act by reason of wildfires in California. The term
“California wildfire disaster area” is defined as an area with respect to which the President declared a
major disaster from January 1, 2017, through January 18, 2018, under section 401 of the Stafford Act by
reason of wildfires in California.
G. Natural Resources Deductions & Credits
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H. Loss Transactions, Bad Debts, and NOLs
I. At-Risk and Passive Activity Losses
III.

INVESTMENT GAIN AND INCOME
A. Gains and Losses

1. ♫♪ We’re off to see the wizard, the wonderful wizard of QOZ! ♪♫ The 2017 Tax
Cuts and Jobs Act, § 13823, added §§ 1400Z-1 and 1400Z-2 to the Code relating to qualified
opportunity zones (“QOZs”) and qualified opportunity funds (“QOFs”). New §§ 1400Z-1 and 1400Z2 are designed to encourage economic growth and investment in designated distressed communities
(i.e., QOZs) by providing federal income tax benefits to taxpayers who invest in certain funds (i.e.,
QOFs) that in turn invest in businesses and real estate located in these designated communities.
Generally, two main tax incentives are provided: deferral of inclusion in gross income for certain gains
to the extent that corresponding amounts are reinvested in a QOF; and exclusion from gross income of
the post-acquisition gains on investments in QOFs that are held for at least 10 years. We will not
attempt to summarize the extensive rules and limitations here; however, we alert our readers to the
several 2018 items concerning new §§ 1400Z-1 and 1400Z-2.

• Rev. Proc. 2018-16, 2018-9 I.R.B. 383 (2/18/18), provides guidance to
states on the procedures for nominating areas within those states as QOZs.
QOZs.

• Notice 2018-48, 2018-28 I.R.B. 9 (6/20/18), provides a complete list of all

• REG-115420-18, Investing in Qualified Opportunity Funds, 83 FR 54279
(10/29/18), sets forth proposed regulations regarding §§ 1400Z-1 and 1400Z-2.
• REG-115420-18, Investing in Qualified Opportunity Funds; Correction, 83
FR 67171 (12/28/18), sets forth certain minor corrections to the proposed regulations.
B. Interest, Dividends, and Other Current Income
C. Profit-Seeking Individual Deductions
1. Say it ain't so! Miscellaneous itemized deductions are no longer deductible
beginning in 2018. The 2017 Tax Cuts and Jobs Act, § 11045, amended Code § 67 by adding § 67(g),
which disallows as deductions all miscellaneous itemized deductions for taxable years beginning after
2017 and before 2026. Miscellaneous itemized deductions are defined in § 67(b) and, prior to the Tax
Cuts and Jobs Act, were deductible to the extent that, in the aggregate, they exceeded 2 percent of the
taxpayer’s adjusted gross income. The largest categories of miscellaneous itemized deductions are:
(1) investment-related expenses such as fees paid for investment advice or for a safe deposit box used
to store investment-related items, (2) unreimbursed employee business expenses, and (3) tax
preparation fees.
a.But estates and non-grantor trusts can breathe a sigh of relief. Notice 201861, 2018-31 I.R.B. 278 (7/13/18). Under § 67(e), the adjusted gross income of an estate or trust
generally is computed in the same manner as that of an individual. Furthermore, prior to the Tax Cut
and Jobs Act, estates and non-grantor trusts were subject to the 2 percent floor on miscellaneous
itemized deductions like individuals unless a cost paid or incurred by the estate or non-grantor trust
“would not have been incurred if the property were not held in such estate or trust.” Put differently,
estates and non-grantor trusts avoided the 2 percent floor on miscellaneous itemized deductions if
they paid or incurred a cost that “commonly or customarily” would not have been paid or incurred
by a hypothetical individual holding the same property as the estate or non-grantor trust. For
example, Reg. § 1.67-4(b)(3) provides as follows:
Tax preparation fees. Costs relating to all estate and generation-skipping transfer tax
returns, fiduciary income tax returns, and the decedent’s final individual income tax
returns are not subject to the 2-percent floor. The costs of preparing all other tax returns
(for example, gift tax returns) are costs commonly and customarily incurred by
individuals and thus are subject to the 2-percent floor.
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If a fee (such as a tax preparation fee) paid or incurred by an estate or non-grantor trust was bundled
so that it included costs that were both subject to the 2 percent floor (e.g., gift tax return) and not subject
to the 2 percent floor (e.g., fiduciary income tax return), then the estate or non-grantor trust must
allocate the bundled fee appropriately.
The enactment of new § 67(g), which states that “no miscellaneous itemized deduction” is allowed
until 2026, left many estates and trusts wondering whether their investment-related and tax-related
expenses (e.g., return preparation fees, trustee fees, financial advisor fees, etc.) peculiar to the
administration of an estate or trust remain deductible either in whole or in part. Notice 2018-61
announces that Treasury and the Service do not read new § 67(g) to disallow all investment- and taxrelated expenses of estates and non-grantor trusts. Thus, the Treasury Department and the Service
intend to issue regulations clarifying that estates and non-grantor trusts may continue to deduct
investment- and tax-related expenses just as they could prior to the enactment of new § 67(g). Notice
2018-61 also announces that Treasury and the Service are aware of concerns surrounding whether new
§ 67(g) impacts a beneficiary’s ability to deduct investment- and tax-related expenses pursuant to
§ 642(h) (unused loss carryovers and excess deductions) upon termination of an estate or non-grantor
trust. Treasury and the Service intend to issue regulations addressing these concerns as well.
D. Section 121
E. Section 1031
F. Section 1033
G. Section 1035
H. Miscellaneous
IV.

COMPENSATION ISSUES
A. Fringe Benefits

1. Those who move for work-related reasons now have a higher tax bill. Is this really
good for the economy? Provided that certain requirements are met, Code § 217 allows a taxpayer to
deduct moving expenses paid or incurred in connection with the taxpayer’s commencement of work
(either as an employee or as a self-employed individual) at a new principal place of work. Section
132(g) of the Code excludes from an employee’s gross income a “qualified moving expense
reimbursement,” defined as an employer’s reimbursement of moving expenses that, if paid by the
employee, would be deductible under § 217. The 2017 Tax Cuts and Jobs Act amended both
provisions. Section 11049 of the TCJA amended Code § 217 by adding § 217(k), which provides that
the deduction for moving expenses shall not apply to any taxable year beginning after 2017 and before
2026. Section 11048 of the TCJA amended Code § 132(g) by adding § 132(g)(2), which provides that
the exclusion from gross income for a qualified moving expense reimbursement shall not apply to any
taxable year beginning after 2017 and before 2026. Both amendments contain an exception for
members of the armed forces on active duty who move pursuant to a military order and incident to a
permanent change of station, i.e., such individuals can still deduct moving expenses and exclude
moving expense reimbursements.
a.Individuals can exclude from gross income reimbursements received from
employers in 2018 for expenses incurred in connection with moves that occurred before 2018. Notice
2018-75, 2018-41 I.R.B. 556 (9/21/18). Prior to the 2017 Tax Cuts and Jobs Act, § 132(a)(6)
permitted individuals to exclude from gross income a “qualified moving expense reimbursement,”
defined in § 132(g) as an employer’s reimbursement of moving expenses that, if paid by the
individual, would be deductible under § 217. In the Tax Cuts and Jobs Act, Congress suspended this
exclusion (except with respect to members of the armed forces on active duty who move pursuant to
military orders) for taxable years beginning after 2017 and before 2026. This notice provides that the
suspension of the exclusion does not apply to individuals who receive reimbursements from
employers in 2018 for expenses incurred in connection with moves that occurred before 2018. The
notice provides as follows:
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Thus, if an individual moved in 2017 and the expenses for the move would have been
deductible by the individual under section 217 as in effect prior to the amendments
made by the Act if they had been paid directly by the individual in 2017, and the
individual did not deduct the moving expenses, then the amount received (directly or
indirectly) in 2018 by the individual from an employer as payment for or
reimbursement of the expenses will be a qualified moving expense reimbursement
under section 132(g)(1).
An individual therefore can exclude such payments by employers from gross income regardless of
whether the employer paid the moving expense directly or instead reimbursed the individual. The
notice provides that employers who have included such amounts in an individual’s wages or
compensation for purposes of federal employment taxes (and therefore have withheld and paid federal
employment taxes on these amounts) can use the adjustment process under § 6413 or the refund claim
process under § 6402 to correct the overpayment of federal employment taxes.
B. Qualified Deferred Compensation Plans
1. Relief for certain closed defined benefit pension plans. Notice 2014-5, 2014-2
I.R.B. 276 (12/13/13). This notice provides temporary nondiscrimination relief for certain “closed”
defined benefit pension plans (i.e., those that provide ongoing accruals but that have been amended to
limit those accruals to some or all of the employees who participated in the plan on a specified date).
Typically, new hires are offered only a defined contribution plan, and the closed defined benefit plan
has an increased proportion of highly compensated employees.
a.The relief is extended to plan years beginning before 2017. Notice 2015-28,
2015-14 I.R.B. 848 (3/19/15). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5, 2014-2 I.R.B. 276 (12/13/13), by
applying that relief to plan years beginning before 2017. The notice cautions that all remaining
provisions of the nondiscrimination regulations under § 401(a)(4) (including the rules relating to the
timing of plan amendments under Reg. § 1.401(a)(4)-5) continue to apply. Treasury and the Service
anticipate issuing proposed amendments to the § 401(a)(4) regulations that would be finalized and
apply after the relief under Notice 2014-5 and this notice expires.
b.Proposed regulations provide nondiscrimination relief for certain closed plans
and formulas and make other changes. REG-125761-14, Nondiscrimination Relief for Closed
Defined Benefit Pension Plans and Additional Changes to the Retirement Plan Nondiscrimination
Requirements, 81 F.R. 4976 (1/29/16). The Treasury Department and the Service have published
proposed amendments to the regulations under § 401(a)(4), which provides generally that a plan is a
qualified plan only if the contributions or benefits provided under the plan do not discriminate in
favor of highly compensated employees. The proposed regulations modify a number of provisions
in the existing regulations under § 401(a)(4) to address situations and plan designs that were not
contemplated in the development of the existing regulations. Many of the changes in the proposed
regulations provide nondiscrimination relief for certain closed plans and formulas, but the proposed
regulations also include other changes that are not limited to closed plans and formulas. The proposed
amendments generally would apply to plan years beginning on or after the date of publication of
final regulations and, subject to some significant exceptions, taxpayers are permitted to apply the
provisions of the proposed regulations for plan years beginning on or after 1/1/14.
c.The relief is extended to plan years beginning before 2018. Notice 2016-57,
2016-40 I.R.B. 432 (9/19/16). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5, 2014-2 I.R.B. 276 (12/13/13), by
applying that relief to plan years beginning before 2018. The Service has done so because it
anticipates that the proposed regulations (REG-125761-14, Nondiscrimination Relief for Closed
Defined Benefit Pension Plans and Additional Changes to the Retirement Plan Nondiscrimination
Requirements, 81 F.R. 4976 (1/29/16)) will not be published as final regulations in time for plan
sponsors to make plan design decisions based on the final regulations before expiration of the relief
provided under Notice 2014-5 (as extended by Notice 2015-28). Therefore, the Service has extended
the relief for an additional year.
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d.The relief is extended to plan years beginning before 2019. Notice 2017-45,
2017-38 I.R.B. 232 (8/31/17). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5, 2014-2 I.R.B. 276 (12/13/13), by
applying that relief to plan years beginning before 2019. The Service has done so because it
anticipates that the proposed regulations (REG-125761-14, Nondiscrimination Relief for Closed
Defined Benefit Pension Plans and Additional Changes to the Retirement Plan Nondiscrimination
Requirements, 81 F.R. 4976 (1/29/16)) will not be published as final regulations in time for plan
sponsors to make plan design decisions based on the final regulations before expiration of the relief
provided under Notice 2014-5 (as last extended by Notice 2016-57). Therefore, the Service has
extended the relief for an additional year.
e.The relief is extended to plan years beginning before 2020. Notice 2018-69,
2018-37 I.R.B. 426 (8/24/18). This notice extends for an additional year the temporary
nondiscrimination relief originally provided in Notice 2014-5, 2014-2 I.R.B. 276 (12/13/13), by
applying that relief to plan years beginning before 2020. The Service has done so because it
anticipates that the proposed regulations (REG-125761-14, Nondiscrimination Relief for Closed
Defined Benefit Pension Plans and Additional Changes to the Retirement Plan Nondiscrimination
Requirements, 81 F.R. 4976 (1/29/16)) will not be published as final regulations in time for plan
sponsors to make plan design decisions based on the final regulations before expiration of the relief
provided under Notice 2014-5 (as last extended by Notice 2017-45). Therefore, the Service has
extended the relief for an additional year.
2. Congress makes access to retirement plan funds even easier for victims of
Hurricanes Harvey, Irma, and Maria. The Disaster Relief and Airport and Airway Extension Act of
2017 (“2017 Disaster Relief Act”), Pub. L. No. 115-63, was signed by the President on September 29,
2017. Section 502 of the 2017 Disaster Relief Act provides special rules that apply to distributions
from qualified employer plans and IRAs and to loans from qualified employer plans for victims of
Hurricanes Harvey, Irma, and Maria. To a large extent, these rules supersede those in Announcement
2017-11, 2017-39 I.R.B. 255 (8/30/17), and Announcement 2017-13, 2017-40 I.R.B. 271 (9/12/17).

Qualified Hurricane Distributions. Section 502(a) of the 2017 Disaster Relief Act provides four
special rules for “qualified hurricane distributions.” First, the legislation provides that qualified
hurricane distributions up to an aggregate amount of $100,000 are not subject to the normal 10-percent
additional tax of § 72(t) that applies to distributions to a taxpayer who has not reached age 59-1/2.
Second, the legislation provides that, unless the taxpayer elects otherwise, any income resulting from
a qualified hurricane distribution is reported ratably over the three-year period beginning with the year
of the distribution. Third, the legislation permits the recipient of a qualified hurricane distribution to
contribute up to the amount of the distribution to a qualified employer plan or IRA that would be
eligible to receive a rollover contribution of the distribution. The contribution need not be made to the
same plan from which the distribution was received, and must be made during the three-year period
beginning on the date of the distribution. If contributed within the required three-year period, the
distribution and contribution are treated as made in a direct trustee-to-trustee transfer within 60 days
of the distribution. The apparent intent of this rule is to permit the taxpayer to exclude the distribution
from gross income to the extent it is recontributed within the required period. Because the
recontribution might take place in a later tax year than the distribution, presumably a taxpayer would
include the distribution in gross income in the year received and then file an amended return for the
distribution year upon making the recontribution. Fourth, qualified hurricane distributions are not
treated as eligible rollover distributions for purposes of the withholding rules, and therefore are not
subject to the normal 20 percent withholding that applies to eligible rollover distributions under
§ 3405(c). A qualified hurricane distribution is defined as any distribution from an eligible retirement
plan as defined in § 402(c)(8)(B) (which includes qualified employer plans and IRAs) made before
January 1, 2019, and (1) on or after August 23, 2017, to an individual whose principal place of abode
on that date was located in the Hurricane Harvey disaster area and who sustained an economic loss by
reason of Hurricane Harvey, (2) on or after September 4, 2017, to an individual whose principal place
of abode on that date was located in the Hurricane Irma disaster area and who sustained an economic
loss by reason of Hurricane Irma, or (3) on or after September 16, 2017, to an individual whose
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principal place of abode on that date was located in the Hurricane Maria disaster area and who sustained
an economic loss by reason of Hurricane Maria.
Recontributions of Withdrawals Made for Home Purchases. Section 502(b) of the 2017 Disaster
Relief Act permits an individual who received a “qualified distribution” to contribute up to the amount
of the distribution to a qualified employer plan or IRA that would be eligible to receive a rollover
contribution of the distribution. A qualified distribution is a hardship distribution that an individual
received from a qualified employer plan or IRA after February 28, 2017, and before September 21,
2017, that was to be used to purchase or construct a principal residence in the Hurricane Harvey, Irma,
or Maria disaster areas that was not purchased or constructed on account of the hurricanes. The
contribution need not be made to the same plan from which the distribution was received, and must be
made during the period beginning on August 23, 2017, and ending on February 28, 2018. The
distribution and contribution are treated as made in a direct trustee-to-trustee transfer within 60 days
of the distribution. The apparent intent of this rule is to permit the taxpayer to exclude the distribution
from gross income to the extent it is recontributed within the required period.
Loans. For victims of Hurricanes Harvey, Irma, or Maria, section 502(c) of the 2017 Disaster Relief
Act increases the limit on loans from qualified employer plans and permits repayment over a longer
period of time. Normally, under § 72(p), a loan from a qualified employer plan is treated as a
distribution unless it meets certain requirements. One requirement is that the loan must not exceed the
lesser of (1) $50,000 or (2) the greater of one-half of the present value of the employee’s nonforfeitable
accrued benefit or $10,000. A second requirement is that the loan must be repaid within five years. In
the case of a loan made to a “qualified individual” during the period from September 29, 2017 (the
date of enactment) through December 31, 2018, the legislation increases the limit on loans to the lesser
of (1) $100,000 or (2) the greater of all of the present value of the employee’s nonforfeitable accrued
benefit or $10,000. The legislation also provides that, if a qualified individual has an outstanding plan
loan on August 23, 2017 (for Harvey victims), September 4, 2017 (for Irma victims), or September 16,
2017 (for Maria victims) with a due date for any repayment on or before December 31, 2018, the due
date is delayed for one year. If an individual takes advantage of this delay, then any subsequent
repayments are adjusted to reflect the delay in payment and interest accruing during the delay. This
appears to require reamortization of the loan. A qualified individual is defined as an individual whose
principal place of abode (1) was located in the Hurricane Harvey disaster area on August 23, 2017, and
who sustained an economic loss by reason of Hurricane Harvey, (2) was located in the Hurricane Irma
disaster area on September 4, 2017, and who sustained an economic loss by reason of Hurricane Irma,
or (3) was located in the Hurricane Maria disaster area on September 16, 2017, and who sustained an
economic loss by reason of Hurricane Maria.
Hurricane Harvey, Irma, and Maria Disaster Areas. Section 501 of the 2017 Disaster Relief Act
defines the Hurricane Harvey disaster area, Hurricane Irma disaster area, and Hurricane Maria disaster
area as an area with respect to which the President has declared a major disaster by reason of the
relevant hurricane before October 17, 2017. (Note: the date originally in the 2017 Disaster Relief Act
was September 21, 2017. This date was changed to October 17, 2017, by the Bipartisan Budget Act of
2018, Division B, § 20201, Pub. L. No. 115-123, which was signed by the President on February 9,
2018.)
a.Congress has enacted similar rules to allow easier access to retirement funds
for those affected by California wildfires. The Bipartisan Budget Act of 2018, Pub. L. No. 115-123,
§ 20102 of Division B provides those affected by California wildfires with the same special rules for
distributions from qualified employer plans and IRAs and for loans from qualified employer plans
that Congress previously enacted as part of the 2017 Disaster Relief Act for those affected by
Hurricanes Harvey, Irma, and Maria.

Qualified Wildfire Distributions. The legislation provides that “qualified wildfire distributions” up
to an aggregate limit of $100,000 are not subject to the normal 10-percent additional tax of § 72(t), are
to be included in gross income over a three-year period unless the recipient elects otherwise, can be
recontributed to an eligible plan within three years and thereby treated as tax-free rollovers, and are
not subject to the normal 20 percent withholding that applies to eligible rollover distributions under
§ 3405(c). A qualified wildfire distribution is defined as any distribution from an eligible retirement
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plan as defined in § 402(c)(8)(B) (which includes qualified employer plans and IRAs) made on or after
October 8, 2017, and before January 1, 2019, to an individual whose principal place of abode during
any portion of the period from October 8, 2017, to December 31, 2017, was located in the California
wildfire disaster area and who sustained an economic loss by reason of the wildfires.
Recontributions of Withdrawals Made for Home Purchases. The legislation permits an individual
who received a “qualified distribution” to contribute up to the amount of the distribution to a qualified
employer plan or IRA that would be eligible to receive a rollover contribution of the distribution. A
qualified distribution is a hardship distribution that an individual received from a qualified employer
plan or IRA after March 31, 2017, and before January 15, 2018, that was to be used to purchase or
construct a principal residence in the California wildfire disaster area that was not purchased or
constructed on account of the wildfires. The contribution need not be made to the same plan from
which the distribution was received, and must be made during the period beginning on October 8,
2017, and ending on June 30, 2018. The distribution and contribution are treated as made in a direct
trustee-to-trustee transfer within 60 days of the distribution. This special rule permits the taxpayer to
exclude the distribution from gross income to the extent it is recontributed within the required period.
Loans. The legislation provides those affected by California wildfires the same increased loan limit
and extended repayment period that Congress previously provided in the 2017 Disaster Relief Act to
those affected by Hurricanes Harvey, Irma, and Maria. In the case of a loan made to a “qualified
individual” during the period from February 9, 2018 (the date of enactment) through December 31,
2018, the legislation increases the limit on loans to the lesser of (1) $100,000 or (2) the greater of all
of the present value of the employee’s nonforfeitable accrued benefit or $10,000. The legislation also
provides that, if a qualified individual has an outstanding plan loan on or after October 8, 2017, with a
due date for any repayment on or before December 31, 2018, the due date is delayed for one year. A
qualified individual is any individual whose principal place of abode during any portion of the period
from October 8, 2017, to December 31, 2017, was located in the California wildfire disaster area and
who sustained an economic loss by reason of the wildfires.
California Wildfire Disaster Area. The Bipartisan Budget Act of 2018 defines the term “California
wildfire disaster area” as an area with respect to which the President declared a major disaster from
January 1, 2017, through January 18, 2018, under section 401 of the Robert T. Stafford Disaster Relief
and Emergency Assistance Act by reason of wildfires in California.
3. Some inflation-adjusted numbers for 2019. Notice 2018-83, 2018-47 I.R.B. 774
(11/1/18).
• Elective deferral in §§ 401(k), 403(b), and 457 plans are increased from
$18,500 to $19,000 with a catch-up provision for employees aged 50 or older that remains unchanged at
$6,000.
• The limit on contributions to an IRA is increased to $6,000 (from $5,500).
The AGI phase-out range for contributions to a traditional IRA by employees covered by a workplace
retirement plan is increased to $64,000 to $74,000 (from $63,000-$73,000) for single filers and heads of
household, increased to $103,000-$123,000 (from $101,000-$121,000) for married couples filing jointly
in which the spouse who makes the IRA contribution is covered by a workplace retirement plan, and
increased to $189,000-$199,000 (from $193,000-$203,000) for an IRA contributor who is not covered by
a workplace retirement plan and is married to someone who is covered. The phase-out range for
contributions to a Roth IRA is increased to $193,000-$203,000 (from $189,000-$199,000) for married
couples filing jointly, and increased to $122,000-$175,000 (from $120,000-$135,00) for singles and heads
of household.
• The annual benefit from a defined benefit plan under § 415 is increased to
$225,000 (from $220,000).
$55,000).

• The limit for defined contribution plans is increased to $56,000 (from

• The amount of compensation that may be taken into account for various plans
is increased to $280,000 (from $275,000), and is increased to $415,000 (from $405,000) for government
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plans.
• The AGI limit for the retirement savings contribution credit for low- and
moderate-income workers is increased to $64,000 (from $63,000) for married couples filing jointly,
increased to $48,000 (from $47,250) for heads of household, and increased to $32,000 (from $31,500) for
singles and married individuals filing separately.
C. Nonqualified Deferred Compensation, Section 83, and Stock Options
D. Individual Retirement Accounts
V.

PERSONAL INCOME AND DEDUCTIONS
A. Rates
B. Miscellaneous Income

1. Who would have thought that selling your life insurance policy to a stranger was
a good idea anyway? Notice 2018-41, 2018-20 I.R.B. 584 (4/26/18) The 2017 Tax Cuts and Jobs Act,
§§ 13520-13522, has modified the rules concerning the exclusion of life insurance proceeds upon the
death of the insured as well as the determination of basis in a life insurance contract. The modified
rules primarily impact the tax treatment of so-called life settlements (where a stranger purchases a life
insurance policy on a healthy insured) and viatical settlements (where a stranger purchases a life
insurance policy on a terminally-ill insured). Particularly, as explained in detail below, amended § 101
now contains a special carve-out to the normal life insurance policy transfer-for-value rules. See
§ 101(a)(3). This special carve-out applies to “reportable policy sales,” which generally will include
life settlement and viatical settlement transactions. Furthermore, § 13520 adds new § 6050Y to impose
unique reporting requirements on the transferor and the insurer with respect to “reportable policy
sales.” In part, new § 6050Y will require disclosure of “reportable death benefits,” as defined, but
essentially meaning death benefits paid on an insurance policy that has been transferred in a “reportable
policy sale.” Finally, § 13521 adds a new subsection “(B)” to § 1016(a)(1) to clarify (and reverse the
Service’s position in Rev. Rul. 2009-13, 2009-1 C.B. 1029 (05/01/09)) that basis in an annuity or life
insurance contract includes premiums and other costs paid without reduction for for mortality expenses
or other reasonable charges incurred under the contract (also known as ‘‘cost of insurance’’). Notice
2018-41 states that the Service will issue proposed regulations providing guidance concerning the new
rules and that otherwise required reporting under § 6050Y will be delayed until after final regulations
are published. We commend Notice 2018-41 for careful study by those readers advising clients on life
settlement and viatical settlement transactions. The changes made by TCJA to § 101 and the addition
of § 6050Y (which are the focus of the Notice) apply to taxable years beginning after 2017. The
amendment adding new § 1016(a)(1)(B) applies retroactively to transactions entered into after August
25, 2009. For additional background, see below.

Some background. Section 101 generally excludes from gross income the proceeds of a life
insurance policy payable by reason of the death of the insured. If, however, a life insurance policy is
transferred for valuable consideration prior to the death of the insured (i.e., “a transfer for value”), then
death benefit proceeds (to the extent they exceed the transferee-owner’s basis in the policy) are
includable in gross income by the transferee-owner of the policy upon the insured’s death unless an
exception applies. These exceptions provide that, notwithstanding a transfer for value, death benefit
proceeds remain excludable if (i) the transferee-owner’s basis in the policy is determined in whole or
in part by reference to the transferor’s basis (e.g., a carryover basis transaction) or (ii) the transfereeowner is the insured, a partner of the insured, a partnership in which the insured is a partner, or a
corporation of which the insured is a shareholder or officer. If a transfer-for-value exception does not
apply, then Rev. Rul. 2009-14, 2009-1 C.B. 1031 (5/2/09) sets out the Service’s position that any death
benefit payable to the transferee-owner is ordinary income (to the extent it exceeds the transfereeowner’s basis in the policy) while a subsequent sale of the policy by the transferee-owner before the
death of the insured can produce capital gain.
Why new rules? Life settlement and viatical settlement transactions have increased over the last
several years. The increase in the estate and gift tax exemption has contributed in part to this market
because some previously purchased life insurance policies are no longer to pay anticipated estate taxes.
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Changes to restrictive state laws concerning so-called “stranger-owned” life insurance also have
contributed to an increase in these transactions. In a typical life settlement transaction, the policyholder,
often the individual insured under the life insurance contract, sells his or her life insurance contract to
an unrelated person. The consideration paid generally is a lump-sum cash payment that is less than the
death benefit on the policy, but more than the amount that would be received by the policyholder upon
surrender of the life insurance contract. The Service previously announced its position regarding the
tax treatment of life settlement transactions in Rev. Rul. 2009-13, 2009-1 C.B. 1029 (05/01/09).
Oversimplifying somewhat, Revenue Ruling 2009-13 provides that the seller of a policy in a life
settlement transaction recognizes capital gain except with respect to the “inside buildup” in the policy
(e.g., growth in cash surrender value of whole life insurance) over prior premium payments. This latter
amount attributable to the inside buildup in the policy is characterized as ordinary income. The Service
also took the position in Rev. Rul. 2009-13 that the seller’s basis in a transferred policy must be
adjusted downward by the cost of insurance separate from the investment in the contract. As discussed
above, TCJA’s addition of new § 1016(a)(1)(B) reverses the Service’s position in this regard. A
viatical settlement, a special type of life settlement transaction, may involve the sale of a life insurance
contract by the owner, but under § 101(g) may not necessarily be taxed like a life settlement
transaction. Under a viatical settlement, a policyholder may sell or assign a life insurance contract after
the insured has become terminally ill or chronically ill. If any portion of the death benefit under a life
insurance contract on the life of an insured who is terminally ill or chronically ill (within the meaning
of § 101(g)) is sold (through the sale of the life insurance contract) or assigned in a viatical settlement
to a “viatical settlement provider” (as defined), the amount paid for the sale or assignment of that
portion is treated as an amount paid under the life insurance contract by reason of the death of the
insured (which may be excludable under § 101), rather than gain from the sale or assignment (which
generally would not be excludable under § 101 unless a transfer-for-value exception applied). A
viatical settlement provider for purposes of these rules is a person regularly engaged in the trade or
business of purchasing, or taking assignments of, life insurance contracts insuring the lives of
terminally ill or chronically ill individuals (provided certain requirements are met). See Rev. Rul. 200282, 2002-2 C.B. 978 (12.23/02).
So, what’s in the new rules? Under new § 101(a)(3), the longstanding transfer-for-value exceptions
described above do not apply if the transfer of the life insurance policy is a “reportable policy sale.” A
reportable policy sale is defined as “the acquisition of an interest in a life insurance contract, directly
or indirectly, if the acquirer has no substantial family, business, or financial relationship with the
insured apart from the acquirer’s interest in such life insurance contract.” Pursuant to § 101(a)(3)(B),
the term “indirectly” as used in this context applies to the acquisition of an interest in a life insurance
contract via a partnership, trust, or other entity. Beyond the above statutory language, however, new
§ 101(a)(3) provides no further guidance as to specifics, such as the “substantial family, business, or
financial relationships” (including ownership via partnerships, trusts, or other entities) that exempt an
otherwise reportable policy sale from the special inclusion rule of new §103(a)(3). In effect, then,
Notice 2018-41 is the Service’s means of telling insurers and those engaged in life settlement and
viatical settlement transactions that the Service knows the statutes are unclear and that the necessary
guidance to comply with the new rules is forthcoming.
2. Church’s blue-envelope system for collecting pastor’s “shake-hand” money
nevertheless results in green gross income, not excludable gifts. Felton v. Commissioner, 116 T.C.M.
(CCH) 365, 2018 T.C.M. (RIA) ¶ 2018-168 (10/10/18). The taxpayer was the pastor of a sizeable
church in Minnesota. The church had an envelope system for collecting offerings. White, gold, and
blue envelopes where used. White envelopes were for tax-deductible contributions to the operating
funds of the church. White envelopes included a line-item entry (“pastoral donations”) for a congregant
to indicate the portion of any contribution which the congregant desired to be paid by the church to the
taxpayer-pastor. Under this system, the taxpayer-pastor was paid by the church and reported as gross
income approximately $40,000 annually in compensation for the years 2008 and 2009. Gold envelopes
were for tax-deductible contributions to special programs and retreats conducted by the church. Blue
envelopes ostensibly were for nondeductible “gifts” made by congregants to the taxpayer-pastor. After
the end of each church service, the blue envelopes were delivered directly to the taxpayer-pastor. The
church did not collect or account for blue envelope monies. [In some churches, these “gifts” to pastors
are known as “shake-hand” contributions because they are often given to the pastor upon shaking his
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or her hand while leaving church. The taxpayer objected to this (underhanded?) method of collecting
“gifts” for pastors, so the taxpayer caused the church to institute the blue-envelope system.] The
taxpayer-pastor as well as the church had announced during a business meeting that blue-envelope
contributions were not tax deductible and were solely for the pastor’s benefit; however, the distinction
between blue-envelope and other contributions was not emphasized during church services. Upon
audit, the Service determined that the blue envelope monies provided to the taxpayer for the years 2008
($258,001) and 2009 ($234,826) was gross income under § 61(a)(1) (“compensation for services”).
The taxpayer-pastor argued that the blue envelope funds were excludable gifts under § 102(a).
Essentially, the taxpayer’s position was that the $40,000 paid by the church annually to the taxpayer
in “pastoral donations” was his salary, while the blue-envelope monies were excludable gifts because
congregants knew those amounts were not tax deductible. The Service argued, of course, that the blueenvelope monies were not gifts but disguised compensation. To support this argument, the Service
emphasized that the taxpayer had reported zero taxable income for 2008 or 2009, yet had claimed for
each year a parsonage allowance of $80,000, mortgage interest deductions of more than $50,000, and
charitable contribution deductions of $50,000. The Tax Court (Judge Holmes) held that the blueenvelope monies were not excludable gifts but instead were gross income to the taxpayer for his
services as pastor. Judge Holmes pointed to four factors supporting the court’s conclusion: (1) the
average congregant made blue-envelope donations in large part to keep the taxpayer-pastor preaching
at the church; (2) the lack of emphasis in church services that blue-envelope monies were “gifts” to the
pastor; (3) the routinized structure of the blue-envelope system for the taxpayer’s benefit; and (4) the
ratio of the taxpayer’s salary to the purported blue-envelope “gifts.” Judge Holmes also upheld the
Service’s assertion of accuracy-related penalties under § 6662(a).
C. Hobby Losses and § 280A Home Office and Vacation Homes
D. Deductions and Credits for Personal Expenses
1. Let’s hope new withholding tables are issued soon. The deduction for personal
exemptions has disappeared. The 2017 Tax Cuts and Jobs Act, § 11041, amended Code § 151(d) by
adding § 151(d)(5), which reduces the exemption amount to zero for taxable years beginning after
2017 and before 2026. The effect of this amendment is to eliminate the deduction for personal
exemptions. The reduction of the exemption amount to zero required conforming amendments to other
Code provisions that make use of the exemption amount. For example, under § 6012, an individual
taxpayer generally does not need to file a return if the taxpayer’s gross income does not exceed the
sum of the basic standard deduction plus the exemption amount under § 151(d). The legislation
addresses this by amending § 6012 to provide that an individual need not file a return if the taxpayer’s
gross income does not exceed the standard deduction. Similarly, § 642(b)(2)(C) allows a qualified
disability trust to deduct an amount equal to the exemption amount under § 151(d), and § 6334(d)
exempts from levy an amount of weekly wages equal to 1/52 of the sum of the standard deduction and
the aggregate amount of the taxpayer’s deductions for personal exemptions under § 151. The
legislation addresses this issue by amending those provisions to refer to $4,105 (to be adjusted for
inflation), the exemption amount that had been scheduled to take effect in 2018 before the Tax Cuts
and Jobs Act. The legislation also directs Treasury to develop rules to determine the amount of tax that
employers are required to withhold from an employee’s wages but gives Treasury the discretion to
apply current wage withholding rules for 2018.
a.Now that the exemption amount in § 151(d) is zero, how do we determine who
is a qualifying relative? Notice 2018-70, 2018-38 I.R.B. 441 (8/28/18). The 2017 Tax Cuts and Jobs
Act, § 11041, amended Code § 151(d) by adding § 151(d)(5), which reduces the exemption amount
to zero for taxable years beginning after 2017 and before 2026. The intended effect of this
amendment is to eliminate the deduction for personal exemptions authorized by § 151(a).
Nevertheless, it is still necessary to determine for various purposes whether an individual is a
“dependent” within the meaning of § 152. These purposes include determining eligibility for the
earned income tax credit and for head-of-household filing status. The two basic categories of
dependents under § 152 are a (1) qualifying child, and (2) qualifying relative. To be a qualifying
relative, one of the requirements, set forth in § 152(d)(1)(B), is that the individual’s gross income for
the calendar year must be less than the exemption amount as defined in § 151(d). By virtue of the
Tax Cuts and Jobs Act, the exemption amount in § 151(d) is now zero. This notice addresses this
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conundrum. According to the notice, “because it would be highly unusual for an individual to have
gross income less than zero, virtually no individuals would be eligible as qualifying relatives.” The
notice provides that Treasury and the Service intend to issue proposed regulations that will clarify
that the zero exemption amount of § 151(d)(5)(A) for taxable years 2018-2025 does not apply to the
gross income limitation in the definition of a qualifying relative in § 152(d)(1)(B). Instead, the
proposed regulations will provide that,
in defining a qualifying relative for purposes of various provisions of the Code that
refer to the definition of dependent in § 152, including, without limitation, for purposes
of the new credit under § 24(h)(4) and head of household filing status under § 2(b), the
§ 151(d) exemption amount referenced in § 152(d)(1)(B) will be treated as $4,150
(adjusted for inflation), for taxable years in which the § 151(d)(5)(A) exemption
amount is zero.
Thus, in determining eligibility for head-of-household filing status and for the new $500 credit
authorized by § 24(h)(4) for dependents other than a qualifying child, an individual can be treated as a
qualifying relative in 2018 if the individual’s gross income does not exceed $4,150. The notice provides
that taxpayers can rely on the notice before the issuance of the proposed regulations.
2. Has the federal deduction for your high property or state income taxes made them
easier to bear? Brace yourself! The deduction for state and local taxes not paid or accrued in carrying
on a trade or business or an income-producing activity is limited to $10,000. The 2017 Tax Cuts and
Jobs Act, § 11042, amended Code § 164(b) by adding § 164(b)(6). For individual taxpayers, this
provision generally (1) eliminates the deduction for foreign real property taxes, and (2) limits to
$10,000 ($5,000 for married individuals filing separately) a taxpayer’s itemized deductions on
Schedule A for the aggregate of state or local property taxes, income taxes, and sales taxes deducted
in lieu of income taxes. This provision applies to taxable years beginning after 2017 and before 2026.
The provision does not affect the deduction of state or local property taxes or sales taxes that are paid
or accrued in carrying on a trade or business or an income-producing activity (i.e., an activity described
in § 212) that are properly deductible on Schedules C, E, or F. For example, property taxes imposed
on residential rental property will continue to be deductible. With respect to income taxes, an individual
can deduct only foreign income taxes paid or accrued in carrying on a trade or business or an incomeproducing activity. As under current law, an individual cannot deduct state or local income taxes as a
business expense even if the individual is engaged in a trade or business as a sole proprietor. See Reg.
§ 1.62-1T(d).
a.The Service is not going to give blue states a pass on creative workarounds to
the new $10,000 limitation on the personal deduction for state and local taxes. Notice 2018-54,
2018-24 I.R.B. 750 (05/23/18). In response to new § 164(b)(6), many states—including Connecticut,
New Jersey, and New York—have enacted workarounds to the $10,000 limitation. For instance, New
Jersey reportedly has enacted legislation giving property owners a special tax credit against otherwise
assessable property taxes if the owner makes a contribution to charitable funds designated by local
governments. Connecticut reportedly has enacted a new provision that taxes the income of passthrough entities such as S corporations and partnerships, but allows the shareholders or members a
corresponding tax credit against certain state and local taxes assessed against them individually.
Notice 2018-54 announces that the Service and Treasury are aware of these workarounds and that
proposed regulations will be issued to “make clear that the requirements of the Internal Revenue
Code, informed by substance-over-form principles, govern the federal income tax treatment of such
transfers.” In other words, blue states, don’t bank on a charitable contribution or a flow-through
income tax substituting for otherwise assessable state and local taxes to avoid new § 164(b)(6). The
authors predict that this will be an interesting subject to watch over the coming months.
b.And like Rameses II in The Ten Commandments, Treasury says, “So let it be
written; so let it (finally!) be done.” REG-112176-18, Contributions in Exchange for State and Local
Tax Credits, 83 F.R. 43563 (8/27/18). Moving swiftly, Treasury has published proposed regulations
under § 170 that purport to close the door on any state-enacted workarounds to new § 164(b)(6).
Prop. Reg. § 1.170A-1(h)(3) generally requires taxpayers to reduce the amount of any federal income
tax charitable contribution deduction by the amount of any corresponding state or local tax credit the
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taxpayer receives or expects to receive. The proposed regulations further provide that a
corresponding state or local tax deduction normally will not reduce the taxpayer’s federal deduction
provided the state and local deduction does not exceed the taxpayer’s federal deduction. To the extent
the state and local charitable deduction exceeds the taxpayer’s federal deduction, the taxpayer’s
federal deduction is reduced. Finally, the proposed regulations provide an exception whereby the
taxpayer’s federal charitable contribution deduction is not reduced if the corresponding state or local
credit does not exceed 15 percent of the taxpayer’s federal deduction. Three examples illustrate the
application of the proposed regulation:
• Example 1. A, an individual, makes a payment of $1,000 to X, an entity listed in section
170(c). In exchange for the payment, A receives or expects to receive a state tax credit of
70% of the amount of A’s payment to X. Under paragraph (h)(3)(i) of this section, A's
charitable contribution deduction is reduced by $700 (70% × $1,000). This reduction
occurs regardless of whether A is able to claim the state tax credit in that year. Thus, A's
charitable contribution deduction for the $1,000 payment to X may not exceed $300.
• Example 2. B, an individual, transfers a painting to Y, an entity listed in section 170(c). At
the time of the transfer, the painting has a fair market value of $100,000. In exchange for
the painting, B receives or expects to receive a state tax credit equal to 10% of the fair
market value of the painting. Under paragraph (h)(3)(vi) of this section, B is not required
to apply the general rule of paragraph (h)(3)(i) of this section because the amount of the
tax credit received or expected to be received by B does not exceed 15% of the fair market
value of the property transferred to Y. Accordingly, the amount of B's charitable
contribution deduction for the transfer of the painting is not reduced under paragraph
(h)(3)(i) of this section.
• Example 3. C, an individual, makes a payment of $1,000 to Z, an entity listed in section
170(c). In exchange for the payment, under state M law, C is entitled to receive a state tax
deduction equal to the amount paid by C to Z. Under paragraph (h)(3)(ii)(A) of this section,
C is not required to reduce its charitable contribution deduction under section 170(a) on
account of the state tax deduction.
The proposed regulation is effective for charitable contributions made after August 27, 2018.
• On the other hand . . . . The looming trouble spot here is how taxpayers and
the Service discern the difference between abusive “workarounds” enacted in response to new § 164(b)(6)
and legitimate state and local tax credit programs such as the Georgia Rural Hospital Tax Credit that
preceded TCJA. The Georgia Rural Hospital Tax Credit program was enacted in 2017 to combat the
closure of many rural hospitals in Georgia due to financial difficulties. Under the program, individuals
and corporations making contributions to designated rural hospitals receive a 90% dollar-for-dollar tax
credit against their Georgia state income tax liability. Is the Georgia Rural Hospital Tax Credit program
adversely affected by proposed regulations under § 164(b)(6)? In our view, the answer is “yes” and a
Georgia taxpayer’s federal charitable contribution deduction for a donation to a Georgia rural hospital is
reduced by 90 percent. This follows because the proposed regulations do not condition the reduction in a
taxpayer’s federal charitable contribution deduction on whether the taxpayer’s state and local deduction
otherwise would exceed the $10,000 cap of new § 164(b)(6). We note, however, that it may be possible
under state or local law for a taxpayer to waive any corresponding state or local tax credit and thereby
claim a full charitable contribution for federal income tax purposes. See Rev. Rul. 67-246, 1967-2 C.B.
104.
c.Speaking of looming trouble spots: The availability of a business expense
deduction under § 162 for payments to charities is not affected by the recently issued proposed
regulations, says the Service. IRS News Release IR-2018-178 (9/5/18). This news release clarifies
that the availability of a deduction for ordinary and necessary business expenses under § 162 for
businesses that make payments to charities or government agencies and for which the business
receives state tax credits is not affected by the proposed regulations issued in August 2018 that
generally disallow a federal charitable contribution deduction under § 170 for charitable
contributions made by an individual for which the individual receives a state tax credit. See REG-
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112176-18, Contributions in Exchange for State and Local Tax Credits, 83 F.R. 43563 (8/27/18).
Thus, if a payment to a government agency or charity qualifies as an ordinary and necessary business
expense under § 162(a), it is not subject to disallowance in the manner in which deductions under
§ 170 are subject to disallowance. This is true, according to the news release, regardless of whether
the taxpayer is doing business as a sole proprietor, partnership or corporation. According to a
“frequently asked question” posted on the Service website, “a business taxpayer making a payment
to a charitable or government entity described in § 170(c) is generally permitted to deduct the entire
payment as an ordinary and necessary business expense under § 162 if the payment is made with a
business purpose.”
d.More about trouble spots: The Service must be thinking, “Will this ever end?”
Rev. Proc. 2019-12, 2019-04 I.R.B. 401 (12/29/18). Notwithstanding the above guidance, Treasury
and the Service obviously have continued to receive questions regarding the deductibility of business
expenses that may indirectly bear on the taxpayer’s state and local tax liability. In response, Rev.
Proc. 2019-12 provides certain safe harbors. For C corporations that make payments to or for the use
of § 170(c) charitable organizations and that receive or expect to receive corresponding tax credits
against state or local taxes, the C corporation nevertheless may treat such payment as meeting the
requirements of an ordinary and necessary business expense for purposes of § 162(a). A similar safe
harbor rule applies for entities other than C corporations, but only if the entity is a “specified passthrough entity.” A specified pass-through entity for this purpose is one that meets four requirements.
First, the entity must be a business entity other than a C corporation that is regarded for all federal
income tax purposes as separate from its owners under Reg. § 301.7701-3 (i.e., it is not singlemember LLC). Second, the entity must operate a trade or business within the meaning of § 162.
Third, the entity must be subject to a state or local tax incurred in carrying on its trade or business
that is imposed directly on the entity. Fourth, in return for a payment to a § 170(c) charitable
organization, the entity receives or expects to receive a state or local tax credit that the entity applies
or expects to apply to offset a state or local tax imposed upon the entity.

• C corporation example state and local income tax credit: A, a C corporation engaged in a
trade or business, makes a payment of $1,000 to a § 170(c) charitable organization. In
return for the payment, A receives or expects to receive a dollar-for-dollar state tax credit
to be applied to A’s state corporate income tax liability. Under the revenue procedure, A
may treat the $1,000 payment as meeting the requirements of an ordinary and necessary
business expense under § 162.
• C corporation example state and local property tax credit: B, a C corporation engaged in
a trade or business, makes a payment of $1,000 to an § 170(c) charitable organization. In
return for the payment, B receives or expects to receive a tax credit equal to 80 percent of
the amount of this payment ($800) to be applied to B’s local real property tax liability.
Under the revenue procedure, B may treat $800 as meeting the requirements of an ordinary
and necessary business expense under § 162. The treatment of the remaining $200 will
depend upon the facts and circumstances and is not affected by the revenue procedure. (In
other words, the $200 could be a charitable contribution deductible under § 170, or the
$200 could be a business expense deductible under § 162.)
• Specified passthrough example state and local excise tax credit: P is a limited liability
company (LLC) classified as a partnership for federal income tax purposes under Reg.
§ 301.7701-3 and is owned by individuals A and B. P is engaged in a trade or business
within the meaning of § 162 and makes a payment of $1,000 to a § 170(c) charitable
organization. In return for the payment, P receives or expects to receive a dollar-for-dollar
state tax credit to be applied to P’s state excise tax liability incurred by P in carrying on its
trade or business. Under applicable state law, the state’s excise tax is imposed at the entity
level (not the owner level). Under the revenue procedure, P may treat the $1,000 payment
as meeting the requirements of an ordinary and necessary business expense under § 162.
• Specified passthrough example state and local property tax credit: S is an S corporation
engaged in a trade or business and is owned by individuals C and D. S makes a payment
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of $1,000 to a § 170(c) charitable organization. In return for the payment, S receives or
expects to receive a state tax credit equal to 80 percent of the amount of this payment
($800) to be applied to S’s local real property tax liability incurred by S in carrying on its
trade or business. Under applicable state and local law, the real property tax is imposed at
the entity level (not the owner level). Under the revenue procedure, S may treat $800 of
the payment as meeting the requirements of an ordinary and necessary business expense
under § 162. The treatment of the remaining $200 will depend upon the facts and
circumstances and is not affected by this revenue procedure. (In other words, the $200
could be a charitable contribution deductible under § 170 by the owners of the specified
pass-through entity, or the $200 could be a business expense deductible at the entity level
under § 162.)
3. Standard deduction for 2019. Rev. Proc. 2018-57, 2018-49 I.R.B. 827 (11/15/18).
The standard deduction for 2019 will be $24,400 for joint returns and surviving spouses (increased
from $24,000), $12,200 for unmarried individuals and married individuals filing separately (increased
from $12,000), and $18,350 for heads of households (increased from $18,000).
E. Divorce Tax Issues
F. Education
1. Private elementary and secondary schools have a new incentive to raise tuition:
up to $10,000 per year can be withdrawn tax-free from § 529 accounts to pay it. The 2017 Tax Cuts
and Jobs Act, § 11032, amended Code § 529(c) by adding § 529(c)(7), which permits tax-free
distributions from § 529 accounts to pay “expenses for tuition in connection with enrollment or
attendance at an elementary or secondary public, private, or religious school.” The limit on
distributions for this purpose is $10,000 during the taxable year, which applies per student, not per
account. Thus, if a student is a designated beneficiary of more than one § 529 account, the student can
receive only $10,000 free of tax for this purpose in a given year regardless of whether the funds are
distributed from multiple accounts. This provision applies to distributions occurring after 2017.
a.Breaking news! “Elementary or secondary” school means kindergarten
through grade 12. Notice 2018-58, 2018-33 I.R.B. 305 (7/30/18). In this notice, the Service has
announced that Treasury and the Service intend to issue proposed regulations regarding § 529
accounts that will provide, pursuant to the 2017 enactment of new § 529(c)(7), that (1) tuition in
connection with a designated beneficiary’s enrollment or attendance at an elementary or secondary
public, private, or religious school constitutes a qualified higher education expense, and therefore
amounts can be withdrawn tax-free to pay it, but that such tax-free distributions are limited to a total
of $10,000 per year per designated beneficiary, regardless of whether the funds are distributed from
multiple § 529 accounts, and (2) the term “elementary or secondary” means kindergarten through
grade 12 as determined under state law, which is consistent with the definition set forth in
§ 530(b)(3)(B) for Coverdell education savings accounts. The notice also provides that the proposed
regulations will address the recontribution of refunded qualified higher education expenses, which
might occur, for example, if a student drops a class and receives a refund of tuition. Under
§ 529(c)(3)(D) (enacted by the 2015 PATH Act), the portion of a distribution that is refunded to an
individual who is the beneficiary of a § 529 account by an eligible educational institution is not
subject to income tax to the extent the refund is recontributed to a § 529 account of which that
individual is the beneficiary not later than 60 days after the date of the refund and does not exceed
the refunded amount. The proposed regulations will provide that the entire recontributed amount will
be treated as principal (rather than earnings), which is a rule of administrative convenience that
avoids certain complexities that otherwise would arise under the rules governing rollovers previously
set forth in Notice 2001-81, 2001-52 I.R.B. 617. The notice provides that taxpayers, beneficiaries,
and administrators of § 529 accounts can rely on this guidance before the proposed regulations are
issued.
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G. Alternative Minimum Tax
VI.

CORPORATIONS
A. Entity and Formation
B. Distributions and Redemptions
C. Liquidations
D. S Corporations
E. Mergers, Acquisitions and Reorganizations
F. Corporate Divisions
G. Affiliated Corporations and Consolidated Returns
H. Miscellaneous Corporate Issues

VII.

PARTNERSHIPS
A. Formation and Taxable Years
B. Allocations of Distributive Share, Partnership Debt, and Outside Basis
C. Distributions and Transactions Between the Partnership and Partners
D. Sales of Partnership Interests, Liquidations and Mergers
E. Inside Basis Adjustments
F. Partnership Audit Rules

1. Bye bye TEFRA! The Bipartisan Budget Act of 2015 § 1101, Pub. L. No. 114-74,
signed by the President on 11/2/15, made sweeping changes to the partnership audit rules. The TEFRA
rules (in §§ 6221-6231) and Electing Large Partnership rules (in §§ 6240-6242, 6245-6248, 62516252, and 6255) have been repealed and replaced in new §§ 6221-6223, 6225-6227, 6231-6235, and
6241, with an entity-level audit process that allows the Service to assess and collect the taxes against
the partnership unless the partnership properly elects out. The new rules will simplify the current
complex procedures on determining who is authorized to settle on behalf of the partnership and also
avoid the Service’s need to send various notices to all of the partners. Under the new provisions the
Service may reduce the potential tax rate assessed against the partnership to take into account factors
such as tax-exempt partners and potential favorable capital gains tax rates. The new rules should
significantly simplify partnership audits. As a result, the audit rate of partnerships might increase.
Although partnerships with 100 or fewer partners can elect out of the new rules, § 6221(b), such
election is not available if there is another partnership as a partner. Implementation of the new rules is
deferred; the new rules apply to partnership taxable years beginning after 12/31/17. Partnership
agreements should be amended to take into account these changes.
a.The early bird catches the worm (or is that eats the worm at the bottom of the
tequila bottle?). T.D. 9780, Election into the Partnership Audit Regime Under the Bipartisan Budget
Act of 2015, 81 F.R. 51795 (8/5/16). The Treasury and Service have promulgated Temp. Reg.
§ 301.9100-22T dealing with the time, form, and manner for making an election to have the new
partnership audit regime, §§ 6221-6223, 6225-6227, 6231-6235, and 6241, enacted in the Bipartisan
Budget Act of 2015, apply to returns filed for tax years beginning after 11/2/15 and before 1/1/18.
Under Temp Reg. § 301.9100-22T(b) an election to have the new partnership audit regime apply
must be made within 30 days of the date of the written notice from the Service that the partnership
return has been selected for examination. The election must be in writing, signed by the tax matters
partner, and must include the name, taxpayer identification number, address, and telephone number
of the individual who signs the statement, as well as the partnership’s name, taxpayer identification
number, and tax year to which the statement applies. The statement must include representations that
the partnership is not insolvent and does not reasonably anticipate becoming insolvent, the
partnership is not currently and does not reasonably anticipate becoming subject to a title 11
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bankruptcy petition, and the partnership has sufficient assets, and reasonably anticipates having
sufficient assets, to pay the potential imputed underpayment that may be determined during the
partnership examination. The election must designate the partnership representative (§ 6223). An
election may not be revoked without the Service’s consent. Temp. Reg. § 301.9100-22T(c) allows a
partnership that has not been issued a notice of selection for examination to make an election with
respect to a partnership return for the purpose of filing an administrative adjustment request under
§ 6227 (as amended); this election may only be made after 12/31/17. The temporary regulation is
effective on 8/5/16.
b.The “thawed” version of the centralized partnership audit rules is here, and
all 277 pages of the new rules still stink for partnerships and partners (but at least the regs didn’t
change much, and the Federal Register version is only 69 pages)! REG-136118-15, Centralized
Partnership Audit Regime, 82 F.R. 27334-01 (6/14/17). As we all know by now, effective for tax
years beginning after December 31, 2017, the old TEFRA partnership audit rules (in §§ 6221-6231)
and Electing Large Partnership rules (in §§ 6240-6242, 6245-6248, 6251-6252, and 6255) have been
repealed and replaced by a new “Centralized Partnership Audit Regime” contained in §§ 6221-6223,
6225-6227, 6231-6235, and 6241. The Service originally released proposed regulations under the
new regime in January 2017, but the Trump administration’s regulatory freeze forced those
regulations to be withdrawn just two days after they were released. The Treasury Department has
now reissued the proposed regulations in substantially the same form as the version released in
January. Only two minor changes were made from the original version of the proposed regulations
issued in January: (i) an example with respect to netting ordinary income and depreciation was
deleted (see the January version of Prop. Reg. § 301.6225-1(f) Ex. 3), and (ii) the portion of the
regulations seeking comments concerning tiered partnership “push-out” adjustments (discussed
below) was expanded. The scope and complexity of the new “Centralized Partnership Audit Regime”
preclude in-depth coverage here, but the high points are summarized below.
The Practical Effect. Virtually all partnership agreements (including, of course, most LLC
operating agreements) should be amended to reflect the new Centralized Partnership Audit Regime.
The new regime cannot be ignored because it fundamentally alters the obligations of the partnership
and the partners to each other and to the Service.

Overview. The new rules implement an entity-level audit process that allows the Service to
assess and collect the taxes from the partnership unless the partnership properly elects out of the regime
or properly “pushes out” the tax liability to its partners. Under the new centralized process, the Service
audits the partnership’s items of income, gain, loss, deduction, and credit, and the partners’ distributive
shares thereof, for a partnership’s taxable year (the “reviewed year”). Then, the Service sends the
partnership a “notice of proposed partnership adjustment” (“NOPPA”). See § 6221; Prop. Reg.
§ 301.6221(a)-1. Thereafter, the partnership has a 330-day period (subject to agreed-upon extensions)
to respond to the Service’s proposed adjustments, including the ability to request modifications
(discussed below) to any proposed tax liability imposed upon the partnership. Next, at the conclusion
of the audit process the Service sends a “final notice of partnership adjustment” (“FPA”) to the
partnership (the “adjustment year”). Absent filing a petition in the Tax Court, the tax liability (including
penalties) of the partners relating to the reviewed year must be satisfied by the partnership in the
adjustment year. See § 6231; Prop. Reg. § 301.6231-1. The partnership, not the partners, is liable for
any finally determined underpayment of tax (an “imputed underpayment” as defined by the
regulations) by the partners from the reviewed year even if those partners are not the same as the
partners in the adjustment year. See § 6225(a)-(b); Prop. Reg. 301.6225-1.
Modifications to Partnership Level Adjustment. Modifications to a proposed partnership-level
adjustment can be asserted by the partnership based upon mitigating factors (e.g., tax-exempt partners,
amended returns filed by partners from the reviewed year, lower tax rates applied to some partners,
etc.). To assert such modifications, the partnership must submit a “request for modification with respect
to a partnership adjustment” to the Service within 270 days (subject to consensual extension) of the
date of the NOPPA. See § 6225(c); Prop. Reg. § 301.6225-2. The purpose of allowing partnershipasserted modifications is to determine as accurately as possible the amount of tax owed by the partners
as a result of the partnership-level adjustment without requiring the Service to assess and collect the
tax separately from each partner (as was the case under TEFRA). Accordingly, as compared to TEFRA,
the new regime substantially eases the Service’s administrative burden with respect to partnership
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audits and collection of taxes, but correspondingly increases the administrative burden imposed upon
partnerships and their partners. Expect the audit rate of partnerships to increase under the new regime.
“Push-Out” Election. As an alternative to assessment and collection of tax from the
partnership, the partnership may elect to “push out” the imputed underpayment to the appropriate
partners from the reviewed year. The affected partners then become liable for the tax attributable to
the imputed underpayment rather than the partnership itself. The push-out election must be made by
the partnership representative within 45 days (not subject to extension) of the mailing of the final
partnership adjustment (“FPA”) under § 6231. See § 6226; Prop. Reg. § 301.6226-1.
Some Finer Points. Special rules govern the treatment of adjustments from a reviewed year
that do not result in an imputed underpayment and are therefore otherwise taken into account by the
partnership and the partners in the adjustment year. See Prop. Reg. § 301.6225-3. Moreover, the impact
of the adjustments on capital accounts and outside basis across reviewed years and adjustment years is
reserved under the proposed regulations. See Prop. Reg. § 301.6225-4. The new regime also imposes
tougher rules on partners who treat items inconsistently with the partnership’s treatment of such items.
See § 6222; Reg. § 301.6222-1.
Partnership Representatives. Unlike the familiar “tax matters partner” designation under
TEFRA, the new regime permits any person (even a non-partner) with a substantial presence in the
U.S. to be designated the “partnership representative” in the audit, assessment, and collection process.
The partnership representative is designated by the partnership for each tax year on its annual
information return (Form 1065). Moreover, any action taken by the partnership representative vis-àvis the Service is binding upon the partnership regardless of the partnership agreement or state law to
the contrary. See § 6223; Prop. Reg. §§ 301.6223-1, 301.6223-2.
Election Out of the New Regime for Small Partnerships. Partnerships with 100 or fewer
partners may elect out of the new regime, but not if the partnership has another partnership or certain
other flow-through entities as a partner, possibly including single-member LLCs (the effect of which
currently is unknown under the proposed regulations). Depending upon certain special rules, S
corporations may or may not disqualify a partnership from electing out of the new regime. See
§ 6621(b); Prop. Reg. § 301.6621(b)-1. Eligible partnerships that elect out of the new regime will
subject their partners to pre-TEFRA audit procedures (i.e., partners will be audited and assessed
separately and possibly inconsistently).
Pre-2018 Election Into the New Regime. The reissued proposed regulations do not affect the
ability of partnerships to elect into the new regime for tax years beginning before January 1, 2018, but
after November 2, 2015. See T.D. 9780, Election into the Partnership Audit Regime Under the
Bipartisan Budget Act of 2015, 81 F.R. 51795 (8/5/16).
c.Treasury has issued final regulations on electing out of the new partnership
audit regime. T.D. 9829, Election Out of the Centralized Partnership Audit Regime, 83 F.R. 4
(1/2/18). The Treasury Department and the Service have finalized, with some changes, the portion
of the proposed regulations that address electing out of the new Centralized Partnership Audit
Regime (REG-136118-15, Centralized Partnership Audit Regime, 82 F.R. 27334-01 (6/14/17).) Like
the proposed regulations, final Reg. § 301.6221(b)-1 provides that a partnership with 100 or fewer
partners that does not have certain kinds of partners can make an election not to be subject to the new
regime on the partnership’s timely filed return, including extensions, for the taxable year to which
the election applies. To constitute a valid election, the election must include all information required
by the Service in forms, instructions, or other guidance. This final regulation applies to partnership
taxable years beginning after December 31, 2017.
d.Technical corrections finally made early in 2018. The Consolidated
Appropriations Act, 2018, Pub. L. No. 115-141, Division U, Title II, §§ 201-207, (“CAA 2018”),
signed by the President on March 23, 2018, enacted a number of needed technical corrections to the
new partnership audit rules. In addition to purely technical corrections, the amendments enacted by
CAA 2018 clarify and expand the partnership items subject to the centralized partnership audit
regime to include items not reported on the partnership’s return (e.g., partner’s outside basis,
partner’s share of liabilities, etc.). The amendments also provide a new “pull-in” procedure, similar
to the “push-out” procedure already in the rules, whereby partners may pay their share of any
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partnership-level assessment without having to file an amended return. The amendments to the
centralized partnership audit regime made by CAA 2018 are effective for taxable years beginning
after December 31, 2017, as if enacted as part of The Bipartisan Budget Act of 2015. Moreover, the
technical corrections are consistent with previously issued Treasury regulations (see above)
concerning the new centralized partnership audit regime.
G. Miscellaneous
1. Nonowner contributions to the capital of partnerships and LLCs taxed as
partnerships are not excludable, and the common law contribution to capital doctrine is on life support
if not dead. The 2017 Tax Cuts and Jobs Act, § 13312, amended Code § 118 effective after December
22, 2017, such that nonshareholder contributions to the capital of corporations made by governmental
entities or civic groups no longer are excludable from the recipient corporation’s gross income.
Previously, such capital contributions were nontaxable, and they occasionally were made to incentivize
corporations either to locate in particular communities or to acquire or redevelop distressed property
in a community (or do both). In addition, the Conference Report accompanying the changes to § 118,
along with the cases summarized below, probably leads to the conclusion that similarly-motivated
capital contributions to noncorporate entities (i.e., partnerships and LLCs taxed as partnerships) no
longer are excludable from gross income (if they ever were), even though such contributions are
outside the purview of either old or amended § 118.
a.No good deed goes unpunished. Ginsburg v. United States, 136 Fed. Cl. 1
(1/31/18). In this decision, the Court of Federal Claims held that the State of New York’s payment
of approximately $1.8 million to an LLC (taxed as a partnership) to incentivize and reward
redevelopment of brownfield property is includable in the taxpayer-member’s gross income. The
taxpayer-owned 90% of an LLC taxed as a partnership for federal income tax purposes. The
taxpayer’s LLC participated in New York’s Brownfield Development Tax Credit program in
connection with acquiring an abandoned shoe factory in 2004 and eventually restoring it as a 134unit residential building by 2011. New York’s Brownfield Tax Credit program allows certain credits
against state income taxes based upon investment in qualifying brownfield property. Further, if the
credit is fully used by a taxpayer to offset applicable New York state income taxes, the excess of the
credit over the amount used against state income taxes is paid to the taxpayer. Accordingly, after
certifying that the taxpayer’s LLC had complied with the terms of the Brownfield Development Tax
Credit program, in 2013 New York paid the taxpayer’s LLC approximately $1.8 million in
satisfaction of the taxpayer’s excess credit amount. The taxpayer took the position on his 2013 federal
income tax return that his 90% allocable share of the $1.8 million payment was excludable from
gross income as a nontaxable capital contribution to the LLC. (New York law allowed exclusion of
the payment for New York income tax purposes.) Upon audit, the Service determined that the
payment constituted gross income to the LLC and thus to the taxpayer as part of his allocable share
of partnership income. This adjustment resulted in additional gross income to the taxpayer for 2013
and a corresponding underpayment of approximately $602,000. The taxpayer paid the underpayment,
filed a refund claim, and then brought this action in the Court of Federal Claims.

Analysis: Upon cross-motions for summary judgment, Court of Federal Claims (Judge Hodges)
agreed with the government that the $1.8 million constituted gross income to the taxpayer’s LLC and
thereby to the taxpayer. The government had argued, and the court agreed, that the payment was
includable by the broad terms of § 61(a) (gross income from whatever source derived) and that no
statutory exclusions or exceptions applied. The taxpayer argued unsuccessfully that the $1.8 million
payment was (i) a nontaxable contribution to the LLC’s capital, (ii) a nontaxable recovery of the LLC’s
investment in the Brownfield project owned by the LLC, or (iii) a nontaxable state “general-welfare”
grant to the LLC. The taxpayer acknowledged that under any of the above theories the taxpayer’s basis
in the brownfield project would be adjusted downward by the amount excludable. Judge Hodges
reasoned that, because the taxpayer could not point to an express provision of the Code to support his
nontaxable contribution to capital theory, no such exclusion applied. Furthermore, Judge Hodges
reasoned that the payment to the partnership could not be a recovery of the LLC’s investment in the
project because the payment came from a third party (the State of New York), not from the seller of
the property. Judge Hodges expressed the view that the recovery of capital doctrine applies only in the
context of buyers and sellers of “goods,” and in that context, a payment can be nontaxable as a purchase
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price adjustment. (We believe the court was wrong about basis recovery being limited to sales of
“goods.” Regardless, the taxpayer’s “recovery of investment” argument probably was not a winner
anyway. For instance, see the court’s analysis in Uniquest Delaware, discussed immediately below.)
Finally, Judge Hodges determined that New York’s payment to the taxpayer’s LLC did not qualify for
the “general-welfare” exclusion recognized in Rev. Rul. 2005-46, 2005-2 C.B. 120 (state disaster relief
grants) because the tax credit in question was not conditioned on a showing of need.
• The holding of the Court of Federal Claims regarding the unavailability of the
general welfare exclusion is consistent with the Tax Court’s holding in Maines v. Commissioner, 144 T.C.
123 (2015). In Maines, the Tax Court held that the refundable portions of certain New York targeted
economic development credits that remained after first reducing state tax liability were accessions to the
taxpayers’ wealth and were includable in gross income under § 61 for the year in which the taxpayers
received payment or, under the constructive receipt doctrine, were entitled to receive payment, even if
they elected to carry forward the credit. The Tax Court concluded that the taxpayers could not exclude the
payments under the general welfare exclusion because the payments were not conditioned on a showing
of need.
b.Yet again, no good deed goes unpunished. But perhaps there could have been
a workaround? Uniquest Delaware, LLC v. United States, 294 F. Supp. 3d 107 (W.D.N.Y. 3/27/18).
In this decision, the U.S. District Court for the Western District of New York held that a grant paid
by the New York State Empire State Development Corporation (which appears to have been a
government-funded corporation) to an LLC taxed as a partnership was not excludable from the
LLC’s gross income as a contribution to capital. The taxpayer in this case was the LLC (unlike
Ginsburg v. United States, 136 Fed. Cl. 1 (1/31/18), in which the taxpayer was a partner-member of
the LLC). The LLC, a TEFRA partnership, had two equal members, each of which was a disregarded
single-member LLC, that in turn were each wholly-owned by separate subchapter S corporations.
The case arose in connection with a TEFRA partnership audit of the LLC, a fact which was important
to the court’s ultimate decision (as explained further below). In 2009, the LLC received an $11
million grant from the New York State Empire State Development Corporation for the restoration of
a building in Buffalo. The original grant proposal expressly stated that “[t]here is no element of
compensation of specific, quantifiable or other services to the government agencies involved; the
grants contemplated by this offer are being offered solely for the purpose of obtaining an advantage
for the general community.” The LLC did not include the $11 million grant in its income on its
partnership tax return for 2009. During the audit and at Service Appeals, the Service asserted that
the $11 million grant was included in the LLC’s gross income in 2009 and ultimately issued an FPAA
accordingly. The taxpayer-LLC then sought judicial review of the FPAA in the U.S. District Court
for the Western District of New York.

Analysis: As in Ginsburg, the Service’s argument in this case was simple: § 61(a) requires
inclusion of the $11 million grant in gross income, and no exception or exclusion in the Code provides
otherwise. The taxpayer-LLC, similar to the taxpayer in Ginsburg, argued alternatively that the $11
million grant was either (i) excludable under the “common law contribution to capital doctrine” or
(ii) akin to a “rebate” that resulted in an adjustment to the taxpayer-LLC’s basis in the building, but
which was not includable in gross income. [As to this latter “rebate” argument, see Rev. Rul. 76-96,
1976-1 C.B. 23 (rebates paid by car manufacturers, but not the dealer who sold the car, are not income
but instead reduce the purchaser’s basis in the car). Rev. Rul. 76-96 has been suspended in part on
other grounds by Rev. Rul. 2005-28, 2005-1 C.B. 997.] Judge Wolford ruled against the taxpayer-LLC
with respect to both arguments. Regarding the taxpayer-LLC’s “common law contribution to capital
doctrine” argument, the court reasoned that the cases supporting the doctrine involved corporate
taxpayers only, and the holdings in these cases were codified by § 118 (the pre-TCJA version), which
expressly does not apply to noncorporate entities. Regarding the taxpayer-LLC’s “rebate” argument,
Judge Wolford ruled that the $11 million grant is distinguishable, stating “unlike a retail customer who
purchases a car with the knowledge that a rebate is forthcoming, [the taxpayer] purchased the [Buffalo
Building] and then subsequently sought and received the [$11 million grant]. Therefore, the [$11
million grant] cannot be considered a discount or reduction in the purchase price of the building.”
Indirect §§ 118/702 Argument: The taxpayer-LLC argued that, even if § 118 applies only to
corporations, the court should indirectly rule it applicable to resolve the dispute with the Service
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because the ultimate owners of the taxpayer-LLC were subchapter S corporations. The taxpayer further
argued in this regard that § 118 (pre-TCJA) would have allowed the S corporation members of the
taxpayer-LLC to exclude the grant from gross income. Therefore, the taxpayer-LLC argued, if the S
corporation members could have excluded the grant under § 118, then the grant ultimately should be
held nontaxable by virtue of § 702’s distributive share approach to partner-level income. With respect
to this final argument, Judge Wolford ruled that because TEFRA audit procedures treat the taxpayerLLC as an entity separate from its owners, the partner-level treatment by the ultimate owners of the
LLC was not within the court’s subject-matter jurisdiction. See § 6226(f) and American Boat Co., LLC
v United States, 583 F.3d 471, 478 (7th Cir. 2009) (“A court does not have jurisdiction to consider a
partner-level defense in a partnership-level proceeding.”)
Planning pointer: Had the subchapter S corporations first received the $11 million grant from New
York and then contributed the funds to the taxpayer-LLC as additional capital contributions, we believe
the grant would not have been taxable pursuant to the pre-TCJA version of § 118 and § 721,
respectively. On the other hand, perhaps the terms of the grant would not allow the funds to be paid to
the S corporation members because the acquisition and development was performed by the taxpayerLLC, not the S corporation members.
VIII.

EXEMPT ORGANIZATIONS AND CHARITABLE GIVING
A. Exempt Organizations

1. Congress shoots a probable NCAA “airball”: After TCJA, it will cost 21 percent
more to pay big-time, private school coaches like Coach K (Duke-$7.2M); but Wildcat fans celebrate
as Coach Calipari (Kentucky-$6.5M) gets an “assist” from Congress. Presumably believing that $1
million salaries at tax-exempt organizations are per se unreasonable, Congress decided to take a “shot”
(pun intended) at curtailing them under TCJA. Specifically, the 2017 Tax Cuts and Jobs Act, § 13602,
adds Code § 4960 to impose a 21 percent excise tax on “applicable tax-exempt organizations”
(“ATEOs”) and broadly-defined “related organizations” paying over $1 million annually to “covered
employees.” In addition to § 527 political organizations and § 521 farmers cooperatives, ATEOs
include the following two additional types of organizations: (i) those exempt from tax under § 501(a)
(most nonprofits, including churches, hospitals, and private schools); and (ii) those “with income
excluded from taxation under § 115(l)” (income of certain public utilities and income derived from
“any essential governmental function and accruing to a State or any political subdivision thereof”). A
“covered employee” is defined as any one of the five highest compensated employees of an ATEO
either (i) for the current taxable year or (ii) for any year beginning after December 31, 2016. Licensed
medical or veterinarian professionals, however, are excluded from the definition of “covered
employee.” New § 4960 is permanent and effective for taxable years beginning after 2017. Given that
many tax-exempt organizations have taxable years ending June 30 or October 31, many potentially
affected organizations will have time to either comply or attempt to avoid new § 4960.
a.The NCAA “airball.” Congress apparently thought that new § 4960 defined an
ATEO so that both public and private colleges and universities would have to pay the 21 percent
excise tax on compensation exceeding $1 million. The legislative history accompanying § 4960
states: “An [ATEO] is an organization exempt from tax under section 501(a), an exempt farmers’
cooperative, a Federal, State or local governmental entity with excludable income, or a political
organization.” See H.R. Conf. Rep. No. 115-466, at 492 (Dec. 15, 2017) (emphasis added). At least
one well-respected exempt organization scholar, however, has pointed out that, at least according to
the Service, “[i]ncome earned by a state, a political subdivision of a state, or an integral part of a
state or political subdivision of a state” is not taxable regardless of § 115, citing Rev. Rul. 87-2,
1987-1 C.B. 18. Instead, it is the Service’s position that public colleges and universities are not
taxable under our federalist system unless and until Congress enacts a specific statutory provision
subjecting such state-affiliated organizations to tax like § 511(a)(2)(B) (state colleges and
universities are subject to unrelated business income tax). See the blog post by Professor Ellen P.
Aprill here, and her full law review article on the subject: Ellen P. Aprill, The Integral, the Essential,
and the Instrumental: Federal Income Tax Treatment of Government Affiliates, 23 J. Corp. Law 803
(1997). The Service admits to Congress’s mistake in Notice 2019-9 (discussed below) by clarifying
that state colleges and universities generally are not subject to new § 4960; however, the Notice also
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takes the somewhat dubious position that if such organizations exclude any income from taxation
under § 115 or if they applied for and obtained exempt status under § 501(a), then they are subject
§ 4960 notwithstanding the fact that they are an integral part of state and local government. The
authors are not so sure the Service is on solid ground here, but we’ll see . . . .
b.And another thing … Churches are exempt from taxation under § 501(a) along
with hospitals and private schools. But we wouldn’t bet money that any church paying its pastor
more than $1 million annually is going to pay an excise tax under new § 4960 without a fight based
on the First Amendment. Ultimately, the church may lose such a fight because it is clear that churches
are subject to the unrelated business income tax of § 511, but if a church can pay its pastor $1 million
a year, it can pay a tax lawyer to litigate too.
c.Interim guidance on the § 4960 21 percent excise tax on applicable tax-exempt
organizations. Notice 2019-9, 2019-4 I.R.B. 403 (12/31/18). In this notice, the Service announced
that Treasury will issue proposed regulations under § 4960, the provision enacted by the 2017 Tax
Cuts and Jobs Act that imposes an excise tax at the highest rate in § 11 (currently 21 percent) on
“applicable tax-exempt organizations” (“ATEOs”) and broadly-defined “related organizations”
paying over $1 million annually to “covered employees.” The notice provides, in Q&A format,
extensive interim guidance on new § 4960. Until further guidance is issued, taxpayers may base their
positions upon a good faith, reasonable interpretation of § 4960, including its legislative history, to
comply with the requirements of the statute. The notice provides that the positions reflected in it
constitute a good faith, reasonable interpretation of the statute. The preamble to the notice describes
certain positions that will be regarded as not consistent with a good faith, reasonable interpretation
of the statutory language. Among other guidance, the notice provides in Q&A 5 that public
universities with Service determination letters recognizing their tax-exempt status under § 501(c)(3)
are ATEOs and therefore subject to § 4960, but “a governmental unit (including a state college or
university) that does not have a determination letter recognizing its exemption from taxation under
section 501(a) and does not exclude income from gross income under section 115(1) is not an ATEO”
and therefore is not subject to § 4960. Nevertheless, the notice provides that such a governmental
unit may be liable for the excise tax imposed by § 4960 if it is a related organization under
§ 4960(c)(4)(B) with respect to an ATEO.
2. Successful private colleges and universities really must be in the dog house
because, in addition to taxing them for highly-paid coaches, Congress has decided to tax their
endowments too! And, just to keep us on our toes, the legislative history says the statute turns on the
number of an institution’s “tuition paying” students, but § 4968 simply reads “students.” The 2017
Tax Cuts and Jobs Act, § 13701, adds § 4968 which imposes a new 1.4 percent annual excise tax upon
the net investment income of certain private colleges and universities and affiliated organizations with
endowments worth $500,000 or more per full-time student. The excise tax imposed by new § 4968 is
similar in many respects to the annual excise tax imposed upon private foundations under § 4940. In
particular, new § 4968 applies to an “applicable educational institution” which is defined as institution:
(i) that is an “eligible educational institution” as described in § 25A(f)(2) (which in turn refers to 20
U.S.C. § 1088); (ii) that has at least 500 students during the preceding taxable year more than 50
percent of which are in the U.S.; (iii) that is not described in the first section of § 511(a)(2)(B) (state
colleges and universities); and (iv) that has assets (other than assets used directly in carrying out the
institution’s exempt purpose) with an aggregate fair market value as of end of the preceding taxable
year of at least $500,000 per student. For this latter purpose, the number of students of an institution is
based on the daily average number of full-time students attending the institution, with part-time
students taken into account on a full-time student equivalent basis. Moreover, the legislative history of
new § 4968 states that the $500,000 per student figure should be calculated based upon “tuition paying”
students; however, the Senate Parliamentarian struck that language from § 4968 immediately before it
was passed by the House and Senate. Whether regulations can fill in the gap is anybody’s guess. New
§ 4968 is permanent and effective for taxable years beginning after 2017, again giving fiscal-year
private colleges and universities time to cope.
a.Maybe students negotiating for scholarships at private colleges and
universities now have a little more leverage. As originally passed late in 2017, new § 4968 taxed
private colleges and universities (and affiliates) with endowments worth $500,000 or more per
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“student” (as defined in the statute to account for full and part-time students); however, the legislative
history of new § 4968 stated that the $500,000 per student figure should be calculated based upon
“tuition-paying” students. The discrepancy between the statute and the legislative history was created
because the Senate Parliamentarian struck the “tuition-paying” language from § 4968 immediately
before the 2017 Tax Cuts and Jobs Act ultimately was passed by Congress. Thanks to the Bipartisan
Budget Act of 2018, § 41109, though, § 4968 is amended to include the “tuition-paying” modifying
language. Thus, only those private colleges and universities (and affiliates) with endowments worth
$500,000 or more per tuition-paying student will be subject to the new 1.4 percent annual excise tax.
b.Then again . . . maybe not! Notice 2018-55, 2018-26 I.R.B. 773 (06/08/18).
The Service has announced that proposed regulations under new § 4968 will determine “net
investment income” gains and losses of an “applicable educational institution” by reference to an
endowment asset’s fair market value as of December 31, 2017, not its historical adjusted basis (unless
historical adjusted basis is greater than fair market value as of December 31, 2017). This special rule
allowing an applicable educational institution to use the greater of (i) fair market value as of the end
of the taxable year of enactment of the statute or (ii) historical adjusted basis for purposes of
calculating net investment income is patterned after the approach taken in 1969 with respect to
private foundations subject to § 4940. See § 4940(c)(1) (greater of adjusted basis or fair market value
as of December 31, 1969). Therefore, net investment income of applicable educational institutions
subject to new § 4968 should be minimal for the next year or so. Notice 2018-55 further announces
that proposed regulations under new § 4968 (i) will take into account net investment losses only to
the extent of net investment gains (with no allowance for capital loss carryovers or carrybacks) and
(ii) will permit related organizations described in § 4968(d)(2) to consolidate gains and losses for
purposes of calculating net investment income. Notice 2018-55 also invites comments by September
6, 2018, regarding the to-be-proposed regulations under new § 4968.
3. The eleven-factor facts and circumstances test for political campaign activity by
tax exempts set forth in Rev. Rul. 2004-6 is neither unconstitutionally vague nor overbroad, at least on
its face. Freedom Path, Inc. v. Internal Revenue Service, 120 A.F.T.R. 2d 2017-5125 (N.D. Tex.
7/7/17). In this unreported decision from the U.S. District Court for the Northern District of Texas,
Judge Fitzwater upheld Rev. Rul. 2004-6, 2004-1 C.B. 328, as being neither unconstitutionally vague
nor overbroad on its face for purposes of determining impermissible political campaign activity by a
§ 501(c)(4) organization. Rev. Rul. 2004-6 sets forth an eleven-factor facts and circumstances test used
by the Service to determine whether certain activity by tax-exempt § 501(c)(3) or (c)(4) organizations
is impermissible political campaign activity. The Service preliminarily denied exempt § 501(c)(4)
status to Freedom Path, Inc. on the basis that its proposed activities were primarily political in nature.
Freedom Path then sued Lois Lerner and the Service before the Service even issued a final negative
determination letter to Freedom Path. The opinion in this case is the fourth ruling issued by Judge
Fitzwater in a series of claims made in this ongoing lawsuit against the Service and former Exempt
Organizations Director Lois Lerner alleging that conservative § 501(c)(4) groups had been targeted for
denial of tax-exempt status during the 2011-2012 election cycle. The specific issue in this case was
whether Rev. Rul. 2004-6 was unconstitutional on its face under either the First Amendment (free
speech) or Fifth Amendment (due process) for being vague or overbroad. Judge Fitzwater held that it
was not. The next and fifth ruling in this case almost certainly will be whether the eleven-factor test in
Rev. Rul. 2004-6 was applied in an unconstitutional manner by the Service to preliminarily deny
§ 501(c)(4) exempt status to Freedom Path, Inc. Stay tuned . . . .
a.Meanwhile, prompted by the Service, the Fifth Circuit has another idea how to
resolve the issue of the facial challenge to Rev. Rul. 2004-6. Freedom Path, Inc. v. Internal Revenue
Service, ___ F.3d ____ (5th Cir. 1/16/19) vacating and remanding 120 A.F.T.R. 2d 2017-5125 (N.D.
Tex. 7/7/17). On appeal of the narrow issue regarding whether Rev. Rul. 2004-6 is unconstitutional
on its face, the Fifth Circuit, in an opinion written by Judge Southwick, decided Freedom Path lacked
standing to sue. Freedom Path had made the same arguments before the Fifth Circuit as it had made
before Judge Fitzwater. Cleverly, though, the Service argued before the Fifth Circuit that Rev. Rul.
2004-6 technically was not applied to deny Freedom Path’s application for exempt status under
§ 501(c)(4). (The Service had not made this argument before Judge Fitzwater.) Rather, the Service
pointed out that the facts and circumstances test described in Rev. Rul. 2004-6 was considered by
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the Service, along with other authorities, as part of the decision to deny (c)(4) status to Freedom Path,
but the actual application of Rev. Rul. 2004-6 by its terms relates to determining an exempt
organization’s tax liability (if any) under § 527 (political organizations). Furthermore, argued the
Service, Freedom Path has no tax liability under § 527. Thus, the Service concluded, Rev. Rul. 20046 is not the source of the alleged injury to Freedom Path. The Fifth Circuit agreed with the Service’s
analysis and determined that Freedom Path did not have standing because its claim (i.e., denial of
(c)(4) status) was not “fairly traceable” to the text of Rev. Rul. 2004-6. Therefore, the Fifth Circuit
vacated Judge Fitzwater’s opinion (which had considered but rejected Freedom Path’s constitutional
challenge to Rev. Rul. 2004-6) and remanded the case to be dismissed for lack of jurisdiction. As
noted above, Freedom Path’s claim that it was unconstitutionally denied (c)(4) status (as opposed to
its claim that Rev. Rul. 2004-6 is unconstitutional on its face) remains subject to challenge by
Freedom Path and likely will be the next chapter in this story.
4. Oh goody! Changes to the UBTI rules too! The 2017 Tax Cuts and Jobs Act,
§§ 13702 and 13703, also made certain changes to the determination of unrelated business taxable
income (“UBTI”) with respect to tax-exempt organizations. Most tax-exempt organizations are subject
to federal income tax at regular rates (corporate rates for exempt corporations and trust rates for exempt
trusts) on net income (i.e., after permissible deductions) from a trade or business, regularly carried on,
that is unrelated to the organization’s exempt purpose (other than its need for revenue). Exceptions
exist for most types of passive, investment income as well as for narrow categories of other types of
income (e.g., thrift store sales). See §§ 511-514. The rationale behind the changes to the UBIT rules
was to put tax-exempt organizations on par with taxable organizations with respect to certain types of
compensation and fringe benefits. Because, however, disallowing deductions for fringe benefits such
as parking and transportation expenses (which is what the 2017 Tax Cuts and Jobs Act, § 13304(c),
did by adding § 274(a)(4)) does not work for exempt organizations which do not normally pay tax,
Congress did something weird. Specifically, Congress decided to arbitrarily increase an exempt
organization’s unrelated business income (even if such income was otherwise zero) by the value of the
fringe benefits the organization provides to employees. Sounds like a simple solution, right? Wrong!
See below.

Stop using good UBI money to chase bad UBI money! Under pre-TCJA law, if an exempt
organization had unrelated business income (“UBI”) from one activity, but unrelated losses from
another activity, then the income and losses could offset, meaning that the organization would report
zero or even negative UBI. Congress apparently doesn’t like this result, so under new § 512(a)(6)
income and losses from separate unrelated businesses no longer may be aggregated. This new UBI
provision is effective for taxable years beginning after 2017, thus giving fiscal year nonprofits some
time to plan. Moreover, under a special transition rule, unrelated business income net operating losses
arising in a taxable year beginning before January 1, 2018, that are carried forward to a taxable year
beginning on or after such date, are not subject to § 512(a)(6).
Congress doesn’t like using UBI to help fund fringe benefits, so when your organization’s highlycompensated employees are pumping iron at the charity’s free gym, you can pump up your UBI too.
Under new § 512(a)(7), an organization’s unrelated business taxable income is increased by the amount
of any expenses paid or incurred by the organization that are not deductible because of the limitations
of § 274 for (i) qualified transportation fringe benefits (as defined in § 132(f)); (ii) a parking facility
used in connection with qualified parking (as defined in § 132(f)(5)(C)); or (iii) any on-premises
athletic facility (as defined in § 132(j)(4)(B)). New § 512(a)(7) is effective for amounts paid or incurred
after 2017, so affected tax-exempt organizations need to deal with this change immediately. The
Service has granted some relief, though, in the form of Notice 2018-100, 2018-52 I.R.B. 1074
(12/10/18), discussed further below. Moreover, Notice 2018-100 clarifies that with respect to onpremises athletic facilities UBI is increased under § 512(a)(7) only if the benefits provided discriminate
in favor of highly-compensated employees.
Perhaps worth noting here: Because the TCJA reduced the top federal income tax rate on C
corporations to 21 percent, it likewise reduced to 21 percent the top rate on UBI of tax-exempt
organizations formed as nonprofit corporations, which are the vast majority. So, the news for taxexempts is not all bad.

Chapter 6
35 of 60

a.A tax law oxymoron: nonprofit trades or businesses. Huh? Notice 2018-67,
2018-36 I.R.B. 409 (8/21/18). Organizations described in §§ 401(a) (pension and retirement plans)
and 501(c) (charitable and certain other entities) generally are exempt from federal income taxation.
Nevertheless, §§ 511 through 514 impose federal income tax upon the “unrelated business taxable
income” (“UBTI”) of such organizations including for this purpose state colleges and universities.
The principal sources of UBTI are §§ 512 and 513 “unrelated trade or business” gross income (minus
deductions properly attributable thereto) and § 514 “unrelated debt-financed income” (minus
deductions), including a partner’s allocable share of income from a partnership generating UBTI.
Prior to TCJA, exempt organizations could aggregate income and losses from unrelated trades or
businesses before determining annual UBTI potentially subject to tax. Excess losses (if any) after
aggregating all UBTI-related items of an exempt organization created a net operating loss subject to
the rules of § 172. [See Reg. § 1.512(a)-1(a) prior to enactment of TCJA. After TCJA, § 172 permits
only carryforwards.] Effective for taxable years beginning after 2017, however, TCJA added new
§ 512(a)(6) to disaggregate unrelated trades or businesses of exempt organizations for purposes of
determining UBTI. Specifically, new § 512(a)(6) provides that for any exempt organization with
more than one unrelated trade or business: (1) UBTI must be computed separately (including for
purposes of determining any net operating loss deduction) for each such unrelated “trade or
business;” and (2) total annual UBTI is equal to (i) the sum of positive UBTI from each such separate
“trade or business” minus (ii) the specific $1,000 deduction allowed by § 512(b)(12). Under a special
transition rule, unrelated business income net operating losses arising in a taxable year beginning
before January 1, 2018 and carried forward to a taxable year beginning on or after such date, are not
subject to new § 512(a)(6).

Now we get to the crux of the matter. The logical result of new § 512(a)(6) is that every exempt
organization must segregate its unrelated trade or business income and losses for purposes of
determining its annual UBTI. Yet, Treasury and Service have never defined separate “trades or
businesses” for this purpose or, frankly, for any other federal income tax purpose. Further complicating
matters, TCJA also enacted a related subsection, new § 512(a)(7), that increases an exempt
organization’s UBTI by expenses for which a deduction is disallowed under certain provisions of
§§ 274 and 132 (specified transportation, parking, and athletic facility fringe benefits) unless the
expense is “directly connected with an unrelated trade or business which is regularly carried on by the
organization.” Thus, new § 512(a)(7) also requires identification of each unrelated “trade or business”
of an exempt organization, but § 512(a)(7) has the further deleterious effect of potentially creating
UBTI for an exempt organization that otherwise has no unrelated trade or business. In Notice 201867, Treasury and Service take the first step toward providing guidance with respect to both § 512(a)(6)
and (7) and delineating separate trades or businesses for UBIT purposes.
What’s in the Notice? Aside from requesting comments, Notice 2018-67 is lengthy (36 pages) and
contains thirteen different “SECTIONS,” ten of which address substantive, technical aspects of new
§ 512(a)(6) and (7). The high points are summarized below, but Notice 2018-67 is a must read for tax
advisors to § 501(c) organizations, state colleges and universities, and § 401(a) pension and retirement
plans, especially where those entities have UBTI from partnership interests they hold as investments.
To summarize:
1. General Rule. Until proposed regulations are published, all exempt organizations affected by
the changes to § 512(a)(6) and (7) may rely upon a “reasonable, good-faith interpretation” of
§§ 511 through 514, considering all relevant facts and circumstances, for purposes of
determining whether the organization has more than one unrelated trade or business. Because
of the way § 512(a)(6) operates, exempt organizations will be inclined to conclude that they
have only one unrelated trade or business, but that is not easy to do given the so-called
“fragmentation” principle of § 513(c) and Reg. § 1.513-1(b). For example, advertising income
earned by an exempt organization (e.g., National Geographic) from ads placed in the
organization’s periodical is UBTI even if subscription income is not UBTI. For an exempt
organization this general rule includes using a reasonable, good-faith interpretation when
determining: (a) whether to separate debt-financed income described in §§ 512(b)(4) and 514;
(b) whether to separate income from a controlled entity described in § 512(b)(13); and
(c) whether to separate insurance income earned through a controlled foreign corporation as
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described in § 512(b)(17). The use of the 6-digit code North American Industry Classification
System (“NAICS”) for segregating trades or businesses will be considered a reasonable, goodfaith interpretation until regulations are proposed.
2. Partnership Interests. In general, partnership activities are attributable to partners such that
holding a partnership interest can result in multiple lines of UBTI being considered allocable
to an exempt organization partner. Until proposed regulations are issued, however, exempt
organizations (other than § 501(c)(7) social clubs) may rely upon either of two rules for
aggregating multiple lines of UBTI from a partnership, including UBTI attributable to lowertier partnerships and unrelated debt-financed income:

• The “interim rule” that permits the aggregation of multiple lines of UBTI from an exempt
organization’s interest in a single partnership if the partnership meets either a “de minimis
test” or a “control test.” The de minimis test generally is met if the exempt organization
partner holds a 2 percent or less capital and profits interest in a partnership. The control
test generally is met if the exempt organization partner holds a 20 percent or less capital
interest in a partnership and does not have “control or influence” over the partnership.
Control or influence over a partnership is determined based upon all relevant facts and
circumstances. For purposes of determining an exempt organization’s percentage interest
in a partnership under the interim rule, partnership interests held by disqualified persons
(as defined in § 4958), supporting organizations (as defined in § 509(a)(3)), and controlled
entities (as defined in § 512(b)(13)(D)) must be considered.
• The “transition rule” that permits the aggregation of multiple lines of UBTI from an exempt
organization’s interest in a single partnership if the interest was acquired prior to August
21, 2018. For example, if an organization has a 35 percent interest in a partnership
[acquired] prior to August 21, 2018, it can treat the partnership as being in a single
unrelated trade or business even if the partnership’s investments generated UBTI from
various lower-tier partnerships that were engaged in multiple types of trades or businesses
(or, presumably, from debt-financed income).
3. IRC § 512(a)(7). Income under § 512(a)(7) [i.e., the UBIT increase for expenses not directly
connected with an unrelated trade or business regularly carried on by the organization and for
which a deduction is disallowed under certain provisions of §§ 274 and 132 (specified
transportation, parking, and athletic facility fringe benefits)] is not income from a trade or
business for purposes of § 512(a)(6). Thus, such UBIT appears to be entirely separate from
§ 512(a)(6) income and therefore not offset by any deductions or losses.
4. GILTI. An exempt organization’s inclusion of global intangible low-taxed income (“GILTI”)
under § 951A is treated as a dividend which is not UBTI (pursuant to § 512(b)(1)) unless it is
debt-financed (and thus included in UBIT under § 512(b)(4)).
b.Guidance on determining the increase to UBTI for employer-provided parking.
Notice 2018-99, 2018-52 I.R.B. 1067 (12/10/18). In this notice, the Service announced that Treasury
and the Service will issue proposed regulations under §§ 274 and 512 that will include guidance on
determining the calculation of increased unrelated business taxable income (UBTI) of tax-exempt
organizations that provide qualified transportation fringes (and also the nondeductible parking
expenses and other expenses for qualified transportation fringes provided by non-tax-exempt
employers). Until further guidance is issued, employers that own or lease parking facilities where
their employees park can rely on interim guidance provided in the notice to determine the increase
in the amount of UBTI under § 512(a)(7) attributable to nondeductible parking expenses. The
guidance in the notice for determining the increase in UBTI mirrors the guidance for determining the
nondeductible parking expenses of non-tax-exempt employers summarized earlier in this outline.
The notice explains that an increase to UBTI is not required “to the extent the amount paid or incurred
is directly connected with an unrelated trade or business that is regularly carried on by the
organization” because, in such a case, the expenses for qualified transportation fringes are disallowed
by § 274(a)(4) as a deduction in calculating the UBTI of the unrelated trade or business. The notice
confirms that the effect of the increase in UBTI can be to require a tax-exempt organization to file
Form 990-T, Exempt Organization Business Income Tax Return, if the organization’s gross income
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included in computing UBTI is $1,000 or more. The rules for determining the increase in UBTI are
illustrated by examples 9 and 10 in the notice.
c.Never had UBTI or paid estimated taxes thereon? Not to worry, says the IRS.
Notice 2018-100, 2018-52 I.R.B. 1074 (12/10/18). Prior to the enactment of § 512(a)(7), many if not
most § 501(c)(3) organizations had never reported UBTI or paid any unrelated business income tax
(“UBIT”) thereon. Organizations that owe UBIT are required to pay estimated taxes or suffer
penalties. See IRC § 6655(c) and (d)(1)(A). Furthermore, because these organizations have never
paid UBIT, they would not be eligible for the safe harbor exclusion for estimated taxes under
§ 6655(d)(1) (estimated payments equal to prior year’s UBIT). Accordingly, with new § 512(a)(7)
catching most tax-exempt organizations off guard, the Service has decided “in the interest of sound
tax administration” (in other words, to prevent another Boston Tea Party) to waive the penalty for
failure to make estimated UBIT payments for such exempt organizations. Note, however, the penalty
waiver is limited to “tax-exempt organizations that provide qualified transportation fringes (as
defined in § 132(f)) and any parking facility used in connection with qualified parking (as defined
in §132(f)(5)(C)) to an employee to the extent that the underpayment of estimated income tax results
from enactment of [§§ 13304(c) and 13703 of the 2017 Tax Cuts and Jobs Act].” Furthermore, the
relief is available only to a tax-exempt organization that was not required to file a Form 990-T (the
UBIT form) for the taxable year immediately preceding the organization’s first taxable year ending
after December 31, 2017. Notice 2018-100 does not address the possibility of estimated UBIT
payments attributable to discriminatory on-premises athletic facilities. To avail themselves of the
relief granted by the Notice, exempt organizations must write “Notice 2018-100” on the top of the
organization’s Form 990-T.
5. The Tax Court has held that referral fees paid to an exempt organization by a debt
collection firm are subject to UBIT because the fees were neither “royalties” nor for services
“primarily for the convenience” of the organization’s hospital-members. New Jersey Council of
Teaching Hospitals v. Commissioner, 149 T.C. No. 22 (12/20/17). The taxpayer was a § 501(c)(3) taxexempt supporting organization that facilitated the common charitable activities of its members. The
taxpayer’s members were tax-exempt teaching hospitals in New Jersey. The taxpayer’s revenue
consisted of annual dues paid by its hospital-members for educational programs and other healthcarerelated activities, as well as certain payments received from third parties that contracted with the
taxpayer and the taxpayer’s hospital-members. Essentially, the taxpayer would endorse certain third
parties providing services to hospitals, and if a hospital-member contracted with the third party, then
the taxpayer would receive specified payments from the third party. These third-party payments
derived from credit card programs, internet providers, research and polling services, equipment
maintenance firms, transportation providers, debt collection agencies, and group purchasing
arrangements. The Service audited the taxpayer for the years 2004 through 2007, and determined that
certain of the third-party payments received by the taxpayer constituted unrelated business income.
Specifically, the Service contended that payments received by the taxpayer from a debt-collection
agency and a group purchasing program during the years at issue were taxable as unrelated business
income. Accordingly, the Service determined that the taxpayer had a total UBIT deficiency of
approximately $820,000 attributable to the years 2004 through 2007. The taxpayer contended,
alternatively, that the payments from the debt collection agency were either “royalties” (excluded from
UBIT by § 512(b)(2)), or from an activity conducted “primarily for the convenience” of the taxpayer’s
hospital-members (excludable because under § 513(a)(2) such an activity is not considered an
unrelated trade or business). With respect to the payments received from the group purchasing
arrangement, the taxpayer did not argue the “royalty” exception applied, but the taxpayer did argue
that the “primarily for convenience” exception applied. The Tax Court (Judge Lauber) held for the
Service with respect to both types of payments. Regarding the taxpayer’s contention that the payments
from the debt collection agency were “royalties,” Judge Lauber pointed to the taxpayer’s agreement
with the agency. The agreement did not purport to license any part of the taxpayer’s intellectual
property and, in fact, was labeled a “Service Agreement.” Regarding the taxpayer’s contention that
even if the “royalty” exception did not apply, both the debt collection agency and group purchasing
payments should be excluded from UBIT as revenue from an activity conducted “primarily for the
convenience” of its hospital-members, Judge Lauber also agreed with the Service. Judge Lauber
determined, based upon examples in the regulations as well as prior judicial decisions, that the
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“convenience” exception is targeted toward minor revenue-producing activities conducted by taxexempt organization for the benefit of individual members, employees, students, patients, etc. of the
organization (e.g., on-campus bookstore, hospital pharmacy). Judge Lauber determined that the
“convenience” exception should not apply to a revenue-generating service that addresses needs of
institutional members of an exempt organization outside the core mission (in this case facilitating
undergraduate and graduate education in teaching hospitals and innovative, efficient healthcare
delivery) of the exempt organization. (In this latter regard, Judge Lauber cited several cases upholding
the Service’s position that payments made by insurance companies to trade associations whereby
members purchase insurance are UBIT.) Finally, Judge Lauber reasoned that even if the taxpayer was
correct that the payments from the debt collection agency and from the group purchasing arrangement
made such third-party services more affordable and thereby “convenient” for its hospital-members, the
taxpayer’s dominant motive for obtaining the payments (over $2.2 million from 2004 to 2007) was
revenue, not “primarily” for the convenience of its hospital-members.
6. The Service finalizes Form 1024-A for social welfare organizations to use to apply
for recognition of (c)(4) status and receive an Service determination letter. Rev. Proc. 2018-10, 20187 I.R.B. 355 (1/24/18). The Service has released a final version of Form 1024-A, Application for
Recognition of Exemption Under Section 501(c)(4) of the Internal Revenue Code. The new Form
1024-A may be used by (c)(4) “social welfare organizations” to apply for a determination letter from
the Service recognizing their exempt status. The new form is a byproduct of the controversy that arose
several years ago regarding § 501(c)(4) social welfare organizations. The Protecting Americans from
Tax Hikes Act of 2015 (Pub. L. No. 114-113, div. Q) (the PATH Act), addressed the controversy by
adding § 506 to the Code. Section 506 accomplished two objectives. Sections 506(a)-(d) require
purported § 501(c)(4) organizations to notify the Secretary of the Treasury (the Secretary) no later than
60 days after the organization is established. The Treasury and the Service subsequently promulgated
Form 8976 for this purpose; however, Form 8976 is merely a notification form. It is not a formal
application to the Service for recognition of exempt status under § 501(c)(4). In fact, unlike a
§ 501(c)(3) charitable organization (which uses Form 1023 to apply for recognition of exempt status),
a § 501(c)(4) social welfare organization is not required to apply to the Service for a determination
letter recognizing its exempt status, and many § 501(c)(4) organizations do not so apply. For those
§ 501(c)(4) organizations that do wish to apply, however, the PATH Act also added new § 506(f).
Section 506(f) permits (but does not require) § 501(c)(4) social welfare organizations to apply to the
Service for a determination letter recognizing the organization’s exempt status in a manner similar to
the mandatory process used for § 501(c)(3) charitable organizations. The final version of the Form
1024-A recently published by the Service was designed for this purpose, fulfilling the statutory
mandate of § 506(f). Note that additional requirements may apply to credit counseling organizations
seeking recognition of exempt status under § 501(c)(4). See § 501(q). Now that Form 1024-A is
finalized, § 501(c)(4) organizations no longer will use Form 1024 (which is used by other types of
§ 501(c) organizations except § 501(c)(3) organizations to apply for a determination letter recognizing
their exempt status.
7. Newman’s Own just got its “own” tax exemption so that we can continue to enjoy
delicious salad dressings, pizzas, and other food that makes both our tummies and our hearts feel good.
Newman’s Own is popularly known for donating 100 percent of its profits to charity. What many may
not have known, however, is that the ownership structure of Newman’s Own potentially subjected it
to an excise tax under the private foundation excess business holdings rules of § 4943. The Bipartisan
Budget Act of 2018, § 41110, remedies this problem by creating a new exception in § 4943(g) for
“independently-operated philanthropic business holdings” of private foundations. Although the new
exception is complicated and requires careful study by those potentially benefitting, it essentially
allows private foundations that have been bequeathed 100% of the voting interests in a business
enterprise to avoid the general rule of § 4943, which requires such business enterprises to be sold by
the private foundation within a 5- to 10-year period. To qualify, in addition to having been donated to
(not purchased by) the private foundation, the business enterprise generally must distribute 100 percent
of its annual profits to the owning foundation and must have an independent board of directors separate
from the board of the owning foundation. New § 4943(g) is effective for taxable years beginning after
December 31, 2017.
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8. Well, the Service doesn’t call it an “F” reorg, but that’s what tax-exempts can do
after this ruling. Rev. Proc. 2018-15 , 2018-9 I.R.B. 379 (02/08/18). Obsoleting Rev. Rul. 67-390 and
Rev. Rul. 77-469, the Service has ruled in Rev. Proc. 2018-15 that reincorporations, redomestications,
and certain other corporate restructurings involving exempt organizations do not require a new
application for exemption (Form 1023) by the surviving entity. Under Rev. Proc. 2018-15, a “corporate
restructuring” of a § 501(c) organization means “incorporation under the laws of a state,
reincorporation of a corporation incorporated under the laws of one state under the laws of a different
state, filing articles of domestication for a corporation incorporated under the laws of one state under
the laws of a different state, or a statutory merger of one corporation with and into another corporation.”
If a § 501(c) organization engages in such a corporate restructuring after January 1, 2018, and the
surviving organization is (1) a domestic business entity; (2) classified as a corporation under
§ 301.7701-2(b)(1) or (2); and (3) carries out the same purposes as the exempt organization that
engaged in the corporate restructuring, then it does not need to file a new exemption application (Form
1023) with the Service. Further, for § 501(c)(3) organizations (the most common type of tax-exempts
under § 501(c)), the articles of organization of the surviving organization must continue to meet the
organizational test of Reg. § 1.501(c)(3)-1(b), including § 1.501(c)(3)-1(b)(4) (regarding dedication of
assets to exempt purposes). Thus, qualifying incorporations, reincorporations, redomestications, and
mergers of most § 501(c) entities effectively are treated as “F” reorganizations, allowing the
organization to continue its exempt status merely by notifying the Service on the organization’s annual
Form 990. The organization’s tax identification number also remains the same. Finally, Rev. Proc.
2018-15 does not apply to any corporate restructuring in which (1) the restructuring organization or
the surviving organization is a disregarded entity, limited liability company, partnership, or foreign
business entity; or (2) the surviving organization obtains a new EIN.

• The Service’s prior published position along with limited case law
had held that any type of change in form (even mere reincorporation from one state to another) required a
§ 501(c)(3) organization to reapply to the Service (Form 1023) for recognition of the organization’s taxexempt status. See American New Covenant Church v. Commissioner, 74 T.C. 293 (1980) (unincorporated
association becomes a nonprofit corporation); Rev. Rul. 77-469, 1977-2 C.B. 196 (same); Rev. Rul. 67390 (describing four distinct transactions—incorporation of an exempt trust, incorporation of an exempt
association, reincorporation by Act of Congress, and reincorporation from one state to another—all
requiring new applications for exempt status). Recent private letter rulings indicated that the Service was
reconsidering its position. See PLR 201426028 (06/27/14) (legislatively mandated, intrastate conversion
from “public nonprofit corporation” status to “nonprofit corporation” does not require reapplication for
exemption); PLR 201446025 (08/20/14) (a reincorporation or “redomestication” of an exempt, nonprofit
corporation from one state to another does not require reapplication for exemption).
9. Taxpayer’s healthcare consulting nonprofit diagnosed as terminal under IRC
§ 501(c)(3). Abovo Found., Inc. v. Commissioner, T.C. Memo 2018-57 (4/30/18). Based upon the facts
set forth in its application for exempt status (IRS Form 1023) and the administrative record, the Tax
Court (Judge Foley) holds that the taxpayer, a Texas nonprofit corporation, failed the operational test
and thus cannot qualify as tax-exempt under § 501(c)(3). Although the taxpayer met the requirements
of the organizational test under § 501(c)(3) (i.e., the taxpayer had the proper § 501(c)(3) restrictive
language in its articles and bylaws), a § 501(c)(3) also must meet an operational test to be exempt. Part
of the operational test requires that an organization operate primarily for exempt purposes, and that no
part of the organization’s net earnings inure to the benefit of any private individual. The taxpayer
disclosed in its Form 1023 that it planned to hire Dr. Okonkwo — a military veteran, medical doctor,
and board-certified expert in patient safety and risk management — as President and taxpayer’s sole
employee to deliver quality-management and patient-safety consulting services on behalf of the
taxpayer. The taxpayer argued that its operations would “lessen the burdens of government” and thus
should qualify as exempt. The taxpayer’s Form 1023 and the administrative record, however, disclosed
that Dr. Okonkwo would be paid a market rate for his services (i.e., a $217,000 salary plus an annual
bonus of up to $100,000). Furthermore, no facts in the record demonstrated that the taxpayer would
act on behalf of or otherwise lessen the burdens of government. Instead, Judge Foley determined that
the taxpayer would (i) serve as a “facade for Dr. Okonkwo’s consulting activities;” (ii) help him
develop his “business relationships;” (iii) further his consulting career as a board-certified expert in
patient safety and risk management; and (iv) potentially confer a private benefit on him of annual
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compensation in excess of $300,000. As a result, Judge Foley denied the taxpayer exempt status under
§ 501(c)(3).
10. Has so-called “dark money” become virtually invisible (except to the Service, of
course)? Rev. Proc. 2018-38, 2018-31 I.R.B. 280 (07/16/18). Oversimplifying a bit for the sake of
convenience, since 1969 § 6033(b)(5) has required § 501(c)(3) organizations to disclose on their
annual information returns (Forms 990) certain contributions as well as “the names and addresses of
[the organization’s] substantial contributors” for the year. Section 507(d)(2) defines a “substantial
contributor” as any person contributing $5,000 or more to an organization if such amount is greater
than 2 percent of the total contributions to the organization during the taxable year. Section 1.6033-2
of the regulations extended this disclosure requirement to other types of organizations exempt under
§ 501(a), including § 501(c)(4) “social welfare” organizations and § 501(c)(6) “trade associations.” In
particular, some § 501(c)(4) social welfare organizations have been created and funded to engage in
lobbying and political campaign activity that is prohibited to § 501(c)(3) organizations. This use of
§ 501(c)(4) organizations has been termed “dark money” by some and is controversial. Although the
names and addresses of “dark money” contributors were supposed to be redacted on the organization’s
Form 990 made publicly available by the Service pursuant to § 6104(b), some inadvertent disclosures
have occurred. Reportedly, a few of the largest organizations impacted have been entities affiliated
with the National Rifle Association, the U.S. Chamber of Commerce, and Americans for Prosperity,
the latter being tied to billionaires Charles and David Koch. See R. Rubin, “U.S. Treasury Restricts
Donor Disclosure Requirement for Some Nonprofit Groups,” Wall St. J. (July 16, 2018). After Rev.
Proc. 2018-38, though, substantial contributors’ names and addresses are no longer required to be
disclosed on a non-(c)(3) organization’s annual Form 990. As stated in the revenue procedure, “The
Service does not need personally identifiable information of [such] donors to be reported . . . in order
for it to carry out its responsibilities. The requirement to report such information increases compliance
costs for some private parties, consumes Service resources in connection with the redaction of such
information, and poses a risk of inadvertent disclosure of information that is not open to public
inspection.” The reporting changes announced by Rev. Proc. 2018-38 are effective for taxable years
ending on or after December 31 2018. Notwithstanding this relief from disclosure granted to § 501(a)
organizations other than (c)(3)s, Rev. Proc. 2018-38 states that the affected organizations must
maintain donor information in the organization’s books and records in case such information is
requested by the Service.
B. Charitable Giving
1. Taxpayers have a greater ability to deduct charitable contributions for relief efforts
in areas affected by Hurricanes Harvey, Irma, or Maria. The Disaster Relief and Airport and Airway
Extension Act of 2017 (“2017 Disaster Relief Act”), Pub. L. No. 115-63, was signed by the President
on September 29, 2017. Section 504(a) of the 2017 Disaster Relief Act provides special rules for
charitable contributions for the benefit of victims of Hurricanes Harvey, Irma, or Maria. Normally, the
limit that applies to the deduction for most charitable contributions by individuals is 50 percent of the
taxpayer’s contribution base, which, generally speaking, is adjusted gross income. Lower limits can
apply depending on the type of recipient and the type of property contributed. The limit that applies to
the deduction for most charitable contributions by corporations generally is 10 percent of taxable
income. Contributions that exceed these limits generally can be carried forward five years. The
legislation provides that “qualified contributions” by an individual are not subject to the normal limits,
and instead are allowed up to the amount by which the taxpayer’s contribution base (AGI) exceeds the
other charitable contributions the taxpayer makes, i.e., those subject to the normal limit. In effect, this
permits individual taxpayers to deduct qualified contributions up to 100 percent of the taxpayer’s
contribution base (AGI) after taking into account other charitable contributions. Further, qualified
contributions are not subject to the normal overall limit on itemized deductions of § 68. For
corporations, the limit on qualified contributions is the amount by which the corporation’s taxable
income exceeds the corporation’s other charitable contributions, i.e., the corporation can deduct
qualified contributions up to 100 percent of taxable income after taking into account other charitable
contributions. Qualified contributions by an individual or a corporation that exceed the relevant limit
can be carried forward five years. A qualified contribution is defined as a charitable contribution (as
defined in § 170(c)) that meets three requirements: (1) the contribution must be paid in cash to an
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organization described in § 170(b)(1)(A) during the period from August 23 through December 31,
2017, for relief efforts in the Hurricane Harvey disaster area, Hurricane Irma disaster area, or Hurricane
Maria disaster area, (2) the taxpayer must obtain from the organization a contemporaneous written
acknowledgment that the contribution was used (or will be used) for such relief efforts, and (3) the
taxpayer must elect the application of this special rule. For partnerships or S corporations, the election
is made separately by each partner or shareholder. The legislation does not specify the manner of
making the election. Presumably, taking the deduction on the return will constitute an election.
a.Congress has enacted a similar increase in the limit on deductions for charitable
contributions towards relief efforts in areas affected by California wildfires. The Bipartisan Budget
Act of 2018, § 20104(a) of Division B, provides that “qualified contributions” by an individual are
not subject to (1) the normal limits on charitable contributions, and instead are allowed up to 100
percent of the taxpayer’s contribution base (AGI) after taking into account other charitable
contributions, and (2) are not subject to the normal overall limit on itemized deductions of § 68. For
corporations, the limit on qualified contributions is 100 percent of taxable income after taking into
account other charitable contributions. Qualified contributions by an individual or a corporation that
exceed the relevant limit can be carried forward five years. A qualified contribution is defined as a
charitable contribution (as defined in § 170(c)) that meets three requirements: (1) the contribution
must be paid in cash to an organization described in § 170(b)(1)(A) during the period from October
8, 2017, through December 31, 2018, for relief efforts in the California wildfire disaster area, (2) the
taxpayer must obtain from the organization a contemporaneous written acknowledgment that the
contribution was used (or will be used) for such relief efforts, and (3) the taxpayer must elect the
application of this special rule. For partnerships or S corporations, the election is made separately by
each partner or shareholder.
• This provision may have little effect for most individuals for two
reasons. First, beginning in 2018, many more individuals will take the increased standard deduction
enacted as part of the 2017 Tax Cuts and Jobs Act and will not itemize their deductions on Schedule A of
Form 1040. Second, pursuant to the 2017 Tax Cuts and Jobs Act, the § 68 overall limit on itemized
deductions does not apply to taxable years beginning after 2017 and before 2026.
2. Provisions of the 2017 Tax Cuts and Jobs Act that affect charitable contributions.
a.If the legislation does not cause you to take the standard deduction, you can
deduct even more of your cash contributions to public charities. The 2017 Tax Cuts and Jobs Act,
§ 11023, added new Code § 170(b)(1)(G) and redesignated existing § 170(b)(1)(G) as
§ 170(b)(1)(H). New § 170(b)(1)(G) increases the limit that applies to the deduction of certain
charitable contributions by individuals. Prior to the Tax Cuts and Jobs Act, the limit on the deduction
for charitable contributions that an individual made to a public charity or certain other organizations
was 50 percent of the individual’s contribution base, which, generally speaking, is adjusted gross
income. The legislation increased this percentage to 60 percent for cash contributions that an
individual makes to public charities and certain other organizations specified in § 170(b)(1)(A). Any
contribution that exceeds this limit can be carried forward to each of the succeeding five years. This
increased limit applies to taxable years beginning after 2017 and before 2026.
b.If you don’t get a contemporaneous written acknowledgment for your
charitable contribution over $250, the donee charity no longer can bail you out with an amended
Form 990. Plus, Treasury and the Service can check at least one regulatory project off the “to do”
list. Under Code § 170(f)(8), a taxpayer’s charitable contribution of $250 or more is disallowed
unless the taxpayer obtains a “contemporaneous written acknowledgment” (“CWA”) of the
contribution from the charity indicating whether the charity provided any good or service (and an
estimate of the value of any such good or service) to the taxpayer in consideration for the
contribution. On the other hand, § 170(f)(8)(D) provides an exception to the CWA requirement if the
donee charity files a return, on such form and in accordance with such regulations as the Secretary
may prescribe, that includes the same content. Yet, the Service’s position (which has been upheld 83-6 by the Tax Court in a reviewed opinion by Judge Lauber) has been that the § 170(f)(8)(D)
exception is not available unless and until the Treasury Department and the Service issue final
regulations implementing the exception, which to date they have not done. See, e.g., 15 West 17th
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Street LLC v. Commissioner, 147 T.C. No. 19 (12/22/16). The 2017 Tax Cuts and Jobs Act, § 13705,
permanently repealed § 170(f)(8)(D) effective for taxable years beginning after December 31, 2016.
c.No more charitable contribution deduction for 50-yard line seats! Normally, a
taxpayer who receives a substantial return benefit for a payment to a charity (e.g., admission to the
museum) cannot claim a charitable contribution deduction for the payment. Under pre-TCJA law,
though, special rules applied to certain payments to colleges and universities in exchange for rights
to purchase preferred tickets or seating at athletic events. These special rules (§ 170(l)) generally
permitted the taxpayer to treat 80 percent of a payment to a college or university as a charitable
contribution even when preferred seating or ticket rights were granted in exchange if (i) the amount
was paid to or for the benefit of a school with a regular faculty and curriculum and meeting certain
other requirements; and (ii) such amount would have been allowable as a charitable contribution
deduction but for the fact that the taxpayer received (directly or indirectly) as a result of the payment
the right to purchase tickets for seating at the school’s athletic events. The 2017 Tax Cuts and Jobs
Act, § 13704, permanently amended § 170(l) so that no charitable contribution deduction is allowed
with respect to payments for the right to purchase tickets or seating at a school’s athletic events. The
amendment to § 170(l) is effective for contributions made in taxable years beginning after 2017.
3. Used underwear is just not worth what it “used” to be! T.D. 9836, Substantiation
and Reporting Requirements for Cash and Noncash Charitable Contribution Deductions, 83 F.R. 36417
(7/30/18). The Treasury Department and the Service have finalized, with only minor changes, proposed
regulations (which addressed the deductibility of “good condition” but used clothing and other
household items, among other things) (REG-140029-07, Substantiation and Reporting Requirements
for Cash and Noncash Charitable Contribution Deductions, 73 F.R 45908 (8/7/8)) regarding
substantiation and reporting requirements for cash and noncash charitable contributions. The proposed
and now final regulations [principally, Reg. §§ 1.170A-15 through 1.170A-18] reflect the enactment
of certain provisions of the American Jobs Creation Act of 2004 [§ 170(f)(11) and (12)] and the
Pension Protection Act of 2006 [§ 170(f)(16) and (17)]. Section 170(f) contains numerous limitations
on the charitable contribution deduction with respect to donations of certain items of property (e.g.,
remainder interests, partial interests, insurance policies, used vehicles, stuffed animals, used clothing
and household goods, etc.). Complicating matters further, § 170 also contains three distinct subsections
[§ 170(f)(8), (11), and (17)] pertaining to substantiation and recordkeeping requirements for both cash
and “noncash” (i.e., property) contributions. The proposed and now final regulations attempt to clarify
and reconcile several of the foregoing limitations in § 170 with the distinct substantiation and
recordkeeping rules in § 170. The five major changes from the proposed regulations (REG-14002907) are as follows. One, due to the Tax Court’s decision in Crimi v. Commissioner, T.C. Memo 201351 (reasonable-cause is inherently facts and circumstances specific), the final regulations do not
provide a standard for a “reasonable-cause” excuse for failure to meet the substantiation requirements.
Two, when substantiating noncash contributions that exceed $500, a donor can treat similar items
contributed during the tax year as one property. Three, the substantiation requirements apply to
carryover years as well as the year of donation. Four, if a Form 8323 is required in connection with a
donation, the appraiser’s taxpayer identification number (or EIN of the appraiser’s business) must be
included. Lastly, the final regulations clarify that a completed Form 8323 does not substitute for any
required contemporaneous written acknowledgment. Thankfully, no changes were made to the rules
regarding donations of used clothing, so we can continue to take a deduction (albeit small) for
donations of old underwear. The final regulations are effective for contributions made after July 30,
2018. For further details, read on.

Cash or Monetary Contributions. Reg. § 1.170A-15 provides that the substantiation requirements
of § 170(f)(17) regarding cash or monetary contributions of less than $250 may be met if the taxpayer
has one of two items: (i) a “bank record” (a monthly bank statement with a photocopy or image
obtained from the bank of the front of the check indicating the name of the charity, or a credit card
statement for contributions made via credit card), or (ii) a “written communication” (essentially, a
receipt) from the charity showing the name of the charity, the date of the contribution, and the amount
of the contribution. Separate contributions of less than $250 made during a year are not aggregated for
this purpose. See Reg. § 1.170a-13(F)(1). Notwithstanding the foregoing, a written communication is
not required to substantiate contributions of less than $250 to certain charitable trusts (see Reg.
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§ 1.170A-15(g)); however, if the contribution is $250 or more, a “contemporaneous written
acknowledgment” (see below) from the charitable trust apparently is required. Further, a written
communication from a charity is not necessary to substantiate unreimbursed, out-of-pocket” expenses
of less than $250 incurred incident to the rendition of services to a charitable organization; however,
taxpayers must maintain records of such expenses. For cash or monetary contributions of $250 or
more, pursuant to § 170(f)(8), the minimal “bank record” or “written communication” requirement
must be met plus the donor must have a so-called “contemporaneous written acknowledgment” from
the charity indicating the name of the donor, whether the charity provided goods or services in
exchange for the contribution, and the amount of the contribution. The contemporaneous written
acknowledgment may be electronic and, in general, is “contemporary” if it is delivered to the taxpayer
before the taxpayer files a return for the year of the contribution. Further, the contemporaneous written
acknowledgment may substitute for the minimal “written communication” requirement for cash or
monetary contributions under $250 (and, as a practical matter, almost always will be provided in lieu
of a receipt) if it also shows the date of the contribution. For unreimbursed “out of pocket” expenses
of $250 or more, a donor may meet the substantiation requirement by having a written record of each
such expense and a contemporaneous statement by the charity describing the services and indicating
whether goods or services were provided to the taxpayer in return for the expense. A contribution made
by payroll deduction may be substantiated by (i) a pay stub, Form W-2, or other document furnished
by the employer that sets forth the amount withheld during the taxable year for payment to a charity,
together with (ii) a pledge card or other document prepared by or at the direction of the charity that
shows the name of the organization.
Noncash Contributions. Reg. § 1.170A-16 provides that for noncash contributions of less than
$250, a taxpayer must substantiate the deduction with a “written communication” (essentially, a
receipt) from the charity showing the name and address of the charity, the date of the contribution, and
an adequate description of the property (see Reg. § 1.170A-16(a)(iii) for what is considered
“adequate,” especially for securities). If obtaining a written communication from the charity is
impractical (such as for contributions made at unattended drop sites), then a taxpayer must substantiate
the donation with “reliable written records” (generally, the same information as a charity-provided
receipt, but see Reg. § 1.170A-16(a)(2) for details). For noncash contributions of $250 or more up to
$500, the taxpayer must substantiate such contributions with a contemporary written acknowledgment
from the charity. For noncash contributions of more than $500 but not more than $5,000, substantiation
requires a contemporaneous written acknowledgment plus a properly completed Form 8283 (Section
A) (which requires detailed information concerning the property contributed, including the taxpayer’s
cost or other basis in the property). For noncash contributions of more than $5,000, substantiation
requires a contemporaneous written acknowledgment, a “qualified appraisal” prepared by a “qualified
appraiser,” and a properly completed Form 8283 (Section B); however, a qualified appraisal is not
required for publicly-traded securities and certain other readily-valuable property. See Reg. § 1.170A16(d)(2). For noncash contributions of more than $500,000, substantiation requires that all of the above
requirements be met plus the qualified appraisal must be attached to the taxpayer’s return claiming the
deduction.
Qualified appraisal and qualified appraiser. Reg. § 1.170A-17 sets forth the detailed requirements
for a “qualified appraisal” and a “qualified appraiser.” These requirements did not change significantly
from those set forth in the proposed regulations; however, in order to provide appraisers with a
reasonable amount of time to meet new education and experience requirements, the final regulations
under § 1.170A-17 apply only to contributions made after January 1, 2019.
4. Want to take a charitable contribution deduction? Check this out first! Rev. Proc.
2018-32, 2018-23 I.R.B. 739 (5/16/18). Rev. Proc. 2018-32 modifies and supersedes Rev. Proc. 81-6,
1981-1 C.B. 620; Rev. Proc. 81-7, 1981-1 C.B. 621; Rev. Proc. 89-23, 1989-1 C.B. 844; and Rev.
Proc.2011-33, 2011-25 I.R.B. 887, and combines them into one revenue procedure to provide more
easily accessible guidance to grantors and contributors to tax-exempt organizations on deductibility
and reliance issues. There is nothing drastically new in Rev. Proc. 2018-32. Rather, it consolidates
prior guidance into one document relating to several subjects relevant to grantors and contributors to
tax-exempt organizations and provides non-substantive modifications and changes throughout for
clarity and readability purposes. The subjects covered in Rev. Proc. 2018-32 include:
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• The extent to which grantors and contributors may rely on the listing of an organization in the
Service’s databases for purposes of determining whether the grants or contributions to such
organizations may be deductible under § 170, and for certain other purposes.
• Safe harbors for determining that a grantor’s or contributor’s grant or contribution will not
cause the grantor or contributor to be considered to be responsible for, or aware of, an act that
results in an organization’s loss of public charity classification and for determining that a grant
or contribution is considered an unusual grant.
• Modifications made in the transition from the use of Publication 78 to the use of the Service’s
database.
• Changes to regulations eliminating the advance ruling process and changing the computation
period for determining public support for organizations classified under §§ 170(b)(1)(A)(vi)
and 509(a)(1) or under § 509(a)(2).
5. Deduction for charitable contribution of façade easement denied to long-term
lessee of building. Harbor Lofts Associates v. Commissioner, 151 T.C. No. 3 (8/27/18). The Tax Court
has held that a taxpayer with a long-term lease of two historic buildings was not entitled to a charitable
contribution deduction for donating façade easements over the buildings to a historical preservation
organization. The taxpayer was a partnership that had leased the buildings for a 47-year term from the
fee owner, the Economic Development & Industrial Corporation of Lynn (“EDIC”), a public
corporation authorized under Massachusetts law. The 47-year lease between the taxpayer and EDIC
made the taxpayer responsible for all insurance, utility, maintenance, and other costs associated with
occupying the buildings and entitled the taxpayer to a portion of any proceeds if the land and buildings
were taken under eminent domain. The taxpayer-lessee and EDIC jointly contributed the façade
easement to the historical preservation organization in December of 2009. The taxpayer then claimed
a charitable contribution deduction of almost $4.5 million on its 2009 return. On audit, the Service
challenged the claimed charitable contribution deduction arguing that, although the façade easement
may have been “granted in perpetuity” by EDIC, the taxpayer’s contribution of a façade easement
essentially was a waiver of the taxpayer’s “time-limited” contract rights. Thus, the taxpayer did not
make a contribution of a “qualified real property interest” as required by § 170(h)(2)(C). In response,
the taxpayer argued that by jointly contributing the façade easement with the fee owner, EDIC, the
“granted in perpetuity” requirement was met and that the taxpayer’s long-term leasehold interest in the
façade of the buildings coupled with EDIC’s fee interest equated with a “qualified real property
interest.” Moreover, the taxpayer argued that it should be treated as the equitable and tax owner of the
buildings due to the nature of the long-term lease. The Tax Court (Judge Buch) denied the taxpayer’s
charitable contribution deduction. Judge Buch concluded that, under Massachusetts law, the taxpayer
held only a leasehold interest, not a fee interest, and that Massachusetts law characterized the
taxpayer’s leasehold interest as personal property. Judge Buch further reasoned that the taxpayer’s
leasehold was a personal property right, not a “qualified real property interest” within the meaning of
§ 170(h)(2)(C). Judge Buch also determined that, regardless, the taxpayer was incapable of granting a
perpetual restriction over the façade of the buildings because the taxpayer did not hold perpetual rights.
Judge Buch distinguished the facts in this case from one in which tenants-in-common grant deductible
conservation easements due to the fact that EDIC and the taxpayer were not tenants in common, but
rather lessor and lessee under Massachusetts law. Finally, Judge Buch ruled that, even if the taxpayer
were considered the equitable owner of the buildings for federal income tax purposes, the façade
easement granted by the taxpayer was not a “grant in perpetuity” because it was limited by the 47-year
term of the lease.
6. Late breaking in 2018: In case you still don’t get it, the Service does not like
charitable contribution deductions for conservation easements and keeps winning. PBBM Rose Hill,
Ltd. v. Commissioner, 900 F.3d 193 (5th Cir. 9/14/18); Pine Mountain Preserve, LLLP v.
Commissioner, 151 T.C. No. 14 (12/27/18).
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IX.

TAX PROCEDURE
A. Interest, Penalties, and Prosecutions

1. A majority of the Tax Court refuses to call a procedural foot-fault on the Service,
but not all the judges see it that way. Graev v. Commissioner, 147 T.C. No. 16 (11/30/16). The
taxpayers had claimed a charitable contribution deduction for the donation of a facade conservation
easement that ultimately was disallowed by the Tax Court (140 T.C. 377 (2013)). The Service
examining agent determined that the taxpayers were liable for the § 6662(h) 40 percent gross valuation
misstatement penalty, and he prepared a penalty approval form for which he obtained written approval
from his immediate supervisor. On that form only the § 6662(h) 40 percent penalty was asserted. The
agent prepared a notice of deficiency that included the 40 percent penalty. However, before the notice
of deficiency was issued, a Chief Counsel attorney reviewed a draft and, through a memorandum
approved by his supervisor, the attorney advised that an alternative § 6662(a) 20 percent accuracyrelated penalty should be added to the notice. The notice of deficiency was revised to include the
20 percent § 6662(a) accuracy-related penalty, the calculation of which in the notice of deficiency
yielded a zero 20 percent penalty to avoid stacking with the 40 percent penalty. The notice of
deficiency was issued as revised, but the revised notice with the alternative 20 percent penalty was not
reviewed or approved by the examining agent’s supervisor. After the Service conceded that the
40 percent gross valuation misstatement penalty did not apply, it asserted the alternative 20 percent
accuracy-related penalty as a non-zero amount, since the stacking issue no longer existed. The
taxpayers argued that, because the notice of deficiency showed a zero amount for the § 6662(a)
20 percent penalty, the Service failed to comply with the requirements of § 6751(a), which requires
that a computation of the penalty be included in the notice of deficiency, and § 6751(b), which requires
that the “initial determination of ... [the] assessment” of the penalty be “personally approved (in
writing) by the immediate supervisor ... or such higher level official as the Secretary may designate,”
and that these failures barred assessment of the 20 percent penalty. In a reviewed opinion by Judge
Thornton, the Tax Court (9-3-5) held that: (1) the notice of deficiency complied with the requirements
of § 6751(a); (2) because the penalty had not yet been assessed, the taxpayers’ argument that the
Service failed to comply with § 6751(b)(1) was premature; and (3) the 20 percent accuracy-related
penalty for a substantial understatement applied. With respect to the first holding, regarding
compliance with § 6751(a), the court reasoned as follows:
The notice of deficiency clearly informed petitioners of the determination of the 20%
penalty (as an alternative) and clearly set out the computation (albeit reduced to zero,
as it had to be then, to account for the greater 40% penalty). The notice of deficiency
thus complied with section 6751(a).

Moreover, even if petitioners were correct that the Service failed to include a
computation of a penalty as required by section 6751(a), such a failure would not
invalidate a notice of deficiency. In similar contexts this Court has held that procedural
errors or omissions are not a basis to invalidate an administrative act or proceeding
unless there was prejudice to the complaining party.
With respect to the third holding regarding application of the 20 percent accuracy-related
penalty, the court rejected the taxpayers’ defenses and concluded that: (1) the taxpayers had not
established that they had reasonable cause for claiming the charitable contribution deductions and acted
in good faith; (2) “the authorities that support [the taxpayers’] deductions for the cash and conservation
easement contributions are not substantial when weighed against the contrary authorities;” and (3) the
taxpayers had no reasonable basis for their return position and had not adequately disclosed on their
return the relevant facts concerning their deductions because they had not disclosed a side letter from
the National Architectural Trust (NAT) (the easement holder) obligating the NAT to refund the
taxpayers’ cash contribution and work to remove the easement if the Service disallowed entirely their
charitable contribution deductions for the easement.
• A concurring opinion by Judge Nega (with whom Judges Goeke and Pugh
joined) would have reached the same result as the majority on the ground that the taxpayers were not
prejudiced, and would have left “to another case the more detailed statutory analysis performed by both
the majority and the dissent.”
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• A dissent by Judge Gustafson (joined by Judges Colvin, Vasquez, Morrison
and Buch) would not have sustained the penalty on the ground that the Service failed to comply with
§ 6751(b)(1) because “the responsible revenue agent included a 20% accuracy-related penalty on the
notice of deficiency without first obtaining the ‘approv[al] (in writing)’ of his ‘immediate supervisor’.”
a.But the Second Circuit serves the Tax Court some Chai. Chai v. Commissioner,
851 F.3d 190 (2d Cir. 3/20/17), aff’g in part, vacat’g in part, and rev’g in part T.C. Memo. 2015-42
(3/11/15). The taxpayer in this case received in 2003 a $2 million payment for serving as an
accommodation party in connection with tax shelters. The taxpayer did not report the payment as
income and took the position that the $2 million was a nontaxable return of capital. The Service
issued a notice of deficiency for 2003 increasing the taxpayer’s income by the $2 million payment
and asserting both a deficiency in self-employment tax and a 20 percent accuracy-related penalty.
(The notice of deficiency did not assert a deficiency in income tax because the taxpayer had offsetting
losses from a partnership subject to the TEFRA audit rules. Those losses ultimately were disallowed
at the partnership level and the Service amended its answer in this Tax Court proceeding to assert a
deficiency in income tax. This sequence of events led to several interesting procedural issues with
respect to the deficiency in income tax.) In his post-trial briefing in the Tax Court, the taxpayer raised
for the first time the same argument regarding the penalty as the taxpayer had raised in Graev v.
Commissioner, 147 T.C. No. 16 (11/30/16), i.e., that the Service was barred from assessing the
20 percent accuracy-related penalty because it had failed to comply with the requirement of
§ 6751(b) that the “initial determination of ... [the] assessment” of the penalty must be “personally
approved (in writing) by the immediate supervisor ... or such higher level official as the Secretary
may designate.” The Tax Court (Judge Cohen) refused to address this argument on the basis that it
was untimely because the taxpayer had raised it for the first time post-trial. In an opinion by Judge
Wesley, the Second reversed the Tax Court’s ruling on the penalty issue. (The Second Circuit
affirmed the Tax Court’s ruling that the $2 million payment was subject to self-employment tax and
vacated its ruling that it had no jurisdiction to consider the increased deficiency in income tax
asserted by the Service. In light of the taxpayer’s concession that the $2 million was includible in
gross income, the Second Circuit remanded with instructions to uphold the additional income tax
deficiency.) The Second Circuit found the view of the majority in Graev on the penalty issue
unpersuasive and sided with the dissenting judges in Graev. The court focused on the language of
§ 6751(b) and concluded that it is ambiguous regarding the timing of the required supervisory
approval of a penalty. Because of this ambiguity, the court examined the statute’s legislative history
and concluded that Congress’s purpose in enacting the provision was “to prevent Service agents from
threatening unjustified penalties to encourage taxpayers to settle.” That purpose, the court reasoned,
undercuts the Graev majority’s conclusion that approval of the penalty can take place at any time,
even just prior to assessment. The court held “that § 6751(b)(1) requires written approval of the initial
penalty determination no later than the date the Service issues the notice of deficiency (or files an
answer or amended answer) asserting such penalty.” Further, the court held “that compliance with
§ 6751(b) is part of the Commissioner’s burden of production and proof in a deficiency case in which
a penalty is asserted. … Read in conjunction with § 7491(c), the written approval requirement of
§ 6751(b)(1) is appropriately viewed as an element of a penalty claim, and therefore part of the
Service’s prima facie case.”
b.The Tax Court has adopted the Second Circuit’s approach to the required
supervisory approval of penalties, but nevertheless upheld the imposition of penalties on these
taxpayers. Graev v. Commissioner, 149 T.C. No. 23 (12/20/17). In a reviewed, supplemental opinion
by Judge Thornton, the Tax Court (9-1-6) has reversed the portions of its opinion in Graev v.
Commissioner, 147 T.C. No. 16 (11/30/16) that held it was premature to consider whether § 6751(b)
barred assessment of the § 6662(a) accuracy-related penalties asserted by the Service. In Chai v.
Commissioner, 851 F.3d 190 (2d Cir. 3/20/17), the U.S. Court of Appeals for the Second Circuit held
“that § 6751(b)(1) requires written approval of the initial penalty determination no later than the date
the Service issues the notice of deficiency (or files an answer or amended answer) asserting such
penalty.” Further, the Second Circuit held “that compliance with § 6751(b) is part of the
Commissioner’s burden of production and proof in a deficiency case in which a penalty is asserted.”
Because this case is appealable to the Second Circuit, and in the interest of promoting uniformity on
an issue that affects many cases, the Tax Court accepted the Second Circuit’s holding. Accordingly,
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the question in this case was whether the Service had obtained the required written approval of the
accuracy-related penalties by the date the notice of deficiency was issued or by the date the Service
filed an answer or amended answer asserting the penalty. The Service asserted the 20 percent
accuracy-related penalty with respect to both the taxpayers’ non-cash charitable contribution (the
façade conservation easement) and their cash charitable contribution. The penalty with respect to the
cash contribution was asserted for the first time in an amended answer by the Service Chief Counsel
attorney handling the litigation, and the taxpayers conceded that this penalty received the requisite
approval by the Associate Area Counsel. The taxpayers contended that § 6751(b)(1) barred
assessment of the 20 percent penalty with respect to the their noncash charitable contribution. The
Service had prepared a proposed notice of deficiency that asserted a 40 percent accuracy-related
penalty under § 6662(h), which was the penalty proposed by the Revenue Agent who had conducted
the audit and approved by the Revenue Agent’s immediate supervisor. An attorney in the Service
Chief Counsel’s Office reviewed the proposed notice of deficiency and recommended that the
Service assert an alternative position with respect to the penalty, i.e., that the § 6662(a) 20 percent
penalty applied. The recommendation was approved by the attorney’s immediate supervisor (the
Associate Area Counsel) and included in the final notice of deficiency, which was signed by an
Service Technical Services Territory Manager. The taxpayers made the following three-part
argument: (1) the Office of Service Chief Counsel serves in only an advisory capacity until
proceedings begin in the Tax Court, (2) the Service Chief Counsel attorney who recommended the
alternative penalty in this case accordingly had no authority to make an initial determination of a
penalty that appeared in the notice of deficiency, and therefore (3) the Service had not complied with
the requirement of § 6751(b)(1) that there be an “initial determination of [the] assessment” of the
penalty that is approved by the immediate supervisor of the person making the initial determination.
In essence, the taxpayers attempted to distinguish between advice, as had been provided by the
Service Chief Counsel attorney who recommended the penalty, and an “initial determination,” which
is required by the statute. The court rejected the taxpayers’ arguments and held that § 6751(b)(1) did
not bar assessment of the alternative 20 percent penalty because the Service Chief Counsel attorney
who first recommended the penalty made the requisite “initial determination,” which was approved
by the attorney’s immediate supervisor, the Associate Area Counsel.
• In a concurring opinion, Judge Lauber, joined by Judges Marvel,
Thornton, Pugh, and Ashford, emphasized that § 6751(b)(1) should be interpreted in light of its purpose,
which, as discussed by the Second Circuit in Chai v. Commissioner, 851 F.3d 190 (2d Cir. 3/20/17), was
to prevent Service employees from threatening unjustified penalties in an effort to encourage taxpayers to
settle. This purpose, Judge Lauber wrote, supports the Tax Court majority’s approach of treating the action
of the Service official who first proposes that a penalty be asserted as the “initial determination” of the
assessment of the penalty. In contrast, Judge Lauber argued, the position expressed in Judge Buch’s
dissenting opinion (that an initial determination can be made only by an Service officer with the technical
authority to make a penalty determination or issue a notice of deficiency) would mean that “an Service
official would be free to use penalties as a battering ram against taxpayers, without obtaining supervisory
approval under section 6751(b), so long as he lacked authority to do what he was doing.”
• In a lengthy opinion, Judge Holmes concurred in the result only.
Judge Holmes advocated deciding this case under the rule of Golsen v. Commissioner, 54 T.C. 742 (1970),
aff’d, 445 F.2d 985 (10th Cir. 1971), pursuant to which the court applies the precedent of the U.S. Court
of Appeals to which its decision can be appealed. Judge Holmes predicted that, by adopting the holding
and reasoning of the Second Circuit in Chai v. Commissioner, 851 F.3d 190 (2d Cir. 3/20/17), the majority
decision will give rise to difficult issues of interpretation and “will even end up harming taxpayers
unintentionally.”
• In a dissenting opinion, Judge Buch, joined by Judges Foley,
Vasquez, Goeke, Gustafson, and Morrison, agreed with the majority that the court should adopt the
holding of the Second Circuit in Chai v. Commissioner, 851 F.3d 190 (2d Cir. 3/20/17), but disagreed “on
the issue of whether a recommendation from an attorney within the IRS Office of Chief Counsel can
constitute ‘the initial determination’ to impose a penalty for purposes of section 6751(b)(1).” Judge Buch
emphasized that the IRS Office of Chief Counsel serves in an advisory capacity. “Because the [IRS Chief
Counsel] attorney has the authority only to advise or recommend, we would hold that the attorney’s
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recommendation to assert a penalty is not the initial determination that must be approved in writing.”
c.In determining whether the § 6751(b)(1) supervisory approval requirement has
been met, an IRS settlement officer need not read the mind of the supervisor; a signature is sufficient.
Blackburn v. Commissioner, 150 T.C. No. 9 (4/5/18). A corporation, which apparently was the
taxpayer’s employer, failed to pay its employment tax liabilities and failed to file certain Forms 941,
Employer’s Quarterly Federal Tax Return. The Service assessed trust fund recovery penalties against
the taxpayer under § 6672. In a collection due process hearing, the Service settlement officer
determined to uphold the Service’s proposed collection of the penalty. The taxpayer sought review
of the Service’s determination in the Tax Court and argued that the settlement officer had failed to
comply with § 6330(c)(1), which provides:

The appeals officer shall at the hearing obtain verification from the Secretary that the
requirements of any applicable law or administrative procedure have been met.
The taxpayer argued that the settlement officer had not verified the Service’s compliance with the
supervisory approval requirement of § 6751(b)(1). The Service’s evidence of supervisory approval was
Form 4183, Recommendation re: Trust Fund Recovery Penalty, which was dated prior to assessment
of the trust fund recovery penalty. The Form 4183, which was generated by the Service’s computer
system, did not contain the supervisor’s signature but showed the supervisor’s name in the signature
block for the supervisor. The taxpayer argued that the signature of the supervisor, by itself, was
inadequate to comply with § 6751(b)(1), and that § 6330(c)(1) requires a settlement officer to verify
compliance by engaging in “a factual analysis of the thought process of the supervisor” and to make
“a determination that the thought process was ‘meaningful.’” The Service argued that (1) the
supervisory approval requirement of § 6751(b)(1) does not apply to the § 6672 trust fund recovery
penalty, and (2) even if it does apply, it was not an abuse of discretion for the settlement officer to find
compliance because there was sufficient evidence of supervisory approval. The Tax Court (Judge
Goeke) declined to address the legal question whether the supervisory approval requirement of
§ 6751(b)(1) applies to the § 6672 trust fund recovery penalty. The court held that, even if supervisory
approval was required, a record of compliance existed in this case. The court reasoned that its prior
decisions “have consistently upheld a settlement officer’s verification of assessments when the
administrative record reflects compliance with administrative procedures” and have permitted
“reliance upon standard administrative records” to verify assessments. In Davis v. Commissioner, 115
T.C. 35 (2000), the court held in connection with a CDP hearing that it was not an abuse of discretion
for the Service to rely on Form 4340, Certificate of Assessment and Payments, to verify assessment of
a tax where the taxpayer had not shown any irregularity in the assessment procedure that would raise
a question. Form 4340, like the Form 4183 in this case, does not require a signature. Accordingly, the
court held that it was not an abuse of discretion for the settlement officer to find that the Service had
met the requirements of applicable law and administrative procedure. The court therefore granted the
Service’s motion for summary judgment.
2. Better be careful who you hire as CFO, and raise all your arguments against
liability as a responsible person at the summary judgment stage, not afterward. McClendon v. United
States, 119 A.F.T.R.2d 2017-1037 (S.D. Tex. 3/6/17). The government successfully established
through a motion for summary judgment that the taxpayer, a physician, was liable under § 6672 for a
$4.3 million penalty equal to the amount of unpaid federal employment taxes owed by his medical
practice. The CFO he had hired had embezzled funds and ultimately pleaded guilty to felony counts of
theft. When the taxpayer learned of the unpaid taxes, he made a loan to the practice to allow it to make
payroll, and these funds went to the employees rather than the government. The government used this
preferential payment as the basis for establishing that the taxpayer had willfully violated his duty to
pay the taxes due. The taxpayer moved for reconsideration and argued that his liability should be
limited to the $100,000 preferential payment that was the basis for his liability. The court rejected this
argument for two reasons. First, the taxpayer had failed to raise it in response to the government’s
motion for summary judgment. Second, even if he had raised it in a timely manner, the taxpayer had
failed to meet his burden to prove the absence of funds available to pay the taxes due:

At the summary judgment stage, as now, Dr. McClendon did not try to prove up the
funds available to [the practice] or show that whatever funds existed were encumbered
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so that he had no obligation to pay them to the Service. Instead, he effectively argues
that, at summary judgment, it was the government’s burden to demonstrate his liability
for each dollar of the penalty. Not so. Dr. McClendon was presumptively liable for the
balance of the Service penalty assessed against him. The government moved for
summary judgment and argued that the evidence did not create a genuine factual
dispute material to deciding whether the Service penalty was properly assessed. That
discharged the government’s summary judgment burden. Dr. McClendon, who would
bear the burden at trial, then had the burden to submit or identify record evidence
showing that he was not liable.
a.In this § 6672 trust fund recovery case, the Fifth Circuit has reversed and
remanded for trial on the issue of the amount of available, unencumbered funds in the business’s
bank accounts after the responsible person became aware of the unpaid withholding taxes.
McClendon v. United States, 892 F.3d 775 (5th Cir. 6/14/18). In the District Court, Dr. McClendon
(now deceased) argued that his liability under § 6672 should be limited to $100,000, the amount of
the loan he made to the business to allow it to make payroll after he had learned of the unpaid
employment taxes. The District Court rejected this argument as untimely because Dr. McClendon
had not raised it in his response to the government’s motion for summary judgment and instead had
raised it for the first time in his motion for reconsideration after the District Court had granted
summary judgment in the government’s favor. Nevertheless, the District Court considered the merits
of the argument and concluded that Dr. McClendon had failed to meet his burden of submitting or
identifying evidence in the record to show the amount of the business’s funds that were
unencumbered and available to pay the unpaid taxes. In an opinion by Judge Davis, the U.S. Court
of Appeals for the Fifth Circuit has vacated the District Court’s grant of summary judgment and
remanded for trial on the issue of the amount of available, unencumbered funds in the business’s
bank accounts after discovery of the unpaid withholding taxes. The court first noted that its review
of the District Court’s denial of Dr. McClendon’s motion to reconsider its grant of summary
judgment is de novo because the District Court reached the merits of the motion and considered
materials submitted in connection with it. The court cited Barnett v. I.R.S., 988 F.2d 1449 (5th Cir.
1993), for the proposition that, when the government asserts that a responsible person willfully failed
to pay employment taxes by using the business’s unencumbered funds to pay the business’s creditors
other than the Service, the responsible person’s liability under § 6672 is limited to the amount of
“available, unencumbered funds deposited into [the business’s] bank accounts after [the responsible
person] became aware that the accrued withholding taxes were due.” Dr. McClendon, the court
explained, had testified in his deposition and in his affidavit regarding the actions taken and the funds
available once the unpaid withholding taxes came to light, including his $100,000 loan and the
amount of receivables and insurance proceeds paid to the Service, and had submitted copies of checks
payable to the Service that he asserted represented the closing balance in the business’s accounts
shortly after the unpaid taxes were discovered. To oppose the government’s motion for summary
judgment, the court stated, Dr. McClendon was not required to provide an accounting of the
business’s funds. The court cited the Eleventh Circuit’s recent decision in United States v. Stein, 881
F.3d 853 (11th Cir. 2018), in which the court held that an affidavit can create an issue of material
fact that precludes summary judgment even if the affidavit is self-serving and uncorroborated.
Similarly, the Fifth Circuit reasoned, “[w]e can find no such corroboration requirement under
§ 6672.” In the court’s view, Dr. McClendon had come forward with sufficient evidence to establish
an issue of material fact warranting trial regarding the amount of available, unencumbered funds.

Concurring Opinion. Judge Jones concurred in the court’s opinion. She wrote separately to
emphasize that, given Dr. McClendon and his partners had relied on their CFO for a decade before the
CFO began embezzling, their reliance on his representations regarding the payment of employment
taxes seemed plausible, and therefore she did not see how the District Court could rule as a matter of
law on the government’s argument that Dr. McClendon had willfully failed to pay employment taxes
by acting with reckless disregard of a known or obvious risk that trust funds would not be remitted.
She also stated that, in her view, the government had acted irresponsibly by introducing 285 pages of
exhibits in support of its motion, including the business’s records, and then arguing that Dr. McClendon
had not met his burden at the summary judgment stage:
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To challenge the legal consequences of McClendon’s $100,000 cash infusion is one
thing; to claim, in the face of his sworn affidavit and documents, and their own access
to corroborative financial records, that this isn’t enough to raise a fact issue is
irresponsible at best.
Dissenting Opinion. Judge Higginson dissented and argued that the court should affirm the District
Court’s grant of summary judgment in favor of the government.
3. Congress has reduced to zero the Affordable Care Act’s penalty for failure to
maintain minimum essential coverage for months beginning after 2018. The 2017 Tax Cuts and Jobs
Act, § 11081, amended Code § 5000A(c) to reduce to zero the penalty enacted as part of the Affordable
Care Act for failing to maintain minimum essential coverage. This change applies to months beginning
after 2018. Accordingly, for 2017 and 2018, individual taxpayers still must answer the question on the
return concerning whether they and other household members had minimum essential coverage and
will be subject to the penalty of § 5000A(c) (referred to as the shared responsibility payment) for failure
to maintain such coverage. Under § 5000A(c)(1) and Reg. § 1.5000A-4(a), the individual shared
responsibility payment for months during which an individual fails to maintain minimum essential
coverage is the lesser of: (1) the sum of the monthly penalty amounts (generally 1/12 of the greater of
a fixed dollar amount—$695 per adult with a family maximum of $2,085 for 2017—or a percentage—
2.5 percent for 2017—of the amount by which household income exceeds the filing threshold), or
(2) the sum of the monthly national average bronze plan premiums for the shared responsibility
family—$272 per month per individual for 2017.
4. Updated instructions on how to rat yourself out. Rev. Proc. 2019-9, 2019-2 IRB
292 (12/20/18). This revenue procedure updates Rev. Proc. 2018-11, 2018-5 I.R.B. 335 (1/26/18), and
identifies circumstances under which the disclosure on a taxpayer’s income tax return with respect to
an item or a position is adequate for the purpose of reducing the understatement of income tax under
§ 6662(d), relating to the substantial understatement aspect of the accuracy-related penalty, and for the
purpose of avoiding the tax return preparer penalty under § 6694(a), relating to understatements due to
unreasonable positions. There have been no substantive changes. The revenue procedure does not
apply with respect to any other penalty provisions, including § 6662(b)(1) accuracy-related penalties.
If this revenue procedure does not include an item, disclosure is adequate with respect to that item only
if made on a properly completed Form 8275 or 8275–R, as appropriate, attached to the return for the
year or to a qualified amended return. A corporation’s complete and accurate disclosure of a tax
position on the appropriate year’s Schedule UTP, Uncertain Tax Position Statement, is treated as if the
corporation had filed a Form 8275 or Form 8275-R regarding the tax position. The revenue procedure
applies to any income tax return filed on a 2018 tax form for a taxable year beginning in 2018 and to
any income tax return filed on a 2018 tax form in 2019 for a short taxable year beginning in 2019.
5. The Service does not bear the burden of proof with respect to penalties in a
partnership-level proceeding, says the Tax Court. Dynamo Holdings, Limited Partnership v.
Commissioner, 150 T.C. No. 10 (5/7/18). The Service issued a notice of final partnership
administrative adjustment with respect to three taxable years of Dynamo Holdings, Limited
Partnership. In addition to adjustments to partnership items, the Service determined that accuracyrelated penalties applied under § 6662(a) and (b)(1)-(2) for negligence and substantial understatements
of income tax. In Graev v. Commissioner, 149 T.C. No. 23 (12/20/17), the court had held that the
Service’s burden of production includes evidence of written supervisory approval of penalties as
required by § 6751(b)(1). In this case, the Service had introduced some evidence of written supervisory
approval, but the evidence, according to the court, was inconclusive and it was not clear whether the
Service had met the burden of production. Accordingly, among other issues, the court considered
whether the Service bears the burden of production with respect to penalties determined in a TEFRA
partnership-level proceeding. Section 7491(c) provides:

Notwithstanding any other provision of this title, the Secretary shall have the burden
of production in any court proceeding with respect to the liability of any individual for
any penalty, addition to tax, or additional amount imposed by this title.
In a unanimous, reviewed opinion by Judge Buch (with Judge Vasquez not participating), the Tax
Court held that the Service does not bear the burden of production with respect to penalties in a
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partnership-level proceeding. To the extent that the court’s prior decisions have suggested to the
contrary (such as RERI Holdings I, LLC v. Commissioner, 149 T.C. 1 (7/3/17), and Curtis Inv. Co. v.
Commissioner, T.C. Memo. 2017-150), the court will not follow them. In reaching this conclusion, the
court relied in part on the plain language of the statute, which requires a “proceeding with respect to
the liability of any individual.” Partnership-level proceedings, the court reasoned, do not determine
liability and are not with respect to individuals. The court also expressed concern about the practical
effect of applying § 7491(c) in a partnership-level proceeding. Doing so would require the court
(contrary to the purpose of the TEFRA audit procedures) to devote time and resources to identifying
the ultimate taxpaying partners. As an example, if one partner were a corporation and another were an
individual, the Service would bear the burden of production as to penalties with respect to one partner
but not the other, which might require the court to render separate holdings. The partnership had not
raised the lack of supervisory approval of the penalties in its petition, at trial, or in its post-trial briefing
and therefore had waived asserting the lack of supervisory approval as a defense to penalties. Because
the Service, according to the court’s holding, does not bear the burden of production with respect to
penalties in a partnership-level proceeding, the court denied the partnership’s motion to dismiss as to
penalties.
B. Discovery: Summonses and FOIA
1. Non-government attorneys KEEP OUT! REG-132434-17, Proposed Regulations
on Certain Non-Government Attorneys Not Authorized to Participate in Examinations of Books and
Witnesses as a Section 6103(n) Contractor, 83 F.R. 13206 (3/28/18). Treasury and the Service have
issued a notice of proposed rulemaking that would significantly narrow final regulations issued in 2016
that permit service providers with whom the Service contracts to receive books and records provided
in response to a summons and participate in a summons interview. Section 6103(n) and Reg.
§ 301.6103(n)-1(a) permit the disclosure of returns and return information to any person for purposes
of tax administration to the extent necessary in connection with the acquisition of property or certain
services (such as processing, storage and reproduction) related to returns or return information. The
final regulations issued in 2016 clarified that such persons with whom the Service or Chief Counsel
contracts for services could not only receive and review books, papers, and records produced in
compliance with a summons issued by the Service, but also in the presence and under the guidance of
an IRS officer or employee, participate fully in the interview of a witness summoned by the Service to
provide testimony under oath. See T.D. 9778, Participation of a Person Described in Section 6103(n)
in a Summons Interview Under Section 7602(a)(2) of the Internal Revenue Code, 81 F.R. 45409
(7/14/16). Commentators, including the State Bar of Texas Tax Section, had recommended removing
the provisions permitting contractors to participate in a summons interview because, among other
reasons, doing so would “avoid the unsettled question of whether a private contractor has the legal
authority to examine a witness.” 2014 TNT 180-24 (9/16/14). After publishing Notice 2017-38, 201730 I.R.B. 147 (7/7/17) [which related to the subsequently issued Second Report to the President on
Identifying and Reducing Tax Regulatory Burdens, Dep’t of Treasury, Press Release (10/2/17), and
Department of the Treasury, 2017-2018 Priority Guidance Plan (10/20/17)], the Service identified eight
sets of regulations that “impose an undue financial burden,” “add undue complexity,” or “exceed [the
Service’s] statutory authority.” The above-mentioned final regulations under § 7602 were one of the
eight targeted for revision. Accordingly, Prop. Reg. § 301.7602-1(b)(3) provides new rules that
significantly narrow the scope of the current regulations under § 7602 by excluding non-government
attorneys from receiving summoned books, papers, records, or other data or from participating in the
interview of a witness summoned by the Service to provide testimony under oath. The proposed
regulations contain a limited exception for an attorney hired by the Service as a specialist in foreign,
state, or local law, including tax law, or in non-tax substantive law that is relevant to an issue in the
examination, such as patent law, property law, or environmental law, or is hired for knowledge, skills,
or abilities other than providing legal services as an attorney. The preamble to the proposed regulations
explains the change as follows:

The Summons Interview Regulations require the Service to retain authority over
important decisions when section 6103(n) contractors question witnesses, but there is
a perceived risk that the Service may not be able to maintain full control over the
actions of a non-government attorney hired by the Service when such an attorney, with
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the limited exception described below, questions witnesses. The actions of the nongovernmental attorney while questioning witnesses could foreclose IRS officials from
independently exercising their judgment. Managing an examination or summons
interview is therefore best exercised solely by government employees, including
government attorneys, whose only duty is to serve the public interest. These concerns
outweigh the countervailing need for the Service to use non-government attorneys,
except in the limited circumstances set forth in proposed paragraph (b)(3)(ii). Treasury
and the Service remain confident that the core functions of questioning witnesses and
conducting examinations are well within the expertise and ability of government
attorneys and examination agents.
The proposed regulations apply to examinations begun or administrative summonses served by the
Service on or after March 27, 2018.
• The Service’s position in the proposed regulations represents a change in
policy. The Service made a controversial decision to engage the law firm Quinn Emanuel Urquhart &
Sullivan, LLP, as a private contractor to assist in the Service’s examination of Microsoft’s 2004 to 2006
tax years. A federal district court expressed concern about this practice, but upheld enforcement of the
summonses issued by the Service to Microsoft. See United States v. Microsoft Corp., 154 F. Supp. 3d
(W.D. Wash. 2015).
2. Citing § 7611, purported church exorcizes devilish Service summons. The lesson
for the Service? For God’s sake, get the “John Hancock” of at least the TE/GE Commissioner before
sending a church tax inquiry or examination notice under § 7611! United States v. Bible Study Time,
Inc., 295 F.Supp.3d 606 (3/13/18). The District Court of South Carolina stayed a summons
enforcement action because the Service failed to substantially comply with the notice requirements of
§ 7611(a) (church tax inquiries and examinations). The taxpayer, Bible Study Time, Inc., purported to
be a church. The Service issued a summons to the taxpayer in connection with an inquiry and
examination of the taxpayer’s tax-exempt status as a church. [Previously, the taxpayer had failed in its
efforts to quash several Service third-party summonses issued to the taxpayer’s banks. See Bible Study
Time, Inc. v. United States, 240 F.Supp.3d 409 (D.S.C. 2017).] Under § 7611, the Service must
navigate certain procedural and notice rules prior to conducting a church tax inquiry or examination.
One such rule requires an “appropriate high-level Treasury official” to sign off before a church tax
inquiry or examination can begin. See § 7611(a). Furthermore, § 7611(e) provides that “any proceeding
to compel compliance with respect to any church tax inquiry or examination shall be stayed until the
court finds that all practicable steps to correct the noncompliance have been taken.” Due largely to the
Service’s reorganization begun in 1998 and Congress’s failure to update § 7611 thereafter (as well as
Treasury’s failure to update interpreting regulations), the law is unclear as to who is an “appropriate
high-level Treasury official” within the meaning of § 7611. See generally United States v. Living Word
Christian Center, 102 A.F.T.R.2d 2008-7220 (D. Minn. 2008) (IRS Director of Exempt Organizations,
Examinations, is not an “appropriate high-level Treasury official). In this case, the IRS TaxExempt/Governmental Entities (“TE/GE”) Commissioner and the Director, Exempt Organizations
(“DEO”), who reports to the TE/GE Commissioner, had signed off on an “Approval Cover Sheet” for
the § 7611 notice, but for reasons that are unclear, only the DEO signed the actual § 7611 notice itself.
The Service compounded this error by failing to communicate to the taxpayer that the TE/GE
Commissioner had signed the “Approval Cover Sheet,” a fact which the taxpayer discovered only after
contesting the summons. In response to the Service’s summons enforcement action, the taxpayer
argued that the DEO was not of sufficiently high rank to comply with § 7611 and that even if the
TE/GE Commissioner was of high enough rank, the Service’s failure to communicate that fact violated
§ 7611. The Service argued that the DEO was of sufficient rank, but regardless the TE/GE
Commissioner’s signature on the § 7611 Approval Cover Sheet “substantially complied” (see
§ 7611(e)(1)) with § 7611, making the summons enforceable. Ultimately, after noting the Service’s
reorganization during and after 1998 and the resulting ambiguity created under § 7611, the District
Court of South Carolina (Judge Currie) ruled as follows: (i) pursuant to Delegation Order 193 (Nov.
8, 2000), the TE/GE Commissioner is of sufficiently high rank to sign a § 7611 notice; (ii) the DEO is
not of sufficiently high rank; and (iii) the Service’s failure to communicate the TE/GE Commissioner’s
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authorization under § 7611 to the taxpayer requires a stay of the summons enforcement proceeding
until the TE/GE Commissioner signs and delivers the actual § 7611 notice to the taxpayer.
C. Litigation Costs
1. After the monks lose their patience, a good deed by the Service gets punished;
however, the monks and their blood-sucking attorneys get no award of administrative or litigation
costs under § 7430 due to the Service’s concession. Friends of the Benedictines in the Holy Land, Inc.
v. Commissioner, 150 T.C. No. 5 (2/21/18). As required by § 508, the taxpayer applied for tax-exempt
status under § 501(c)(3) by filing a Form 1023 (Application for Recognition of Exemption) on July 2,
2012. After receiving no response from the Service (other than a perfunctory acknowledgment letter)
for over a year, the taxpayer filed a declaratory judgment action in Tax Court on September 20, 2013,
as allowed by § 7428. Generally, § 7428 allows such declaratory judgment actions if the Service does
not issue a determination letter within 270 days from the date the organization files a properlycompleted Form 1023. On September 22, 2013, two days after the taxpayer filed the § 7428 declaratory
judgment action, the Service issued a determination letter granting § 501(c)(3) status to the taxpayer
retroactive to March 14, 2012. Next, on October 1, 2013, IRS counsel contacted the taxpayer’s counsel
about filing a motion to dismiss the pending declaratory judgment action in Tax Court; however, the
taxpayer’s counsel preferred to resolve the litigation by preparing a joint decision and stipulation to
which the Service would agree and the Tax Court would adopt. (Perhaps taxpayer’s counsel was laying
a trap?) Over the next month and one-half, IRS counsel and the taxpayer’s counsel crafted a joint
decision and stipulation stating that the taxpayer was indeed tax-exempt under § 501(c)(3). The Tax
Court adopted and entered the joint decision and stipulation on December 31, 2013. Then (perhaps
closing the trap?) on January 30, 2014, the taxpayer filed a motion for an award of reasonable
administrative and litigation costs under § 7430. Generally, § 7430 permits taxpayers to recover
reasonable administrative and litigation costs incurred in any administrative or court proceeding
brought by or against the United States with respect to the “determination, collection, or refund of any
tax, interest, or penalty” under the Code, including declaratory judgment actions filed under § 7428.
To recover under § 7430, the taxpayer must establish that (1) it is the prevailing party, (2) it did not
unreasonably protract the proceedings, (3) the amount of the costs requested is reasonable, and (4) it
exhausted the administrative remedies available. Regardless, if the position of the United States in the
administrative or court proceeding is “substantially justified,” the taxpayer is not entitled to an award
of costs under § 7430.
The taxpayer’s and the Service’s arguments. Taxpayer’s counsel originally had agreed to assist the
taxpayer with the filing of the Form 1023 on a pro bono basis. Nevertheless, citing the determination
letter as well as the joint decision and stipulation, the taxpayer’s counsel argued (1) that it was the
“prevailing party” in both the administrative proceedings and the § 7428 declaratory judgment action
and (2) that it thus should be awarded administrative and litigation costs totaling $69,000. (Assuming
the best, perhaps taxpayer’s counsel was going to donate the $69,000 to the taxpayer?) The Service
countered that, although the taxpayer did not unreasonably protract the proceedings or fail to exhaust
administrative remedies, the taxpayer was not the “prevailing party” and the asserted costs were
unreasonable.

The Tax Court’s analysis. The Tax Court (Judge Wells) initially noted with respect to the
taxpayer’s arguments and the Service’s response that § 7430 requires a bifurcated analysis whereby an
award of administrative costs is determined separately from an award of litigation costs. The taxpayer
had asserted that its administrative costs were roughly $8,500 and that its litigation costs were roughly
$60,500. The Service first argued that no administrative costs should be awarded under § 7430 because
a request for a § 501(c)(3) determination letter is tantamount to a request for a private letter ruling, and
the regulations under § 7430 provide an exception to the recovery of administrative costs in connection
with a request for a private letter ruling or “similar determination.” See Reg. § 301.7430-3(a). Judge
Wells ruled with respect to this initial argument by the Service that because an organization is required
by § 508 to seek a determination letter in order to be classified as exempt under § 501(c)(3), the
exception in the regulations for private letter rulings or “similar determinations” did not apply. Next,
with respect to the Service’s argument that the taxpayer was not the “prevailing party” for
administrative purposes under § 7430, the Service asserted that its issuance of the determination letter
on September 22, 2013, granting the taxpayer’s exempt status under § 501(c)(3) meant the taxpayer
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did not “prevail” over any contrary position asserted by the Service. Judge Wells ruled that the Tax
Court did not need to decide whether the issuance of a determination letter meant the taxpayer
“prevailed” administratively because the taxpayer had not adequately proven its administrative costs,
but rather only litigation costs. Finally, with respect to litigation costs, the Service argued that no award
should be granted under § 7430 because the Service’s position in the declaratory judgment action,
albeit a complete concession, was substantially justified. With respect to this argument by the Service,
Judge Wells determined that a complete concession by the Service was reasonable under the
circumstances and therefore the Service’s position was substantially justified. Accordingly, Judge
Wells held that the taxpayer was not a prevailing party within the meaning of § 7430 and was not
entitled to an award of litigation costs either.
Although Judge Wells awarded neither administrative nor litigation costs, his opinion notes that
the Tax Court was sympathetic to the taxpayer’s plight, stating:
Petitioner waited well over 14 months after it applied, and even then the IRS declined
to give petitioner any assurance that a ruling would be forthcoming. We cannot criticize
petitioner for then filing a petition; and the IRS’ almost immediate issuance of a
determination and concession indicates that petitioner should not have been put to the
trouble and expense of doing so.
D. Statutory Notice of Deficiency
E. Statute of Limitations
1. The time period for the Service to return wrongfully levied funds, and for taxpayers
to bringing suit for wrongful levy, is now two years. The 2017 Tax Cuts and Jobs Act, § 11071,
amended Code § 6343(b) to increase from nine months to two years the period of time within which
the Service can return to a taxpayer money (or monetary proceeds from the sale of property) upon
which the Service has wrongfully levied. The legislation also amended Code § 6532(c) to increase
from nine months to two years the period of time within which a taxpayer can bring an action for
wrongful levy. Under both Code provisions, the two-year period runs from the date of levy. These
amendments are effective with respect to (1) levies made after the date of enactment, which is
December 22, 2017, and (2) levies made on or before December 22, 2017 provided that the nine-month
period had not expired as of the date of enactment.
F. Liens and Collections
1. Economic hardship relief from a levy is not available to a corporate taxpayer.
Lindsay Manor Nursing Home, Inc. v. Commissioner, 148 T.C. No. 9 (3/23/17). The taxpayer, a
corporation that operated a nursing home in rural Oklahoma, failed to pay its federal withholding and
employment taxes for the fourth quarter of 2013. In response to the Service’s final notice of intent to
levy, the taxpayer requested a CDP hearing and submitted a letter to the IRS settlement officer
challenging the appropriateness of the levy on the grounds of economic hardship. The taxpayer argued
that it was operating at a loss and could not “survive or provide essential care services to its patients if
the Service is able to file a levy against every available source of income.” The IRS settlement officer
declined to consider the economic hardship argument because, under the relevant regulation, Reg.
§ 301.6343-1(b)(4)(i), relief is available only on account of economic hardship of an individual
taxpayer. The regulation provides that the Service must release a levy if one of several conditions is
satisfied, including the following:
The levy is creating an economic hardship due to the financial condition of an
individual taxpayer. This condition applies if satisfaction of the levy in whole or in part
will cause an individual taxpayer to be unable to pay his or her reasonable basic living
expenses.
The IRS settlement officer issued a notice of determination upholding the collection action.
The taxpayer filed a petition in the Tax Court and moved for summary judgment on the grounds that
the regulation’s limitation of economic hardship relief to individuals is contrary to the statute
(§ 6343(a)(1)(D)) and therefore invalid and that the settlement officer had abused her discretion by
failing to consider its request for economic hardship relief. The Tax Court (Judge Paris) upheld the
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validity of the regulation and concluded that the settlement officer had not abused her discretion. The
court assessed the validity of the regulation by applying the two-step analysis of Chevron U.S.A., Inc.
v. Natural Resources Defense Council, Inc., 467 U.S. 837 (1984). The court concluded in Chevron step
one that the statute, § 6343(a)(1)(D), is ambiguous, and in step two that Reg. § 301.6343-1(b)(4)(i) is
a permissible construction of the statute. In its analysis of Chevron step one, the court examined not
only the plain language of the statute but also its legislative history. (The U.S. Supreme Court’s
decision in FDA v. Brown & Williamson Tobacco Corp., 529 U.S. 120 (2000), suggests that courts
should consider legislative history in connection with Chevron step one rather than step two, but there
is some uncertainty on this point. The Tax Court previously has noted this ambiguity. Square D Co. v.
Commissioner, 118 T.C. 299, 310 & n.6 (2002), aff’d, 438 F.3d 739 (7th Cir. 2006).) Accordingly, the
court denied the taxpayer’s motion for summary judgment.
• Although the court concluded that economic hardship relief from a levy is not
available to a corporate taxpayer, it noted that taxpayers other than individuals are entitled to the protection
of § 6330(c)(3)(C), which requires an appeals officer conducting a CDP hearing to consider “whether any
proposed collection action balances the need for the efficient collection of taxes with the legitimate
concern of the person that any collection action be no more intrusive than necessary.” The court stated:
This conclusion [regarding the lack of economic hardship relief under
§ 6343(a)(1)(D)], however, does not foreclose nonindividual taxpayers from relief in
circumstances where the proposed collection action, if sustained, could result in some
form of economic difficulty. These economic realities and consequences of the
Commissioner’s proposed collection action are properly considered for all taxpayers
as part of the intrusiveness analysis within the section 6330(c)(3)(C) balancing test—
namely whether the intrusiveness caused by sustaining the proposed collection action
outweighs the Government’s need for the efficient collection of taxes.
a.With economic hardship relief out of the way, the government succeeds in its
quest to levy. Lindsay Manor Nursing Home, Inc. v. Commissioner, T.C. Memo. 2017-50 (3/23/17).
In a separate, memorandum opinion, Judge Paris addressed the taxpayer’s remaining grounds for its
motion for summary judgment and the government’s motion for summary judgment. The court
rejected the taxpayer’s arguments that the IRS settlement officer (1) abused her discretion in rejecting
the taxpayer’s request for an installment agreement, (2) failed adequately to consider whether the
proposed collection action balances the need for the efficient collection of taxes with the taxpayer’s
legitimate concern that the collection action be no more intrusive than necessary, as required by
§ 6330(c)(3)(C), and (3) was not impartial. The court denied the taxpayer’s motion for summary
judgment and granted the government’s motion.
b.Vacated as moot. Well, at least we know what the Tax Court thinks about the
issue. Linday Manor Nursing Home, Inc. v. Commissioner, 121 A.F.T.R.2d 2018-1164 (10th Cir.
3/27/18). The taxpayer in this case requested economic hardship relief from a levy on the ground that
the levy would leave it unable to care for its patients. During the course of this litigation, however,
the taxpayer ceased operating nursing homes. Accordingly, the U.S. Court of Appeals for the Tenth
Circuit dismissed the taxpayers’ appeal as moot and vacated the Tax Court’s decision.
G. Innocent Spouse
H. Miscellaneous
1. The Service has provided extensions of filing and payment due dates for those
affected by California wildfires, flooding, mudflows and debris flows. In news release CA-2018-1
(1/17/18), the Service has extended to April 30, 2018, several filing and payment due dates for those
affected by the wildfires, flooding, mudflows and debris flows that took place beginning on December
4, 2017, in parts of California. The relief is available to individuals and businesses in the counties of
Los Angeles, San Diego, Santa Barbara, and Ventura. The due dates extended include the January 16,
2018, due date for quarterly estimated tax payments and the April 17, 2018, due date for 2017
individual returns. More generally, taxpayers have until April 30, 2018, to file most tax returns
(including individual, corporate, and estate and trust income tax returns; partnership returns, S
corporation returns, and trust returns; estate, gift, and generation-skipping transfer tax returns; and
employment and certain excise tax returns; annual information returns of tax-exempt organizations;
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and employment and certain excise tax returns), that have either an original or extended due date
occurring on or after December 4, 2017, and before April 30, 2018. The Service will automatically
provide filing and penalty relief to any taxpayer with an address of record in one of these disaster areas.
Taxpayers in one of these areas who receive a notice from the Service regarding a late-filing or latepayment penalty should contact the Service at the number listed on the notice to have the penalty
abated. Affected taxpayers who reside or have a business located outside the covered disaster area must
call the Service’s disaster hotline at 866-562-5227 to request this tax relief.
a.The Service has extended several filing and payment deadlines for those
affected by wildfires and high winds that began July 23, 2018, in parts of California. In news release
CA-2018-11 (8/6/18), the Service has extended to November 30, 2018, several filing and payment
due dates that occurred beginning on July 23, 2018, for those in areas affected by wildfires and high
winds that began July 23, 2018 in parts of California. The relief is available to individuals and
businesses in Lake and Shasta Counties, to relief workers who live elsewhere who are affiliated with
a recognized government or philanthropic organization assisting in relief efforts in the covered areas,
and to those visiting the areas who are killed or injured as a result of the disaster. The due dates
extended include (1) the September 17, 2018, due date for quarterly estimated tax payments; (2) the
September 17, 2018, due date for certain returns, such as those for calendar-year partnerships that
filed timely extension requests for 2017; (3) the October 15, 2018, due date for 2017 individual
returns for individuals who filed timely extension requests; (4) the October 31, 2018, due date for
quarterly payroll and excise tax returns; (5) the November 15, 2018, due date for 2017 returns of
calendar-year tax-exempt organizations that filed timely extension requests, and (6) due dates on or
after after July 23, 2018, and before November 30, 2018 for the filing of Form 5500 series returns.
The Service will automatically provide filing and penalty relief to any taxpayer with an address of
record in one of these disaster areas. Taxpayers in one of these areas who receive a notice from the
Service regarding a late-filing or late-payment penalty should contact the Service at the number listed
on the notice to have the penalty abated.
b.The Service has provided extensions of filing and payment due dates for those
in areas affected by Hurricane Florence. In news releases IR-2018-187 (9/15/18) and SC-2018-01
(9/24/18), the Service has provided relief from several filing and payment deadlines to those in areas
affected by Hurricane Florence. The relief is available to individuals and businesses in parts of North
Carolina and South Carolina, to relief workers affiliated with a recognized government or
philanthropic organization assisting in relief efforts in the covered areas, and to those visiting the
areas who are killed or injured as a result of the disaster.
Deadlines extended to January 31, 2019. For those in affected areas, the following due dates
have been extended to January 31, 2019: (1) the September 17, 2018, and January 15, 2019, due dates
for quarterly estimated tax payments; (2) the September 17, 2018, due date for certain returns, such as
those for calendar-year partnerships that filed timely extension requests for 2017; (3) the October 15,
2018, due date for 2017 individual returns for individuals who filed timely extension requests; (4) the
October 31, 2018, due date for quarterly payroll and excise tax returns; (5) the November 15, 2018,
due date for 2017 returns of calendar-year tax-exempt organizations that filed timely extension
requests, and (6) due dates after September 7, 2018, and before January 31, 2019 for the filing of Form
5500 series returns. Note: individuals who filed a timely request for an extension of time to file their
2017 returns do not obtain any relief for tax payments related to the 2017 return because those
payments were due on April 18, 2018.

Waiver of late-deposit penalties for federal payroll and excise taxes. For those in affected areas,
the Service has waived late-deposit penalties for federal payroll and excise taxes due on or after
September 7, 2018, and before September 24, 2018, as long as the deposits are made by September 24,
2018.
Relief provided automatically. The Service will automatically provide filing and penalty relief
to any taxpayer with an address of record in one of the designated disaster areas. Taxpayers in one of
these areas who receive a notice from the Service regarding a late-filing or late-payment penalty should
contact the Service at the number listed on the notice to have the penalty abated. In contrast, affected
taxpayers who reside or have a business outside the covered disaster area must call the Service to
request relief.
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2. Trust but verify—taxpayers need to check the amount of taxes being withheld from
their paychecks. The Service has issued revised withholding tables that take into account changes made
by the 2017 Tax Cuts and Jobs Act. Notice 1036 (1/11/18) and IRS News Release IR-2018-05
(1/11/18). Among other changes, the 2017 Tax Cuts and Jobs Act reduced tax rates, significantly
increased the standard deduction, and eliminated personal exemption deductions. The overall effect of
the legislation is to reduce the amount of tax owed by most taxpayers. In light of these changes, the
Service has issued new withholding tables for use by employers. The new withholding tables generally
direct employers to withhold less in taxes from the paychecks of employees compared to the former
tables. The Service has directed employers to begin using the new tables as soon as possible, but no
later than February 15, 2018. The new withholding tables are designed not to require employees to file
a new Form W-4 with their employers.
a.The Service has updated its online withholding calculator and issued a revised
Form W-4. IRS News Release IR-2018-36 (2/28/18). The Service has released an updated
withholding calculator on its website to help taxpayerscheck their 2018 withholding in light of the
changes made by the 2017 Tax Cuts and Jobs Act. Simultaneously, the Service issued a revised Form
W-4 that eliminates references to dependents and reflects certain other changes enacted by the
legislation.
3. Seniors now will benefit not only from the early-bird special, but also from a
simplified return on Form 1040SR. The Bipartisan Budget Act of 2018, § 41106, directs the Secretary
of the Treasury to make available an individual federal income tax return, to be known as “Form
1040SR,” for use by individuals who have attained age 65 by the close of the taxable year. Form
1040SR is to be as similar as practicable to Form 1040EZ, except that it will be available regardless of
the taxpayer’s level of income and regardless of whether the taxpayer’s income includes social security
benefits, distributions from qualified retirement plans or annuities, interest and dividends, or capital
gains and losses taken into account in determining adjusted net capital gain. Congress has directed that
Form 1040SR be available for taxable years beginning after February 9, 2018, the date of enactment.
X.

WITHHOLDING AND EXCISE TAXES
A. Employment Taxes

1. The Service wins three battles but loses the war in this withholding trust fund tax
case; a CPA firm may have been the taxpayers’ salvation. Byrne v. United States, 857 F.3d 319 (6th
Cir. 5/15/17). The two taxpayers were CEO and President of a manufacturing company that they, the
company’s controller, and other investors purchased in October 1998. Early in 1999, the taxpayers
became aware that the company’s controller had mishandled payroll tax payments (i.e., making
biweekly instead of semiweekly payments) for several months resulting in a large penalty assessment
by the Service. As a result of the controller’s continued mishandling of the company’s finances, in
April and July of 2000 the taxpayers hired two new employees to assist the controller. In October 2000,
the Service sent the company a notice of a penalty for $98,622.32 for unpaid trust-fund taxes for the
first quarter of 2000. These unpaid taxes plus interest were paid in November 2000. In December 2000,
the company’s independent CPA firm issued a “clean” audit letter regarding the company’s financial
statements through September 30, 2000; however, the letter noted that the company had “flaws” in its
accounting practices. Subsequently, in January of 2001, the company’s lender discovered that not only
had the company missed payroll tax payments for the last three quarters of 2000, but the controller had
falsely overstated accounts receivable records to hide the company’s financial difficulties. In April
2001, the company filed for bankruptcy protection and ultimately was liquidated. Then, in July 2005,
the Service assessed $855,668.35 responsible person penalty taxes against the taxpayers under § 6672.
The taxpayers subsequently paid a portion of the penalty taxes and filed refund claims instituting this
action. The U.S. Court of Appeals for the Sixth Circuit previously had affirmed the District Court’s
ruling that the taxpayers were responsible persons for purposes of § 6672(a), but remanded the case to
the District Court to determine if the taxpayers had acted willfully as required by the statute. Byrne v.
United States, 498 Fed. Appx. 555 (6th Cir. 2012). After a bench trial, the District Court held that the
taxpayers had acted willfully because they recklessly disregarded the risk that the trust fund taxes were
not being paid. In an opinion by Judge Batchelder, a three-judge panel of the Sixth Circuit reversed the
District Court and held as a matter of first impression that (i) a determination of “willfulness” under
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§ 6672 is a question of “ultimate fact” subject to de novo review on appeal, and (ii) even if the
taxpayers were negligent, and possibly even reckless, in their failure to determine whether trust fund
taxes were being paid, their belief that the trust fund taxes had been paid was reasonable under the
circumstances and therefore they had not acted willfully within the meaning of § 6672. In particular,
the Sixth Circuit pointed to the hiring of two employees to assist the controller in 2000 and the
taxpayers’ reliance upon the “clean” audit letter issued by the company’s CPA firm in December 2000.
In reaching its decision, the Sixth Circuit apparently aligns itself with a similar “reasonable belief”
exception adopted by the Second Circuit, noting:
In many circuits, “[r]eckless disregard includes failure to investigate or correct
mismanagement after being notified that withholding taxes have not been paid.”
Morgan v. United States, 937 F.2d 281, 286 (5th Cir. 1991) (per curiam); see also
Greenberg v. United States, 46 F.3d 239, 244 (3rd Cir. 1994); Denbo v. United States,
988 F.2d 1029, 1033 (10th Cir. 1993); Godfrey v. United States, 748 F.2d 1568, 1577
(Fed. Cir. 1984) . . . But the Second Circuit recognizes an exception to § 6672(a)
liability when a responsible person “believed that the taxes were in fact being paid, so
long as that belief was, in the circumstances, a reasonable one.” Id. (citation and
internal quotation marks omitted). The Fifth Circuit has also held that taxpayers who
act with reasonable cause may be able to defeat a finding of willfulness. See Conway
v. United States, 647 F.3d 228, 234, 235 (5th Cir. 2011) (finding that reasonable
reliance on the advice of counsel may constitute reasonable cause under some
circumstances).
a.Unlike the taxpayer in Byrne who had a reasonable basis to believe the
company was meeting its payroll tax obligations, this taxpayer found out that the ostrich defense will
not “fly” (pun intended). United States v. Hartman, 896 F.3d 759 (6th Cir. 7/25/18). In a case
somewhat similar to Byrne v. United States, 857 F.3d 319 (6th Cir. 5/15/17), the Sixth Circuit (in an
opinion by Judge Sutton) upheld a federal district court decision imposing liability on the taxpayer
under § 6672 for an amount equal to the business’s unpaid withholding taxes. The taxpayer and
another individual had founded the company, and the taxpayer had placed the other individual in
charge of payroll. Unfortunately, though, the other individual did not do well in this role, and
eventually the taxpayer discovered that the company had not paid payroll taxes to the Service. After
both founders met with the Service, the taxpayer directed the other individual founder to pay all
delinquencies as well as future payroll taxes on a timely basis; however, the taxpayer did not follow
up and subsequently became aware (finding a number of unmailed checks to the Service as well as
learning other clues) that payroll taxes were not being paid. The District Court held on a motion for
summary judgment that the taxpayer “recklessly” disregarded the company’s payroll obligations,
which was tantamount to willfulness, even if the taxpayer did not have actual knowledge that payroll
taxes were not being paid to the Service. The Sixth Circuit upheld the District Court’s ruling, holding
that although neither negligence nor gross negligence constitutes willfulness, reckless disregard is
tantamount to willfulness. The Sixth Circuit concluded that the taxpayer was reckless because he had
actual knowledge of the other individual founder’s “extensive track record of misconduct.” Coupled
with other facts of which the taxpayer was aware and which indicated payroll taxes had not been
paid, the Sixth Circuit determined that the taxpayer “had no plausible basis” for believing that the
company’s payroll tax obligations were being met. Yet, despite this knowledge, the taxpayer did
nothing to correct the situation. These facts, the Sixth Circuit wrote, distinguished this case from
Byrne where the taxpayers took meaningful steps (by hiring an accounting firm and in-house
accountant) to address unpaid payroll taxes.
B. Self-employment Taxes
1. In this employment tax refund case concerning non-qualified stock options, Judge
Posner tells railroads to take a hike, but Judge Manion dissents because “money remuneration” and
“stock” were different in 1934; however, both apparently agree that “wampum” and “sheep” can be
money (and no, we are not making this up)! Wisconsin Central Ltd. v. United States, 856 F.3d 490 (7th
Cir. 5/8/17). Beginning in 1996, the taxpayer railroad companies began including non-qualified stock
options in the compensation plans for their employees. The taxpayers previously had withheld and paid
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employment taxes (under the Railroad Retirement Tax Act, § 3231) when employees exercised nonqualified stock options, but subsequently the taxpayers filed claims for refunds with the Service, which
were denied. The United States District Court for the Northern District of Illinois (Judge Feinerman)
also denied the taxpayers’ refund claim, and the taxpayers appealed to the Seventh Circuit. The
taxpayers argued that stock options are not “compensation” because they are not “money
remuneration” within the meaning of § 3231. Section 3231(e)(1) defines taxable compensation as “any
form of money remuneration paid to an individual for services rendered as an employee to one or more
employers.” Based upon this language, Judge Posner, writing for the majority, explained that even
though the term “money remuneration” may not have commonly been understood to include stock
when the Railroad Retirement Tax Act was passed in 1937, today stock and stock options are wellaccepted forms of compensation and hence taxable under § 3231. Judge Posner wrote, “The dictionary
definition of money may remain constant while the instruments that comprise it change over time:
sheep may have once been a form of money; now stock is.” In short, Judge Posner interprets the term
“money remuneration” in § 3231 to be an evolving concept that changes with the times. Judge Manion,
however, dissented, arguing that the 1934 edition of Webster’s Dictionary defined money as
“[a]nything customarily used as a medium of exchange and measure of value, as sheep, wampum,
copper rings, quills of salt or of gold dust, shovel blades, etc.” Thus, in Judge Manion’s view, nonqualified stock options are not “money remuneration” and hence not subject to tax under § 3231. We
presume, somewhat sarcastically, that Judge Posner and Judge Manion would agree that “wampum”
and “sheep” were taxable in 1937 under § 3231 and would be taxable today as well, although
according to their opinions the law is unsettled on this point.
a.The U.S. Supreme Court has reversed the Seventh Circuit and held that nonqualified stock options are not “money remuneration” and therefore are not taxable compensation
for purposes of the Railroad Retirement Tax Act. Wisconsin Central Ltd. v. United States, ___ U.S.
___, 138 S. Ct. 2067 (6/21/18). In an opinion by Justice Gorsuch (joined by Justices Roberts,
Kennedy, Thomas, and Alito), the U.S. Supreme Court reversed the decision of the Seventh Circuit
and held that non-qualified stock options are not “compensation” within the meaning of § 3221 and
therefore are not subject to taxation under the Railroad Retirement Tax Act. The Court focused on
the definition of the term “compensation” in § 3231(e)(1), which defines compensation as “any form
of money remuneration paid to an individual for services rendered as an employee to one or more
employers.” The Court looked for guidance to several dictionary definitions of the term “money”
that existed contemporaneously with Congress’s 1937 enactment of the Railroad Retirement Tax
Act. These definitions generally defined money as currency issued by a recognized authority and
used as a medium of exchange. Stock options, the court reasoned,

do not fall within that definition. While stock can be bought or sold for money, few of
us buy groceries or pay rent or value goods and services in terms of stock. When was
the last time you heard a friend say his new car cost “2,450 shares of Microsoft”? Good
luck, too, trying to convince the IRS to treat your stock options as a medium of
exchange at tax time.
The Court also noted the difference in the language used in the Railroad Retirement Tax Act and in
the Federal Insurance Contributions Act (FICA), both of which were enacted by the same Congress.
The Railroad Retirement Tax Act taxes “money remuneration.” In contrast, FICA taxes “all
remuneration for employment, including the cash value of all remuneration (including benefits) paid
in any medium other than cash.” According to the Court, “[t]he Congress that enacted both of these
pension schemes knew well the difference between ‘money’ and ‘all’ forms of remuneration.” The
Court declined to give Chevron deference to Reg. § 31.3231(e)-1, which provides, “except as
specifically limited by the Railroad Retirement Tax Act,” that the term “compensation” in the Railroad
Retirement Tax Act has the same meaning as the term “wages” in FICA. The statutory definition of
“compensation,” the Court held, is clear and leaves no room for agency interpretation.
• Justice Breyer, joined by Justices Ginsburg, Sotomayor, and Kagan,
dissented. Justice Breyer characterized the railroads as “engaging in (and winning) a war of 1930’s
dictionaries.” In Justice Breyer’s view, the statutory definition of “money remuneration” is ambiguous,
and therefore the Court should have deferred to the Treasury Department’s interpretation of the statute.
The Treasury Department, Justice Breyer argued, has consistently interpreted the term “money
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remuneration” in a manner that supports treating stock options as a form of money remuneration.
C. Excise Taxes
XI.

TAX LEGISLATION
A. Enacted

1. Congress has retroactively extended a number of provisions designed to act as
taxpayer incentives and made other changes. Wait, retroactive incentives? The Bipartisan Budget Act
of 2018, Pub. L. No. 115-123, was signed by the President on February 9, 2018. This legislation
retroactively extends a number of provisions through 2017, such as § 163(h)(3)(E)’s treatment of
mortgage insurance premiums as deductible mortgage interest, the § 222 above-the-line deduction for
qualified tuition and related expenses, the § 108(a)(1)(E) exclusion for cancellation of qualified
principal residence indebtedness, favorable recovery periods for certain depreciable property, and
various credits related to energy efficiency. The legislation also makes certain other changes to the
Internal Revenue Code, such as a provision that precludes any increase in the current user fees for
installment agreements.
2. Congress has enacted technical corrections to the centralized partnership audit
regime. The Consolidated Appropriations Act, 2018, Public Law No: 115-141, was signed by the
President on March 23, 2018. Part of the Act makes much-needed technical corrections to the new
centralized partnership audit regime. These amendments to the centralized partnership audit regime
are effective for taxable years beginning after December 31, 2017, as if enacted as part of The
Bipartisan Budget Act of 2015.
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GEORGIA MANDATORY CLE FACT SHEET
Every “active” attorney in Georgia must attend 12 “approved” CLE hours of instruction annually,
with one of the CLE hours being in the area of legal ethics and one of the CLE hours being in
the area of professionalism. Furthermore, any attorney who appears as sole or lead counsel in
the Superior or State Courts of Georgia in any contested civil case or in the trial of a criminal
case in 1990 or in any subsequent calendar year, must complete for such year a minimum of
three hours of continuing legal education activity in the area of trial practice. These trial practice
hours are included in, and not in addition to, the 12 hour requirement. ICLE is an “accredited”
provider of “approved” CLE instruction.
Excess creditable CLE hours (i.e., over 12) earned in one CY may be carried over into the next
succeeding CY. Excess ethics and professionalism credits may be carried over for two years.
Excess trial practice hours may be carried over for one year.
A portion of your ICLE name tag is your ATTENDANCE CONFIRMATION which indicates the
program name, date, amount paid, CLE hours (including ethics, professionalism and trial
practice, if any) and should be retained for your personal CLE and tax records. DO NOT SEND
THIS CARD TO THE COMMISSION!
ICLE will electronically transmit computerized CLE attendance records directly into the Official
State Bar Membership computer records for recording on the attendee’s Bar record. Attendees
at ICLE programs need do nothing more as their attendance will be recorded in their Bar
record.
Should you need CLE credit in a state other than Georgia, please inquire as to the procedure
at the registration desk. ICLE does not guarantee credit in any state other than Georgia.
If you have any questions concerning attendance credit at ICLE seminars, please call:
678-529-6688

