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|. INTRODUCTION

For at least the past two decades, the InternatiRey Service (IRS)
has relied heavily on the private benefit doctrinepolice economic
transactions between tax-exempt charities and rofitpentities. The
doctrine has been used to regulate the size aftthatable class needed
to justify exemptiort, prohibit joint-venture transactions between
nonprofits and individuals or for-profit entitiésfegulate employee
recruiting? and possibly serve as a substantive constraicdiomacts with
third parties. Despite the IRS’s broad invocation of private bitres a
policing tool, however (or perhapgrecisely becausef its broad
invocation of it), no one really can define the @wim@. The only thing
close to an official definition comes from an IRS%r@ral Counsel's
Memorandum issued in 1987, which noted that:

An organization is not described in section 5S0Bcif(it
serves a private interest more than incidentally..

A private benefit is considered incidental onlyitifis
incidental in both a qualitative and a quantitatbense. In
order to be incidental in a qualitative sense bireefit must
be a necessary concomitant of the activity whiahefies the
Bublic at large, i.e., the activity can be accostpdid only by

enefitting certain private individuals . . . . e incidental
in a quantitative sense, the private benefit musit lve
substantial after considering the overall publicndfe

1. Seeinfra notes 22-28 and accompanying text.

2. E.g, Rev. Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEXI§ at *1, *24 (prohibiting an
exempt nonprofit hospital from contributing all @perating assets to a joint venture with a for-
profit investor unless the nonprofit retains cohwwb the venture);see infranotes 64-67 and
accompanying text. The doctrine also looms largeiitt ventures between exempt organizations
and for-profit investors engaged in low-income hogsonstructionSeelerry O. Allen and Alan
D. Duffy, Solving the Low-Income Tax Credit Housing Partngrgbilemma 49 EXEMPT ORG.

TAXx REv. 319, 323 (2005%ee alsdNicholas A. Mirkay Relinquish Control! Why the IRS Should
Change Its Stance on Exempt Organizations in Amgilloint Ventures6 Nev. L.J. 21, 22-23
(2005).

3. E.g, Rev. Rul. 97-21, 1997-1 C.B. 121, 1997 IRB LEXI$9, at *1-9 (setting forth
situations in which physician recruitment incensiage consistent with exemption). In this ruling,
the IRS set forth four main principles applyingéaruitment incentives, including, “[t]hird, the
organization may not engage in substantial actizithat cause the hospital to be operated for the
benefit of a private interest rather than publieiiast so that it has a substantial non-exempt
purpose.1d. (quoting Treas. Reg. § 1.501(c)(3)-4¢e infranotes 60-63 and accompanying text.

4. E.g., United Cancer Council, Inc. v. Comm’r, 165 F.3d 3 (7th Cir. 1999) (suggesting
that the private benefit doctrine might be an appeade tool to police the contractual relationship
between the United Cancer Council and its indepatnfied-raiser, though rejecting application
of the private inurement limitation to this situat); see infranotes 69-70 and accompanying text.
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conferred by the activity.

This is a quintessential balancing test under wthelRS both owns and
reads the scale, leaving charities completelyarsgarding the possible
ill effects of transactions with for-profit entiseBut the larger problem is
that no one even knows what to balance, sinceipadlgtany transaction
undertaken by an exempt charity will result in Heén® some private
party outside the charitable class. For examplenithe Salvation Army
buys food to feed the homeless, food retailersitgiroim the sales. Ditto
for the trailer manufacturers or hotel operatoeg tienefit when the Red
Cross provides temporary shelter for disastermistiWe all assume these
transactions fall into the “incidental” categorydasto not result in private
benefit problems. But one court decision proclairtteat a “secondary”
private benefit flowing to a major political partggs a byproduct of an
exempt educational organization that trained pmaliti campaign
operatives, was not incidenfaland to date only one academic has
attempted a more comprehensive explandtion.

In an attempt to provide some additional claritythhe doctrine, in
September 2005 the IRS proposed regulations thatidwvadd some
examples to Treasury Regulation 8§ 1.501(c)(3)-1§@)J to illustrate the
application of the private benefit doctrih@hese examples, however, are
as widely varied as the IRS’s previous invocatibtine doctrine and seem
at first glance to offer little in the way of gumiae concerning what the
doctrine means and when it realistically becontesrsactional problerh.

In the past | have expressed my displeasure wélpttvate benefit
doctrine in writing, explicitly calling for its deise!® But | have come to

5. LLR.S. Gen. Couns. Mem. 39,598, 1987 GCM LEXI&tZ14-16 (Jan. 23, 1987).

6. Am. Campaign Acad. v. Comm’r, 92 T.C. 1053, 10¥389).

7. SeeDarryll K. JonesPrivate Benefit and the Unanswered Questions fRedlands
Surgical Services, 29¥EMPTORG. TAX REV. 433, 444 (2000) (arguing that private benefitwsc
when “a select and identifiable group [is] granggatiority right of beneficial interaction with [an
exempt] entity”).

8. Standards for Recognition of Tax-Exempt StatuBriffate Benefit Exists or If an
Applicable Tax-Exempt Organization Has Engagedicess Benefit Transaction(s), 70 Fed. Reg.
53,599, 53,600-02 (proposed Sept. 9, 2005) (wobldied at 26 C.F.R. pts. 1, 53). For a further
discussion of these examples in light of the prafssresented in this Article, sieéra notes 153-

65 and accompanying text.

9. See, e.gDennis B. DrapkinABA Members Comment on Proposed Regs on Recognition
of Tax-Exempt Status, Intermediate Sancti@isEXxEMPT ORG. TAX REv. 159, 160-61 (2006)
(“We are concerned, however, that the additiorhtoregulations of the three relatively narrow
examples . . . is likely to produce more confustten clarification.”) (footnotes omitted).

10. Seelohn D. Colombod Framework for Analyzing Exemption and UBIT E8exdtJoint
Ventures34 EXEMPTORG. TAX REv. 187, 194 (2001) [hereinafter Colomimalyzing Exemptidn
(“[P]rivate benefit’ should have no appropriatdedn analyzing exempt status other than its
traditional common-law role of ensuring that a "dhya serves a sufficiently broad charitable
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accept that (1) the doctrine isn’t going away,i{& unreasonable for me
to ask the IRS to simply abandon an effective pudjcool, and perhaps
most importantly, (3) a properly-defined privatenbit doctrine has a
place in analyzing how exempt entities interachvidtr-profit entities or
individuals. So in place of my past position ofsfwget rid of it,” this
Article attempts to identify both a specific ratade for the private benefit
doctrine and the paradigm transactions to whishdauld apply.

Specifically, the Article suggests that the privéenefit doctrine
should be invoked in cases in which transactiony sabstantial risk that
the charity is “failing to conserve” charitable etssfor the charitable class.
| identify two paradigm situations in which thekrisf such failure to
conserve may be especially high: (1) A charitabkietransacts with an
individual or for-profit entity in order to providgore services” (services
that form the basis for tax exemption) to the bemnaies of the charity
(the “outsourcing” paradigm), or (2) the charitytens into a transaction
with a for-profit entity or individual involving #se core services that
confers a competitive advantage on the for-prafiits own business
activities (the “competitive advantage” paradighm).situation (1), the
failure to conserve may be the result of payingadifpmargin to the for-
profit entity to perform services that the chantight be able to provide
as efficiently (or more efficiently) directly. Intgation (2), the failure to
conserve may be the failure to capture the fullgadf the competitive
benefit conferred by the charity on the for-profiit.either situation, the
charity should be required to present a reasorjabtdication that the
transaction in question does not “waste” charitabsmurces in order to
maintain the charity’s tax exemption.

Since this Article calls for a considerably narrowapplication of the
private benefit doctrine than has recently beennitren, | suspect that
when | am done, the IRS may be no happier with raw riound
appreciation for private benefit than with my prébsdain for it. On the
other hand, perhaps recent events, particularyRBé& promulgation of
Revenue Ruling 2004-51 regarding ancillary joinhtuees, evidence a
new willingness by the IRS to re-examine its usé¢hef private benefit
doctrine.

class.”); John D. Colombdrivate Benefit, Joint Ventures, and the Death e&lthcare as an
Exempt Purpose34 JHEALTH L. 505, 521 (2001) [hereinafter ColomiRyjvate Benefit(arguing
that “private benefit as a separate doctrine sinaplgs nothing to the analysis of the exemption
effects of transactions between exempt entitiesfargrofit investors.”).
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Il. BACKGROUND: HOW WE LOSTPRIVATE BENEFIT!!

A. Private Inurement vs. Private Benefit and Earlgtbiry

Once upon a time, there was the statute, and balgtatute, and the
statute said, “Thou shalt not inure.” Or more elyatihe 1909 predecessor
to § 501(c)(3) of the Code, which provides tax eggan for “charitable”
organizations, contained a limitation that an orgation qualified for
exemption only if “no part of the profit of whichures to the benefit of
any private stockholder or individuak” This “private inurement”
language survives in slightly-altered form in tod&/501(c)(3), providing
exemption only if “no part of the net earnings dhigh inures to the
benefit of any private shareholder or individudl. Meanwhile, in
regulations adopted in 1959, the IRS included aagrin Treasury
Regulation 8§ 1.501(c)(3)-1(d)(1)(ii) that forms thasis of the modern
private benefit doctrin&. This regulation reads:

An organization is not . . . [qualified for
exemption] . . . unless it serves a public rathanta private
interest. Thus . . . it is necessary for an orgaron to
establish that it is not organized or operatedHerbenefit of
private interests such as designated individuadsgteator or
his family, shareholders of the organization, orspas
controlled, directly or indirectly, by such privéatgerests?

Despite somewhat odd language that invites sonsngr literal
interpretationsg®the statutory private inurement prohibition hasrbeell-
defined over the years through both court decisiaml IRS
interpretations. The prohibition refers to “siphagioff” the income or
assets of the exempt organization via non-arm’gttetransactions with
“insiders.””” Inurement transactions are usually far from suiilinvolve

11. Parts of the discussion in this section areembpir adapted from a previous article |
authored and are used with permissi®eeColombo,Private Benefitsupranote 10.

12. 44 Cong. Rec. 4157 (190§yoted inHarvey P. DaleThe Crux of Charity: Inurement,
Private Benefit, and Excess Benefit Transaction®ATIONAL CENTER ONPHILANTHROPY AND
THE LAW, DIVERSIONS OFCHARITABLE ASSETS CRIMES AND PUNISHMENTS 1, 5 (2004 conference
materials) (on file with author).

13. I.R.C. § 501(c)(3) (2000).

14. SeeTreas. Reg. § 1.501(c)(3)-1(d)(1)(ii) (2006).

15. Id.

16. SeeDale,supranote 12, at 7-12.

17. SeeFRANCISR.HILL & DOUGLASM. MANCINO, TAXATION OF EXEMPT ORGANIZATIONS
1 4.03 (2006); BUCE R. HOPKINS, THE LAW OF TAX-EXEMPT ORGANIZATIONS § 19.1 (7th ed.
1998); United Cancer Council, Inc. v. Comm'r, 168d1173, 1176 (7th Cir. 1999) (“A charity
is not to siphon its earnings to its founder, @rtiembers of its board, or their families, or argyon
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two basic paradigms: (1) The charity pays more thammarket value for
property owned by or services provided by an inside(2) the charity
charges less than fair market value for propertgeswices the charity
provides to an insider. So, for example, a chaityaying excessive
compensation to an officer constitutes inuremeatdaes a charity’s
charging inadequate rent to an officer on propigroyvns® Today, the
private inurement limitation largely has been sapfgd by I.R.C. § 4958
(what was once known as the “intermediate sanctiegsslation), which
provides statutory remedies short of loss of tagngption for these
siphoning transactions.

The private benefit doctrine, on the other handgsdoot appear
anywhere in the statute. On first glance, the lagguin the regulation
cited above would seem to be little more than ggmanted explanation
of the statutory private inurement limitation. Fexample, when the
regulation states that an exempt charity must@tviganized or operated
for the benefit of private interests such as desigph individuals, the
creator or his family, shareholders of the orgaiora or persons
controlled, directly or indirectly, by such privateerests,? it appears
that the regulation is discussing mostigidersof the organization: the
creator, shareholders, or parties controlled bynthiedeed, the classic
ejusdem generisnaxim of statutory interpretation would call fdret
general term in this regulation (“private inter&ste be limited by the
expression of the specific examples, whichdagignated individuajshe
creator and shareholders all words that seem to convey an insider
relationship with the entity. Perhaps because Tgafkegulation
§1.501(c)(3)-1(c)(1) refers more explicitly to rement, however, the IRS
over the past thirty years has viewed the privateelit language as a

else fairly to be described as an insider, thasshe equivalent of an owner or manages&g
alsoDarryll K. JonesThe Scintilla of Individual Profit: In Search ofiRate Inurement and Excess
Benefit 19 VA. TAx Rev. 575, 595 (2000) (defining “strict accounting @t® inurement” as
transactions in which assets of an exempt orgdaizare siphoned off to insiders).

18. For a convenient list of, and case citationsdommon inurement transactions beyond
paying excessive compensation, see, for example, &dMANCINO, supranote 17, at 1 4.03[7].

19. Section 4958 provides for excise taxes on anéex benefit transaction,” defined as a
transaction in which “the value of the economic dfénprovided exceeds the value of the
consideration [] received.” |.R.C. § 4958(c) (200M)is is the § 4958 analog to the “siphoning off”
concept in private inurement. Excess benefit tretitsas can occur only between an exempt
organization and a “disqualified person,” defineéaerson who, during the preceding five years,
was “in a position to exercise substantial influerover the affairs of the organizationd.
§ 4958(f). This is the § 4958 analog to the “insld®ncept. The IRS retains authority to revoke
exempt status for inurement transactions, althougst observers agree that revocation will be a
sort of “last resort” sanction for egregious oreafed conduct. In fact, much of the proposed
regulations project cited in note 8 is concernethwlefining situations in which the IRS will
revoke exemption for § 4958 violations.

20. Treas. Reg. § 1.501(c)(3)-1(d)(2)(ii).
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separate limitation on exempt stattis.

Nevertheless, there has been considerable histurfasion regarding
the scope of the private benefit doctrine. In eaulings and cases, the
views of both the IRS and the courts seemed tbduethe private benefit
doctrine was a restatement of the common law rement that a charity
serve a broad charitable cl&é3his requirement comes from the common
law of charitable trusts, which the IRS has indddatunderlies the
definition of “charitable” in § 501(c)(3) Under charitable trust law, for
example, a trust set up to maintain a public graxetwas charitable, but
not one to maintain an individual’s private tofin the classic common-
law sense, therefore, private benefit referred tack of a sufficiently-
broad charitable class. Both cases and IRS rufinigs to the latter half
of the 1970s seemed to adopt this reading of “peiv@enefit.” For
example, in Revenue Ruling 75-286, the IRS held @imaorganization
dedicated to improving one city block (and limitimtg members to
residents of that block) violated the private b@n@bhibition because it
did not serve a large enough cldsgven though the IRS had held
previously that an organization devoted to beautgfan entire city would
qualify?® At the same time, however, the IRS had recogrtizaidvirtually
all charitable organizations confer private besetis a byproduct of
performing their charitable servic&sAs long as the charitable class
served by the organization was broad enough, sudbantal benefits
would not harm exempt statéfs.

By the last half of the 1970s, however, the IRSamegsing “private
benefit” in a much different context. The shiftattitude towards private
benefit appeared in both certain rulings and litayapositions taken by

21. SeeMirkay, supranote 2, at 64.

22. Seeid.

23. SeeTreas. Reg. § 1.501(c)(3)-1(d)(2) (“[Clharitabdeuised in section 501(c)(3) in its
generally accepted legal sense . . . .”); Bob Jboheg. v. United States, 461 U.S. 574, 586, 588
(1983) (“[U]nderlying all relevant parts of the God. . [are] certain common law standards of
charity . . . . The origins of such exemptionsiliethe special privileges that have long been
extended to charitable trusts.”) (footnote omitté&Bv. Rul. 69-545, 1969-2 C.B. 117 (relying on
fact that promotion of health had long been considieharitable under the law of charitable trusts
as rationale for exempting nonprofit hospital).

24. RESTATEMENT (SECOND) OF TRUSTS8 374 cmt. h (1959kee alscAUSTIN WAKEMAN
SCOTT & WILLIAM FRANKLIN, THE LAW OF TRUSTS 8 375.3 n.8 (4th ed. 1989) (citing numerous
cases of charitable trusts).

25. Rev. Rul 75-286, 1975-2 C.B. 210, 1975 IRB LEXE3, at *1, *4.

26. Rev. Rul. 68-14, 1968-1 C.B. 243, 1968 IRB LEXI5, at *1.

27. E.g, Rev. Rul. 70-186, 1970-1 C.B. 129, 1970 IRB LEXd®7, at *3 (finding that
organization formed to maintain public recreatioraawas not denied exemption because it
incidentally benefitted owners of shoreline propkert

28. Id., 1970 IRB LEXIS 607, at *3.
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the IRS at this timé& For example, itHarding Hospital, Inc. v. United
States” the IRS argued that excessive private benefititebdrom the
fact that the existence of the particular psychuiditospital in question was
necessary for the doctors to practice their speamieu therapy” on
patients® This argument focused not on the size of the tdigsd class,
but on the benefits flowing to other private indiwals in serving the
charitable class. The Sixth Circuit rejected thiguanent, but ultimately
upheld revocation of exempt status on traditionavgbe inurement
grounds® Similarly, in a series of cases dealing with “noadlipractice
plans” associated with exempt medical schools, dberts rejected
persistent IRS arguments that these plans violt#tedprivate benefit
doctrine where the facts showed that the doctarslved had received
reasonable compensation and thus did not suffar fraditional private
inurement violationg?

This expanded view of private benefit also appeard@sS rulings. In
Revenue Ruling 76-206, the IRS held that a foundatihat supported
classical programming on an individual radio statwas not charitable

29. In fact, one can trace this shift back to Reul. 89-545, where the IRS ruled that
Hospital B in its comparison of exempt (Hospitalajd non-exempt (Hospital B) hospitals was
operated for the benefit of private interests gitreat the hospital’'s medical staff was closed and
70% of its board consisted of members of that dateff who also had owned the hospital as a
proprietary institution before converting it to nofit status. Rev. Rul. 69-545, 1969-2 C.B. 117,
1969 IRB LEXIS 176, at *3, *7-8. The IRS ruled thatder the circumstances, Hospital B was
providing a private benefit to the staff doctai, 1969 IRB LEXIS 176, at *8. As with later
rulings and litigation positions, this view of pate benefit focused on benefits flowing to
individuals or entities as a result of servingcharitable class, not on the breadth of the cHaata
classld., 1969 IRB LEXIS 176, at *9-10.

30. 505 F.2d 1068 (6th Cir. 1974).

31. Id. at 1076seeJohn D. Colombadire Associations of Doctors Tax-Exempt? Analyzing
Inconsistencies in the Tax-Exemption of Health CRreviders 9 VA. TAX Rev. 469, 485-86
(1990).

32. Harding Hosp, 505 F.2d at 1078 (concluding that both payméntanagement fee and
below-market office rent are not arm’s-lengtsgeColombo,supranote 31, at 487.

33. See generallyniv. of Md. Physicians, P.A. v. Comm’r, 41 T.C.RCCH) 732 (1981)
(holding that a professional service corporatiors tex-exempt because the total compensation
paid to physician-employees was reasonable); WhMass. Med. Sch. Group Practice v. Comm'r,
74 T.C. 1299 (1980) (holding that petitioner schgr@up, comprised of teaching members, paid
a reasonable salary to its members, and was therdemed a charitable organization under
§ 501(c)(3)); B.H.W. Anesthesia Found., Inc. v. @@m 72 T.C. 681 (1979) (holding that
organization of teaching anesthesiologists wasei@mpt because physicians were reasonably
compensated). All these cases involved a commoe obfacts: In order to provide higher
compensation levels to the teaching doctors aetheslical schools, each had formed a “practice
plan” that collected fees from the doctors’ privatactice of medicine and then paid a certain
portion of those fees back to the doctors as cosgieam. The IRS had argued in each case that the
practice plan constituted nothing more than an megdion collecting fees for the doctors, and
hence excessive private benefit was present evére iloctors were paid reasonable amounts
(negating any claim of private inuremerggeColombo,supranote 31, at 492-95.
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because the monetary support the foundation prdvméhe radio station
was an excessive private benéfitn Revenue Ruling 76-152, the IRS
found that an art gallery dedicated to displayind selling the work of a
limited number of local artists who received 90%haf sales proceeds was
also guilty of excessive private benéfitin both these cases, like the
litigation position taken by the IRS Harding Hospita] the focus in the
ruling was not on the size of the charitable class rather the economic
benefits that flowed to a for-profit entity or imttlual as a result of serving
the charitable class.

At this same time, the private benefit doctrin@dlecame prominent
in IRS rulings dealing with partnership or jointatere transactions
between exempt charities and for-profit entitiestillL979, the IRS had
taken the position that the participation of anmegeentity as a general
partner in a joint venture with private investomenstituted a per se
violation of the private inurement doctriffdn 1979, after the Tax Court
ruled in favor of an exempt organization’s partatipn in a partnership
with private investors inPlumstead Theatre Society, Inc. v.
Commissionet’ the IRS reversed course and declared in Genetalseb
Memorandum 37,852 that joint ventures would notessarily result in
loss of exempt status, and that a case-by-casessmssmt of such

34. Rev. Rul. 76-206, 1976-1 C.B. 154, 1976 IRB LEXR4, at *1, *4-5.

35. Rev. Rul. 76-152, 1976-1 C.B. 151, 1976 IRB LEXR1, at *1-4.

36. See, e.gl.R.S. Gen. Couns. Mem. 37,259, 1977 GCM LEXT2,3t *1, *8, *14-15
(Sept. 19, 1977) (concluding that a tax-exempt atiocal organization would lose its exemption
if it entered into a contract with a commerciatfitlistributor); I.R.S. Gen. Couns. Mem. 36,293,
1975 GCM LEXIS 215, at *2, *31-32 (May 30, 1975nfering into a partnership to procure
private venture capital to fund a housing projechdt compatible with exempt purposeSge
generallyHILL & MANCINO, supranote 17, at  29.04[1], at 3-44. One should rwaédn exempt
entity’s participation in a partnership as a lirditeartner did not raise similar problems with
exempt status, presumably because the exempt megi@ni in such an arrangement had no
fiduciary duties to advance the interests of pavatvestors and it would not incur the risk of
liability of a general partneGeeJames J. McGoverRartnerships or Joint Ventures as Vehicles
to Achieve Charitable Objective31 CaTH. LAw 112, 117-19 (1987).

37. 74 T.C. 1324 (1980aff'd, 675 F.2d 244 (9th Cir. 1982). Plumstead involaetewly-
formed exempt performing arts association thatdigtito stage a playrfie First Monday in
October featuring Henry Fonda) at the Kennedy Centerrdtento raise funds for its operations.
Id. at 1327. To fund production costs for that plihe exempt organization entered into a
partnership with private investoisl. at 1328. The IRS claimed the partnership arraegémas
inconsistent with exempt status because the duufistead as general partner was to maximize
profits, thus conferring an impermissible privagnbfit on the limited partnerid. at 1333. The
Tax Court held for the exempt organization, howeneting that staging plays was exactly the
exempt purpose for which the arts organizationfeemed, and that none of the limited partners
had any control over the operations of the artamiggtion or the partnershill. at 1333-34. The
play, by the way, apparently was a flop (Plumstelded the play at a lossyeeJames J.
McGovern,The Tax Consequences of a Charity’s Participatisa &eneral Partner in a Limited
Partnership Venture29 Tax NOTES 1261, 1264 (1985).
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arrangements would be appropri#tén a series of private rulings and
General Counsel memoranda that followed, the IR8e@ its position,
making clear that the primary issue involved imjaienture arrangements
focused on the balance between the claimed advamtem charitable
purpose from the venture and the private beneditgecred on individual
investors® Thus in 1983, in General Counsel Memorandum 39,065
IRS adopted a two-part analysis that first deteetimvhether the objective
of the partnership was charitable, and then closstgmined the
partnership arrangement “to see whether the arraege permits the
exempt organization to act exclusively in furthe@wof the purposes for
which exemption may be granted and not for the fiteokthe limited
partners.* Four years later, in General Counsel Memoranduyso®d*
the IRS provided more detailed analysis of privaenefit issues.
Referring explicitly to the private benefit docirthe IRS stated,

An organization is not described in section 50B(cif(it
serves a private interest more than incidentally...lf,
however, the private benefit is only incidentathiie exempt
purposes served, and not substantial, it will estitt in a loss
of exempt status. . . .

A private benefit is considered incidental onlyitifis
incidental in both a qualitative and a quantitatsemse. In
order to be incidental in a qualitative sense bieefit must
be a necessary concomitant of the activity whiahefies the
public at large, i.e., the activity can be accostpdid only by
benefitting certain private individuals. . . . Teibcidental in
a quantitative sense, the private benefit must Ibet
substantial after considering the overall publicnddi
conferred by the activitf.

Put more succinctly, General Counsel Memorandu®sa@established
private benefit as a major factor separate fronvabei inurement in
analyzing the effect of joint ventures on exempttisd. This General
Counsel Memorandum also established the two mégreinces between
private benefit and private inurement: (1) the apph of balancing public

38. LLR.S. Gen. Couns. Mem. 37,852, 1979 GCM LEX2S& *1-2 (Feb. 15, 1979%ee
generallyHiLL & MANCINO, supranote 17, at  29.04[1], at 3-45.

39. SedDarryll K. JonesSpecial Allocations and Preferential Distributiansloint Ventures
Involving Taxable and Tax Exempt Entiti84 Q410 N.U. L. REv. 13, 23 (2005).

40. L.R.S. Gen. Couns. Mem. 39,005, 1983 GCM LEX8Sd *8-9 (June 28, 1983%ee
McGovern,supranote 37, at 1265.

41. L.R.S. Gen. Couns. Mem. 39,598, 1987 GCM LEX]&t2*1-2, *31 (Jan. 23, 1987)
(finding that a proposed rental of office buildisigace by a subsidiary of an exempt hospital to a
group of doctors was inconsistent with exempt sfatu

42. 1d., 1987 GCM LEXIS 2, at *14-16 (citations omitted).
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versus private benefit in making case-by-case det@tions regarding
whether particular transactions had violated tinape benefit doctriné?
as opposed to the general rule thay amount of private inurement
resulted in loss of exemption, and (2) applyingygte benefit doctrine
beyond “insiders” to any economic arrangement \wethsons or entities
outside the charitable cla¥s.

B. Modern Application: FronrAmerican Campaign Academy
to Revenue Ruling 2004-51

As of the late 1980s, however, the IRS’s expanadidition of private
benefit still awaited judicial approval, which wast long in coming. In
American Campaign AcadenayCommissioneithe Tax Court analyzed
the case of a school that trained individuals topbétical campaign
professional$ Although the school clearly served a large chhldtalass
(e.g., it did not limit admissions to particuladividualsy®and also clearly
met the tests for an “educational organization"am501(c)(3} the Tax
Court used the private benefit doctrine to hold tha organization was
not exempt? Noting that most of the school’s graduates workedhe
Republican Party or its related entities, the cdéouind that the school
benefitted the private interests of the RepublRarty to an impermissible
degree and hence was not exempt, even though dened of traditional
private inurement existed.

American Campaign Acadermas a watershed in the private benefit
doctrine for at least two reasons. First, the calearly sided with the
IRS’s contention that private benefit constitutesgparate limitation from
private inurement, and was not limited to the tiadal “insider

43. 1d., 1987 GCM LEXIS 2, at *16-17. The Memorandum appddo adopt a sort of “but
for” analysis in applying private benefit, notimgthe ruling that the taxpayer in question had not
sufficiently explored alternatives that could haeomplished its objective with less private
benefit.Id., 1987 GCM LEXIS 2, at *20-21. In General Courgeimorandum 39,732, however,
the IRS rejected the proposition that a joint veatwould pass muster only if the exempt entity
could show it was the only way to pursue the chhtit purpose at issue, thus apparently burying
the “but for” analysis. I.R.S. Gen. Couns. Mem.732, (May 19, 1988)SeeHILL & MANCINO,
supranote 17, at § 3.05, at 3-48.

44, SeeColombo,Private Benefitsupranote 10, at 516-17; Dalsypranote 12, at 13.

45. Am. Campaign Acad. v. Comm'’r, 92 T.C. 1053, 105389).

46. 1d. at 1058. The court’s opinion indicates some skegpti regarding whether the school
took students who did not have Republican Partliafons, but the record did not indicate such
a limitation, and the IRS conceded that the Acaddidynot discriminate on the basis of race,
ethnicity, or national originld.

47. 1d. at 1063 (stating the IRS conceded this point).

48. 1d. at 1079.

49, Id. at 1073-79.
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siphoning” of the latter doctrim8.Second, the court adopted the IRS'’s
“balancing” approach that compared private bengditaitsiders not a part
of the charitable class with the direct benefitdcharitable class The
court opinion analyzed both “primary” and “seconddrenefits flowing
from the American Campaign Academy (ACAJThe court accepted the
fact that the primary benefit of ACA was the ediumatthat flowed to
ACA'’s students, and that, in absence of record end that ACA
inappropriately limited admissions, the studentybas a sufficiently
large charitable clasé Nevertheless, because most of ACA’s graduates
ended up working for the Republican Party, subsths¢condary private
benefit flowed to the Party and hence supportedndinfy that the
Academy was not operated “exclusively” for charigapurposes*

Armed with the approval oAmerican Campaign Academye IRS
quickly made private benefit a cornerstone of exteon@analysis. As was
the case with the development of the doctrine énlélbe 1970s and early
1980s, partnership/joint-venture transactionsjqasrly in the health care
sector, became the test beds for the expandedehbeaefit doctrine post-
American Campaign Academy November 1991, the IRS issued General
Counsel Memorandum 39,862, which used private ltean@dlysis to nix
revenue-stream joint venture arrangements betweaspitals and
doctors>® These arrangements, in which hospitals would “gfficertain
outpatient services to a joint venture betweenhibepital and doctors,
were used by hospitals as a means of increasihigatibn of hospital
facilities by giving doctors a direct economic sain the spun-off
facility.®® The hope was that the participating doctors waafdr more
patients to the facility, thus increasing reventeshe hospital. In the
Memorandum, the IRS ruled that these arrangeméuitsted the private
benefit doctrine, because the direct and substdimzencial benefit to the
participating doctors could not be justified asdental to the hospital’s
mission of providing health services to the comryuHiAccording to the
IRS, “Obtaining referrals or avoiding new competitimay improve the
competitive position of an individual hospital, libat is not necessarily

50. Id. at 1069.

51. Id. at 1074-76.

52. Id.

53. Id. at 1071-74.

54. Id. at 1073-79. “Exclusively” really means “primarilyfi this contextSeeTreas. Reg.
§ 1.501(c)(3)-1(c) (2006).

55. LR.S. Gen. Couns. Mem. 39,862, 1991 GCM LEX3Sa& *1-2. (Nov. 22, 1991).

56. Id., 1991 GCM LEXIS 39, at *1-2see alsdl DOUGLAS M. MANCINO, TAXATION OF
HOSPITALS ANDHEALTHCARE ORGANIZATIONS § 19.04(2005) (noting that net revenue stream joint
ventures were used by hospitals as a means ofdifyilig a referral base or deterring the
physicians from establishing their own, competfagilities and services”).

57. Seel.R.S. Gen. Couns. Mem. 39,862, 1991 GCM LEXIS&9%1-2 (Nov. 22, 1991).
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the same as benefitting its communityThe IRS, however, indicated in
a later part of the Memorandum that if a joint weatwas needed to
expand health care resources in the area, craat@ grovider, reduce

treatment costs, or provide new treatment modsitieen the arrangement
might pass mustér.

The private benefit analysis also played a key rolédwo major
healthcare exemption rulings released by the IR$hé late 1990s.
Revenue Ruling 97-21, dealing with physician reonent, involved two
separate situatior’8 The first concerned financial incentives to receui
physician to be an employee of a hospital or gthevider, and the second
related to financial incentives to recruit doctimrshe community to be on
staff, but not as employees of the hosgitalvhile private inurement
analysis controlled the first situation, the IR8e on private benefit
analysis in the second, holding that reasonableniinvees would be
permitted when the recruitment was justified by ommity need,
expanding services provided by the hospital, oviging new services to
the community? Recruitment that simply enhanced the hospital’s ow
bottom line (by recruiting a physician already e tcommunity and
providing services to the community at another ia§pwould not be
permitted under the private benefit test, presugnabtause such a move
would not enhance services to the commufHity.

In the second major ruling, Revenue Ruling 98-t8,IRS examined
the whole-hospital, joint-venture transaction iniethan existing exempt
hospital corporation would contribute all its asggthe hospital building,
equipment, contracts with staff and providers,) etca joint venture with
a for-profit hospital chaiff: Typically, these transactions were structured
as fifty-fifty partnerships. The for-profit providevould contribute cash
to the deal, equal to the value of the assets ibomméxd by the exempt
partner, and a for-profit management company (hgsaélliated in some
way with the for-profit partner) would manage thesimess via a contract
with the partnershiff. Using private benefit analysis as its main anedyti

58. Id., 1991 GCM LEXIS 39, at *30-47.

59. Id., 1991 GCM LEXIS 39, at *67 (“We recognize thatrhenay well be legitimate
purposes for joint ventures, whether analyzed uttteranti-kickback statute or the Tax Code.
These may include raising needed capital; bringieg services or a new provider to a hospital's
community; sharing the risk inherent in a new aggj\or pooling diverse areas of expertise.”).

60. Rev. Rul. 97-21, 1997-1 C.B. 121, 1997 IRB LEXI®, at *1-2.

61. Id., 1997 IRB LEXIS 139, at *14-16.

62. Id., 1997 IRB LEXIS 139, at *16-19.

63. Seeid.1997 IRB LEXIS 139, at *8, *19-20; 1 MICINO, supranote 56, at § 20.02[4][f].

64. Rev. Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEXIS at *1.

65. For extended discussions of this ruling, s€dCINO, supranote 56, at § 19.04[5][a];
THOMAS K. HYATT & BRUCE R. HOPKINS, THE LAW OF TAX-EXEMPT HEALTHCARE
ORGANIZATIONS 1 22.9, at 373-78 (2d ed. 2001).
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tool, the IRS concluded that these whole-hospitaintjventure
arrangements were consistent with exempt statug ibrthe exempt
partner retained control over the management ofjdive venture, a
position later upheld by the couffsThe IRS noted that in cases where the
exempt organization did not retain management ognitr could not
initiate programs to meet the health needs ofatarmunity, and other
community benefit programs such as free care fergbor could be
terminated’ As in General Counsel Memorandum 39,862, the éR&ed
to view the economic advantages of the joint ventamrangement as a
sufficient counterbalance to the private benefasving to the for-profit
partner and the for-profit management company.

Finally, private benefit made a gratis appearancduidge Posner’s
opinion inUnited Cancer Council, Inc. v. Commissiof€Fhe defendant-
charity United Cancer Council (UCC) had entered arm agreement with
a private, for-profit fundraising firm, Watson & ighey® Of the $28.8
million raised, only $2.3 million actually went 84CC—Iess than 10% of
the grosg? Although the case primarily centered on the issughether
an arm’s length agreement with a for-profit fundeaicould result in
private inurement (a proposition soundly rejectgthie Seventh Circuit),
at the close of his opinion, Judge Posner suggésa¢the private benefit
doctrine could provide an alternate means of sugiary“bad” agreements
between exempt charities and for-profit outsiders:

Suppose that UCC was so irresponsibly managedt il
W & H twice as much for fundraising services as WH&
would have been happy to accept . . . . Then itdcbe
argued that UCC was in fact being operated to rifgignt
degree for the private benefit of W& H . . ..

... [A] violation of [a governing board’s duty oare]
which involved the dissipation of the charity’s etssmight
(we need not decide whether it would—we leaveitzate to
the Tax Court in the first instance) support aifwgcthat the

66. E.g, St. David's Health Care Sys., Inc. v. Unitedt&a349 F.3d 232, 235-37 (5th Cir.
2003). The IRS control analysis in this ruling iegely approved by the courts in these cases,
although the courts seemed to be more willing tws@ter whether the joint venture arrangement
provided practical control over partnership acigt rather than strict voting control, in
determining exempt status. Redlands Surgical Sdngs.v. Comm’r, 113 T.C. 47, 79-83 (1999),
petition for review denigd242 F.3d 904 (9th Cir. 20013ee, e.g LMANCINO, supranote 56, at
§ 19.04[5][b], [c]; HrATT & HOPKINS, supranote 65, at § 22.11, 378-90 (discusdregllands

67. Rev. Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEXIS at *21.

68. United Cancer Council, Inc. v. Comm'’r, 165 F13&3, 1174-75 (7th Cir. 1999).

69. Id.

70. Id. at 1175.
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charity was conferring a private benefit .. .

C.The Ancillary Partnership Ruling: Where Did
Private Benefit Go?

By 2004, therefore, the private benefit doctrinpesyed to be firmly
entrenched as a cornerstone of IRS oversight ainpkeharities. The
potential application of private benefit had expashéfom the common-
law rule requiring a broad charitable class to etmioe that potentially
encompassed any benefit (economic or not) flowinfpt-profit entities
or individuals as a result of serving the chargatlass. Then a strange
thing happened: In one of the most anticipated gtiem rulings of the
new millennium, private benefit analysis disappdare

Ever since the IRS issued Revenue Ruling 98-15 loolevhospital
joint ventures, both private commentators andR& thad recognized the
need for a follow-up ruling on what had become knaw the trade as
“ancillary” joint ventures® While not legally defined, the phrase
“ancillary joint venture” has come to describe atpership between an
exempt charity and a for-profit entity involvingme significant, but
“small,” part of the activities of the exempt cha® In the hospital
context, where the phrase appears to have beerd;aamcillary joint
ventures were those that involved some “spin offagortion of the
hospital’s operations, such as an outpatient syfgeility (in contrast to
the “whole hospital” joint venture, where the haapcontributed all its
assets and operations to the partnership)particular, the practicing bar
had complained that the imposition of the “conttebt of Revenue Ruling
98-15 on ancillary joint ventures was unrealititRS officials, in turn,
appeared to recognize that ancillary partnershigghtmeed a different
analysis than provided by Revenue Ruling 98°15.

71. Id. at 1179-80.

72. E.g, J. Christine HarriRractitioners Hope to See Joint Ventures, Se&hlssues in
2002 EO CPE TexB83 EXEMPT ORG. TAX ReV. 378, 379 (2001).

73. SeeMirkay, supranote 2, at 23; MATT & HOPKINS, supranote 65, at § 22.11, at 378.
I have put the word “small” in quotations becausarl not using the word in the sense of a
comparison of revenues or expenditures or othdr muathematical tests. Rather, an “ancillary”
joint venture is defined by the fact that the exepapticipant still carries on a substantial cledoié
program apart from the activities of the joint waet “Small” in this sense means a qualitative, not
necessarily quantitative, judgment, though in thalth care arena, “ancillary” joint ventures do
tend to represent a relatively small portion of ¢éiverall revenues and services provided by the
exempt participant.

74. SeeMirkay, supranote 2, at 23.

75. See, e.gJ. Christine Harrig£O Reps Call IRS’s Stance on Joint Ventures ‘Uisgaf
40 EXEMPT ORG. TAX REv. 9, 10 (2003); Barbara YuilNo IRS Private Rulings on Way for
Charitable Hospital Joint Venture40 HEALTH L. REP. 1867 (2001). This latter article quotes T.
J. Sullivan, a prominent practitioner, stating tR& “needs to adopt a workable position on
ancillary joint ventures that don't fit"” within # paradigms laid out in Rev. Rul. 98-15. Yuill,
supra at 1867 see alsdMirkay, supranote 2, at 52-53.

76. E.g, Fred StokeldiRS Branch Chief Clarifies Guidance on Hospitalsini Ventures,
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In early 2004, the IRS finally issued Revenue Ryl2004-51 on
ancillary partnership§. Using the fact pattern of an exempt university
partnering with a for-profit firm to provide distes education services
(which the Service noted was an “insubstantial’t p@rthe university’s
activities), the ruling held that such partnershipsuld not endanger
exempt status for the nonprofit participant, efehe exempt partner did
not have control over the venture (in the facts uhiversity and for-profit
partner shared control fifty-fifty, although in thding the IRS noted that
the exempt university retained control over culdcumatters)® The
ruling, however, contained one major surprisetal tack of any reference
in the analysis section to private benéfin fact, the entire analysis of the
tax exemption issues is contained in two senteimct® ruling:

The activities M [(the exempt participant)] is tiee as
conducting through L [(the joint venture)] are nat
substantial part of M's activities within the meaniof
8501(c)(3) and § 1.501(c)(3)-1(c)(1). Therefolesdxd on all
the facts and circumstances, M's participation jrtaken
alone, will not affect M's continued qualificatiofor
exemption as an organization described in § 503)&)(

The disappearance of private benefit analysis ftbm ancillary
partnership ruling is a curious thing. If privaeniefit is to be judged using
a balancing test on a transaction-by-transactigisifas General Counsel
Memorandum 39,862 and other IRS positions set favthve tell us), and
if in the partnership situation impermissible ptevdenefit exists unless
the charitable partner maintains control over tagnership (as the IRS
claims in Revenue Ruling 98-15), then the IRS sthdwalve explained in
the ruling why this transaction passed the priveteefit test despite the
lack of control by the exempt institution over gretnership. But the IRS
did not do this. Why? The answer appears simpléhah@ discussed and
dismissed private benefit concerns, either theile@d have had to admit
that the control test presented in Revenue Rul8ig®was too rigid, or

Charity Care 33 EXEMPTORG. TAX. REV. 203, 204 (2001) (“Friedlander also sought toyefdars
that any partnership activity by nonprofit hospigbktems could jeopardize exemption. Minor
partnership activity will not endanger exempt ssathough the activity may be taxed, he said.”).

77. Rev. Rul. 2004-51, 2004-1 C.B. 974, 2004 IRB LE201.

78. 1d., 2004 IRB LEXIS 201, at *12. The ruling also examd the unrelated business
income tax (UBIT) implications of the arrangemedmi|ding that under the facts of this specific
case, the activities of the venture were “substdiptrelated” to the university’s educational
purpose and therefore revenues from the venture net subject to the UBITd., 2004 IRB
LEXIS 201, at *10, *12.

79. Theruling did cite the “usual suspects” in‘th@” section of the ruling, including Treas.
Reg. §1.501-(c)(3)-1(d) and tReedlands Surgical ServicandSt. David'scases, but did not refer
to these sources in the analysis sectidn.2004 IRB LEXIS 201, at *4-7.

80. Id., 2004 IRB LEXIS 201, at *10 (emphasis omitted).



2006] IN SEARCH OF PRIVATE BENEFIT 1079

else that its transaction-by-transaction approaa$ wcorrect (e.g., even
if private benefit existed in the ancillary partsi@p, it should not
outweigh the fact that most of the university’siaties were classically
charitable educational activities aimed at a brcizatitable class). Either
possibility would have required the IRS to direatiyerrule a firmly-
entrenched prior position that had won court supfsee above), and
doing so obviously presented some distasteful optiSo instead, the IRS
adopted the time-honored tradition of ignoring peofis you would rather
not confront, leaving the rest of us to speculatéhe cosmic meaning of
the ruling and what, if anything, it had to say aibthe private benefit
doctrine®

D. Still Alive: Credit Counseling and Down-Paym@assistance

Although the ancillary joint venture ruling raisgdestions about the
scope and viability of the private benefit doctrirezent IRS actions make
clear that the doctrine is alive, well, and a aomitaig major part of IRS
enforcement efforts. An ongoing audit program of-éxempt credit
counseling organizations started in 2003 has mesuft the revocation of
exemption for forty-one of sixty-three audited argations so faf? with
private benefit playing a major substantive roletle rationale for
revocatiorf* A memorandum from the IRS Office of Chief Courisslied
in 2004 advised that “we will need to argue thagreif [credit counseling
agencies] are providing education, the organizatfail the operational
test: they are furthering a substantial nonexemgigse, and furthermore
they are conferring impermissible private benefits .4 Later in this

81. Several high-profile practitioners expressedfation with the ruling immediately after
its releaseSee, e.g Fred StokeldPractitioners Pleased with Revenue Ruling on Aagilloint
Ventures44 EXEMPTORG. TAX REV. 284, 284 (2004). Later articles, however, poirttetiseveral
things the ruling left open, such as whether owmpref less than 50% by the exempt partner
would result in exemption problems, or whetherfj@@ntures that failed the “relatedness” test of
the unrelated business income tax would be judgféstehtly. For example, Michael I. Sanders,
who was quoted in Stokeld’s article as being itlitilavorable to the ruling, was later critical of
its limitations.Id.; see alsd. Christine Harrisfax Law Professors Say Recent Joint Venture Ruling
Doesn'’t Break Ground In Housing7 EXEMPTORG. TAX REv. 21, 21 (2005); Mirkaysupranote
2, at 58-59. My own view is that the ruling congiitd asub-silentio“relaxation” of the control
requirement—note the stress in the ruling on thetfat the university in question controlled the
parts of the venture dealing with educational peli@and was a signal that, as the court decisions
in Redlands Surgical ServicasdSt. David'sseemed to indicate, something short of votingrabnt
over a venture could still meet charitable criteBae supraotes 66-67 and accompanying text.

82. SeeFred StokeldEverson Announces Credit Counseling Enforcemetitiivie, 52
EXEMPT ORG. TAX REV. 250, 250 (2006). The remaining twenty-two caserevetill pending as
of June 20061d. By the time this Article appears in print, it g@ssible that all sixty-three
organizations will have lost their exemption.

83. Seeid

84. L.R.S. Chief Couns. Mem. 200,431,023 (July 3®Davailable athttp://www.irs.gov/
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memorandum, the IRS laid out its main private biermefument: That
many or most modern credit counseling agenciesatadl the private
benefit doctrine because the agencies’ operatioestly benefitted the
“back-office service providers” with whom the ageschad contractual
arrangements to promote debt consolidation loaesljtaepair services,
buying clubs, down-payment assistance, and eveardisupplement¥.
In essence, the IRS position is that credit coumgedrganizations are
entering into exclusive deals with back-office segvproviders through
which the credit counseling organization “offloadetst of the actual
services, while at the same time selling servioés tostensibly charitable
beneficiaries that provide substantial profitsdorofit third parties.

Even more recently, the IRS published Revenue BW2id06-27, in
which it analyzed exemption for organizations gatvided cash down-
payment assistance grants to poor individuals ljp fnerchase housirfyj.
Situation 2 of this ruling involved an organizatitimat provided this
assistance largely via payments from the homersghat is, the seller
would make a “donation” to the organization, whickurn would transfer
this amount, less fees, to the buyer as down-payassistancey. In this
situation, the IRS concluded that the circular ctheWw (from seller to
organization to buyer then back to seller) consduan impermissible
private benefit to the sellers and real estate dnoknvolved in the
transactions, despite the fact the organizatioso‘aerves an exempt
purpose.®

[ll. FINDING PRIVATE BENEFIT

A. Policy Aspects: What Evil Does Private Benefévent?

The morphing of private benefit from a doctrinelfsed on the size of
the charitable class to one that encompasses Nyrtaiay transaction
between an exempt charity and non-exempt entitiggloviduals and the
conspicuous absence of the doctrine from RevendendR2004-51,
present strong evidence that something is amids thé definition of
private benefit. Indeed, the problem is that thetidioe currently has no
theoretical grounding to set its outer boundari@bile the bounds of
private inurement have been well defined as a siplgooff of charitable
assets to an insider, private benefit seems tonepass all sorts of
economic transactions (or even, as witherican Campaign Academmo

pub/irs-wd/0431023.pdf.
85. Id.
86. Rev. Rul. 2006-27, 2006-21 I.R.B. 915, 2006 IHEEXIS 207.
87. Id., 2006 IRB LEXIS 207, at *3-4.
88. Id., 2006 IRB LEXIS 207, at *19.
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economic transaction at all) with insiders or algss (even when, as the
IRS concluded in Revenue Ruling 2006-27, the omgian “also serves
an exempt purposé®)without any clear guidance as to why individual
transactions create these problems. So perhapshaddsbegin the
journey of finding private benefit by returning tbe potential policy
reasons for the doctrine and its relationship tegpe inurement and the
general “primary purpose” test for exemption—inesttvords, we should
begin by asking what evil the doctrine is desigttedvoid.

Charitable organizations must primarily pursueaitble purpose in
order to be eligible for exemptidh As a policy matter, that is why we
grant exemption in the first place: to encouragadémthese organizations
to pursue purposes that under one theory or anatkebelieve are
deserving of special tax treatméhtThis requirement of primarily
pursuing a charitable purpose is at the hearteofltleasury Regulation’s
“operational” test for exemptioR.

As noted above, historically the private benefiicgpt has been used
to identify whether a charity was actually enganpea charitable purpose
at all—that is, whether the charity was serving@ad charitable class.
We could simply return private benefit to this brétal role, but before we
do so, we should explore whether there is someonetts broaden the
definition of private benefit beyond that histofioae, as the IRS has done
over the past thirty years.

One possibility for an expanded definition relatesthe primary
purpose requirement. Under this view, the “evigndified by an expanded
view of private benefit is that a charity has beeamore concerned with
serving private interests than in delivering cladolié services—in essence,
private benefit is simply a specialized way of sgythat a charity no
longer isprimarily pursuing a charitable purpose, but instead hasmhec

89. Id., 2006 IRB LEXIS 207, at *19.

90. Treas. Reg. § 1.501(c)(3)-1(c) (2006). Thoughstlatute states that an entity is exempt
only if it is organized and operated “exclusivefgt charitable purposes, this statutory directive
has long been interpreted as requiring the orgtaizdao operate “primarily” for charitable
purposesSee, e.gNew Dynamics Found. v. United States, 70 Fed782, 799 (Fed. CI. 2006)
(“Exclusively’ in this statutory context is a terof art and does not mean ‘solely.” Rather, an
organization is ‘operated exclusively’ for exemptrposes if it engages in primarily exempt
activities.”) (citation omitted).

91. Unlike perhaps all the rest of tax law, tax eggan has no clearly-defined underlying
theory. Commentators have variously explained exiemps a government subsidy or government
non-interference for organizations that broadlydfigthe community, that relieve the government
of the necessity of providing certain servicesdatlye that produce goods/services not produced by
the private market, or that promote the pluraligti&al in our society. For an overview, seeN
D. CoLomMBO AND MARK A. HALL, THE CHARITABLE TAX EXEMPTION 19-96 (1995); AMES J.
FISHMAN AND STEPHENSCHWARZ, NONPROFITORGANIZATIONS 327-48 (3d ed. 2006).

92. For a general discussion of the operational $est OPKINS, supranote 17, at § 4.5.

93. See supranotes 22-28 and accompanying text.
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a “for-profit in disguise.”® The difference between this view and the
historical definition of private benefit is that der this view, an
organization might still be serving a large enoalgéritable class, but that
doing so has become secondary to benefitting estibr individuals
outside the charitable class. Think, for exampleoud a nominally
nonprofit hospital whose board is controlled byreall group of doctors
who have the only admitting privileges to the htapiln this case, one
might argue that the hospital is still providingalik care for a broad
enough charitable class, but the overriding purpdg@e hospital is to
benefit the controlling doctors by providing themittwa closed,
preferential system in which to practice medicingattis, in this case,
serving the charitable class has become seconaagrting the private
interests of the doctofs.

There is certainly language in IRS rulings and toases that would
suggest this is the proper interpretation of pevagnefit. For example, in
the key rulings set forth above in which the IRS &pplied private benefit
analysis, it routinely cites the operational testdéxemptior?® even the
courtinAmerican Campaign Acaderogncluded that the excess of private
benefit meant that the organization was no longenarily operated for
charitable purposés.

This suggestion, however, does not really helpdacdefinition for a
separate concept of private benefit. If privateddieéins nothing more than
saying that an organization is no longer primapilysuing a charitable
purpose, then it does not offer much beyond th@gmy purpose test. It
does not answer the question, for example, whyhseld be particularly
concerned about charities entering into joint-vemttansactions with for-
profit organizations, an area which the historyoreded above indicates
has been the primary breeding ground for the IR&gpanded
interpretation of private benefit. Nor does it asir Judge Posner’s
suggestion inJnited Cancer Councithat “bad deals” could result in
private benefit even if those bad deals were etlyng@grsued in order to
serve the charitable class, as was undoubtedlyrirtiat casé®

The actual scope of the private benefit doctrineinaglemented,
moreover, indicates that the IRS really does net m@vate benefit as

94. Economist Burton A. Weisbrod is the originatbihis phrase. Burton A. Weisbrotihe
Nonprofit Mission and Its Financingn To PROFIT OR NOT TO PROFIT: THE COMMERCIAL
TRANSFORMATION OF THENONPROFITSECTOR 11 (Burton A. Weisbrod ed., 1998).

95. This example is Hospital B from Rev. Rul. 69-58869-2 C.B. 117, 1969 IRB LEXIS
176, at *3-4.

96. See, e.gRev. Rul. 2006-27, 2006-21 |.R.B. 915, 2006 IRBXLS 207, at *5-10 (citing
the operational test of Treas. Reg. § 1.501(c)(8)c1)); Rev. Rul. 98-15, 1998-1 C.B. 718, 1998
IRB LEXIS 94, at *8-9 (same).

97. Am. Campaign Acad., 92 T.C. 1053, 1079 (1989).

98. United Cancer Council, Inc. v. Comm165 F.3d 1173, 1179 (7th Cir. 1999).
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simply a substitute for the primary purpose ruleve are to believe the
IRS’s transactional approach, then private be(léfé private inurement)
can cause a loss of exemption if a single tramsadhvolves private
benefit, even when the overall operations of ai@#er organization are
more charitable than not (i.e., primarily chariggbl would suggest that
there is little doubt that the hospitals engageth@revenue-stream joint
ventures described above in General Counsel Merdorar39,862 were
still primarily centered on a mission of providihgalth services to the
general population, a purpose that the IRS recegnas charitable in
Revenue Ruling 69-548 Moreover, in its private benefit rulings, the IRS
likes to stress the quotation from the Blekter Business Bureaase that
“the presence of a single [non-exempt] purpossulfstantial in nature,
will destroy the exemption regardless of the numeyeimportance of
truly [exempt] purposes'® This quote supports the conclusion that
private benefit, like private inurement, is a pevhleven when charitable
purposes might globally outweigh a private berieditsaction. Despite the
final conclusion of the court iAmerican Campaign Academyoreover,
the crux of the opinion was that the organizatianquestion failed
exemption because sécondarypenefits, not because it failed to provide
primary charitable services to a charitable cl45So it seems that, despite
the citations to the primary purpose rule in vasioulings, the IRS does
notreally treat private benefit as simply shorthand forghmary purpose
test, but rather as a separate limitation on aarorgtion that arguably in
fact has a primary charitable purpose. In any eveptivate benefit is to
be useful as a separate concept, it must be mangukt a shorter way of
saying that the charity no longer has a primaryitdiale purpose.

A second set of possible evils relates specificatlyeconomic
transactions. As noted above, the private inuretnaitation and I.R.C.
8 4958 identify as one evil the situation in whickharity diverts assets
for less than fair market value to for-profit irgsts'®> But private
inurement/4958 covers only situations in which tinersion involves
insiders (as broadly defined by 8§ 4958), and evem tcovers only
situations in which the exchange is not at fair keawalue (that is, the
charity receives less economically than it give$.'tHpOne immediate
guestion that arises, therefore, is whether one amateive of such
diversion transactions that do not involve insidarsrhether there might
be situations in which even transactions that oattair market value are

99. Rev. Rul. 69-545, 1969-2 C.B. 117, 1969 IRB LEXI76, at *5.
100. Better Bus. Bureau of Washington, D.C., Intinited States, 326 U.S. 279, 283 (1945);
see, e.g.Rev. Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEX§ at *9 (citing this language).
101. See supranotes 45-54 and accompanying text.
102. See supranotes 12-19 and accompanying text.
103. See supranotes 12-19 and accompanying text.
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nevertheless troublesome. If so, perhaps we needotivate benefit
doctrine to address these situations. This aredshwlore promise in
identifying a separate private benefit doctringtipalarly since most of
the cases in which private benefit is invoked ireoéconomic benefits
from contractual relationships with for-profits ipp ventures, service
contracts and the like). It also offers some paaifdr actually defining

a separate private benefit concept that is noadjyrecovered by other
exemption rules.

On the one hand, it is hard to imagine a situaitiowhich a charity
intentionally diverts assets at less than market value to asideut If a
charity enters into an economic transaction witmeone who has no
influence over the charity, there is simply no measo believe that the
charity would intentionally hand assets over td geason for less than full
value. In fact, this principle of arm’s-length teactions being presumed
to be fair-market-value exchanges is a core priaapall of tax law’**
born from general observations of human behavidithe administrative
impossibility of policing every transaction. No omants to be a “chump”
taken advantage of by the other side. Ergo, nasgeing to knowingly
part with one’s assets for insufficient value uslekere is some
relationship between the parties that signalsrrestiction is not at arm’s-
length. Accordingly, the notion that one would imienally overpay or
undercharge for services outside a context in wthehrecipient of the
economic benefit has some kind of insider connadatioes not comport
with either basic assumptions of our tax systemwitr normal human
economic behavior.

What is possible, however, is that the manageascbfritynegligently
“divert” assets to for-profit interests even in &sength transactions.
This is the possibility recognized by Judge Poah#re end of his opinion
in the United Cancer Councitase when he opined that irresponsible
management could result in private benéfihat is, because of a lack of
information or a lack of rigor in analyzing the leéits and costs of
particular transactions, charities may engageamstactions with outsiders
that either are economically inefficient or resnlthem paying too much
for what they get or getting too little for whaethgive up—what | will
call a failure to conserve assets for the benéthi@charitable class. Such

104. The classic definition of “fair market valuasrftax purposes is the price on which a
willing buyer and willing seller, each in possessif the relevant facts, agregeeTreas. Reg.
§ 1.170A-1(c)(2) (as amended in 2005); Treas. B&f).2031-1(b) (as amended in 1965); Treas.
Reg. § 25.2512-1 (as amended in 1982, e.g.Philadelphia Park Amusement Co. v. United
States, 126 F. Supp. 184, 189 (Ct. Cl. 1954) (watiat fair market value of property received in
exchange can be proven by reference to fair maekae of property given up, since in an arm’s-
length exchange the two values “are either equidh or are presumed to be equal”).

105. See supranotes 68-71 and accompanying text.
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a failure to conserve is bothersome, because tgtgs wasting assets
that should otherwise be used for charitable seswiein effect, the charity
is shifting some of the economic value from theuas tax benefits we
confer on exempt organizations (exemption, chdsetatontributions
deduction, etc.) away from charitable services.

| believe this failure to conserve is most likedydrise in two separate
circumstances outlined below, neither of whichpsedfically addressed
by either the primary purpose rule or the privaigrement/4958 regime.
Suppose, for example, that we imagine a nonprafgpital that has a
community board and an open staff policy, treatsligere and Medicaid
patients, and provides free emergency treatmehetpoor. These are the
characteristics the IRS set forth in Revenue Ruiggh45 for charitable
exemption for a hospitaf® But it so happens that this particular hospital
conducts all its services via contract with for{grcentities. The
emergency room is managed by Emergency Doctors,datient records
and billing are farmed out to Hospital Records Camprsing services are
provided by Nurses Clinic, Inc.; diagnostic and $alovices are likewise
in the hands of for-profit providers, and so fofthAll the contracts with
these providers are negotiated at arm’s lengthiatrfarket value, but of
course the negotiated price includes a profit nmafgr each for-profit
entity providing services to the hospital and asignts.

Although this hospital appears to meet all the megouents of
charitable exemption set forth in Revenue Ruling589;% the
hypothetical raises a nagging question about waytspital has chosen
to provide all its services via contracts with foofit firms. In essence, the
guestion here is why we should permit exemptidana the profit margin
necessarily paid to the for-profit contractors ppased to a direct service
model where presumably that profit margin would“baved” by the
nonprofit and used instead to provide expandedaso the charitable
class. In short, the evil here is not a consciousrgion of charitable
assets, but rather a potenfi@ilure to conserveharitable assets for the
benefit of the charitable class by entering inemsactions that cause an
unnecessary outflow of assets to non-charitabérests.

Similarly, one might imagine situations in which exempt charity

106. SeeRev. Rul. 69-545, 1969-2 C.B. 117, 1969 IRB LEXI®S, at *1-2, *7;see also
Colombo,supranote 31, at 480.

107. My hypothetical may not be far from the truahjeast if one believes the report of the
Champaign County Board of Review recommending thatlllinois Department of Revenue
revoke tax exemption for Carle Hospital in Urbafifinois. CHAMPAIGN COUNTY BOARD
OFREVIEW, NOTES ONEXEMPT APPLICATIONS 11-12, http://www.co.champaign.il.us/ BOR/
CARLE2004.pdf. In this report, the Board of Revimeommended that the lllinois Department
of Revenue revoke property tax exemption from Chltespital based in part on its extensive
contracts with for-profit groups to provide sengde hospital patientéd. at 10-11.

108. SeeRev. Rul. 69-545, 1969-2 C.B. 117, 1969 IRB LEXIB, at *1-3, *7.
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negligently fails to fully exploit the value of h¢s it has assigned to an
unrelated for-profit entity. Suppose, for examghat an exempt nonprofit
tissue bank enters into a long-term exclusive agese to provide tissue
to a single unrelated for-profit tissue proces8tthe arrangement is at
arm’s length and therefore under general tax lagymptions, we would
normally assume that it is at “fair market valuBdut the tissue bank has
given up the right to exploit changes in the malikeéngaging in a long-
term exclusivity agreement. It is possible in tase that the nonprofit is
conferring a competitive advantage on the for-ppfricessor (in the form
of a stable supply of tissue at a fixed price) anthe process failed to
extract an above-market price (supra-normal priafitjhe tissue justified
by this competitive advantage. This situation,lfiene, might also present
a case in which the charity has failed to conseharitable assets by
giving up a valuable right (the right to freely éoipthe future market for
its goods) without full compensation. One mightrewmagine cases in
which, because of such long-term “cozy” relatiopshithe nonprofit
involved fails to engage in the hard bargainindgwti long-term business
associate that would result in the proper captéirtnese supra-normal
profits.

Neither of these cases is adequately addressentigntdoctrine. Both
hypotheticals involve organizations that are raeliinrecognized as
exempt charities. Neither appears to be subjetheocinurement/4958
prohibitions: My hypothetical hospital is engagedfair-market-value
exchanges, which would not be subject to the pivatirement/4958
regime, while my tissue processing hypo involvesoatract with an
outsider, and hence also is not subject to themant/4958 analysis. Yet
both situations involve cases in which arguablyharity may not be
appropriately conserving charitable assets fachewitable class.

The main problem with these observations at tlagesthowever, is

109. This example was inspired by the analysis iheRioA. Katz,The Re-Gift Of Life: Can
Charity Law Prevent For-Profit Firms From ExploiginDonated Tissue And Nonprofit Tissue
Banks?55 DEPAUL L. REV. 943, 998-1004 (2006) [hereinafter Kathe Re-Gift of Life Professor
Katz suggests that under current law, the privaeefit doctrine could be read to capture
transactions in which directors of a nonprofit epérissue bank transfer tissue to a for-profit
processor, because under the National Organ Tiamtsptt (NOTA) the exempt tissue bank is not
permitted to capture the full value of the tisstamsferred to a for-profit processta. Ergo, the
exempt tissue bank is benefitting the private eg&s of the for-profit processors, and arguably is
doing so in a substantial way. Under my formulatipresumably this would no longer be a risk,
since the directors of the charity would not beligegtly failing to capture economic value, but
rather simply following the lawSee idat 1003-04 (under Judge Posner’s formulatiorpmate
benefit would occur as a result of following NOTAge alsdrobert A. KatzA Pig in a Python:
How the Charitable Response to September 11 Ovéneldehe Law of Disaster Reli&6 IND.

L. Rev. 251, 264-65 (2003) [hereinafter KafzPig in a Pythoh(noting that under Judge Posner’s
formulation of private benefit in thdnited Cancer Councitase, private benefit occurs in a case
in which the directors violate their duty of caralaegligently waste nonprofit assets).
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that they are potentially overbroad in two waysstiexempt charities
engage daily in private benefit transactions sinagla result of operating.
They pay the for-profit telephone company and tingfofit electrical and
gas utilities for service, send packages via fafip PS and Fed-EXx, hire
for-profit janitorial services, etc., all of whiclonfer economic benefits on
for-profit entities and involve payment of a prafiargin to that entity, and
none of which disturbs us in the least. In somegase charity may enter
into long-term exclusive dealings with these previdas well. So why
shouldn’t these transactions result in private beserutiny? Or should
they?

Perhaps the answer here lies in a sort of unspagstimption analysis.
That is, we could say that exemption law presurhes these routine
services do not involve a failure to conserve ¢hhhke assets because they
could not be performed by the charitable entitglitsore efficiently. We
instinctively assume, probably correctly in virtyadll these cases, that
paying an electric utility for power is cheaper @r least no more
expensive) for a charity than trying to genera®wn power even though
the payment to the utility includes a profit marfpnthe utility. Utilities,
we know, employ economies of scale that likely wioloé impossible for
a single business to replicate. Charities genetalye no expertise in
power generation and no invested capital basedorgdthat. We might
logically presume, therefore, that common, rousaevices provided by
for-profit entities to charities have similar ecomes that would be
difficult or impossible for a charity to replica@md therefore arm’s-length
contracts for such services should not generabengsues about failing
to conserve charitable assets.

But when it comes to what | will call “core servieof the exempt
organization (e.g., services that form the cormpary charitable purpose,
such as a hospital providing medical servicesstpatients, as opposed to
buying electrical power to heat its building, otissue bank supplying
tissue to a for-profit processor for the ultimategose of bettering the
health of the community), the above presumptionleomger seems
reasonable. If the major purpose of a hospital govide health services
to patients, we would expect the hospital itselfbt® as efficient in
delivering those services as an outside provitiertthe hospital, after all,
not the outside provider, that has the investedaldgase and presumably
some expertise in providing health services. Suiyilaf a tissue bank
enters into an exclusive contract to supply tigsuesingle processor, we
might logically ask why (if it were legal to do’s9) the tissue bank is not
“shopping the market” for its product in order taximize revenue. Since

110. Current law in the form of the National Orgamarisplant Act limits the ability of tissue
banks to capture these revenugseKatz, The Re-Gift of Lifesupranote 109, at 952-55.
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the tissue bank is intimately involved in the tessmarket, we would
expect them to have the relevant information nesgs® fully exploit
their “product” and use this information to thetlvantage. Thus, unlike
the case with contracts for routine services,astlere should ngiresume
that hiring a for-profit company to provide sensc® the hospital’s
patients or entering into an exclusive arrangemaita for-profit tissue
provider is more efficient or “better” in some w#yan hiring nurses
directly or dealing with several processors (or-poofit processors). In
fact, perhaps an opposite presumption is justifieithese cases: That is,
if core services are “outsourced” to for-profitenurises or exclusive deals
involving core services are entered into that magfer competitive
advantages on a for-profit entity, we might prestina¢ a charity is failing
to conserve charitable assets.

This counter-presumption, however, raises the stawerbreadth
possibility. Certainly we could imagine situatiansvhich for one reason
or another the charity is justified in outsourcoage services or is justified
in conferring an economic advantage on a for-paxipart of a business
relationship. For example, perhaps the governirgdof my hypothetical
hospital made a detailed study of the costs ofidiog services directly
versus outsourcing them, and concluded that outswyuwould actually
save money while keeping quality constant. Or mydtlyetical tissue
bank might have done a study of the tissue marict@asonably believed
that the price negotiated for its exclusive arranget was preferable to
the risk of a downward price movement in the tissiaeket over the term
of the exclusive agreement. If the board of eitbemy hypothetical
charities made such a considered judgment, thesuprably there is no
failure to conserve charitable assets (or at ksaseéxemption law should
not second-guess such a considered judgment umelercumstances).

B. Summary: The Resulting “Failure-to-Conserve” Test

We can now gather the above rationale to fashidoctrinal test for
private benefit. If we view the evil that the prigdenefit doctrine tries to
prevent as a negligent failure to conserve chddtassets, then the
concept seems worthwhile because it operates iar@a that current
doctrine fails to capture. As noted above, neitiher primary purpose
analysis nor the inurement/4958 regime appearswercwhat’s wrong”
with my hypothetical scenarios; ergo a separate@utrthat prohibits this
potential evil seems appropriate.

This “failure to conserve” analysis could in theaapply to any
transaction in which a charity contracts for seswigth a for-profit entity
(since all such transactions involve the paymera pfofit margin to the
for-profit), but common sense tells us that in nogttransactions for
incidental services, such contracts are in factifjed on efficiency
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grounds. As a matter of administrability of the taws, then, we should
not apply private benefit analysis to such traneast Instead, private
benefit analysis should come into play primarilyemnta charity contracts
with a for-profit entity for core services—that is,situations in which an
exempt entity outsources the delivery of core sewito its charitable
class, or situations in which the exempt entityeeninto an economic
arrangement with a for-profit involving core seescand the arrangement
arguably grants a competitive advantage to theiofit. In these cases,
where we legitimately can be suspicious of the enun efficiency of
outsourcing such services or entering into competitadvantage
arrangements, the concept of failing to consenaitable assets is most
in play.

Of course, the charity should be given the chamceebut this
suspicion by showing that the economic arrangemeititsoutsiders for
these core services are in fact a more efficiefibetter” way to deliver
services to the charitable class. Accordinglyhié tharity can make a
convincing case that it fully considered the opsiomnd reached a
reasonable conclusion that its contractual arraegésrwere a better way
to serve its charitable purpose, then the arrangenséould be permitted
to stand. In other words, in circumstances wherenight legitimately
view a particular economic transaction with suspicithe charity should
be required to provide a reasonable justificatmmhy the transaction is
in the best interests of serving the charitablesla

The next question, then, is what behavior shouldgufficient to meet
this “reasonable justification” standard. One poidisy would be to import
the state-law duty of care into this definitiondasimply tie the federal
concept of private benefit to the state charity keencept of duty of
care—that is, the federal tax inquiry would be wketthe transaction in
guestion had violated state-law standards for thg df care. Under this
hypothesis, the reasonable justification would $ymipe a successful
defense that the board had not violated this ddwyvever, for reasons of
consistency across jurisdictions and the factttiestate-law duty of care
might not require the sort of due diligence | caneeor this issuéi!

111. The duty of care, of course, covers all sdrtsoard-level decisions, and the state law
surrounding the standards for the duty of careilisssmewhat in flux. Marion Fremont-Smith
reports that as of the beginning of 2003, fortyethstates had codified a standard for the duty of
care, and over half of those states had adoptedidfiritions in the ABA’s Revised Model
Nonprofit Corporation Act (RMNCA) promulgated in 8B. MARION R. FREMONT-SMITH,
GOVERNING NONPROFIT ORGANIZATIONS: FEDERAL AND STATE LAWS AND REGULATION 207
(2004). The American Law Institute also is curngetigaged in a project on nonprofit law that may
further refine the duty of care at the state le@dePRINCIPLES OF THELAW OF NONPROFIT
ORGANIZATIONS § 315 (Council Draft No. 4, 2006). Obviously, fealetax law needs a single
standard of behavior since the federal tax lawpiglieable to organizations across all state
jurisdictions; moreover, | contemplate that becaosehat | view as an “enhanced” risk that
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federal tax law should define its own version @s@nable justification for
this purpose. In general terms, one could envigging the same sort of
approach used in the salary safe-harbor providitieearegulations under
§ 4958, requiring a board to use comparable sdky and to document
the basis for its decisiof? Applying this approach to the failure to
conserve test, the reasonable justification wodédnto be based upon
relevant comparable data and practices by similamgt charities, and the
organization would have to document a rationalenfioy it believed the
transaction “improved” services to the charitabiess. In my hospital
hypothetical, for example, the relevant data likelguld consist of a
comparison of the costs and quality of providingy®es internally versus
outsourcing such services. My hypothetical tissarekimight document
the volatility in the tissue market that would jasta long-term
arrangement at a stable price, or show that tloe pmithe long-term deal
was higher than that provided by the “spot market#r some average
period to illustrate that the exempt organizatiad fully considered the
value of the economic advantage it was grantingth® for-profit
processor.

C. Matching the “Failure-to-Conserve” Rationale to
Existing Doctrine

Now that | have outlined the failure-to-conserverzale, the paradigm
situations in which it might occur, and the resgtidoctrinal test for
private benefit in these circumstances, the nagit& questions are how
would the proposed affect existing precedent onafbyglication of the

charities are failing to conserve assets in thagigm transactions | consider above, we might well
demand somewhat more diligence for directors thamldvbe required by the “ordinarily prudent
person” standard of the RMNCA.

112. Treas. Reg. 8 53.4958-6(a) (2006). Exemptbsthat follow the safe-harbor provision
receive a benefit in that the burden of proof foncompliance shifts to the IRS. There has been
some suggestion that this safe harbor may be ta@rie In 2005, for example, the Joint Committee
on Taxation proposed deleting the safe-harbor abdtiuting a “due diligence” standard that
would keep the burden of proof on the charity tplaix how it approved a salary in certain
circumstances QINT COMM. ONTAXATION, OPTIONS TOIMPROVE TAX COMPLIANCE AND REFORM
TAX EXPENDITURES JCS-02-05, at 254-69 (2005). | would not appé/tthirden-shifting provision
of Treas. Reg. § 53.4958 to my analysis, howevecabse | view the kinds of paradigm
transactions | have identified (“outsourcing” cesgvices or using core services as the basis for
conferring a competitive advantage on a for-prafitjnherently suspect. Ergo, the charity should
retain the burden of proving that these transastae in the best interests of the charitable class
Instead, | would view a charity’s reliance on daal written justification as a sort of prima facie
case, which the IRS could rebut by showing conteaigience indicating that the charity’s reliance
on the data or its justification were manifestlyreasonable under the circumstances. | use
“manifestly” here because hindsight is always 20/a26d we should be careful to give the
governing board of a charity the benefit of the latoooncerning the reasonableness of their
conclusions when we are judging them at some patirt than when the decision was made.



2006] IN SEARCH OF PRIVATE BENEFIT 1091

private benefit doctrine, and how might it applywasious “troublesome”
scenarios in which the IRS has used private beagf# policing tool.

1. “Incidental” Private Benefit and the Tracisanal Approach

Perhaps the first thing to note is that with itsuf® on core services, the
failure-to-conserve rationale fits well with theSR declaration in General
Counsel Memorandum 39,598 that incidental privageefit is not a
concernt® Focusing on core services would exempt from peivanefit
analysis all truly routine, incidental transactionsgquired by daily
operations under the theory that these transacpogsent virtually no
possibility of a failure to conserve assets. Dothgs, moreover, is
probably an administrative necessity anyway, stheeavoids saddling
charities and the IRS with the need to review astfy literally thousands
of common business transactions. On the other halhdransactions
involving core services (e.g., a hospital hirinfpeprofit doctors group
to cover emergency room medical services, a noijargfanization doing
a low-income housing deal via a partnership withdimfit partners)
would be subject to the analysis presented abosgtenanild require the
charity to have a reasonable justification for titaasaction—or in other
words, no transaction dealing with core servicesildirde considered
incidental for this purpose (for example, as | dgscbelow, ancillary joint
ventures would not be exempt from this analysithé joint venture
involved core services).

But what of the IRS’s “transactional” approach twvate benefit (e.g.,
the assertion that a single private benefit trainsaevill endanger exempt
status)? As much as | have previously criticized thansactional
approach, if private benefit is limited as | hawdlined in this article, then
it makes some sense to use a transactional anbbmgsjust as we have
used it for years in the private inurement realimatTis, if a charity really
is guilty of negligently “wasting” charitable assdéafter having given the
charity “fair warning” that these core servicesngactions will be
specially scrutinized and allowing them to buil@ithjustification case),
then there is a reason to consider revocation@igtion. Whatever your
theoretical bent in justifying exemption, a chatfgt is not appropriately
conserving its assets for use on the charitabks@hould not be given
preferential tax treatment. As a practical matteoyeover, the IRS can
enter into closing agreements to avoid revocati@ppropriate cases, just
as it did for private inurement transactions pteothe adoption of I.R.C.
§ 49581

113. Seesupranotes 41-43 and accompanying text.
114. See, e.g.Bernadette M. Broccolo & Michael W. Peregrifdad Doctor Deals Place
Hospitals At New Risk: Part —The Hermann Hospitllsing AgreemenfLl0 EXEMPT ORG. TAX
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2. Joint Ventures (ParticularyHealth Care and
Low-Income Housing)

The use of private benefit as a tool to policegeations involving core
services necessarily requires me to revise my pasition that joint
venture transactions should be subjectesly to primary
purpose/commerciality/unrelated business incomelysisa®™ That
analytical paradigm should still be the first stepnalyzing joint-venture
transactions, but if the exempt venturer survives initial stage and the
venture involves core services, | would bring tlalufe-to-conserve
analysis into play as a second analytical stepindgated below, as a
practical matter, my analysis would reach the santeresults as the IRS
has reached in its recent rulings (though perhapthe same result as in
some older rulings), and would also provide a cefiesinalysis for private
benefit that would be applicable across all joetures, ancillary or not.

Let’s start with the whole-hospital joint venturesset forth in Revenue
Ruling 98-15'*°| begin the analysis of these transactions wigtpitimary
purpose/commerciality doctrine, which asks whetherexempt venturer
is still engaged primarily in a charitable activityIn the case of a whole-
hospital joint venture, this question usually iswared by asking whether
the joint venture itself is a charitable activitylf the exempt venturer in
these cases has no continuing charitable progrdiner(¢han being a
partner in the hospital venture), and the joint tuem itself is not
charitable, the analysis is over, because the exemgy is primarily
engaged in an unrelated commercial acti¥ityThus, in these cases,
private benefit never becomes an issue at all. yaigally, this approach
is radically different than the fixation on contanid private benefit that
pervades Revenue Ruling 98-15, although the ulemesult would be the
same (i.e., no exemption for the nonprofit venfui&r

Rev. 1341 (1994) (discussing IRS closing agreemertt Wigrmann Hospital involving private
inurement and private benefit issues).

115. John D. Colombd Framework for Analyzing Exemption and UBIT Efeat Joint
Ventures 34 EXEMPT ORG. TAX REV. 187, 189 (2001)SeeMirkay, supranote 2, at 60-65. If the
IRS will adopt the approach in this article to ptiv benefit doctrine, | promise to walk down
Pennsylvania Avenue in sackcloth and ashes asaigy repentance.

116. Rev. Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEXM, at *1.

117. Colombosupranote 115, at 189.

118. Id. at 189-90.

119. The venturer is deemed to be engaged in therlyimy activity of the joint venture. Rev.
Rul. 98-15, 1998-1 C.B. 718, 1998 IRB LEXIS 94*H-17. Hence if the venture itself is not a
charitable activity, the venturer should be viewasaimply conducting a for-profit business. If the
venturer has no other substantial charitable agtiiti fails the primary purpose test. Colombo,
supranote 115, at 190.

120. SeeColombo,supranote 115, at 191-93. As | have observed in the, phas IRS’s
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Suppose, however, that we move to the case ofemgborganization
whose charitable purpose is to provide low-incomasmg. This exempt
organization acts as the general partner of limpdnerships with for-
profit investors who essentially receive nothingreturn except an
allocation of the low-income housing tax credit\pded by § 42 of the
Code'* Currently, this area is a complete mess. The IRBears
schizophrenic about permitting nonprofit organiaas to engage in low-
income housing partnerships, at once recogniziaghfaritable purpose
of such arrangements and at the same time invogingite benefit
analysis (and the control test) as a limitationsanh arrangements that
essentially prohibit exempt partners from structgrihe partnership in
ways demanded by the markét.

Under my analysis, one still begins with the priynaurpose issue. In
this case, however, one might conclude that théuventself (providing
low-income housing) is a charitable activity bytue of the fact that the
venture itself is engaged in relief of the p&diBut even if that is true,
because the nonprofit organization has entered antcontract (the
partnership agreement) with for-profit entities e(tinvestors in the
partnership) to provide core services (create logoime housing), we
would invoke the private benefit analysis and &skrtonprofit to provide

fixation on control in these cases is misplacedird should be a factor in determining whether
the joint venture itself is charitable, but theerof control ends there. Once we have determined
whether the joint venture is charitable, the analghifts to a “primary purpose”/UBIT analysis.
Id. at 191-92.

121. Seel.R.C. § 42 (2000).

122. See, e.gJerry O. Allen & Alan D. DuffySolving the Low-Income Tax Credit Housing
Partnership Dilemma49 ExeMPT ORG. TAX REv. 319, 319-20, 323 (2005); J. Christine Harris,
Tax-Exemption And Low-Income Housing Venturescbneilable Differences?7 EXEMPTORG.

TAX Rev. 329, 331 (2005); Harrisupranote 81, at 21; Michael I. Sanders & Celia A. Rg&D
Practitioners Suggest Way To Expedite Exemptiond.&@-Income Housing Orgs37 EXEMPT
ORG. TAX REV. 127, 127-28 (2002). In late April 2006, the IRBeased additional guidance for
charitable organizations engaging in low-incomediog partnerships that sought to ameliorate
some of these criticisms and seems to supportgherent in the text below that such partnerships
are usually the best, if not only, vehicle for puing the financing necessary to bring low-income
housing projects to fruitiorbeeg.g, Michael I. Sanders & Jerome A. BregS Issues Guidance
for Nonprofit Organizations Involved in Low-Incoieusing 52 EXEMPTORG. TAX REV. 263, 263
(2006); Memorandum from Joseph Urban, Acting DoedEO Rulings and Agreements, Internal
Revenue Service to Manager, EO Determinations (Zpr2006)available athttp://www.irs.gov/
publ/irs-tege/urbanmemo42406.pdf.

123. The IRS has provided guidelines in Rev. Pr6e3®for determining when a low-income
housing project should be considered a charitattieity. Rev. Proc. 96-32, 1996-1 C.B. 717, 1996
IRB LEXIS 152, at *1-7. If the partnership adheteshese guidelines, then one might conclude
that the partnership activity itself is a charitlictivity, much as one might conclude that a
hospital operated by an exempt/for-profit partngrstould be a charitable activity if the hospital
met all of the requirements of Revenue Ruling 69;%4 re-interpreted by the Tenth CircuitHiC
Health Plans v. Commissione325 F.3d 1188, 1195-98 (10th Cir. 2003).
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reasonable justification for its transaction. T$ti®uld not be hard to do.
If the transaction is properly structured as an’sdlangth deal with the
investors, the reasonable justification will moskely be that the
partnership is the most economically efficient wihior the nonprofit to
execute its charitable purpose, since other fimanawill either be
unavailable or more expensive because of themlsirent in low-income
housing:?* In other words, there is no way for the exemptaigation to
better conserve charitable assets than by usingatieership financing
vehicle to accomplish its exempt purpose. On therdtand, if the exempt
venturer “gives away the store” in the partnersagreement by, for
example, bearing a disproportionate amount of tmmemic risk in the
venture, then one might legitimately invoke thevaté benefit limitation
for this failure to conserve charitable assets.

When it comes to ancillary joint ventures, thingsud get modestly
more complicated than they may be today. If, int,fee ancillary joint
venture ruling is an acknowledgment by the IRS timprivate benefit
issues are raised in economic transactions thativev‘insubstantial”
services, then the proposed failure-to-conservdysisamight actually
complicate life for exempt entities. The reason tiois is that many
ancillary partnership transactions involve coreviees. Certainly a
hospital that opens an outpatient surgery center jmint venture with
doctors is providing core services (e.g., healthises to patients) through
an economic arrangement with for-profit partnersrébver, transactions
such as the “revenue stream” partnerships invoing@eneral Counsel
Memorandum 39,862 are exactly the ones that shoailke some
eyebrows, because the charity (the hospital) ismgiup a future revenue
stream (a significant charitable asset) in a trethma with for-profit
investorst®® Accordingly, it seems appropriate to require tharity in
these cases to justify the transaction on the bhsis it permits an
expansion, improvement or (in appropriate circumsta) the
maintenance of services to the charitable class.

In most of these cases, however, | would expedt tthe exempt
organization would have little trouble meeting teasonable justification
requirement. Ancillary partnerships almost alwagséhthe purpose of
either keeping current services intact or expandiegvices to the
charitable class, and almost universally are uaétert in order to
accomplish those goals with minimal financial tiskhe charitable entity.
Hospitals, for example, undertake ancillary parthgrs with doctors in
order to insure that the facilities are fully wtéd and that the doctors have

124. SeeAllen & Duffy, supranote 122, at 321 (“Equity financing is an importeotmponent
of the financing package.”).
125. For a discussion of this memorandum,sg@anotes 55-59 and accompanying text.
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a direct financial stake in the success of theisesv*® The ancillary
partnership ruling (Revenue Ruling 2004-51) itgalblved a situation in
which a university proposed to expand servicesudests via a distance-
learning joint venturé?’ It is highly unlikely, therefore, that these
transactions generally suffer from a failure tosmme charitable assets (in
fact, just the opposite is true).

In one aspect, moreover, the failure-to-consenadyars would be
more generous than past IRS precedents: It wouddtuw the IRS’s
position in General Counsel Memorandum 39,862 #wdering into
transactions to improve revenues or to retainiogahips with doctors
violates the private benefit doctrifé If, in fact, an exempt hospital can
justify a revenue stream joint venture as a me&nsproving facility
utilization (and hence improving the bottom linetloé hospital and thus
conserving more assets for use on the charitahsbr as a necessary
method of keeping physician affiliations (withoutish the hospital
would fail economically, leaving no assets avadalbbr use for the
charitable class), then | see no reason not tdhkese arrangements
continue.

To summarize, | would apply the failure-to-conseawalysis equally
across all types of joint ventures, be they whalarmillary. While this
approach would impose somewhat more scrutiny oflarygpartnerships
than was undertaken in Revenue Ruling 2004-5% &t lin cases where
the ancillary partnership involves core servicds),advantage would be
that the analysis of private benefit issues wouwdbnsistent across all
joint venture transactions, thus avoiding the needlassify them into
ancillary or non-ancillary categories, and henegngi the IRS an escape
from the unpleasant corner it may have found igsaifted into with the
current private benefit analysis. Instead, the opigstion one would ask
from a private benefit standpoint with respectiot ventures is whether
the venture involves core services. At the same tioharities would
benefit from a somewhat broader view of the appadgjustifications for
these transactiort$] giving them more flexibility to arrange their
economic affairs in a way that truly preserves rieximum assets for
serving charitable beneficiaries.

126. Seel MANCINO, supranote 56, at § 19.04.

127. Rev.Rul. 2004-51, 2004-1 C.B. 974, 2004 IRXLE201, at *1-2see supranotes 79-
81 and accompanying text.

128. See supranotes 55-59 and accompanying text.

129. That is, hospitals could do these transactsmisly to increase utilization rates or
improve the hospital's revenues, a rationale thatRS rejected as insufficient in General Counsel
Memorandum 39,862.
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3. Credit Counseling and Down-Payment Assistance

The most recent examples of the IRS’s use of tlater benefit
doctrine in dealing with exempt credit counselingd alown-payment
assistance organizations appear to fit my analytncadel. In the credit
counseling cases, my implementation of private fieaknost certainly
would reach the same results that the IRS has edachhe credit
counseling agencies are a classic case of outsgucore (and not-so-
core) services to for-profit affiliates, who themofit from the fees paid to
them by the agency or directly by the agency’sithiale beneficiarie$®°
This profit flow is similar to my original hypothieal of the hospital that
outsources nearly all its services. Because | dih#tithe agencies could
come up with a compelling explanation for why thesemplex
outsourcing arrangements are more efficient in atiog their
beneficiaries about debt management, the IRS csiociun the Chief
Counsel's memo discussed earlier—that the econ@amangements
between credit counseling agencies and the “bafotedfervice providers”
violate the private benefit proscription—likely widihold true under the
analytical model | suggest in this paper.

With respect to the down-payment assistance orgtois, my
analysis requires a more rigorous rationale thaatwime IRS publicly
presented in Situation 2 of Revenue Ruling 2006*2Recall that the
IRS’s main problem in Situation 2 was that the argation in question
used a circular cash flow to help its beneficiari¢isat is, the money to
provide down-payment assistance came from ther sdltbe property??
According to the IRS, this meant that the exemganization really was
more interested in facilitating private housingesalthan helping a
charitable class, thus violating the private berddictrine’** A circular
cash flow standing alone, however, does not presgobd rationale for
revoking exemption. If all that was happening iesh cases is that the
exempt organization was providing a conduit to amimeedy families
with housing sellers anxious to market their goctdgould be hard to see
the problem with these transactions. After all,¢haritable beneficiaries
would be served in these cases by getting the qmyment assistance
and the sellers presumably would get market pacéheir housing. Who
cares if the money to make the arrangement workesdnom the seller?
Indeed, one doubts that the IRS would have a pnolbléh the Bill and
Melinda Gates Foundation making a $1 million grang school to help
finance the acquisition of computers that just e run the Microsoft

130. See supranotes 84-87 and accompanying text.

131. Rev. Rul. 2006-27, 2006-21 I.R.B. 915, 2006 IHEXIS 207, at *3.
132. See supranotes 86-88 and accompanying text.

133. SeeRev. Rul. 2006-27, 2006-21 I.R.B. 915, 2006 IRBXLE 207, at *18.
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Windows operating system.

But some investigation of the background of thigwgureveals that the
real concern is not the circular cash flow perrather it is that in these
cases the charitable organization is being used ‘dsont” to funnel
charitable beneficiaries to sellers in order ta@ase the sellers’ market
share and hence profits from their sales; accordsmghe General
Accounting Office, these circular transactions woftesulted in the
charitable beneficiaries paying 2-3% more for adgothan in a non-
assisted transactidff. In other words, in these cases the charitable
organization has contractual agreements with fofipentities in which
the charitable organization agrees to exploit @sdjiciaries in order to
enhance the revenues of its for-profit partnersesghtransactions,
therefore, fit the “exclusive dealing” paradigm which the charity
essentially transfers some portion of the valugsofelationship with its
charitable beneficiaries to its for-profit partneshat is, the charity
contractually agrees to “guide” its beneficiariesoi transactions that
produce a supra-normal profit for the for-profiliee In short, the charity
is giving up value that should be preserved forctheritable class. Under
the approach outlined in this paper, unless theganzations could come
up with a persuasive rationale for why steeringirtheharitable
beneficiaries into transactions that will cost therare than the normal
market value is good for society, they should reoekempt.

This analysis shows that one of the benefits ofapgroach to the
private benefit doctrine is that it avoids sloppyalysis. Circular cash
flows are not necessarily bad; however, in thesesthe problem is with
transactions that may extort value from the chialetalass in favor of for-
profit entities. It is that extortion that presetiis private benefit problem,
not the circular cash flow, and the IRS’s analysRRevenue Ruling 2006-
27 would be stronger if it acknowledged this fact.

4. Non-Economic Benefitgsmerican Campaign Academy

Suppose that Intel Corporation decides tomorrowttiee is a woeful
lack of computer engineers skilled in applied dirdesign of the type that
Intel most needs. To remedy this situation, IntHates a wad of cash to
fund a new educational organization, the SantaaCkaaduate School of
Computer Circuit Design. The curriculum of the smhas set up
specifically to train computer engineers in the legapskills that Intel

134. See, e.g.Internal Revenue ServicéRS Targets Down-Payment-Assistance Scams;
Seller-Funded Programs Do Not Qualify As Tax Exenl®-2006-74, May 4, 2006,
http://www.irs.gov/newsroom/article/0,,id=15667500nl; Gov'T ACCOUNTABILITY OFFICE,
MORTGAGEFINANCING: ADDITIONAL ACTION NEEDED TOMANAGE RISKS OFFHA-INSUREDL OANS
WITH DOWN PAYMENT ASSISTANCE22 (2005), http://www.gao.gov/highlights/d0624higif.
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needs. One of the three members of the boardsohdw entity is a senior
Intel computer engineer, another is a free lancgineer who often
consults with Intel, and the third is a local conmity leader.

Many of the professors are former or current letedineers and it so
happens that most of the graduates of this newos@re employed by
Intel (not surprising, given the objectives andriculum of the school).
But not all the graduates are employed by Intad, there is no agreement
between the school and Intel under which Intel gatanfair “first crack”
at school graduates. In short, there is no contehcbr economic
arrangement that might be a case of a charity “codarging” for giving
a competitive advantage to a for-profit enterprimé,neither is there any
guestion that the school in fact benefits Inteltkaining engineers in
precisely those skills most needed by Intel.

Should my hypothetical school be tax-exempt? Ia sizenario, what
exactly could be the complaint to bar the schooinfrtax exemption?
Education by its nature benefits private intereSiicon Valley certainly
benefits from the close proximity of Stanford, g one suggests it
should lose tax exemption as a result. Many teeh@od professional
training programs serve as “pipelines” to particideployers; a large
proportion of the top graduates of my law schoot, dxample, end up
being employed by a dozen large Chicago law filbwes that make the
University of lllinois College of Law guilty of pitabited private benefit
(legally irrelevant, since we are exempt as pastatie government rather
than under 8 501(c)(3), but an interesting questionetheless)? One
might argue that training individuals in skills tipgimarily benefit a single
employer (as opposed to multiple employers) isamatritable. But that
certainly is not the definition of “educational’time Treasury Regulations,
which provide that “instruction or training of threlividual for the purpose
of improving or developing his capabilities” is chable*> Moreover,
even a first-year law student would recognize tléppery slope”
problems inherent in such a line—are two employrsugh? Three?
Four?

The facts of my Intel hypothetical mirror the adtizets ofAmerican
Campaign Academy® and | have yet to figure out why the case was
decided as it was (maybe it was a misplaced vieiMtie whole operation
somehow violated the prohibitions against politicampaign activity,
which simply was not trd&). The notion that ill-defined secondary

135. Treas. Reg. § 1.501(c)(3)-1(d)(3)(i)(a) (2006).

136. Am. Campaign Acad. v. Comm'r, 92 T.C. 1053,3-@83 (1989).

137. Judge Nims complained in his opinion about fhikire of ACA to operate in a
“nonpartisan” manneid. at 1070-71, but the IRS conceded that ACA didvioiate either the
lobbying or campaign activity restrictiorid, at 1063. Charitable organizations do not hauseto
“nonpartisan” in the sense of being politically tratin everything they do; they only have to avoid
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benefits should override the very real primary edional purpose of ACA
did not have any basis in the law at the time #s®=avas decided, and still
makes no sense. ACA graduates were not requiredvdrk for
Republicans and some, apparently, did not (thei@pinotes that at least
one graduate worked for a candidate oversésByen if one would view
training that primarily benefitted a single emplogs incompatible with
tax exemption, in the ACA case the students wentddk for multiple
employers (individual candidates, not the Repuhliarty as an entity§?
The decision fares no better under my “failure-bmserve” rationale.
Without some economic arrangement that conferagetitive advantage
to the Republican Party beyond the advantage a@afél simply training
students with the appropriate skills (an advantageferred on all
employers by all educational organizations), dificult to see how the
fact that ACA graduates were overwhelmingly emptbipg Republican
candidates involved some failure to conserve dialetresources. ACA
could not have “charged” the Republican Party goiddican candidates
a higher price for its services, since ACA waspratviding any services
to the Republican Party or candidat®sAccordingly, if one adopts the
“failure-to-conserve-assets” rationale for the ptes benefit doctrine,
American Campaign Acaderaimost certainly is wrongly decided.

participating in political campaigns or doing mdt&n an insubstantial amount of political
lobbying. Seel.R.C. § 501(c)(3) (2000); Treas. Reg. § 1.50B(c}()(c)(3) (defining “action”
organizations).

138. Am. Campaign Acad., 92 T.C. at 1060.

139. Seeid.

140. I might approach this case differently if thewes some contractual arrangement between
ACA and the Republican Party that required ACAup@y the Republican Party with a certain
number of qualified campaign operatives or permittee Republican Party to have some kind of
special access to graduates that was denied to poibential employers, or if ACA hired only
Republican National Committee members as its faant licensed only Republican campaign
literature from the National Committee for usetgdlasses. In such a case, one might argue that
ACA had improperly “outsourced” core services (téag and training materials) or inadequately
charged for a competitive advantage (exclusive sscte students). Compare, for example, my
analysis of Example 3 in the IRS’s proposed reguiaton private benefit in the tarfra at notes
161-65. Despite my views of the ACA case, | adimittone could view the overall relationship
between ACA and the Republican Party as being hifjhcestuous,” particularly given the
makeup of the governing board of ACA and the preidance of Republicans on its admissions
committee. | do not discount the fact that if mgttr private benefit were used, additional fact
development in the case might have revealed tleat tivere “side deals” in place between ACA
and the Republican Party that might have confesredmpetitive advantage on the Party. This is
precisely why my approach to private benefit isdeek rather than get by with vague assertions
of too cozy a relationship between a charity arfidrgrofit entity, the IRS should be forced to
make at least a prima facie case why the relatipnisas stripped charitable beneficiaries of
resources. These facts might or might not havéezkia the ACA case; we will never know, since
the current state of private benefit doctrine pesrfie IRS to make sloppy accusations with little,
if any, rigorous analysis.
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5. United Cancer Council

As noted above, the failure-to-conserve approacbated in Judge
Posner’s observation idnited Cancer Councithat the private benefit
doctrine might cover a situation in which UCC'’s libaad overpaid for
fundraising service¥! While the focus of my approach on core services
is narrower than the general common law duty of,cand while 1 would
fashion a tax-law specific definition for reasoregjistification that might
be somewhat more demanding of board action thaemtstate law:*the
essential concepts are similar: Tax exemption |&aoukl frown on
transactions in which boards do not diligently aame their assets for use
on the charitable class.

Though thdJnited Cancer Councitase was settled, and hence never
retried on the private benefit point, one couldilgasace how the case
might be analyzed under my failure-to-conserve @ggh. UCC'’s entering
into an exclusive arrangement with a for-profit dusiser would raise
private benefit concerns inasmuch as fundraisimgis routine business
transaction and directly affects UCC’s ability tagage in core services
for its charitable beneficiaries. This in turn wdulhen trigger the
requirement that UCC have a reasonable justifindtio why it entered
into a contract that gave the fundraiser over 90%he gross amount
raised. Because the case was settled, the answealéar—but | note that
a variety of charities have far lower fundraisingts'*® and therefore it
is not unreasonable to presume that UCC could Hane better (and thus
conserved more assets for its charitable purpoghpreby taking
fundraising in-house or by contracting with a diéfiet outside fundraiser.

6. “Excessive” Benefits to the CharitaBlass: Disaster Relief
and Private Benefit

One of the more vexing problems recently faced h®y RS and
charities is how to handle disaster relief in a nenconsistent with
charitable purposes. Disaster relief has long bemognized as a
charitable purpos¥; but after the Oklahoma City bombing and agairrafte
the 9/11 attacks, questions arose about the abiligharities to make
economic grants (in the form of cash or propedyhtividuals who have

141. See supranotes 68-71 and accompanying text.

142. See supranote 111.

143. Seeg.g, Association of Fundraising Profession&isndraising Costs: Size, Age Matter
AFP BEWIRE, July 18, 2003, http://www.afpnet.org/ka/ka-3.cfal@er_id=2345&content_item_id
=12886 (recent study of fundraising costs showedtage costs to be $.24 on every $1).

144. SeeKatz,A Pigin a Pythopsupranote 109, at 266-67; Catherine E. Livingstisaster
Relief Activities of Charitable Organizatiar3s EXEMPT ORG. TAX REv. 153, 153 (2002).
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suffered from a disaster, particularly if such gsawere not to those
traditionally classified as “poor” or under soméet specific financial
need'** At one point, the IRS had suggested that suchtgraight violate
the private benefit doctrine, stating in a letteOklahoma City charities
after the bombing there that although one did meeho be poor to be
eligible for disaster relief, “an outright transfef funds based solely on
an individual’s involvement in a disaster or withoegard to meeting the
individual’s particular distress or financial needsuld result in excessive
private benefit.”**® After the 9/11 attacks, however, the IRS issuetidgo
2001-78 stating that it would treat payments madeharities to disaster
victims and their families as related to the clyaiexempt purpose as
long as such grants were made “in good faith ushjective standards?”
Nevertheless, the private benefit issue raised gin@oncern that after
9/11 Congress enacted legislation that specifigatlyvided that cash
grants to 9/11 victims would be considered as miadean exempt
purpose, essentially removing the private beneglysis from payments
made for 9/11 disaster reli¥f The current IRS position on disaster relief,
however, appears to have returned to the propoghiat the charity must
make some kind of “needs” assessment when apptejna to document
the basis for its grant4?

In two articles published in 2003, Professor Rols&tz argued that
both state charity law and the federal tax priveeefit doctrine should
be read to prohibit charities from conferring exsies financial benefits
on their beneficiaries in the context of disastdief.*° Although this
situation does not fall squarely into one of my tparadigms identified
above, using the failure-to-conserve rationalgforate benefit validates
Professor Katz’'s conclusions; it also confirms kbt the IRS approach
of requiring some needs assessment and documenitaBaactly correct
and that the legislative approach to the 9/11 tisasas too broatf!

145. AMESJ.FISHMAN & STEPHENSCHWARZ, TAXATION OF NONPROFITORGANIZATIONS 145-
46 (2d ed. 2006).

146. Livingstonsupranote 144, at 154 (quoting letter from Richard Hamdnternal Revenue
Agent, to John H. TrudgeorngeeKatz, A Pig in a Pythonsupranote 109, at 286-87.

147. 1.R.S. Notice 2001-78, 2001-2 C.B. 576, 2008 LFEEXIS 488.

148. Victims of Terrorism Tax Relief Act of 2001, IPu. No. 107-134, § 104, 115 Stat. 2427,
2431 (2002) SeeFISHMAN & SCHWARZ, supranote 145, at 147; Kat# Pig in a Pythonsupra
note 109, at 292-93; Livingstosypranote 144, at 154.

149. NTERNALREVENUESERVICE, PUBLICATION 3833:DISASTERRELIEF 7-9 (2005)available
at http://www.irs.gov/publ/irs-pdf/p3833.pdf.

150. KatzA Pigin a Pythopsupranote 109, at 331-32; Robert A. Katno Much of a Good
Thing: When Charitable Gifts Augment Victim Comp¢ing, 53 DEPAUL L. REV. 547, 562 (2003)
[hereinafter KatzToo Much of a Good Thirg

151. SeeKatz,A Pigin a Pythonsupranote 109, at 331-33 (providing a much more thorough
analysis of the 9/11 situation that generally agmgith the observation in the text).
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Providing grants and other assistance to disagtems certainly would
come within the scope of core services that a ghamuld provide to
beneficiaries and hence would invoke my failurestmserve analysis. The
guestion that this analysis poses is how a cha@ty best conserve
charitable assets for use across the charitalds.dfethe charitable class
is a set of disaster victims, a charity should medk@&e reasonable effort
not to over-compensate individual victims, sinceindoso wastes
charitable assets that might be used for otheimvsc{or other disasters).
As a result, charities in these situations shodlopaa set of guidelines
that are geared toward making sure individual msti are not
overcompensated at the expense of other vicfihihNeeds assessment and
documentation of the basis for the relief grantusthsatisfy us that the
charity is not “negligently” making overcompensgtogrants to
individuals, and thus would satisfy the failureetmaserve analysis.

7. The Proposed Regulations Examples

Finally, we should compare the failure-to-conseateonale with the
examples the IRS has presented in the new propegethtions cited in
the introductiont>® The first example is an organization whose puri®se
to trace the genealogy of a single famt{This example, which concludes
that the organization fails the private benefit Igsia, is simply a
restatement of the classic common-law version ofape benefit that
relates to the size of the charitable cfa3§Vhile | have no objection to
using private benefit in this manner, it creatasagessary confusion when
a single concept such as private benefit is usedeszribe two very
different substantive analyses. For purposes aftgld would prefer,
therefore, that the IRS eliminate this as an exaropprivate benefit and
instead use it as an example of a failure of chialet purpose (i.e., the

152. Forexample, Gene Steuerle has suggestedhtirittes in this situation need not “operate
like ships in uncharted waters” and should take @icount issues of progressivity (i.e., providing
progressively more relief to the less economicalgft off) and horizontal equity (i.e., making sure
that victims in similar economic circumstances reesimilar assistance). Gene SteueClearities
and Disaster Relief35 EXEMPT ORG. TAX REV. 159, 159 (2002). Ifoo Much of a Good Thing
Professor Katz distinguished between the objectiféart law and charity law, noting that while
tort law strives to make a person whole, therething inherently charitable about that objective,
and that by contrast, “[l]oss alleviation ceasebdaharitable . . . if it disburses more cash than
necessary to relieve the victim’s financial dissteé&atz, Too Much of a Good Thingupranote
150, at 549. Accordingly, the charitable purposédiséster relief must necessarily focus on simply
relieving financial distress of victims, not graigithem compensatory tort damages.

153. Standards for Recognition of Tax-Exempt StéftuRrivate Benefit Exists or If an
Applicable Tax-Exempt Organization Has Engagedicess Benefit Transactions(s), 70 Fed. Reg.
53,599 (proposed Sept. 9, 2005) (to be codifi@bat.F.R. pts. 1, 53).

154. Id. at 53,601.

155. Id.
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organization in question has no charitable purpbseause a charitable
purpose requires serving a broad charitable class).

The second example deals with an “art museum’dlisatays and sells
only art created by “a group of unknown but promigsiocal artists*®
The organization has an independent board, whiesupnably selects the
works for display (although the example does netHjeally state this),
but artists set their own prices for the art, dr@ldrganization receives a
10% “commission” from sales to cover its operatigpenses:’ The
example concludes that the direct benefits (theipeof 90% of the sales
price) of the art constitutes an impermissible giévbenefit>®

While | might prefer to analyze this case as a pryn
purpose/commercial activity probleny,| also believe the facts of this
example would fit the second paradigm of the faHto-conserve
rationale, where an exempt charity has entered antmntract giving
individuals or a for-profit entity a competitive \ahtage for which the
charity may have undercharged (the competitive iatdge here is a place
to display and a mechanism to sell art that istéohto the works of the
local artists, in place of them displaying/sellihgir art through normal
commercial channels). Under my proposed analyssefore, the charity
would be required to present a reasonable judiidicafor why this
arrangement appropriately conserves charitablé¢sakseuse across the
charitable class. Although the example obviouslgsdnot address this
final step, | could imagine that it would be difficto come up with such
a justification—for example, it seems that a reabdmjustification under
these circumstances would require the organizatmrcompare its
financial arrangements with those of other art eyadb; the 10%
commission may well be “below market” and hencegidiéery in this case
would not properly be preserving assets for theitide class (which in
this case is presumably the general communitygéts to view and buy
the art in question’f’

156. Id.

157. Id.

158. The example states, “Because [the organizagiimel 90 percent of the proceeds from
its sole activity to the individual artists” the gamnization fails the private benefit
analysis—indicating that the private benefit falis not because of the limited charitable class,
but rather because of the economic benefits flowarifpe artistsld.

159. It appears that the organization in this exarnpindistinguishable in its activities from
any commercial art gallery. As | note in my diséassof joint ventures, if an organization’s
primary activity is simply to run a commercial busss, then the organization is not exempt for
lack of a primary charitable purposgee, e.g Treas. Reg. § 1.501(c)(3)-1(e) (2006).

160. Thatthe commission is below market is suggdstdRev. Rul. 76-152, 1976-1 C.B. 151,
1976 IRB LEXIS 621, at *1-2, which has almost idealt facts to this newly-proposed example.
In that ruling, the IRS noted that the commissibarged was “substantially less than customary
commercial chargeslt., 1976 IRB LEXIS 621, at *2. If true, this would arethat the gallery in
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Finally, example three deals with an educationganization (O)
whose sole activity is to train individuals in ar¢gram” owned by for-
profit company K O licenses the program from K, and contracts with
K to provide the training faculty and course matisii®® Any new course
materials developed by O must be assigned to Koatharge if the
nonprofit ever terminates its license with'® K also sets the tuition
charged by O% Not surprisingly, the IRS concludes that this agement
violates the private benefit doctriffé. The failure-to-conserve analysis
likely would reach a similar result. This exampleesis to be a
combination of my two failure-to-conserve paradigmsolving both a
contract with a for-profit conferring a competitimedvantage on that for-
profit (the licensing arrangement giving K free @& to improvements
made by O upon termination of the license) and “th&sourcing”
paradigm (because O contracts with K for faculty araterials). As with
example two, | would expect that it would be difficfor O to come up
with areasonable justification for this arrangebt@sed upon comparable
operations of other educational organizations, twhikely neither
“outsource” all their teaching, nor give away vdllea course
improvements.

In sum, therefore, the latter two examples in ttoppsed regulations
appear compatible with the failure-to-conserve ysial This in turn
illustrates that my proposal will not radicallyelithe results reached in
most private benefit cases, but will provide a fpea@rticulated rationale
that charities can actually understand and apmpézific circumstances.

V. SUMMARY

Despite my past skepticism regarding the IRS’s e@pd definition of
private benefit, this article illustrates that #eran be a well-defined,
“expanded” version of private benefit that is usefufilling analytical
gaps between the primary purpose requirement antvater
inurement/8 4958 analysis. So | “take back” attieasne (but not all) of
the horrible things | have said about the privatedsit doctrine in the past.
The version of private benefit sketched here, &itfationale linked to
failure to conserve charitable assets and a dattimplementation
focused primarily on two paradigms dealing with ec@ervices (the

question was failing to get adequate compensatoiit§ services from the artists, and thus is
failing to conserve assets for the charitable class

161. Standards for Recognition of Tax-Exempt StétBsivate Benefit Exists, 70 Fed. Reg.
at 53,601-02.

162. Id.

163. Id. at 53,602.

164. Id.

165. Id.
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outsourcing paradigm and the competitive advangegadigm), likely
would reach similar end results as many of the tRigs and cases
(though not all, as my analysis @&merican Campaign Academy
indicates), but would do so by providing a rigoracatsonale and analytical
framework that the doctrine currently lacks. Thisrao reason to let the
IRS substitute an overbroad private benefit doetfor hard analysis of
the true evils of transactions between exempt ozgéions and for-profit
ones, just as there is no reason to make chadtig¢keir tax advisors
operate in analytical darkness when daylight wquksas well.



