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INTRODUCTION
It is a principle fundamental to the law of tax exempt organizations that charitable organizations1 must serve public purposes. The trustees of a charitable trust are under a duty "to deal with the property for a charitable purpose." In the case of a private trust it is the duty of the trustees to deal with the property for the benefit of the designated beneficiary or beneficiaries. In the case of a private trust, property is devoted to the use of specified persons who are designated as beneficiaries of the trust. In the case of a charitable trust, property is devoted to the accomplishment of purposes, which are beneficial or may be supposed to be beneficial to the community. 

This, indeed, is the fundamental distinction between private trusts and charitable trusts.2

In federal tax law, the principle that charitable organizations must serve the public finds its expression in the regulations underlying IRC §501(c)(3). The relevant regulation states, in part, that an organization will not qualify for exemption as a charity "unless it serves a public rather than a private interest."3 It is a virtually inescapable fact that even the most legitimate charitable endeavor will, to some degree, directly or indirectly, benefit non-charitable interests. Employees cannot be required to work without remuneration, rents must be paid, service providers employed, equipment purchased, and so forth. How much and what kind of such benefit is permissible?

There are few "hot topics" in the area of tax exempt charitable organizations that do not involve the issue of "private benefit." For example:

· Unreasonable compensation. When does the amount of compensation paid to essential, highly qualified management or staff cross the line and run afoul of the private benefit prohibition

· Physician recruitment and retention. In what forms and to what degree may a charitable hospital provide incentives to physicians to induce them to join the medical staff of the facility? What types of joint ventures may hospitals (as well as other types of exempt organizations) enter into with staff, physicians, or outsiders that will not endanger exempt status?

· Tax-exempt bonds. If a charity employs the proceeds from the public issuance of tax-exempt bonds to purchase or expand facilities, opportunities and temptations for misdirection of this pool of public funds are enhanced. When do the management fees, charges for building improvements or payments for the purchase of a facility from a private party become so large as to exceed the private benefit restriction?

· Charitable fund-raising. How much of the proceeds from a fund-raising effort can be used to compensate a professional fundraiser? Do the facts reflect that the fund-raising effort privately benefits the fundraiser?

· College and university audits. Are sponsored research programs, particularly programs that yield products or information that have a ready commercial application, serving private interests? Are salary payments to some professionals on campuses so excessive as to violate the private benefit prohibition? 

· The list of issues, involving private benefits, which presently concern the Internal Revenue Service, goes on. 
This article will explain the concept of private benefit, followed by a discussion of the private benefit test, in relation to selected current issue areas:

1. The law of private benefit.
2. An example of private benefit.
3. "Incidental" private benefit.
4. When is a benefited group "public" or "private?"
5. What type of "public" benefit is necessary?
6. Relationship to "private inurement."
7. Private benefit and selected issue areas: 
- Unreasonable compensation.
· Tax-exempt bonds.
· Charitable fund-raising.
· College and university audits: Sponsored research.

· CONCLUSION
The law of private benefit. The requirement that a charitable organization promote a public, rather than private, purpose is another way of requiring that the organization meet the so-called "operational test'' for exemption.4
IRC §50I(c)(3) provides, in part, for recognition of exemption for organizations "organized and operated exclusively" for charitable, religious, educational, and other purposes stated in the statute.

· 
The operational test of the regulations elaborates the "operated exclusively" requirement of the statute.5 The test is aimed at ensuring that an organization's programs are devoted to furthering the "exempt purposes" that are specified in IRC §50l(c)(3).6

· The operational test states that an organization will be recognized as "operated exclusively" for one or more "exempt purposes" only if it engages primarily in activities which accomplish such purposes.7 Furthermore, the regulations add, an organization will not be regarded as "operated exclusively" for one or more exempt purposes if more than an "insubstantial part" of its activity is not in furtherance of an exempt purpose.8

· In construing the meaning of the phrase "exclusively for educational purposes," the Supreme Court stated:
"This plainly means that the presence of a single non-educational purpose, if substantial in nature, will destroy the exemption regardless of the number or importance of truly educational purposes."9

· Finally, another part of the regulations, which lists the permissible exempt purposes, provides that, by definition, an organization will not be operated exclusively (as well as not organized exclusively) for a permissible exempt purpose "unless it serves a public rather than a private interest."10

· Thus, if an organization's activity is shown to benefit a private interest, it will be deemed to further a non-exempt purpose, and thereby fail the operational test.11

· The consequence of failing to meet the operational test (or the organizational test) is disqualification of the organization from exemption under IRC §501(c)(3).12 Application of the operational test requires an examination of the actual purposes of the organization's activity, and not the nature of the activity or the organization's purposes as stated in its organizing documents.13

· Furthermore, what an organization's purposes are, and what purposes its activity supports, are questions of fact.14 The burden of proof is on the organization to show that it does not serve private interests.15
[3074.3] An example of private benefit. Private benefit can arise in a variety of contexts. However, there are some cases where the private benefit is clear, particularly in situations where the benefited persons or groups are in a position to control the organization.

· One recent Tax Court case, Westward Ho v. Commissioner,16 illustrates the concept of private benefit. The organization, Westward Ho, was created by three restaurant owners to facilitate the movement of homeless individuals off the downtown streets of Burlington, Vermont, by means of one-way airfare-anywhere.

· The articles of association described the organization's purposes as follows: "Providing travel grants or loans to certain indigent and antisocial persons who may have a strong desire or need to leave the Burlington, Vermont area, but who lack the means to pay for transportation to their destination of choice."

· Westward Ho's only beneficiary accepted a one-way ticket from Burlington to Portland, Oregon. This person had a history a making a nuisance of himself by harassing customers and employees in a downtown restaurant, including, on one occasion, throwing a planter of poinsettias at a bartender in the restaurant of one of the organization's founders. The IRS refused to recognize this entity as a charitable organization, a decision the organization disputed in court. The Tax Court found that Westward Ho's founders were more concerned with fears of financial loss than the problems of the homeless. The court held against exemption for the organization on private benefit grounds. [' 3074.4] "Incidental" private benefit. Clearly, there are many situations in which an exempt organization will provide a degree of benefit to specific groups or individuals in the course of conducting a charitable program.

· 
However, the law allows for such situations, and provides that where the serving of private interests is "incidental" to the accomplishment of the organization's charitable purposes, and does not represent a substantial nonexempt purpose, exemption will not be jeopardized.17 To be considered "incidental," the private benefit must be incidental both "qualitatively" and "quantitatively."

· 
A recent expression of the principle by the IRS was in GCM 39862.18 There the concept is explained as follows:
Any private benefit arising from a particular activity must be "incidental" in both a qualitative and quantitative sense to the overall public benefit achieved by the activity if the organization is to remain exempt. To be qualitatively incidental, a private benefit must occur as a necessary concomitant of the activity that benefits the public at large: in other words, the benefit to the public cannot be achieved without necessarily benefiting private individuals. Such benefits might be characterized as indirect or unintentional. To be quantitatively incidental, a benefit must be insubstantial when viewed in relation to the public benefit conferred by the activity.19

· The concept of "qualitatively incidental" private benefit finds its classic illustration in RevRul 70-186.20 In that ruling, an organization was formed to preserve a lake as a public recreational facility and to improve the condition of the water in the lake to enhance its recreational features. Although the organization clearly benefited the public at large, there was also necessarily significant benefit to the private individuals who owned lakefront property. The IRS determined, however, that the private benefit to the lakefront property owners was "incidental" in a "qualitative" sense, stating:

· The benefits to be derived from the organization's activities flow principally to the general public through the maintenance and improvement of public recreational facilities. Any private benefits derived by the lakefront property owners do not lessen the public benefits flowing from the organization's operation. In fact, it would be impossible for the organization to accomplish its purposes without providing benefits to the lakefront property owners.21

· To be "qualitatively" incidental, the transaction that happens to yield private benefit need not necessarily pass a "but for" test. That is, the strategy developed by the organization need not be the only means by which the exempt purpose could be achieved, but rather, the private benefit need only be "a natural concomitant" of the arrangement employed.22

· The heavily factual nature of the private benefit determination is underscored by comparing RevRul 70-18623 to Benedict Ginsberg v. Commissioner,24 a Tax Court case in which, on a similar set of facts, the court drew a different conclusion. In that case, a nonprofit corporation was formed to dredge a navigable waterway fronting the property of its members. This waterway was little used by the public but its navigability greatly affected the value of the property of members. Also, evidence showed that "contributions" to the organization came solely from members and were in proportion to the value of their property. On these facts, it was held that the organization was not charitable, but was serving private purposes.

· Likewise, compare RevRul 61-I7025 with RevRul 55-656.26 The former holds a nurses' association that maintained an employment register primarily for the employment of its members was not entitled to exemption under IRC §501(c)(3) because it promoted the interests of its individual members. The latter exempts under IRC §501(c)(3) a community nursing bureau operated as a community project which maintained a register of all qualified professional and sub-professional personnel for the benefit of hospitals, health agencies, physicians, and members of the community.

· Determining whether a particular benefit is "quantitatively incidental" involves balancing the benefits bestowed on private individuals or groups against the benefits to the public generated by the activity. The "quantitative" private benefit analysis is demonstrated in RevRul 74-l46.27 That ruling holds exempt as a charitable organization a group of nonprofit educational organizations. The organization, whose membership includes a small number of for-profit schools, was formed to prepare accreditation standards, identify schools and colleges meeting those standards, and disseminate lists of such accredited institutions to the public. The ruling reasons that the accrediting program advances education by providing a significant incentive for maintaining a high quality educational program at schools. Furthermore, the ruling states, any private benefit accruing to the few for-profit members because of the accreditation program is incidental to the purpose of improving the quality of education.

· Another example of the quantitative balancing approach is illustrated in a comparison of RevRuls 68-1428 and 75-286,29 both involving organizations that engage in community beautification projects. In the former, an organization formed to improve an area adjacent to its member's property did not qualify for exemption because it operated to serve private interests, as evidenced by the restricted membership and area that it served. In the latter, a similar organization did qualify for exemption where it sought to preserve and enhance the beauty of an entire city.

· Furthermore, the IRS takes the position that the private benefit test is applicable to the individual activity to which it may be an issue. That is, the private benefit is balanced only against the public benefit conferred by that particular activity. GCM 39862 explains:

· It bears emphasis that, even though exemption of the entire organization may be at stake. the private benefit conferred by an activity or arrangement is balanced only against the public benefit conferred by that activity or arrangement, not the overall good accomplished by the organization.30 

· This feature of the test becomes particularly significant in situations involving large, complex organizations with multiple programs and departments, such as hospitals, or colleges and universities.
[3074.5] When is a benefited group "public" or "private"? An implicit element necessary to a finding of private benefit is a determination that the benefited group is indeed, "private."

· OBSERVATION: This determination is not always an easy task, particularly when the benefited group is a very large number of persons, so large as to seemingly constitute the "public" at large.

· One case in which the court dealt with this issue was American Campaign Academy v. Commissioner.31 American Campaign Academy was organized for educational and charitable purposes. As its primary activity, the organization operated a school to train individuals to fill key positions in political campaigns as communications directors, finance directors, and campaign managers. Upon graduation, most of the students went to work in Congressional and Senatorial campaigns.

· The court cited evidence indicating that the organization was operated to benefit the Republican Party candidates and related organizations. The court noted that the school was incorporated by the general counsel of the National Republican Congressional Committee (NRCC). In its application the organization stated that it was an "outgrowth" of a predecessor program run by the NRCC. Funding for the school came exclusively from the National Republican Congressional Trust. Two of the organization's three initial directors had Republican Party ties: one was executive director of the NRCC and the other was a member of the Republican National Committee. The organization's bylaws empowered the Republican majority of the board to have "general charge of the affairs, property and assets of the corporation." Finally, the school's curriculum was weighted toward Republican Party campaign issues.

· In ruling that the organization failed the private benefit test, it was necessary for the court to contend with the school's argument that organizations, such as itself, which restricted benefits to "identified classes demarked by industrial or geographic limitations" could qualify as exempt if the benefited class was "broad enough to represent the community."32 Moreover, the school argued, since Republican organizations and candidates represent the interests of a class consisting of hundreds of organizations and millions of citizens, the benefits accruing to this class should be construed as public in nature."33

· To support its argument, the school cited a line of IRS revenue rulings granting exemption to training programs sponsored by various industrial and professional organizations, such as RevRul 68-50434 (an organization with membership open to all bank employees in a particular urban area operated to conduct an educational program and publish a professional magazine is exempt under IRC §501(c)(3)).

· The IRS countered that the rulings cited were distinguishable from the school's situation, because, in the situations described by the rulings, the benefit to employers of the trainees was "broadly spread among members of an industry (i.e..... banks within an urban area . . . ), as opposed to being earmarked for a particular organization or person."35 Where the training of individuals is focused on furthering a "particular targeted private interest," the IRS stated, then the conferred benefit ceases to be "incidental" to exempt purposes.36

· The court stated that the test for determining whether an organization serves "private" interests is resolved by examining the "definiteness and charitable nature of the class to be benefited and the overall purpose for which the organization is operated."37 Or, as expressed in its own formulation of the test:

· To prevail herein, petitioner [Academy] must establish that the Republican entities and candidates benefiting from the employment of its graduates are members of a charitable class and within that charitable class do not comprise a select group of members earmarked to receive benefits.38

· The court held that the size of the class to be served by an organization was a factor in determining whether a benefited group was a charitable class, but that size alone was insufficient to transform it into a charitable class.39 The court held that the school had failed to establish that the specific Republican organizations and candidates it benefited from its educational program were members of a charitable class.40 

Furthermore, the organization failed the "definiteness" prong of the test, because it could not show that it broadly distributed its graduates to candidates of all political affiliations in a "nonselect manner."41 The information in the file indicated almost all the graduates had gone to work for Republican candidates and organizations.42
The IRS has taken positions similar to those expressed by the court. RevRul 67-367~~ holds not exempt under IRC §501(c)(3) a nonprofit organization whose sole activity is the operation of a "scholarship" plan for making payments to pre-selected, specifically named individuals. Such an organization, the ruling holds. serves private interests, rather than public charitable and educational interests, in contravention of IRC §501(c)(3) and Regulation §l.501(c)(3)-1(d)(l)((ii).

GCM 38881 describes a situation involving organizations that provide debt counseling and management services to financially-burdened debtors, including individuals not generally considered to be poor (and hence, not a charitable class in this instance). The IRS concluded that the credit counseling and management organizations were not organized and operated for exclusively exempt purposes because the debt management services substantially benefit private interests in violation of Regulation §1.501(c)(3)-1(d)(1)(ii).

[3074.6] What type of "public" benefit is necessary? To satisfy the private benefit test, it also is not sufficient to conduct an activity that provides only a passing benefit to the public. The public benefit flowing from the activity must provide a direct, identifiable benefit to the community which the organization serves.45

In GCM 39862 the IRS rejected arguments by exempt hospitals seeking to justify profit-sharing joint ventures they had entered into with physicians. The hospitals contended that offering incentives for increasing patient admissions by physician/investors would benefit the community by boosting the financial health of the hospital facility. The IRS's Chief Counsel demurred:

Against this [private benefit to physician/investors], we must balance the public benefit achieved by the hospitals in entering into the arrangements. The public benefit expected to result from these transactions-enhanced hospital financial health or greater efficiency achieved through improved utilization of their facilities-bears only the most tenuous relationship to the hospital's charitable purposes of promoting the health of their communities. Obtaining referrals or avoiding new competition may improve the competitive position of an individual hospital, but that is not necessarily the same as benefiting the community.46

See also, e.g.. American Campaign Academy v. Commissioner of Internal Revenue, where the Tax Court rejected the school's argument that "the infusion of competent campaign workers into the overall political system will benefit the entire community by bolstering confidence in the American electorate."47 Citing the legislative scheme that exempts, under other paragraphs of 501(c), organizations that perform some degree of public service-such as fraternal societies, veterans' organizations, or labor organizations-the court stated:

"It is clear, however, that not all organizations which incidentally enhance the public good will be classified as public' organizations within the meaning of IRC §501(c)(3)."48

[3074.7] Relationship to "private inurement." Closely related to the concept of private benefit is the prohibition against "private inurement."

IRC §501(c)(3) describes as charitable only an organization "no part of the net earnings of which inures to the benefit of any private shareholder or individual."

"Private inurement", or "inurement" as the concept is more commonly known, is based on the principle that the income and assets of a charitable trust are irrevocably dedicated to public purposes. The concept was succinctly defined recently by the IRS in GCM 39862: "The private inurement prohibition serves to prevent anyone in a position to do so from siphoning off any of a charity's income or assets for personal use."49

The concept of inurement is separate from that of private benefit. The requirement to avoid both must be met before an organization can qualify for exemption.50

However, in many respects, the inurement prohibition can be considered a subset of the broader private benefit doctrine. Many situations that would not constitute inurement nevertheless violate the private benefit test. In addition, the regulations provide that an organization that violates the inurement prohibition, by definition, will fail to meet the operational test for exemption.51

The narrower inurement rule differs from private benefit in requiring the establishment of a greater number of elements.

In contrast to private benefit, which can involve a variety of benefits both tangible and intangible, inurement is limited to the awarding of economic benefits, in a manner similar to, for example, a shareholder with equity rights in the organization.52

Another distinguishing requirement for a finding of inurement is that the benefited parties have the power to influence the conduct of the organization, or as more commonly known, be an "insider," to the organization at issue:

The proscription against private inurement generally applies to a distinct class of private interests-typically persons who, because of their particular relationship with an organization, have an opportunity to control or influence its activities.53

The private benefit rule, on the other hand, is applicable as well to unrelated, third party outsiders.54 Furthermore, the benefited party need not be in a position to influence the organization.55

It should be noted, however, in the hospital context, that physicians with no apparent formal position of influence in an organization, under certain circumstances, are seen by the IRS as "insiders" for purposes of applying the inurement test This position had its beginnings in GCM 3949856 and was expanded further in GCM 39670.57 In GCM 39862, the development is explained:

Despite this limitation [of a necessary finding of "insider" status for application of the inurement test], the class of persons properly viewed as private shareholders and individuals (i.e. insiders) can, under certain circumstances, be sizable. In GCM 39498, this office stated that all physicians on the medical staff of a hospital, as employees or as persons with a close professional working relationship with the hospital, are persons who have a personal and private interest in the activities of the hospital and are subject to the inurement proscription. Similarly, in GCM 39670 this office stated that all persons performing services for an organization have a personal and private interest in it, and therefore possess the requisite relationship to find inurement.58

OBSERVATION Hence, in a health care setting, strict "insider" status may be less of an issue in distinguishing inurement from private benefit when physicians are the benefited group.

Finally, while some private benefit that is both qualitatively and quantitatively "incidental" will be allowed without necessarily violating the rule, the statute contemplates no exception to the inurement prohibition.59
The IRS and the courts have stated explicitly that in situations where some but not all the elements of inurement are present, the organization would still face the hurdle of private benefit for exemption.60 Courts have upheld IRS denials of exemption based solely on private benefit grounds.6'

[ 3074.8] Unreasonable compensation. The payment of excessive compensation can jeopardize the exempt status of an organization. "Unreasonable" compensation-payment exceeding the fair market value of the services provided-confers an unjustifiable benefit on an individual (or entity), thereby raising a private benefit issue.62
Because the benefit is one of an economic nature, and the parties benefited are frequently "insiders," unreasonable compensation is more often challenged under private inurement principles.63

The IRS takes the position that the compensated employees or other individuals who have a "close professional working relationship" with an organization have a personal and private interest in the organization sufficient to make them "insiders" subject to the inurement proscription.64 This is so even if the compensated party was recruited in arm's-length negotiations and is not a director.65 However, when the compensated party does not qualify as an "insider," the transaction will be analyzed as a violation of the private benefit rule.66

Because of the variety and complexity of compensation packages, the determination of what constitutes "unreasonable" compensation is subject to a facts and circumstances test.67 A number of factors are taken into consideration in determining reasonableness of compensation, Among them are.68

1) Factors relating to the employee:
a) Arm's-length relationship.
b) Control by family or founder related to employee,
c) Availability of comparable services from a third party,
d) Nature of employee's duties.
e) Employee's background and experience,
f) Employee's salary history.
g) Employee's contribution to the organization's success.
h) Time devoted to the job.

2) Factors relating to the organization:
a) Salary scale of other organizations in same line of business.
b) Size of the organization.
c) Salary scale for employees generally.
d) Amount of organization's income devoted to compensation.

3) Factors relating to the compensation itself:
a) Criteria for compensation.
b) Abrupt increases in compensation.
c) Salary fixed many years in advance.
d) Substantiation of duties performed and salary paid.

The IRS's recently-issued hospital examination guidelines illustrate the range of specific transactions that can raise issues of private benefit (as well as private inurement), in particular, the guidelines highlight physician recruitment/retention arrangements. Such arrangements include.69

1) Free or below-market rent for space in hospital-owned buildings. 2) Below-market charges for practice management services. 3) Private practice income guarantees that do not require a pay-back. 4) Loans provided at below-market rates, favorable terms, and/or are inadequately secured. 5)Outright cash payments. 6) Purchase of physician's practice at an excessive price.

In regard to the specific situation of recruiting incentives (such as loans, income guarantees. and other subsidies), the hospital guidelines provide that to meet the test of reasonableness (as well as charitability) a showing must be made as to the need for the physician in the community served by the hospital.70 Such a need could be demonstrated by evidence of the absence of practitioners in a given specialty, government studies of health manpower, patient travel patterns, and the like.71 Otherwise, contracts should require pay-backs of subsidies at prevailing interest rates.72 Furthermore, in testing reasonableness of compensation in situations involving physician recruiting incentives, the hospital guidelines state that the compensation should be linked to the physician's value to the hospital (e.g.. a new service or enhanced productivity) or community (e.g., a needed specialty).73

In testing compensation income from all sources related to the organization must be aggregated).74
[ 3074.9] Tax-exempt bonds. Transactions between exempt organizations and for-profits making use of tax-exempt bond financing often present the potential for private benefit.
The IRS warned the public about such transactions, and described some of the ways such transactions can lead to abuse, in a news release.75 The news release, and an IRM supplement,76 focused specifically on tax-exempt bond financed transactions in a health care context.

One type of abusive transaction involves the use of tax-exempt bond proceeds by an IRC §501(c)(3) organization to purchase, from an individual or for-profit entity related to the exempt organization, a nursing home or hospital at an inflated price.77 For example, a developer acquires a nursing home from a financially-troubled company at a relatively low price. The developer then approaches an IRC §501(c)(3) organization, or helps create one, which the developer controls or influences, and causes the organization to purchase the nursing home at an excessive price using tax-exempt bond financing to which the organization has access. In addition, the developer also may profit from agreements with the exempt organization to rehabilitate, manage, or operate the home charging excessive fees.78

Another transaction involves the bargain sale of a tax-exempt bond financed facility by an IRC §501(c)(3) organization to a for-profit company.79 The company, in turn, sells or leases the facility at favorable terms to a limited partnership consisting of physicians on the medical staff of the organization who may be in a position of influence. Such transactions may result in impermissible private benefit and private inurement.

RevRul 76-44l80 rules on two situations similar to the transactions described above involving tax-exempt bond financing. In the first situation, a non-profit organization that purchases or leases at fair market value the assets of a former for-profit school and employs the former owners, who are not related to the current directors, at salaries commensurate with their responsibilities, is held to be operated exclusively for educational and charitable purposes. However, in the second situation, an organization that takes over a for-profit schools' assets and liabilities, which exceed the value of the assets and include notes owed to the former directors and current directors of the for-profit school, is serving the director's private interests and is not operated exclusively for educational and charitable purposes.

To determine the likelihood of private benefit in exemption applications involving organizations indicating they plan to use tax-exempt bond financing, the IRS has issued new instructions for its agents.81 The instructions, to be used on a trial basis, utilize a check-sheet which scores the characteristics of applicant organizations screening those that present a low-risk of private benefit and which will be granted favorable determinations by the key district office (provided all other legal requirements for exemption are met).

The check-sheet adds or subtracts points for the presence or absence of factors which indicate private benefits.82 For example, the risk of private benefit is increased where the organization plans to contract for management services with a for-profit,83 the organization's board is not broadly representative of the community,84 or the facility's appraisal has not been calculated by a variety of valuation methods.85

As a ready, and relatively inexpensive, source of financing for such transactions, tax-exempt bonds present a tempting target for abuse.

Furthermore, besides jeopardizing the exemption of the IRC §50l(c)(3) organization, such transactions will jeopardize the tax-exempt status of the interest paid to bondholders.86

Finally, where a facility is traded at an inflated price, carrying the bonds becomes difficult, and many have gone into default leaving bondholders with a loss.87 During the 1980s, about five billion dollars in bonds were issued on behalf of IRC §501(c)(3) organizations, of which more than one billion ended up in default.88
[3074.10] Charitable fund-raising. The deteriorated economic climate and increased competition for the charitable dollar have had their impact on charitable organizations, leading many groups to more aggressive fund-raising and greater use of outside professionals to conduct fund-raising campaigns.

Not all transactions involving exempt organizations and for-profit fundraisers will jeopardize exemption. But some arrangements do raise the issue of private benefit, particularly in situations where, after the campaign is finished, the fundraiser has made his fee, but very little is left for charity. In such situations, the question arises whether there is a legitimate charity, or whether the purpose of the organization is merely to serve as a vehicle for the fundraiser to make profits.89

In Senior Citizens of Missouri, Inc., v. Commissioner,90 the Tax Court upheld an IRS determination denying exemption to an organization where it employed unrelated fundraisers, paying them unjustifiable "advances" on commissions. The organization, whose stated purpose was "to raise funds for and distribute funds, goods or services to handicapped adults", spent its funds in the following manner: "advances" to solicitors; 33.2%; commissions, 25%; president's compensation, 17.5%; dinners, picnics, and transportation for the elderly, 8.9%; other (including office) expenses, 12.9%; and cash retained, 2.4%. Focusing on the "advances," which in many cases were paid to solicitors who quit before earning them and which were never repaid, the court found that the organization failed the operational test requirement where it could not establish that the advances served an exempt purpose.

BE CAREFUL In Senior Citizens of Missouri, Inc., the court based its conclusion on the advances for which the organization received no services. However, even without excessive fees, private interest also may have been served, particularly when there was very little countervailing public benefit in the way of funds raised for charity.

OBSERVATION In cases such as those described above, a determination must be made whether the organization is operated to serve non-exempt purposes (including private interests) or has merely been unsuccessful in its fund-raising efforts.

Factors indicating that the organization serves nonexempt purposes include some of the following:91

I) The organization does not conduct any exempt activity directly, but merely makes grants to other organizations, or claims it intends to do so when funds are available.

2) The organization's primary exempt activity (excluding grantmaking) consists of educating the public through material included in the solicitation.

3) The organization has a record of operation without any significant, identifiable public benefit, but
substantial benefit to the fundraiser.

Other factors include:92

1) Whether the organization has developed a concrete plan for solicitation of funds from the 
general public on a community or area-wide basis.

2) Whether any steps have been taken to implement such a fund-raising plan.

3) Whether any firm commitments of financial or other support have been made to civic, religious,
charitable, or other groups in the community.

4) Whether any commitments have been made, or relationships established, with organizations or
classes of persons intended as future recipients of funds.

[3074.11] College and university audits: Sponsored research. Sponsored research, projects funded by the government or commercial firms and conducted by exempt organizations, can raise private benefit issues.93
Impermissible private benefit may accrue to a number of persons involved, including the sponsoring private firm or scientists who may have a relationship (for example, as a stockholder, officer, or consultant) to the licensee of any intellectual property resulting from the project.94

The prohibition against private benefit is explicitly linked by the regulations to the meaning of the term "scientific" for purposes of IRC §501(c)(3). Citing the general rule against private benefit of the general regulations,95 the relevant regulations state that a "scientific" organization exempt under IRC §501(c)(3) is one that is organized and operated "in the public interest."96

Scientific research is conducted in the public interest, according to the regulations, if:97

1) The results (including patents, copyrights, processes, or formulas) are made available to the
public on a nondiscriminatory basis;

2) Performed for the United States, a United States agency or instrumentality, or for a state or
political subdivision;

3) It aids in the scientific education of college or university students:

4) It is conducted for the purpose of obtaining scientific information, which is published in a form
made available to the interested public;

5) It has the goal of discovering a cure for disease: or

6) Its purpose is to aid a community or geographical area by attracting new industry or
encouraging the development or retention of industry in that area.

With regard to the last four types of scientific research (#3-6), the regulations note that the research described remains "in the public interest" even though performed under a contract awarding any resulting intellectual property to sponsors.98

Scientific research is not conducted in the public interest, according to the regulations, if:99

1) Performed only for persons which are (directly or indirectly) the creators of the organization and which are not described in IRC §50l(c)(3); or

2) The organization conducting the research keeps ownership or control (directly or indirectly) of more than an insubstantial part of the resulting intellectual property and does not make it available to the public on a nondiscriminatory basis. (There is an exception to the rule requiring the availability of intellectual property rights to the public when the granting of exclusive rights to one person is the "only practicable manner" for utilization. This exception is applicable only to research of the type described in #2-6 above.)

RevRul 69-632100 illustrates how public benefit is balanced against private benefit in a scientific research situation. The organization described in the ruling is a non-profit group of members of a particular industry formed to develop new and improved uses for the industry's products. Contracts are made with outside researchers, including IRC §50l(c)(3) organizations, to conduct specific projects. The results are published and made available to the interested public. Furthermore, any patents or trademarks are licensed royalty-free to all applicants meeting the association's quality standards. Nevertheless, noting that the organization's research program is focused on its founders' needs, the ruling finds the organization not exempt under IRC §50l(c)(3) on private benefit grounds.

The association's research projects may result in new products and processes that benefit the public, but such benefit is secondary to that derived by the association's members. The association's members select research projects in order to increase their sales by creating new uses and markets for their products. Therefore, it is held that the primary purpose of the association's research is to serve the private interests of its creators, rather than the public interest.

The regulations provide specifically that an organization (including a college, university, or hospital) will not be precluded from exemption under IRC §501(c)(3) for carrying on research that does not further an exempt purpose, so long as it meets the organizational test and does not conduct such research as a primary purpose.101
[ 3074.12] A final note. Charitable organizations enjoy a number of tax-favored privileges. Among the privileges are exemption from paying federal income tax, the ability to attract tax-deductible contributions, and the authority to issue millions of dollars in tax-exempt bonds. In addition, because of this special status, they often are accorded similar breaks under laws governing state and local income, sales, and property taxes.

In return for the privileges conferred, federal tax law requires such organizations to be organized and operated for charitable purposes and not to benefit private interests.

BE CAREFUL Charitable organizations have a legal obligation to fulfill the requirements of the law, but, in addition, it is in the best interests of the nonprofit sector to allay any public concerns regarding the misuse of charitable assets. "Bad press" generated by even one wayward organization undermines the credibility and effectiveness of the whole charitable sector.

As exempt organizations come under increasing scrutiny, it is incumbent upon them to build the public's trust and support by conducting programs that meet not only the letter of the law, but its spirit as well, by demonstrating clear and consistent benefit to the community. 
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