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1.1 INTRODUCTION

The participation of tax-exempt organizations in partnerships and joint
ventures with taxable entities and other nonprofits is an area of continuing
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

growth and interest.1 Joint ventures allow nonprofits to utilize the resources
of other organizations in the pursuit of their charitable goals.

While charitable giving rises at critical times, including natural disasters
such as Hurricane Sandy, and tragedies such as occurred on September 11,
2001, nonprofit groups face steep competition for donor funds, particularly
in the aftermath of the 2008 recession. In addition, there is increasing
likelihood that the charitable deduction will be modified when the Internal
Revenue Code is revised either in connection with a resolution of the so-
called fiscal cliff or as part of a subsequent, comprehensive revision of the
Code. As a result, charitable entities are looking to nontraditional means to
attract donors, increase revenues from their mission-related activities, and
make the contributions that they have received work more effectively.

Numerous legislative and economic factors in the United States have
led to the growth of joint ventures. Changes in the healthcare field, includ-
ing mergers between nonprofit hospitals and for-profit chains, have been
driven by the growth of managed care along with the Medicare shift
from a cost-based to a ‘‘fixed fee per case’’ system. Ancillary joint ven-
tures among healthcare organizations have also proliferated, particularly
with the creation of accountable care organizations (ACOs) and Consumer
Operated and Oriented Plans (CO-OPs), as well as the approval of regional
health insurance exchanges (RHIOs) by the IRS. Nonprofit organizations
devoted to the arts have been impacted by decreased government funding
as well as by the record number of mergers of for-profit corporations.
The successor entities often alter the charitable giving strategies of their
predecessors, with decreased corporate support of the arts as an unfortu-
nate by-product.2 In addition, stock market fluctuations have impacted
the endowments of large nonprofit institutions such as colleges and
universities.3

At the same time, the technology revolution has created a new stage
and marketplace for nonprofits, as well as offering them new opportunities
for joint venture activities. Universities and colleges have been at the
forefront of creative planning to raise revenues, which often involves joint

1 See M. Sanders, C. Roady, and S. Cobb, ‘‘Partnerships and Joint Ventures: Alive and Well
or Endangered Species?’’ NYU Eighteenth Conference on Tax Planning for §501(c)(3)
Organizations (1990). Portions of this chapter are based on research from the authors’
NYU article.

2 Irvin Molotsky, ‘‘Corporate Medici Lost to Mergers, Arts Groups Fear,’’ New York Times,
B1 (Jan. 5, 1999).

3 Judith H. Dobrzynski and Geraldine Fabricant, ‘‘Passing On the Pain at the Met, As
Charitable Funds Drop, Museum Visitors Pay More,’’ New York Times, B1 (April 14,
1999).
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1.2 JOINT VENTURES IN GENERAL

ventures—for example, affinity credit cards (whereby the nonprofit allows
a commercial credit card issuer to use the organization’s logo on its cards),
travel tours, and corporate ‘‘sponsorship,’’ where a company pays a fee
for use of its logo or name at sporting events.4 The newest joint ventures
involve MOOCs, massive open online courses that make college courses
available to millions of students.

The book focuses on nonprofit organizations that qualify for exempt
status under the Internal Revenue Code (IRC or ‘‘the Code’’)5 and that
most commonly participate in joint ventures. A foundational analysis of
§501(c)(3) ‘‘charitable organizations’’ and the statutory and common law
requirements pertaining thereto, a necessary predicate to a study of exempt
organization participation in joint ventures, is provided in Chapter 2.

1.2 JOINT VENTURES IN GENERAL

A joint venture is an association of persons or entities jointly undertaking
a particular transaction for mutual profit.6 A partnership is defined as an
association of two or more persons to carry on, as co-owners, a business for
profit7 and can be structured as a partnership or, as is increasingly more
common, a limited liability company (LLC).8 A partnership is treated as a
pass-through entity and is, therefore, not subject to taxation; the partners
are liable for income tax in their individual capacities.9 The various items
of partnership income, gain, loss, deduction, and credit flow through to
the individual partners and are reported on their personal income tax
returns.10 A joint venture is treated as a partnership for federal income
tax purposes,11 but unlike a partnership, a joint venture does not entail

4 See discussion in Section 1.4 and Section 13.7.
5 All section references are to the Internal Revenue Code of 1986 as amended and the

regulations promulgated thereunder, unless otherwise noted, and will hereinafter be
referred to by section number and cited as ‘‘§.’’ Treasury Regulations will be cited as
‘‘Reg. §.’’

6 Black’s Law Dictionary 839 (6th ed., 1990); Harlan E. Moore Charitable Trust v. United States,
812 F. Supp. 130 (CD. Ill. 1993), aff’d, 9 F.3d 623 (Nov. 3, 1993), acq. in action on decision,
95-3953 (Apr. 14, 1995) (Issues 1 and 2).

7 Uniform Partnership Act, §6(1); Black’s Law Dictionary 120 (6th ed., 1990); see also §7701
(a)(2).

8 See Chapter 6 for a detailed discussion of limited liability companies.
9 §701; Reg. §1.701-1

10 §702; Reg. §1.702-1.
11 §761(a); Reg. §1.761-1(a); §7701(a)(2).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

a continuing relationship among the parties. Courts have described joint
ventures as follows:

A joint venture contemplates an enterprise jointly undertaken; it is an asso-
ciation of such joint undertakers to carry out a single project for profit; there
must be a community of interest in the performance of a common purpose, a
proprietary interest in the subject matter, a right to direct and govern the policy
in connection therewith, a duty, which may be altered by agreement, to share
both in profit and losses. One member of the joint venture is liable to third
parties for acts of the other venturer, especially payment of debts.12

Current economic and social conditions present exempt organizations
with significant opportunities to further their charitable purposes through
participation in joint ventures.13

EXAMPLE

An exempt organization, whose purpose is to provide food and shelter to homeless
individuals as a significant part of its charitable and religious purposes under
§501(c)(3),14 seeks to better serve these individuals. To accomplish this objective,
the exempt organization plans to operate a farm. The farm will be used to grow
produce and raise livestock for use exclusively as provisions for the homeless
shelter. However, the exempt organization, by itself, does not have sufficient
capital resources to purchase the farm. Therefore, the exempt organization forms
a limited liability company in which it will serve as the managing member. The
other members will provide the necessary capital for the venture, and the exempt
organization will operate the farm.

This illustration exemplifies the creative strategies utilized by exempt
organizations that seek to expand and diversify their activities while
furthering their exempt purposes.15

Exempt organizations are also becoming more entrepreneurial as
government funding for the nonprofit sector has decreased and rate

12 Harlan E. Moore, 812 F. Supp. at 132 (citations omitted), aff’d, 9 F.3d 623 (Nov. 3, 1993),
acq. in action on decision, 95-3953 (April 14, 1995) (Issues 1 and 2).

13 A joint venture vehicle that is rapidly becoming the entity of choice is the limited liability
company, which offers many of the benefits of a partnership while providing limited
liability to all of its members. In fact, the most important ruling in the joint venture area,
Rev. Rul. 98-15, 1998-1 C.B. 718, involved two limited liability companies as the joint
venture vehicle. For an in-depth discussion of limited liability companies, see Chapter 6.

14 §501(c)(3); Reg. §1.501(c)(3)-1.
15 See generally PLR 9308034 (Nov. 30, 1992).
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1.2 JOINT VENTURES IN GENERAL

reductions have made it more difficult to attract contributions from the
general public.16

EXAMPLE

X, an exempt organization under §501(c)(3), whose fundamental purpose is to
expand access to scientific, educational, and literary information, engages in a
joint venture with Z, another exempt organization under §501(c)(3), to produce
an electronic journal. The electronic journal is intended to complement the
traditional print publications and to facilitate rapid delivery of information. The
exempt organization also enters into agreements with libraries to allow access
to its database. This activity is seen as furthering the exempt organization’s
charitable purposes. Furthermore, the fact that the information is furnished to
both exempt and nonexempt libraries does not detract from the educational value
of the information and, hence, does not affect the charitable purpose.17

The IRS has recognized the entrepreneurial, elemental change in the
way many exempt organizations operate, particularly in the hospital
context:

[T]he joint venture arrangements . . . are just one variety of an increasingly
common type of competitive behavior engaged in by hospitals in response to
significant changes in their operating environment. . . . [T]he marked shift in
governmental policy from regulatory cost controls to competition has funda-
mentally changed the way all hospitals, for-profit and not, do business.18

Of course, while the IRS has recognized many ways in which an exempt
organization may participate in joint venture with a for-profit industry
and not jeopardize its tax-exempt status, the Service has also provided
important and illustrative guidance where an exempt organization may
either lose or severely compromise its exempt status in the areas of down
payment assistance programs and healthcare joint ventures.

16 See, e.g., PLR 9249026 (Sept. 8, 1992).
17 The example is based on the factual situation presented in PLR 9249026 (Sept. 8, 1992);

see also Rev. Rul. 81-29, 1981-1 C.B. 329 (computer network for libraries furthered exempt
purpose even if offered to nonexempt libraries). Rev. Rul. 81-29 amplified Rev. Rul.
74-614, 1974-2 C.B. 164.

18 Gen. Couns. Mem. 39,862 (Nov. 21, 1991); see also Monica Langley, ‘‘Hospitals and
Doctors Fight for Same Dollars in a Louisiana Town,’’ Wall Street Journal, A1 (Nov. 25,
1997).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

In one Revenue Ruling,19 the IRS provided guidance to organizations
that provide down payment assistance to homebuyers. The ruling was
significant for establishing that down payment assistance programs that
are not seller-funded can further exempt purpose by assisting low-income
home buyers or by combating community deterioration. The ruling makes it
clear, however, that organizations providing seller-funded down payment
assistance will not qualify for exemption. This ruling is notable for all joint
ventures, as it provides insight into what types of activities the Service will
view as charitable when deciding it the nonprofit party to the venture is
engaging in an exempt activity.

None of these criteria is essential in every case, but rather, an overall
facts and circumstances analysis is used to determine qualification, includ-
ing the use of §501(c)(3) requirements such as operating for the benefit
of the public and avoiding individual private benefit, political campaign
involvement, and excessive lobbying.

1.3 HEALTHCARE JOINT VENTURES

Nonprofit hospitals and other healthcare institutions are historically high-
profile participants in joint ventures.20 Rev. Rul. 98-15,21 which was released
in March 1998 and remains to date the most significant ruling in the field,
involved ‘‘whole hospital’’ joint ventures. In these ventures, both the char-
ity and the private entity contribute one or more hospitals to an operating
limited liability company. Often, because the charitable hospital is worth
considerably more than the private hospital contributed by the for-profit
entity, the for-profit will also contribute cash, which is distributed to the
charity, to make up for the inequity in values. Thus, after the transaction,
the charity has a membership interest in an LLC and a significant sum
of cash. These arrangements can raise questions under the private inure-
ment rules, the intermediate sanctions provisions, and Rev. Rul. 98-15,
particularly if the operation of the hospital was the charity’s sole or pri-
mary charitable activity or lucrative ‘‘golden parachute’’ arrangements are
offered to members of the hospital board.22

19 Rev. Rul. 2006-27, 2006-21 I.R.B. (May 22, 2006).
20 See Gen. Couns. Mem. 39,862 (Nov. 21, 1991) and Rev. Rul. 98-15, 1998-1 C.B. 718. For

an in-depth analysis of joint ventures involving the healthcare industry, see Chapter 11.
For a decision involving the formation of an LLC, see PLR 9517029 (Jan. 27, 1995) (joint
venture through an LLC by two hospitals approved by IRS).

21 See id.
22 Whole hospital joint ventures and other healthcare developments are discussed exten-

sively in Chapter 12.
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1.3 HEALTHCARE JOINT VENTURES

This trend toward joint ventures is due in great part to the 1983 shift
in Medicare reimbursements from a cost-based to a fixed, per case system,
a shift subsequently made by many private insurance companies. These
Medicare changes radically altered the financial incentives of hospitals, in
that higher reimbursement revenues were no longer linked to extended
hospital stays but to increased numbers of patient admissions and out-
patient services. During the same time period, the healthcare industry
shifted toward ‘‘managed care.’’ Thus, the end of the century saw an
expansion of activity in the healthcare area, coinciding with rapid changes
in the economic and regulatory environment, including reduced federal
funding, increased competition, deregulation, and cost containment efforts
by employers and private insurers.23 To survive in such an environment,
exempt healthcare organizations have been compelled to test the legal
limits and to ‘‘venture’’ into broader, more businesslike activities.24

There are multiple reasons for healthcare organizations to engage
in joint ventures and other sophisticated financial arrangements with
physicians or other entities. The most frequently stated reasons include
the need to raise capital; to grant physicians a stake in a new enterprise
or service, thereby gaining physician loyalty and patient referrals; to
bring a new service or medical facility to a needy area; to share the risk
that is inherent in a new enterprise; to pool diverse areas of medical
expertise; to attract new patient admissions and referrals; to persuade
physicians not to refer patients elsewhere; and to ensure that physicians
do not establish a competing healthcare provider.25 To further these ends,
hospitals, clinics, and other healthcare entities have begun to form more
complex business structures. This book discusses these structures, the
evolving rules governing their activities, and the potential effects of these
changes on the tax-exempt status of the involved entities.26

The issue of whether a nonprofit retains ‘‘control’’ in a joint venture
is a major issue in regard to joint ventures in general and healthcare

23 See Gen. Couns. Mem. 39,862 (Nov. 21, 1991). The IRS notes that ‘‘the marked shift in
governmental policy from regulatory cost controls to competition has fundamentally
changed the way all hospitals, for-profit or not, do business.’’ See also PLR 9308034 (Nov.
30, 1992); PLR 9221054 (May 22, 1992).

24 See generally Gen. Couns. Mem. 39,862 (Nov. 21, 1991).
25 Gen. Couns. Mem. 39,862 (Nov. 21, 1991). These reasons have all been offered to the IRS

by healthcare organizations that are seeking IRS approval for joint venture arrangements.
See generally, ‘‘Hermann Hospital Closing Agreement,’’ Exempt Organization Tax Review
10 (Nov. 1994), 1035–1041; proposed physician recruitment guidelines, Ann. 95-25,
1995-14 I.R.B. 11 (discussed in Section 12.4); final physician recruitment guidelines, Rev.
Rul. 97-21, 1997-1 C.B. 121 (discussed in Section 12.4).

26 See Chapter 12.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

joint ventures specifically. The IRS’s lead guidance on the issue of whole
hospital joint ventures, Rev. Rul. 98-15,27 and its guidance on ancillary
joint ventures, Rev. Rul. 2004-51, set forth the factors that will be examined
when determining if a venture jeopardizes an organization’s exemption
or will generate UBIT (unrelated business income tax). Ultimately, these
are facts and circumstances determinations, providing opportunity for
careful planning.

The Patient Protection and Affordable Care Act of 2010 (PPACA)
contained several provisions applicable to charitable hospitals. Because
of the criticism that nonprofit hospitals were operating no differently
than for-profit hospitals, Congress enacted Internal Revenue Code §501(r)
(and related provisions), which impose new, additional requirements that
nonprofit hospitals must satisfy in order to remain tax exempt under
§501(c)(3) and/or avoid imposition of substantial monetary fines. At the
heart of these provisions are metrics for evaluating whether a hospital is
meeting the ‘‘community benefit’’ standard. As discussed in Chapter 12,
these new statutory provisions and related IRS guidance present complex
issues, especially as they relate to nonprofits operating more than one
charitable hospital as well as those operating hospitals through joint
ventures.

In addition, the PPACA created two new joint venture vehicles in the
healthcare field, Accountable Care Organizations and Consumer Operated
and Oriented Plans (CO-OPs), both of which are discussed in Chapter 12.
The enactment of §501(r) may be the first step toward the creation of new
categories of §501(c)(3) organizations—not based on income sources as
are the categories of private foundations and public charities, but based
on the position that they are not spending enough of their resources on
charitable activities, which is consistent with the first prong of the IRS’s
joint venture analysis.

1.4 UNIVERSITY JOINT VENTURES

Like hospitals, universities are natural participants in joint ventures.28

Educational missions are often effectively advanced through association
with major corporations and/or with individual members of a university’s
faculty. In turn, the nonexempt venturer has much to gain through access
to the university’s vast resources.

27 Rev. Rul. 98-15, 1998-12 I.R.B. 6.
28 Internal Revenue Manual, Exempt Organizations Examination Guidelines Handbook (7)(10)69,

‘‘Colleges and Universities’’ (Aug. 1994). There are currently 21 colleges and universities
under CEP audit.
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1.4 UNIVERSITY JOINT VENTURES

A threshold issue confronting university joint ventures is the IRS’s
position, originally developed in the hospital context, that a nonprofit
serving as general partner could jeopardize its §501(c)(3) exemption if
the venture conducts an ‘‘unrelated’’ commercial activity and the venture
constitutes all or substantially all of the assets and/or activities of the
nonprofit. In the university context, however, it is unlikely that the assets
contributed to a joint venture would be material relative to the university’s
total resources. Thus, where a joint venture does not further a univer-
sity’s exempt purpose, the issue of UBIT will arise under the rubric of
Rev. Rul. 98-15.29

In perhaps the most significant development in the field, the IRS
issued Rev. Rul. 2004-51,30 which analyzed an ancillary joint venture
between a §501(c)(3) university and a for-profit entity to offer teleconference
courses. The ruling, which is discussed at length in Chapters 4 and 14, is
significant for its discussion of bifurcated control by the exempt entity in an
ancillary-type venture.

Universities are ‘‘pioneering,’’ by forming ventures with for-profit
companies to provide distance-learning opportunities over the Internet.
Rather than watch their professors and students depart to experiment with
distance learning elsewhere, many universities have entered into ventures
in hopes of keeping control and participating in the anticipated rewards.
The year 2012 witnessed the growth of Massive Open Online Courses
(MOOCs). Unlike traditional classroom experiences, MOOCs are available
online to millions of people who chose to participate. They are currently
tuition free, but do not offer credit as commonly offered to a student
who completes the requirements of a traditional classroom course. While
they appear to be expanding in terms of availability, there are currently
more questions than answers about them. Two of the major ventures are
for-profit, so that key personnel can be rewarded with stock options and
other forms of equity ownership. It remains to be seen, however, if the
for-profit structure will pose disadvantages in the long run.

Almost all large colleges and universities conduct supported or spon-
sored research, funded by private firms or the federal government. Often,
these research activities are structured as a joint venture between the
university and the sponsor, and the relatedness of research to the univer-
sity’s scientific or educational purposes is a common theme regardless of
whether the taxpayer is a university, whether the relationship is structured
as a partnership, or whether the issue involves the basic exemption or
unrelated business income tax (UBIT). Therefore, regulations, cases, and

29 See Section 4.7 and Chapter 14.
30 Rev. Rul. 2004-51, 2004-22 IRB 974.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

rulings on the exempt status of separate research organizations, and UBIT
for universities, are relevant.

The IRS concerns here are, in theory, similar to those in regard to any
other joint venture arrangement involving an exempt organization: The
venture must be related to the university’s charitable purpose, whether
scientific or educational; the venture must allow the university to further
exclusively its charitable purposes; the venture arrangement must provide
adequate protection for the university’s exempt assets; and the venture
must comply with the prohibitions against private inurement and private
benefit.31

Another area of university joint ventures that has received attention in
recent years is university-sponsored educational travel tours.32 Generally,
such tours involve a joint venture between a university and a travel agency
whereby the university provides the students, professors, itinerary, and
educational curriculum, and the travel agency books and arranges the trip,
while making a tax-deductible contribution to the university. Profits are
sometimes shared with the university, either directly or in the form of free
travel for the university professors.

Travel tours present a potential UBIT problem for universities unless
they are substantially related to such universities’ educational purpose.
The IRS has often found the requisite educational content lacking in travel
tour arrangements33 and has both officially34 and unofficially35 identified
the travel tour area as a major focus of upcoming IRS audits of colleges and
universities. In April 1998, the IRS issued proposed regulations on travel
tours,36 which were subsequently finalized in 2000.37 The proposed regula-
tions provide illustrations of tours that satisfy the educational requirements
and those that do not. The final regulations for travel tour arrangements
were published in February 2000. They are similar to the proposed reg-
ulations, with three additional examples to illustrate educational content
and relation to the educational purpose of the university.38 To satisfy the

31 See generally Chapters 4, 5, and 14.
32 University-sponsored travel tours are discussed in detail in Chapter 14.
33 See, e.g., Rev. Rul. 78-43, 1978-1 C.B. 164; TAM 9027003 (Mar. 21, 1990).
34 Internal Revenue Manual, Exempt Organizations Examination Guidelines Handbook (7)(10)69,

‘‘Colleges and Universities’’ (Aug. 1994), §42(14)(2)(e).
35 See Fred Stokeld, ‘‘Owens Briefs EO Reps on Guidance, Other Developments,’’ 97 Tax

Notes Today (Sept. 26, 1997): 187-3.
36 Reg. §1.513-7. See Section 8.5(e).
37 Fred Stokeld, ‘‘Keep Records of Travel Tours, Owens Advises,’’ Exempt Organization Tax

Review (April 1999): 21.
38 See Section 8.5(e).
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1.5 LOW-INCOME HOUSING AND NEW MARKET TAX CREDIT JOINT VENTURES

guidelines of the regulations, it is crucial that organizations institute a
record-keeping system at the initial planning stage so that they can estab-
lish on audit that their tours have an educational purpose and therefore do
not generate UBIT.39

The IRS is also examining incentive compensation paid by universi-
ties.40 The IRS sent a questionnaire to 300 colleges and universities in 2008.
As discussed in Chapter 14, the IRS has issued an Interim Report41 and is
continuing to conduct audits and assess information reported on revised
Form 990.

1.5 LOW-INCOME HOUSING AND NEW MARKET TAX
CREDIT JOINT VENTURES

Tax-exempt organizations that desire to develop a low-income housing
project typically need to obtain an allocation of low-income housing tax
credits (LIHTC) for the project. Most of the low-income housing developed
by tax-exempt organizations is financed, at least in part, with LIHTC.42

Because nonprofits are tax-exempt entities and do not usually owe tax, the
LIHTC is of little use to them. However, the nonprofit can ‘‘sell’’ the credits
to a for-profit investor, which can use the credits to offset its tax liability.
This is done by syndicating the project, that is, by selling an ownership
interest in the project to the investor.

Because widely held C corporations are not subject to either the passive
loss or the at-risk rules, these corporations are the most likely investors in
tax credit projects. Corporations invest in tax credit projects either directly
or through syndicated equity funds. These funds, which are sponsored
by such national organizations as the Enterprise Foundation and Local

39 See id.
40 Carolyn Wright and Fred Stokeld, ‘‘Reconstructed EO Function Means More Help for

Exempts, Owens Says,’’ Exempt Organization Tax Review (April, 1999): 21.
41 ‘‘IRS Exempt Organizations Colleges and Universities Compliance Project—Executive

Summary of Interim Report (May 2010),’’ available at www.irs.gov.
42 The provision of low-income housing offers an excellent opportunity for exempt

organizations to provide an invaluable social service in conjunction with taxable entities.
This arrangement works well for partnerships that apply for the low-income housing
tax credit provided in §42. Generally, §42 provides a tax credit annually for a period of
10 years based on the construction or rehabilitation cost of the project and the portion
occupied by low-income tenants. For a detailed discussion of joint ventures involving
low-income housing opportunities, see Chapter 13; see also PLR 9240011 (July 1, 1992)
(§42 tax credits allocated to an exempt organization and one of its subsidiaries); PLR
9148047 (Sept. 5, 1991); PLR 9349032 (July 29, 1993). See Section 4.2(d) and Section 13.12
for a discussion of the final low-income housing safe harbor guidelines.

11

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

Initiatives Support Corporation, have been organized to assist corporations
to invest in projects that qualify for LIHTC.

Corporate equity funds are structured as limited partnerships or LLCs
in which the sponsor or its affiliate is the general partner or managing mem-
ber and the corporate investors are the limited partners or nonmanaging
members. The funds may invest in local entities that own projects eligible
for LIHTC. These local partnerships (which acquire, construct, own, and
manage the low-income housing projects) are commonly referred to as
operating or project partnerships/LLCs.

Operating entities generally consist of a local tax-exempt organization
or its wholly owned for-profit subsidiary, which serves as general partner/
manager or as a manager of an LLC, and an equity fund (or a single
corporate investor), which is admitted as a partner or member. The equity
fund or other investor generally receives a 99 percent or more interest in
entities profits, losses, deductions, and credits (including LIHTC) in return
for its capital contribution. The tax-exempt or wholly owned for-profit
subsidiary typically retains a 1 percent or less interest.

In most cases, additional financing is necessary; it consists of a first
mortgage loan and one or more ‘‘soft’’ mortgage loans that are subordinate
to the first mortgage loan. The first mortgage loan is generally provided by
a commercial lender or by a state or local agency. The soft mortgage loans
are provided by state or local agencies or by one of the federal housing
programs, such as the Community Development Block Grant Program,
HOME Investment Partnerships Program, Hope VI Public Housing Revi-
talization Program, or the Federal Home Loan Bank’s Affordable Housing
Program.

Changes in federal law emphasize the significant role of exempt
organizations as social providers.43 Although hospitals, universities, and
low-income housing organizations are well-known participants in joint
ventures, new types of nonprofit organizations have been created in
response to economic and societal needs. Nonprofit entities of recent
creation include local economic development corporations (LEDC) and
community development corporations (CDCs).44 These organizations

43 See generally Small Business Investment Act, 15 U.S.C. §681(d); Hearings Before the
Subcommittee on Housing and Urban Affairs of the Committee on Banking, Housing,
and Urban Affairs, United States Senate, 102d Cong., 2d Sess. (Mar. 25, 1992) (hearings
held to explore the origins of distressed public housing and ways to end its destruction
and impact on families, communities, and potential for affordable housing agenda).

44 See M. Cerny, ‘‘Tax-Exempt Organizations and Economic Development,’’ Exempt Orga-
nizations Panel, ABA Section on Taxation (Feb. 7, 1993). See also Rev. Rul. 74-587, 1974-
2 C.B. 162; Rev. Rul. 76-419, 1976-2 C.B. 146 (nonprofit formed to assist in community
development).

12

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



1.5 LOW-INCOME HOUSING AND NEW MARKET TAX CREDIT JOINT VENTURES

exemplify the partnership between the government, nonprofits, and
private enterprise necessary to combat societal ills. Two other types of
organizations that may qualify for exempt status under §501(c)(3) are
the small business investment company (SBIC) and the minority enterprise
small business investment company (MESBIC).45

New federal programs may further accelerate the growth and activity
of such ventures. The Bush administration established an Office of Faith-
Based and Community Initiatives to strengthen religious and community
groups engaged in social welfare projects. The Community Renewal Tax
Relief Act of 2000 authorized expansions of housing and community
development programs based on tax credits and tax-exempt bonds. The
bill extended the provisions of the Empowerment Zone program; created
a new Renewal Communities program that grants a collection of tax
incentives to employers and developers in poor urban and rural areas; and
increased the amount of low-income housing tax credits. The New Markets
Tax credit, also a part of the bill, was designed to encourage investment in
businesses located in low-income communities.46

In addition to the LIHTC, the New Market Tax Credit (NMTC), created
by the Community Renewal Tax Relief Act of 2000, provides incentive for
for-profit organizations to partner with exempt organizations to invest in
communities that traditionally have had poor access to economic resources.
The NMTC provides tax credits to for-profit equity investors in Community
Development Entities (CDE). These investments, which are made to CDEs,
allow the CDE organization to use the funds to finance economic develop-
ment in eligible low-income areas. An exempt entity may serve (through a
for-profit subsidiary) as a CDE, or be a leveraged lender in a project, or as
a Qualified Active Low-Income Community Business (QALICB).

Under the NMTC, the CDE applies for and receives a NMTC allocation
from the Treasury Department under a highly competitive application
process. Upon receiving an allocation, the CDE then markets the Credit
for-profit entities. These investors then make an equity investment in the
CDE in return for the NMTC, which totals 39 percent phased in over
seven years. With the proceeds from the NMTC, the CDE then makes
loans or investments in business and community development projects in
low-income communities.

Since the NMTC program’s inception, the CDFI Fund has made 664
awards allocating a total of $33 billion in tax credit authority to CDEs
through a competitive application process. This $33 billion includes
$3 billion in Recovery Act Awards and $1 billion of special allocation

45 Small Business Investment Act, 15 U.S.C. §681(d). See also Rev. Rul. 81-284, 1981-2 C.B.
130; Gen. Couns. Mem. 38,841 (Apr. 22, 1981); Gen. Couns. Mem. 38,497 (Sept. 18, 1980).

46 See Chapter 13, supra, for new developments in this area.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

authority to be used for the recovery and redevelopment of the Gulf
Opportunity Zone. Under the recently passed American Taxpayer Relief
Act, the program has been extended through 2013.

The impact of these joint ventures, NMTC partnerships between exempt
CDEs and for-profit investors, has expanded economic investment and
revitalization in historically impoverished communities. In addition to
rejuvenating notoriously poor areas, the NMTC has proven an effective
means to respond to areas ravaged by natural disasters.

In addition, exigent natural disasters have increased the availability of
special funding set-asides aimed at low-income housing and New Market
Tax Credit ventures. The Gulf Opportunity Zone Act of 2005, signed into
law by President Bush on December 21, 2005, contains $1 billion in economic
incentives to rebuild the Gulf Coast, as well as to attract new investments
to the affected areas. Modeled after the New York Liberty Zone incentives
created for parts of lower Manhattan after the September 11 tragedy, these
incentives are intended to stimulate rapid growth. Private investment
within the Gulf Opportunity Zone (GO Zone) within the window of
time provided.

Finally, the chapter discusses the Federal and State Historic Investment
Tax Credit along with an analysis of the recent Third Circuit decision in
the Historic Boardwalk case.

1.6 CONSERVATION JOINT VENTURES

Environmental concerns such as the greenhouse effect, global warm-
ing, deforestation, and commercial overdevelopment have resulted in an
increase in the numbers of nonprofit organizations organized and operated
to promote conservation and energy awareness. Relying on IRS pronounce-
ments dating back to the 1960s and 1970s, many of these organizations have
obtained federal income tax exemption on the basis that such conservation
or preservation activities are charitable, educational, or scientific. How-
ever, while the environmental concerns prompting the creation of these
charities have not, on the whole, improved, funding for these entities has
decreased, particularly in light of terrorist attacks and natural disasters.

Despite funding challenges, however, conservation organizations are
among some of the largest and most prominent charities in the country.
In coping with the need for funding, however, some of these charities
have turned to unique joint venture paradigms with for-profit part-
ners, such as the setting up of conservation easements over forestlands
that have come under IRS and Congressional scrutiny. Areas currently
under scrutiny include in-kind property fundraising strategies, joint ven-
tures, and similar arrangements with for-profit landowners and others,
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1.7 JOINT VENTURES AS ACCOMODATING PARTIES TO IMPERMISSIBLE TAX SHELTERS

and ongoing monitoring and enforcement of conservation easements and
similar restrictions to assure that the restricted property remains perpetu-
ally dedicated to its conservation purpose.

Notwithstanding the scrutiny of certain program strategies, conser-
vation organizations, including those determined to be exempt under
§501(c)(3) and (c)(4), as well as state and local government agencies,
increasingly must rely on joint ventures and similar arrangements to
raise needed financial capital and obtain private market technical and
transactional expertise to further exempt purposes.

Chapter 16 is dedicated to these unique joint venture arrangements, and
pays particular attention to the Senate Finance Committee’s investigation
of several joint ventures entered into by The Nature Conservancy, one of
the most prominent conservation groups operating in the United States.
The chapter also offers an overview of the various venture structures and
reporting guidelines for these unique partnerships as well as the IRS focus
on valuation of property contributed for conservation purposes.

1.7 JOINT VENTURES AS ACCOMODATING PARTIES
TO IMPERMISSIBLE TAX SHELTERS

While a concerted focus on tax-exempt organizations as a whole has been
one of the IRS’s top service-wide priorities for several years, recently the
Service has focused its examination on parties using nonprofits to assist in
tax-avoidance or tax shelter transactions.

In Notice 2004-30,47 the IRS examined the use of tax-exempt orga-
nizations by S corporations that structured joint venture transactions to
improperly shift taxation away from themselves to a nonprofit party for
the purpose of deferring or altogether avoiding taxes. This Notice was a
significant first step in the IRS’s focus on nonprofits’ roles in tax avoidance
transactions, as it specifically designated a nonprofit entity as a participant
in an abusive tax-avoidance, or ‘‘listed,’’ transaction.

The Tax Increase Prevention and Reconciliation Act of 2006 (TIPRA)
added another dimension to the issue of the use of tax-exempt entities
in prohibited transactions. Before TIPRA, tax-exempt organizations could
engage in prohibited transactions without any penalty to the organization.
Now, tax-exempt entities and their managers must comport with a strin-
gent set of reporting rules provided by TIPRA and if they do not, both the
organization and its manager may be subject to penalty taxes. The final reg-
ulations under §4965 that clarify what qualifies as a ‘‘prohibited tax shelter

47 IR-2004-30 (April 1, 2004).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

transaction’’ and the definition of an ‘‘entity manger’’ were published in
2010. A chapter of this book has been devoted to these latest developments.

1.8 REV. RUL. 98-15 AND JOINT VENTURE STRUCTURE

There are numerous structural techniques that an exempt organization
may utilize in expanding its activities. A joint venture arrangement can be
formed with taxable or exempt entities. Historically, when it was prudent
or necessary to create a new entity for a venture, a limited partnership was
the first choice; when the project furthered an organization’s exempt pur-
poses, the organization could serve as a general partner, with operational
responsibilities for the project.48 Now that all 50 states (and the District
of Columbia) have adopted limited liability company (LLC) statutes,49

the LLC has become the entity of choice because it combines the corpo-
rate advantage of limited liability with the pass-through tax treatment of
partnerships.50 The important ruling in the area of joint ventures, Rev.
Rul. 98-15,51 involved two scenarios of hospital joint ventures between
for-profit and nonprofit entities; both used an LLC as the venture entity.

In Rev. Rul. 98-15, the IRS employs criteria similar to the double-
pronged test of Plumstead52 to analyze whether joint ventures would
jeopardize the exempt organization’s tax-exempt status. The IRS will
closely scrutinize the structure of an LLC joint venture arrangement to
determine whether the exempt organization’s duty to operate exclusively
for exempt purposes conflicts with any duties it may have to advance the
private interests of the LLC’s for-profit members.53 To determine whether
the exempt organization’s assets benefit the LLC’s for-profit members,

48 See Plumstead Theatre Society v. Commissioner, 675 F.2d 244 (9th Cir. 1982) (per curiam),
aff’g 74 T.C. 1324 (1980). See also Rev. Rul. 68-655, 1968-2 C.B. 213 (development of
low-and moderate-income housing as a means of lessening neighborhood tensions
and combating neighborhood deterioration is a charitable purpose); Gen. Couns. Mem.
39,005 (Dec. 17, 1982); PLR 9148047 (Sept. 5, 1991). But cf. Gen. Couns. Mem. 36,293 (May
30, 1975) (IRS prior position effectively overruled by later rulings).

49 See Section 3.4(a).
50 See Section 3.4(a).
51 Rev. Rul. 98-15, 1998-12 I.R.B. 6. See also ‘‘Whole Hospital Joint Ventures,’’ Exempt

Organizations Continuing Professional Educational Technical Instruction Program for FY 1999
(hereinafter ‘‘1999 CPE’’), and Statement of IRS Exempt Organizations Division director
Marcus Owens, ‘‘Exempt Organizations Get Plenty to Chew On in L.A.,’’ Tax Notes
at 829 (Nov. 16, 1998). For details on how the two-pronged test applies to LLC joint
ventures, see Section 4.2 and Chapter 6.

52 See Section 4.2.
53 See Gen. Couns. Mem. 39,005 (June 28, 1983).
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1.8 REV. RUL. 98-15 AND JOINT VENTURE STRUCTURE

the IRS will carefully examine any guarantees, capital call provisions, the
management and control of the LLC, and, for private foundations, excess
business holding issues.54

Alternatively, because the IRS has established strict requirements for
charitable organizations that serve as general partner or managing member
of an LLC,55 the exempt organization may instead form a subsidiary or
affiliate to serve in the aforementioned roles.56 In other cases, particularly
when a venture does not further the organization’s exempt purposes, it
may serve as limited partner or non-managing member.57 Finally, the
exempt organization’s role may be limited to that of a lender or lessor, with
or without some participation in the profits of the venture.58

The IRS guidelines for determining whether a tax-exempt organiza-
tion jeopardizes its exempt status by participating in a joint venture are
contained in Rev. Rul. 98-15.59 The IRS acknowledges that an exempt
organization’s participation in a joint venture does not necessitate a per
se denial of tax-exempt status.60 However, the IRS has stated that any
partnership or other joint venture arrangement between a §501(c)(3) orga-
nization and one or more for-profit entities requires ‘‘close scrutiny’’ to
determine whether the potential conflict between the exempt organiza-
tion’s duty to operate exclusively for exempt purposes and any duty it

54 Remarks of Marcus Owens, Meeting of the ABA Tax Section (Aug. 5, 1995).
55 Gen. Couns. Mem. 39,862 (Nov. 21, 1991); Gen. Couns. Mem. 39,005 (Dec. 17, 1982). See

Section 4.2.
56 See generally California Thoroughbred Breeders Ass’n v. Commissioner, 57 T.C.M. (CCH) 962

(1989). A tax-exempt organization, pursuant to §501(c)(5), replaced its joint venture
horse auction operation with a for-profit subsidiary. The change in structure from a joint
venture arrangement to a taxable subsidiary was made because the exempt organization
was ‘‘at a crossroads’’ with the joint venturer, and the taxable subsidiary was the best
alternative available. Previously, the tax-exempt organization, whose exempt purpose
was to ‘‘encourage, assist, regulate, and protect the raising and breeding of thoroughbred
horses,’’ had entered into a joint venture with a for-profit auction company. The Tax
Court held that the joint venture auction activities were ‘‘substantially related’’ to the
tax-exempt purpose. See also Gen. Couns. Mem. 39,598 (Jan. 23, 1987); Gen. Couns. Mem.
39,646 (June 30, 1987).

57 See PLR 9207033 (Nov. 20, 1991). As a limited partner, the exempt organization may be
subject to the unrelated business income tax on income from the partnership’s business
activity that is unrelated to the exempt organization’s exempt purposes. See generally
§§511-513.

58 See PLR 9112013 (Mar. 22, 1991).
59 The Ninth Circuit Court of Appeals confirmed the position of the IRS in Redlands Surgical

Serv. v. Commissioner, 242 F.3d 904 (9th Cir.), (Mar. 15, 2001). See Section 4.2(f).
60 See, e.g., PLR 9709014 (Nov. 26, 1996) (IRS stated that exempt hospital’s partnership

arrangement with for-profit partners does not ‘‘per se’’ endanger its exempt status).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

may have to advance private interests, places the organization’s exempt
status in question. Thus, the initial focus is on whether the organization is
serving a charitable purpose. Once charitability has been established, the
venture arrangement itself is examined to determine whether the arrange-
ment permits the exempt organization to act exclusively in furtherance of
the purposes for which exemption was granted, and not for the benefit of
the for-profit parties to the venture.61

Charitable is defined in the regulations in its generally accepted legal
sense.62 Whenever a charitable organization engages in unusual financial
transactions with private parties, the arrangements must be evaluated in
light of the tax law and other applicable legal standards.63

Notwithstanding an established charitable purpose, conflicts with an
organization’s charitable goals can arise when an exempt organization
participates in a joint venture, because the organizational documents
could impose certain obligations upon the joint venture entity that would
benefit the for-profit participants to the detriment of the nonprofit.64 Those
obligations include an assumption of liabilities by the general partner
or managing member, which exposes the general partner’s or managing
member’s personal assets to partnership debts and liabilities, as well as
a basic profit orientation in furtherance of the interests of the investors.65

Thus, it is important that the venture be structured so as to give the
exempt organization effective control over daily activities. Day-to-day
control demonstrates to the IRS that the exempt organization can ensure
that the joint venture is serving a charitable purpose; lack of control
suggests the possibility of private benefit.66 With respect to an LLC, this

61 Gen. Couns. Mem. 39,005 (Dec. 17, 1982); see also PLR 9349032 (July 29, 1993). There is
a debate as to the applicability of Rev. Rul. 98-15 in regard to ancillary joint ventures,
that is, those ventures where a nonprofit contributes only a portion of its assets. For a
detailed discussion of the exempt organization as a general partner, or member of an
LLC, see Chapters 4 and 6.

62 Gen. Couns. Mem. 39,005 (Dec. 17, 1982); Gen. Couns. Mem. 39,862 (Nov. 21, 1991).
63 Reg. §1.501(c)(3)-l(d)(2); §501(c)(3).
64 See Uniform Limited Partnership Act, §9 (approved by the National Conference of

Commissioners on Uniform State Laws in 1916); Revised Uniform Limited Partnership
Act, §403 (approved by the National Conference of Commissioners in 1976); See generally
Mery v. Universal Sav. Ass’n, 737 F. Supp. 1000 (S.D. Tex. 1990) (general partner jointly
and severally liable for partnership acts); Betz v. Chena Hot Springs Group, 657 P.2d 831
(Alaska 1982) (general partner personally liable on debts even after retirement from
partnership).

65 Gen. Couns. Mem. 39,005 (Dec. 17, 1982). See also Uniform Limited Partnership Act, note
54; see also Revised Uniform Limited Partnership Act, note 54.

66 See 1996 CPE Housing Article, Part II, Topic B, Part II6.
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1.8 REV. RUL. 98-15 AND JOINT VENTURE STRUCTURE

means that except in rare circumstances,67 the charitable organization
should always be a managing member, although not necessarily the only
managing member.

An example of how a joint venture may be structured to preclude
a conflict of interests between the tax-exempt organization’s obligations
and its charitable purposes68 can be found in a general counsel memoran-
dum involving a government-financed housing project for disabled and
elderly persons. The venture averted significant conflict for the following
four reasons:69

1. Only the for-profit general partners were obligated to protect the
interests of the limited partners.

2. Other general partners reduced the exempt organization’s risk of
exposure of its charitable assets.

3. The exempt organization had no liability on the mortgage, which
was nonrecourse.

4. Housing and Urban Development (HUD) income guidelines
restricted the partnership’s pursuit of private profit.70

The IRS has also applied Rev. Rul. 98-15 and its reasoning to ancil-
lary ventures in healthcare and other fields. Six private letter rulings
describe appropriate structures in healthcare and nonhealthcare organi-
zations. For example, a limited liability company (LLC) composed of a
conservation organization and owners of forestland was approved to man-
age the timber rights of a number of small owners, primarily for improved

67 In certain situations, however, it may be acceptable for the charity to be a non-managing
member. For example, in the case of an exempt organization that brings retail franchises
to the inner city through the provision of financial support to individual minority
entrepreneurs, who have substantial experience in such development, the project
will provide jobs to the poor and underprivileged and serve to encourage minority
business development. Under the circumstances, it may be important for the minority
entrepreneur to be the managing member. Under this fact pattern, the IRS is likely to
allow the charity to participate in a non-managing role, because substantial charitable
purposes are being furthered by the activities of the LLC and the success of the project is
dependent on the charity acting as a passive investor. (Note that this fact pattern closely
resembles a program-related investment, discussed in Section 6.5.) See also Section 4.3.

68 See Reg. § 301-7701-2(d)(2) (structuring limited partnership agreement to shield general
partner). However, if the general partner is completely shielded from liability, the entity
may be viewed as something other than a partnership. Gen. Couns. Mem. 39,546 (Aug.
15, 1986).

69 Gen. Couns. Mem. 39,005 (Dec. 17, 1982).
70 See Id.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

conservation of the forest environment and secondarily for income. The
exempt conservation organization was to be the managing member in
what could be termed an ancillary joint venture.71 In another private letter
ruling, the IRS explicitly relied on Rev. Rul. 98-15 to approve an ancillary
joint venture between two exempt healthcare organizations.72

Joint venture arrangements between for-profit and exempt organiza-
tions can be structured within the framework set up by Rev. Rul. 98-15.
This book examines the viability of and consequences to exempt organi-
zations participating directly and indirectly in joint ventures with taxable
and exempt entities. In particular, it reviews how participation in a
joint venture, by itself or through a subsidiary, may affect an organi-
zation’s exempt status.73 Advice on how to retain sufficient control and
protection of the charitable partner’s purpose and assets is contained
in Section 4.2(h).

1.9 FORM 990 AND GOOD GOVERNANCE

To create transparency and facilitate oversight of the nonprofit sector, the
IRS released revised Form 990 in 2008. Because the form now seeks sig-
nificantly more information on many topics, nonprofit organizations must
devote additional resources to it in terms of both finances and manpower.
For example, in recognition of the level of joint venture activities now
engaged in by nonprofit organizations, Form 990 requests a considerable
amount of information about them. It also asks nonprofit organizations to
focus on what it calls ‘‘good governance.’’ Former TE/GE Commissioner,
Sarah Hall Ingram, has explained that, in her opinion, while principles of
good governance are not expressly contained in the Internal Revenue Code,
they actually derive from the fundamental requirements for tax exemption.
To facilitate compliance, the IRS has released a Guide Sheet concerning
good governance issues for its revenue agents to use when conducting
audits. There are questions about governing documents, corporate policies
and governing practices such as whether an organization’s board actually
met the number of times required by its governing documents.74 In addi-
tion, Form 990, Part VI, Section B, line 16 asks whether an organization has
adopted procedures and policies regarding participation in a joint venture

71 PLR 200041038 (July 20, 2000). See Section 4.2(e).
72 PLR 200102053 (Oct. 2000). See Section 12.3(d).
73 See Chapter 4 for a detailed discussion of the impact on its tax exemption of an exempt

organization’s participation in a partnership or joint venture.
74 Governance Check Sheet available at http://www.irs.gov/pub/irs-tege/governance

_check_sheet.pdf; www.irs.gov/pub/irs-tege/governance_practices.pdf
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1.11 ENGAGING IN A JOINT VENTURE: THE STRUCTURAL CHOICES AND ROLE OF THE CHARITY

or similar arrangement with a taxable entity. In October 2011, House Ways
and Means Oversight Subcommittee Chairman Charles Boustany sent the
IRS a letter asking whether revised Form 990 has in fact aided transparency
and the IRS’s ability to monitor compliance with applicable laws.

1.10 ANCILLARY JOINT VENTURES: REV. RUL. 2004-51

In Rev. Rul 2004-51,75 the IRS issued long-awaited guidance on the
income tax consequences of the participation by tax-exempt entities in
‘‘ancillary’’ joint ventures with for-profit partners. The ruling involved
a tax-exempt university that formed a limited liability company with a
for-profit company to provide interactive video training courses. The uni-
versity’s primary purpose in forming the partnership was to grow its
existing curriculum of teacher-training courses by offering them at off-site
locations.

Under the facts, the ownership and the governing board of the part-
nership was equally divided between the for-profit and exempt parties;
however, the operating documents granted the university an exclusive
right to approve all of the aspects of the courses, including the curriculum
and the hiring of the faculty. The for-profit corporation retained control
of all administrative functions associated with holding the courses off-site,
including the choice of venue and the types of equipment used. All other
decisions required the mutual consent of both parties. In concluding that
the activities entered into by the university were not a substantial part
of its operations and therefore, not significant enough to jeopardize its
tax-exempt status, the IRS appeared to condone the exempt organization’s
concession of control over all of the aspects of the partnership where the
exempt party expressly retained control over the educational aspects of
the venture. The ruling is discussed at great length later in this book.

1.11 ENGAGING IN A JOINT VENTURE:
THE STRUCTURAL CHOICES AND ROLE
OF THE CHARITY

Chapter 6 is a new chapter that explores the different paradigms that have
evolved over the years to combine tax-exempts, government agencies,
for-profit entities, and philanthropists who seek novel solutions to current
crises. The trends are not limited to conventional partnerships and LLCs,
but include the recent adoption of alternative structures such as the

75 Rev. Rul. 2004-51, 2004-22 IRB 974.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

L3C (a low-profit limited liability entity formed to engage in socially
beneficial activity), as well as social benefit or flexible purpose corporations.
In addition, in 2012, the IRS released the first modifications in 30 years
to the Treasury Regulations governing program-related investments by
private foundations. The chapter describes the various approaches that can
be taken by §501(c)(3) organizations to achieve their objectives, beginning
with the traditional joint venture vehicle, the LLC.

Because an exempt organization’s involvement as a general partner or
managing member can often jeopardize its exempt status, it may prefer
to invest in a limited partner capacity or in a nonmanaging member role.
The exempt organization’s role, in this instance, would be as a passive
investor.76

EXAMPLE

An exempt university becomes aware of the need for off-campus housing suitable
for student living. To facilitate the construction of the housing, the institution
forms a limited partnership with a local construction firm. The university will
serve as a limited partner, contributing necessary monetary resources to capitalize
the partnership. In return, the university receives a limited partner profits interest
in the partnership. The construction firm serves as general partner with day-to-day
responsibility for constructing and managing the housing. Under this arrangement,
the university is acting solely as a passive investor in the housing project.

As a limited partner or nonmanaging member, the exempt organization
and its assets would not be exposed to unlimited liability. Furthermore,
the exempt organization would not have a statutory or fiduciary obliga-
tion to maximize the profits for the investors. However, there may be
tax consequences for the exempt limited partner or member, depending
on the type of activity, charitable or for-profit, engaged in by the part-
nership. If the activity furthers the charitable purposes of the exempt

76 With the growing popularity of LLCs, the question as to whether an exempt organization
may invest as a nonmanaging member has arisen on a frequent basis. Although, as a
general rule, a charitable organization should be the managing member of the LLC in
which it is involved, it is arguable that the nonmanaging member role can be analogized
to that of a limited partner. Whether the analogy will be respected by the IRS will depend
on the activity of the LLC, the reasons for the charity’s nonmanaging role, the degree to
which the charity participates in the operations of the LLC despite its ‘‘passive’’ position,
and the apparent control it exercises through contractual or operational restrictions. See
Section 4.3 for a more in-depth discussion of the exempt nonmanaging LLC member.
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1.11 ENGAGING IN A JOINT VENTURE: THE STRUCTURAL CHOICES AND ROLE OF THE CHARITY

organization, the income received by the exempt limited partner would
not constitute UBIT.77

EXAMPLE

A limited partnership is comprised of 10 limited partners, all hospitals, exempt
under §501(c)(3). X is one of the exempt limited partners. The general partner
is a for-profit entity. The limited partnership was formed to provide unique
mobile medical services to a rural community. Because these medical services
are needed, unique, and otherwise unavailable, the partnership is viewed as
furthering exempt charitable purposes, the same charitable purposes shared by X
and the other limited partners. The participation by X as an exempt limited partner
will not jeopardize X’s tax-exempt status. Furthermore, the income received by X
as a limited partner will not constitute UBIT, because the business activity of the
limited partnership has a substantial causal relationship to the exempt purposes
of X.78

An exempt organization may also invest, but only to an ‘‘insubstantial’’
degree, in real estate and other commercial ventures that have no charitable
purpose.79 In that event, the exempt limited partner or member will be
subject to UBIT on income derived from the activity.80

EXAMPLE

If an exempt educational institution serves as a limited partner in a partnership
that operates a factory, the exempt organization must include, in computing its
unrelated business taxable income, its share of the items of income, deduction,
gain, and credit from the operation of the factory.81

77 PLR 9109066 (Mar. 1, 1991) (exempt organizations served as limited partners in limited
partnership and the limited partnership was a general partner in a partnership that
engaged in charitable activities, so the income was not UBIT); PLR 9207032 (Nov. 20,
1991). See, e.g., Rev. Rul. 85-110, 1985-2 C.B. 166.

78 This example is based on the factual situation presented in PLR 9109066 (Mar. 1,
1991). See generally §513; Reg. §1.513-l(d)(2). Since the adoption of §501(r) by Congress, a
determination must also be made as to the applicability of §501(r) and related provisions.

79 §513; Reg. §1.51 3-1.
80 §511(a)(l); Reg. §1.511-1.
81 Reg. §1.512(c)-l.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

This tax is imposed at the applicable corporate or trust rates, depending
on whether the exempt organization is classified as a corporation or a trust
for tax purposes.82

1.12 PARTNERSHIPS WITH OTHER
EXEMPT ORGANIZATIONS

Partnerships composed wholly of exempt organizations must further the
exempt purposes of the exempt partners in order for the income derived
therefrom to be exempt from taxation.83

EXAMPLE

X, an exempt educational institution, has a large, well-respected communications
department on its campus. Y is a tax-exempt public broadcasting organization.
X and Y seek to codevelop a national communications center, to be located
on X’s campus. This project will be formed using a joint venture partnership.
The arrangement will entail the construction and sharing of facilities on X’s
campus. X will also hold a ground lease on the land on which the new facility
is situated. Under these circumstances, because the partnership will further the
exempt purposes of both exempt organizations, the income will not constitute
UBIT to either X or Y.

In the example, the joint venture partnership must further the exempt
purposes of both X and Y. If it is not clear that the joint venture arrangement
furthers the exempt purposes of both exempt partners, then the partners
should consider seeking separate tax-exempt status for the joint venture.
In this situation, X and Y should seek a ruling from the IRS on the issue of
whether the joint venture furthers the exempt purposes of both X and Y.

Clearly, the IRS is less concerned about joint ventures involving only
exempt organizations because the risks of private benefit and inurement
are not present. The IRS approved a venture between two charitable
healthcare organizations that formed an LLC to jointly operate rehabilita-
tion services. The operating agreement requires the LLC to operate in a
manner consistent with the charitable purposes of the two members, and
the LLC is equally controlled by the two members.84 Another private letter

82 §511(a)(2)(A) (tax imposed on entities under §401(a) and §501(c)); and §511(b) (tax
imposed on trusts). See Reg. §1.511-2.

83 §512(c)(l); Reg. §1.512(c)-l. See Section 4.4.
84 PLR 200102053 (Jan. 12, 2001). See Section 12.8.
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1.13 TRANSFER OF CONTROL OF SUPPORTING ORGANIZATION

ruling approved a joint operating entity in the form of an LLC owned by
two healthcare organizations. The operating agreement requires the orga-
nization to further the exempt purposes of its two members, and they are
equally represented on the board. Approval of both members is required
for all major decisions and transactions.85

However, to the extent that an exempt organization is a partner
in a partnership or a member of an LLC that regularly carries on a
trade or business that would constitute an unrelated trade or business
if directly carried on by the exempt organization, the organization must
include its share of partnership income and deductions in determining its
UBIT liability.86

1.13 TRANSFER OF CONTROL OF SUPPORTING
ORGANIZATION TO ANOTHER
TAX-EXEMPT ORGANIZATION

It is often difficult to affect the transfer of control of properties used for
charitable purposes because of the existence of tax-exempt financing. The
transfer of ‘‘control’’ by the tax-exempt parent of its interest in a supporting
nonmember corporation that is a general partner or managing member
of a partnership to another §501(c)(3) organization presents a novel set of
issues. In the context of a deferred sale, an issue arises as to how adequately
to protect or secure the interest of the seller that holds a promissory note,
because the mechanics do not involve the transfer of title to the property
(which is otherwise typical). The transaction would be accomplished by
a ‘‘change in control’’ of the board of the existing nonmember support-
ing corporation. The change of control is documented in the articles of
incorporation and/or bylaws of the supporting organizations.

The IRS requires that when a tax-exempt organization amends either its
articles of incorporation or its bylaws, it must notify the IRS of the change.
The notification can be done at the time the organization files its annual
information return (Form 990) for the year in which the change occurred,
or the organization can seek an updated determination letter. By simply
notifying the IRS at the time the Form 990 is filed, an organization has no
protection going forward that the IRS has agreed that the change has
no effect on the organization’s tax-exempt status. Therefore, the recom-
mended course would be to request a ruling from the Exempt Organization
Determinations Office that the change in the supported organization has

85 PLR 200044040, 2000 WL 33122062 (Nov. 3, 2000). See Section 12.7(c).
86 Reg. §1.512(c)-l.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

occurred but will not have any adverse effect on the tax-exempt status of
the supporting organization.

Accordingly, a security interest must be created in the purchaser-
debtor’s entire right to elect members of the board of the nonmember
corporation. The debtor would have to deliver a Uniform Commercial
Code financing statement (Form UCC-1); documents would also have to
be drafted effecting the substitution of the secured party for the debtor as a
person with the power to vote for the election of the members of the board
of directors of the nonmember corporation. In addition, an escrow agent
would be designated to hold the aforementioned documents pending
a default under the note. The documents must prohibit the purchaser-
debtor from selling, transferring, or pledging the collateral without the
prior consent of the secured party. Moreover, it is essential that the
seller give notice to, and negotiate any necessary consents from, lenders,
issuers, bond counsel, trustees, and, where applicable, credit rating agencies
and bond insurers. Provisions must prohibit the purchaser-debtor from
making distributions other than the repayment of the loan unless otherwise
agreed to by the seller.

EXAMPLE

S, an exempt organization, develops multifamily housing for low-income persons
in the inner city. It structures each project using a single-asset nonmember
corporation as a supporting organization under §509(a)(3), thereby electing all its
board members. Each supporting organization serves as a general partner in a joint
venture with an equity fund or single corporate investor, which is admitted as a
limited partner. T, another exempt organization, proposes to acquire the projects
by a transfer of the control of the board of each of the existing nonmember
supporting corporations. The acquisition price is represented by a promissory
note, secured by the right to control the board in the event of default in the
payment of the purchase price, all pursuant to a security agreement and the filing
of a UCC-1. The security agreement will contain further limitations on T’s right
to make distributions or otherwise sell, transfer, or pledge the collateral without
S’s consent.

1.14 THE EXEMPT ORGANIZATION AS A LENDER OR
GROUND LESSOR

Exempt organizations are often advised to participate in an activity by
lending funds or becoming a ground lessor, rather than taking an equity
ownership position in a joint venture. Alternative arrangements may so
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1.14 THE EXEMPT ORGANIZATION AS A LENDER OR GROUND LESSOR

closely replicate the economic functions and goals of partnerships, yet
provide advantageous tax treatment, that they are frequently referred to
colloquially as ‘‘joint ventures.’’

Precisely because exempt organizations often enter into loans and
ground leases as alternatives to equity investments, lenders and ground
lessors in such transactions often require a return beyond a flat rate of
interest or rent. The yield may consist of two components: a fixed return
in the form of interest or rent (but typically at a below-market rate),
plus additional compensation, whether dubbed ‘‘interest’’ or ‘‘rent,’’ for
the additional risk assumed by the lender or ground lessor.

The second component, commonly referred to as an ‘‘equity kicker,’’ is
the major source of tax difficulty for exempt lenders and ground lessors,
because as reflected in its name, this form of yield may cause the loan
or lease to be viewed in substance as an equity investment—and thus
subject to UBIT and the other tax disadvantages. Recharacterization of
debt or a ground lease as an equity investment is more likely to occur if the
interest or rent is based on net income or profits of the borrower or lessee,
and less likely to occur if the interest or rent is based on gross revenue
or receipts.

The advantages of a lender-borrower or ground lessee structure include
the following:

• The return on a loan or a ground lease comes in the form of interest or
rent, both of which are generally excluded from unrelated business
taxable income under §512(b)(1) and (3).87

• A loan transaction or ground lease may, for the exempt organization,
secure the kind of preferred return which, under the tax-exempt
leasing rules, is unavailable to an equity investor without loss
of depreciation deductions for the taxable venturer and loss of
exemption from the debt-financed income rules.88

• A true lending transaction or ground lease cannot properly be
termed a ‘‘joint venture’’ and thus would not be subject to the
IRS position that the tax exemption of the participating exempt
organization is jeopardized, unless the joint venture itself pursues a
‘‘related activity.’’89

87 See Chapters 8 and 18.
88 See id.
89 See Chapters 4 and 18.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

However, against these advantages must be weighed certain advan-
tages of equity ownership:

• If the exempt organization has UBIT derived from business activi-
ties, services, or debt-financed income, the depreciation deductions
available to a property owner can be a valuable offset.

If the exempt organization invests in a venture through a corporate
subsidiary that is partially capitalized with debt, or otherwise lends money
directly or indirectly to a C corporation, the exempt organization must run
the gamut of the ‘‘earnings stripping’’ rules of §163(j), resulting in possible
loss of deductibility of the interest paid by the borrower corporation.

• If a debt or lease structuring is vulnerable to recharacterization
as equity, it may be preferable for nontax reasons to structure
the transaction ab initio as an equity investment. If loan or lease
documentation is in place and there is then a recharacterization to
equity the exempt organization could lose the security position it
holds as lender through possessory rights of foreclosure or eviction,
while having forgone the protections it would have enjoyed as a
party to a partnership agreement.

Generally, a loan or ground lease arrangement is often more advanta-
geous than a joint venture. This book explores these alternative structures
and discusses certain guaranty devices, which are largely of financial rather
than tax import.

Another way in which an exempt organization (typically a foundation)
may act as a lender is through the use of program-related investments
(PRIs). PRIs typically take the form of below-market loans to debtors that
would likely have trouble securing traditional commercial financing, and
are made in furtherance of the organization’s exempt purposes. This book
discusses the statutory requirements for PRIs and the circumstances under
which PRIs may be most effectively utilized.90

1.15 PARTNERSHIP TAXATION

(a) Overview

Because the joint venture structure is typically used in arrangements
between exempt organizations and for-profit partners, it is fundamental in

90 See Section 6.5 for a discussion of PRIs.
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1.15 PARTNERSHIP TAXATION

an analysis of joint ventures to examine the rules of partnership taxation
under Subchapter K of the Code. This subject is especially important
because substantial funds are channeled into the charitable stream through
public and private syndications—for example, low-income housing tax
credit syndications. Partnership tax issues also arise under the tax-exempt
entity leasing rules91 and under the §514(c)(9) exception to the ‘‘debt
financed property’’ in the UBIT context, which involves qualified alloca-
tions, 92 and ‘‘substantial economic effect’’ under §704(b).93

The partnership itself is nontaxable under §701. The partners, however,
are liable for tax in their individual capacities; that is, each member is
taxed separately on its distributive share of income, gain, loss, deduction,
or credit.

A partner is entitled to deduct its distributive share of partnership
losses, if any, to the extent of the tax basis of its partnership interest, which
may include its share of partnership liabilities subject to the at-risk and
passive activity loss rules.

The first step in the tax analysis of partnerships is determining whether a
business enterprise will be classified as a ‘‘partnership’’ for federal income
tax purposes.94 The term partnership includes a syndicate, group, pool,
joint venture, or other unincorporated organization, through or by means
of which any business, financial operation, or venture is carried on, and
which is not a trust or estate or a corporation.95 If a partnership is treated

91 See Chapter 11.
92 See Sections 9.3, 11.5.
93 See Section 3.6.
94 For periods beginning on or after January 1, 1997, the IRS ‘‘check-the-box’’ regulations

determine the classification of business entities for federal tax purposes. Under the check-
the-box regulations, unincorporated business organizations may generally choose to
be classified for federal tax purposes as either partnerships or associations taxable
as corporations. The regulations specifically provide that an eligible entity that has
been determined to be, or claims to be, exempt from taxation under §501(a) will be
treated as having elected to be classified as an association. Reg. §301.7701-3(c)(1)(v)(A).
However, this deemed election rule does not prevent a joint venture from qualifying as a
partnership merely because the venturers include one or more exempt organizations. For
periods beginning before January 1, 1997, prior Reg. §301.7701-2 applies, which provides
that the ‘‘major characteristics ordinarily found in a pure corporation which distinguish
it from other types of organizations are (i) associates, (ii) an objective to carry on a
business for profit, (iii) continuity of life, (iv) centralization of management, (v) limited
liability for corporate debts, and (vi) free transferability of interests.’’ However, the prior
regulations also provided that characteristics (i) and (ii) are common to corporations
and partnerships, and therefore classification issues were determinative on factors
(iii)-(vi) inclusive. See also Morrissey v. Commissioner, 296 U.S. 344 (1934).

95 §7701(a)(2); Reg. §301.7701-3(a); Reg. §301.7701-1(e).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

for federal income tax purposes as an association, the partnership will be
taxable as a corporation.96 In such a case, tax benefits, including losses and
credits, would not flow through to the partners, and cash distributions
to partners would be characterized as corporate distributions, some or all
of which may be treated as dividends for federal income tax purposes,
resulting in taxation at both the corporate and shareholder levels.97 State
and local taxes may add to this double tax burden.

The IRS issued regulations relating to the merger and division of
partnerships, reflecting an increased pace of corporate restructuring.98

Consistent with its policy, the IRS confirmed that LLCs owned by multiple
exempt owners would be treated as associations rather than partnerships
for tax purposes if they apply for separate tax-exempt status.99

(b) Bargain Sale Including ‘‘Like Kind’’ Exchange

Partnerships and partners may transfer properties or partnership interests
to charitable organizations. Such transfers may be treated for tax purposes
as part gift and part sale—that is, a ‘‘bargain sale.’’100 A partnership would
recognize taxable gain on the sale portion and would be entitled to deduct
as a charitable contribution the excess of the property’s fair market value
over its sale price.101

Under §1011(b), the partnership’s adjusted basis for determining its
gain on the transfer is that portion of the adjusted basis that bears the
same ratio as the amount realized by the transferor bears to the property’s
fair market value.102 If property subject to indebtedness is transferred to a
charity, the amount of the indebtedness is treated as an amount realized
on the transfer, whether or not the charity agrees to assume or pay the
indebtedness.103

However, from a planning standpoint, the benefits of nonrecognition
under the ‘‘like kind’’ exchange rules (including deferred exchanges) may
be available to minimize the tax on bargain sales while preserving the
advantages of the charitable contribution deduction.104 No gain or loss is
recognized when property held for productive use in a trade or business,

96 Reg. §301.7701-2(a)(1).
97 Reg. §301.7701-2(a)(3).
98 See Sections 3.11(g) and 3.3.
99 See Section 4.4.

100 §170(e), Reg. §1.170(c)(1); §1011(b); Reg. §1.1011-2(a)(1).
101 §170(e), §1011(b); Reg. §1.1011-2(a)(1).
102 §1011(b); Reg. §1.1011-2(a)(1).
103 Reg. §1.1011-2(a)(3).
104 §1031; Reg. §1.1031(a)-l(a)(l).
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1.16 UBIT IMPLICATIONS FROM PARTNERSHIP ACTIVITIES

or for investment, is exchanged solely for property of a like kind and is
held for similar use.105 If the taxpayer receives cash or other property (that
is not of like kind), at least part of the gain or loss may be recognized.106

Nonrecognition provisions will not apply to deferred like-kind exchanges
unless the exchange meets a 180-day time limit on the completion of the
exchange and a 45-day rule for identification of the property to be received
in the exchange.107

1.16 UBIT IMPLICATIONS FROM
PARTNERSHIP ACTIVITIES

Since its inception, the federal income tax law has provided an exemp-
tion from taxation for organizations operating ‘‘exclusively for religious,
charitable, scientific . . . literary, or educational purposes.’’108 Some orga-
nizations benefiting from the exemption, however, earn profits through
means having little or nothing to do with the purposes for which their
exemptions were granted. In this regard, an exempt organization that
participates in a partnership or joint venture with taxable or nontaxable
entities is subject to taxation on any income it receives from an unrelated
business activity.109 The UBIT is generally applied to the gross income
derived from any unrelated trade or business regularly carried on by the
exempt organization,110 less allowable deductions that are directly con-
nected with the carrying on of the trade or business.111 Income is subject to
UBIT if

• It is income from a ‘‘trade or business.’’112

• The trade or business is ‘‘regularly carried on.’’113

• The activity is not ‘‘substantially related’’ to the organization’s
performance of its exempt function.114

105 §1031(a)(l); Reg. §1.1031(a)-l(a)(l).
106 §1031(b); Reg. §1.1031(b)-l(a).
107 §1031(a)(3); Reg. §1.1031(k)-l(b)(2)(i) and (iii).
108 §501(c)(3); Reg. §1.501(c)(3)-l(a).
109 §501(b); §511(a) and (b). The UBIT was intended to prevent unfair competition by

nonprofit organizations that engage in a commercial activity. Clarence LaBelle Post No. 271
v. United States, 580 F.2d 270 (8th Cir. 1978).

110 §512(A)(1); Reg. §1.512(a)-l(a). See generally Chapter 7 on UBIT.
111 §512(b); Reg. §1.512(b)-l(b).
112 §513(a); Reg. §1.513(a)-l(b).
113 §512(a); Reg. §1.512(a)-(l)(a); Reg. §1.513-l(c)(l).
114 §513(a); Reg. §1.513-l(a); Reg. §1.513-l(d)(l).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

If an exempt organization is a member of a partnership that regularly
carries on a trade or business that is an unrelated trade or business, the
organization must include its share of the partnership’s gross income, less
applicable deductions, from these activities in calculating its UBIT.115 The
same rule applies to interests held in a publicly traded partnership.116

Section 512(b) sets forth exceptions to the definition of unrelated busi-
ness income (UBI), which include dividends, interest, rents, royalties, and
noninventory sales.117 However, if any of these items (except dividends)
are derived from controlled subsidiaries118 or debt-financed property,119

they may not qualify for the UBIT exceptions.
Generally, interest is excluded from the computation of an exempt

organization’s UBIT unless it is interest from debt-financed property or
from a controlled organization.120 A payment usually qualifies as interest
if it is remuneration for the use of or forbearance of money.121 However,
whether an item constitutes interest is determined by the ‘‘facts and
circumstances of each case.’’122 For example, in certain cases, an equity
kicker may cause a loan to be viewed in substance as a joint venture,
thereby subject to UBIT.123

Rent is generally excluded from UBI.124 However, the IRS has been
challenging the classification of certain lease agreements as joint ventures
rather than leases.125 The rent from real property is not excluded from UBI
if the amount of rent depends, in whole or in part, on the income or profits

115 §512(c)(l); Reg. §1.512(c)-l. Reg. §1.512(c)-l provides that if an exempt organization is
a member of a partnership engaged in a taxable trade or business, then the income
received as its share from the partnership is UBIT.

116 §512(c) as amended by §13145(a)(l) of the 1993 Act.
117 §512(b); Reg. §1.512(b)-l. Additional categories of UBIT exclusions include payments

with respect to securities loans; gains on the lapse or termination of options on securities;
gains or losses from securities options (without regard to whether written by an exempt
organization); gains from options on real property; gains from the forfeiture of good
faith deposits for the purchase, sale, or lease of real property; and loan commitment
fees. §512(b).

118 §512(b)(13); Reg. §1.512(b)-l(I)(l).
119 §512(b)(4); Reg. §1.512(b)-l(l)(l) and (ii).
120 §512(b)(l)(a); Reg. §1.512(b)-l(a). See generally Chapter 7 on UBIT and Chapter 8 on debt

financing.
121 Deputy v. DuPont, 308 U.S. 488 (1940). See also Rev. Rul. 69-188, 1969-1 C.B. 54.
122 Reg. §1.512(b)-l; Priv Ltr. Rul. 89-05-002 (Oct. 12, 1988).
123 See Chapter 18.
124 §512(b)(3); Reg. §1.512(b)-l(c)(2).
125 Harlan E. Moore Charitable Trust v. United States, 812 F. Supp. 130 (CD. 111. 1993), aff’d, 9

F.3d 623 (7th Cir. 1993), acq. in action on decision, 95-3953 (Apr. 14, 1995) (Issues 1 and 2).
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1.17 USE OF A SUBSIDIARY AS PARTICIPANT IN A JOINT VENTURE

derived by any person from the leased property (excluding amounts based
on a fixed percentage of the gross receipts of sales).126 Furthermore, the
regulations governing real estate investment trusts,127 which define rents
based on income or profits, are incorporated into the UBIT regulations for
determining whether the rental exclusion applies.128

Rent that is attributable to services other than those usually or custom-
arily rendered in connection with the rental of rooms or other space solely
for occupancy is not within the UBIT exclusion for rental income.129 Hence,
payments for the use of space in parking lots, warehouses, or storage
garages are generally treated as payments for services.130

Importantly, while previously rents received by an exempt organization
from its controlled entity were taxable as UBIT, the Pension Protection
Act of 2006 temporarily altered this paradigm to the extent such payments
either reduced the controlled entity’s net related income or increased its net
unrelated loss. Under the Act, and subsequent extenders, the payments of
interest, annuities, royalties, and rents received by an exempt organization
from a controlled entity were included in the UBIT calculation only to
the extent that the payments exceed a comparable fair market value as
determined under §482 of the Code.

The UBIT tax is imposed on gross income from any regularly carried on
unrelated trade or business, less allowable deductions directly connected
with the carrying on of the trade or business.131 If an exempt organization
has UBI from a number of unrelated trades or businesses, the tax is
imposed on the aggregate of gross income less aggregated deductions
from all unrelated trades or businesses.132

1.17 USE OF A SUBSIDIARY AS PARTICIPANT IN A
JOINT VENTURE

As an alternative to direct participation in a joint venture, an exempt
organization may form a for-profit subsidiary to participate in the ven-
ture. Through the use of a subsidiary, the exempt organization can be

126 §512(b)(3)(B)(ii); Reg. §1.512(b)-1 (c)(2)(iii)(b).
127 Real estate investment trusts will hereinafter be referred to as ‘‘REITS.’’
128 Reg. §1.512(b)-1 (c)(2)(iii)(b), incorporating Reg. §1.856-4(b)(3) and (6)(i).
129 Reg. §1.512(b)-l(c)(5).
130 Rev. Rul. 69-69, 1969-1 C.B. 159. For a comprehensive discussion of the rental exclusion,

see Chapter 8 on UBIT.
131 §512(a)(1); Reg. §1.512(a)-1.
132 Reg. §1.512(a)-1(a).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

indirectly involved in a for-profit activity without jeopardizing its exempt
status. Furthermore, because the income of the subsidiary is gener-
ally taxable, the parent will not be subject to UBIT on the subsidiary’s
income.133

Use of a for-profit subsidiary protects the status of the exempt parent
and insulates its assets from possible liability. If the exempt parent were to
undertake these activities, and if involvement in the activities were more
than insubstantial, its tax exemption could be jeopardized.134 Furthermore,
exempt organizations may choose to place an activity in a separate sub-
sidiary to insulate the parent corporation from legal liability for the activity.
A parent corporation is generally not liable for the debts or tortious acts of
its subsidiary.

Frequently, investors and creditors will more readily invest or lend
capital to for-profit entities than to tax-exempt organizations. The main
reason is that in the event of insolvency of the exempt organization, an
involuntary bankruptcy cannot be filed against it by creditors.135 Fur-
thermore, a for-profit entity has the capacity to raise capital from the
general public through a conventional stock issue. With the creation of the
MESBIC and the small business investment company (SBIC) programs,
these capital sources are reinforced. For example, the MESBIC program
involves tax-exempt organizations providing seed capital for the estab-
lishment of organizations to serve as catalyst to obtain loans for minority
businesses. In this case, the government has guaranteed these funds,
permitting further leveraging through financial institutions.136

The subsidiary will be viewed as a distinct entity from the exempt
parent, thereby preserving the parent’s exempt status and limiting the
liability of the parent. The use of a subsidiary also allows for growth
within the subsidiary, whereas if the parent directly engaged in the

133 See Section 4.2 on exempt organizations as general partner. See also Tesdahl, ‘‘Avoiding
UBIT with Two Subsidiaries,’’ Exempt Organization Tax Review 11 (Mar. 1995): 597.

134 A private letter ruling involving the National Geographic Society provides an excellent
illustration of the fundamental principles applicable to for-profit subsidiaries. The ruling
is discussed in Section 6.3(b)(iii).

135 See 11 U.S.C. §303(a), which provides that an involuntary case may be commenced only
under Chapter 7 or 11 of this title, and only against a person, except a farmer, family
farmer, or a corporation that is not a moneyed business, or commercial corporation. The
Senate Judiciary Committee specifically stated that ‘‘eleemosynary institutions, such as
churches, schools, and charitable organizations and foundations likewise are exempt
from involuntary bankruptcy.’’ S. Rep. No. 95-989, 95th Cong. (1983).

136 M. Cerny, ‘‘Tax-Exempt Organizations and Economic Development,’’ Exempt Organiza-
tions Panel, ABA Section on Taxation (Feb. 7, 1993).
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1.18 LIMITATION ON PREFERRED RETURNS

activity and the operations were successful, its exempt status might be
adversely affected.137

1.18 LIMITATION ON PREFERRED RETURNS

Under the tax law, certain preferred returns are unavailable to a tax-
exempt equity investor without a limitation on depreciation deductions
for the taxable venturer and a loss of exemption from the debt-financed
income rules.

(a) Debt-Financed Property

The UBIT exclusions for interest, rents from real property, and so forth,
do not apply to the extent that income is derived from ‘‘debt-financed
property.’’138 The term debt-financed property is defined as ‘‘any property
which is held to produce income and with respect to which there is
an acquisition indebtedness . . . at any time during the taxable year.’’139

Debt-financed property includes property that was disposed of during
the taxable year if there was ‘‘acquisition indebtedness’’ outstanding with
respect to such property at any time during the 12-month period preceding
the disposition (even though such 12-month period may cover more than
one taxable year).140

Property is not debt-financed property if substantially all of its use
is related to the exercise or performance of the organization’s exempt
purposes.141 However, income from debt-financed property will be subject
to UBIT even if that income is derived from an activity that is not a ‘‘trade or
business regularly carried on.’’ In other words, the ‘‘trade or business’’ and
‘‘regularly carried on’’ tests are not relevant when debt-financed property
is involved.

Additional limitations are imposed on qualified organizations that
invest in real property through partnerships that include as partners both
qualified organizations and parties other than qualified organizations.
These limitations apply to partnerships as well as to any other pass-through
entities, including tiered partnerships.

When a qualified organization is a partner in a partnership that holds
real property subject to acquisition indebtedness, the debt-financed portion

137 For an in-depth discussion on the use of subsidiaries, see Section 6.3.
138 See Chapter 9 on debt-financed property. See also §512(b)(4) and §514.
139 §514(b)(l); Reg. §1.514(b)-l.
140 §514(b)(l); Reg. §1.514(b)-l(a).
141 §514(b)(l)(A).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

of the qualified organization’s income from the partnership will be subject
to UBIT unless the partnership meets one of the following three tests:

1. All partners must be qualified organizations, such as educational
institutions and qualified pension trusts.

2. Each allocation to a qualified organization must be a qualified
allocation, that is, an allocation that never varies (the ‘‘qualified
allocations rule’’).

3. The partnership meets the requirements of the ‘‘fractions rule.’’ 142

These three tests operate to prevent the transfer of tax benefits from a
qualified organization to a taxable partner. When all partners are qualified
organizations, there is no potential for a transfer to taxable partners.
Because allocations never vary under the qualified allocations rule, taxable
partners are prevented from receiving any tax benefits in greater proportion
than their underlying interest in partnership capital. Under the fractions
rule, allocations may vary but only within certain prescribed limits, which
under the Proposed Regulations allow reasonable preferred returns and
guaranteed payments.

(b) The Fractions Rule

The fractions rule requires the following:

• Allocations of items to any partner that is a qualified organization
cannot result in the qualified organization’s having a share of
overall partnership income for any year greater than the qualified
organization’s share of overall partnership loss for the year when the
qualified organization’s loss will be the smallest—that is, a qualified
organization can never have income greater than its smallest share
of loss; and

• All partnership allocations must have substantial economic effect
under §704(b)(2).

The function of the fractions rule is to prevent disproportionate income
allocations to qualified organizations and disproportionate loss allocations
to taxable partners.

(c) Tax-Exempt Entity Leasing Rules

Increased tax incentives that became available for the for-profit sector
in the early 1980s (accelerated depreciation, investment tax credits, etc.)

142 §514(c)(9)(E).
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1.18 LIMITATION ON PREFERRED RETURNS

created new opportunities for nonprofit organizations to raise funds by, in
effect, ‘‘selling’’ otherwise wasted tax benefits to for-profit organizations.
However, the Deficit Reduction Act of 1984 (the ‘‘1984 Act’’) contained
new rules known as the tax-exempt entity leasing rules, which significantly
restrict the tax benefits of leasing property to tax-exempt organizations, as
well as the tax benefits available to partnerships composed of taxable and
tax-exempt entities.143

The tax-exempt entity leasing rules do not apply to any property
predominantly used by a tax-exempt organization if the income derived
from that property by the tax-exempt organization is subject to tax as
unrelated business income. If this exception does not apply, the 1984 Act
is applicable to two basic types of transactions. The first category involves
direct leases of property by taxable organizations to tax-exempt orga-
nizations. The second category involves partnerships with taxable and
tax-exempt entities as partners when partnership items of income, gain,
loss, deductions, credit, and basis are not allocated to the tax-exempt entity
in the same percentage share during the entire period that the tax-exempt
entity is a partner. For example, a partnership agreement may allocate
only 1 percent of profits, losses, and net cash flow to a tax-exempt part-
ner but may allocate 50 percent of sale and refinancing proceeds to that
tax-exempt entity.

In either case—the direct lease to a tax-exempt organization or a part-
nership composed of taxable and tax-exempt entities—§168(h) severely
restricts depreciation deductions for many of these transactions that affect
the taxable joint venturer. For example, the depreciation deduction for res-
idential real estate based on a 40-year useful life would be approximately
one-third less than under the Modified Accelerated Cost Recovery System
(MACRS).144

These rules were designed to address the perceived abuses of the prior
law, namely, that for-profit or taxable lessors indirectly made investment
tax incentives available to tax-exempt entities through reduced rents;
the Code encouraged tax-exempt entities to enter into sale/leaseback
transactions with taxable entities, which resulted in substantial revenue
losses, and partnerships that included tax-exempt and taxable entities
could allocate all or substantially all of the tax losses to the taxable

143 See Chapter 11 on tax-exempt entity leasing rules.
144 See §168. However, under the Revenue Reconciliation Act of 1993 the depreciation

period for nonresidential realty was lengthened from 31.5 years to 39 years. §168(c)(1),
as amended by the Revenue Recognition Act of 1993 §1315(a), Chapter 1 of Title XIII
of the Omnibus Budget Reconciliation Act of 1993, Pub. L. No. 103-66 (Aug. 10, 1993)
(hereinafter the ‘‘1993 Act’’).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

entities, although the tax-exempt entities could share in profits and cash
distributions on a more favorable basis.145

CAVEAT

The 1986 Act, by enacting longer depreciation periods, introducing the passive
loss rules, and repealing the investment tax credit, reduced the available tax
benefits to individuals and thus reduced the impact of the tax-exempt entity
leasing rules. As a result, more joint venture opportunities have become available
to tax-exempt entities, especially with corporate investors that are not subject to
the passive loss limitations. See Chapter 13 on the low-income housing tax credit.

1.19 SHARING STAFF AND/OR FACILITIES: SHARED
SERVICES AGREEMENT

A tax-exempt organization may form a wholly owned for-profit subsidiary
to carry out activities that the parent corporation cannot or chooses not to
perform itself. Moreover, a tax-exempt organization may share some
employees and/or facilities with a for-profit affiliate. In both cases, it is
important to provide corporate protection to the tax-exempt entity so the
activities and the income of the for-profit subsidiary or affiliate will not be
attributable to the nonprofit.

Where there are nonprofit and for-profit affiliates sharing employees
and facilities, it is important that there be a Memorandum of Understand-
ing or a Shared Services Agreement setting forth the arrangement. The
justification for the Shared Services Agreement should be contained in the
document itself, by including ‘‘whereas’’ clauses that include economies of
scale reasons, division of corporate functions, and allocation of costs, so as
to make the payment a fair value to the appropriate entity. Where payments
are based on a cost-reimbursement structure, actual time records or actual
costs would be the appropriate supporting documentation, including the
actual expense items such as lease agreements, receipts, and the like.

If the exempt organization shares services and/or facilities with more
than one entity, it is preferable to have an agreement with each for-profit.

145 §1301 like-kind exchanges were occasionally used as a tax planning technique to
circumvent the application of the alternative depreciation system (ADS)—a key aspect
of the tax-exempt entity leasing rules. Regulations, finalized in 1996, essentially foreclose
further use of this technique by ensuring that the ADS will be applied to tax-exempt-use
property even if a like-kind exchange is made. See Chapter 11 for a more in-depth
discussion of the regulations.
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1.20 ‘‘INTANGIBLES’’ LICENSED BY NONPROFIT TO FOR-PROFIT

Where lobbying expenses are shared, it is important to note the difference
in tax treatment between nonprofits and for-profits and, in particular, to
make sure that any lobbying expenses attributable to the nonprofit are
truly ‘‘lobbying’’ expenses within the meaning of §501(h) of the Internal
Revenue Code. Where there is a shared use of websites, it is important
that the cost be allocated appropriately between the two entities, so as to
not inadvertently cause an exempt organization to generate income that
could jeopardize its exempt status or be treated as unrelated business
income tax.146

1.20 ‘‘INTANGIBLES’’ LICENSED BY NONPROFIT TO
FOR-PROFIT SUBSIDIARY OR JOINT VENTURE

An affiliate for-profit entity may use, or plan to use, certain intangible assets
of its nonprofit parent or coventurer, including its name, trademarks, logo,
donor (or member) database, domain name, and certain content from
publications and/or directory of service providers. The licensee would
pay a royalty as consideration.147 (Note: The listing of assets is used by
means of example only. All of these assets were licensed by a tax-exempt
entity to its wholly owned subsidiary in Private Letter Ruling 200225046
[June 24, 2002]).

Section 512(b)(2) excludes from the definition of unrelated business
taxable income all royalties, whether measured by production or by gross or
taxable income from the property. In numerous cases, for example, Common
Cause v. Comm’r, 112 T.C. 332 (1999), and Planned Parenthood Federation of
America, Inc. v. Comm’r, T.C. Memo 1999-206, the courts have held that so
long as the exempt organization engages only in ‘‘royalty-related’’ activities

146 See Chapter 5 for a discussion of private inurement, private benefit, and excess benefit
transactions and the result of an exempt organization engaging in such transactions,
which may be avoided if the exempt organization forms a wholly owned for-profit
subsidiary to carry out certain activities that the exempt organization is prohibited from
performing. See also Chapter 8 and Section 2.3(c) for discussion of UBIT and lobbying
rules, respectively.

147 In PLR 200225046 (June 24, 2002), the royalty paid by a for-profit subsidiary to its
tax-exempt parent was 10 percent of the subsidiary’s ‘‘gross revenues’’ (defined in the
agreement). The author has reviewed several cases in which the royalty was calculated
on 4 to 5 percent of the subsidiary’s gross income. We note that for several years,
there has been a legislative effort to persuade Congress to amend §512(b)(13), so
that no UBIT would be imposed on the exempt parent, if the payment were at fair
market value, as required under §482. See discussion in Section 6.3(d)(ii)(B) for new
developments.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

(i.e., it exercises only quality control over the use of the intangible assets),
the characterization of the payment as a royalty will not be challenged.
The IRS has stated that it does not intend to litigate in this area, but it will
apply an allocation theory, treating the income from any marketing and
promotional services as UBIT.

However, royalty payments from ‘‘controlled’’ subsidiaries (i.e., own-
ership by vote or value of more than 50 percent of the stock of the
corporation) may constitute unrelated business taxable income to the
exempt parent. Previously, interest, annuities, royalties, or rent (but not
dividends) received by an exempt organization from a controlled entity
were taxable as unrelated business taxable income (‘‘UBTI’’) to the extent
such payments either reduced the controlled entity’s net unrelated income
or increased its net unrelated loss. Under the Pension Protection Act of
2006, such payments received by an exempt organization during 2006, 2007,
or 2008 from a controlled entity will only be included in the calculation of
the exempt organization’s UBTI to the extent that the payments exceed a
comparable fair market value payment, as determined using the principles
of §482.

Given the related-party nature of this royalty arrangement, it is critical
that the royalty payment be based on comparable arm’s-length transactions
between unrelated parties. This approach is consistent with §482, and
should withstand any potential IRS challenge. The nonprofit must retain
the services of an independent professional consulting service to conduct
a valuation analysis in connection with the implementation of the license
agreement.

CAVEAT

We recommend that the royalty arrangement be made prospective, but it may
memorialize payments made in prior years, for which no royalty fee was paid.

1.21 PRIVATE INUREMENT AND PRIVATE BENEFIT

The prohibitions against private inurement and private benefit are funda-
mental to tax-exempt status and are among the key issues on which the IRS
focuses in analyzing joint ventures involving exempt organizations. This
book explores the parameters of the doctrines of private inurement, private
benefit and ‘‘excess benefit transactions,’’ and the types of situations in
which these issues may arise.148

148 See Chapter 5.
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1.21 PRIVATE INUREMENT AND PRIVATE BENEFIT

Some of the most controversial transactions involve nonprofits which
provide educational and health services, derive income from televi-
sion contracts for college sports, and earn income from selling and
renting their mailing lists. One issue is whether the activity is too
‘‘commercial’’ and, to the extent the activity generates a profit, who
benefits from the profit.

Regardless of the presence of exempt entities as participants in a joint
venture, nonexempt partners will face the same traditional issue of reason-
able compensation that plagues many commercial entities—deductibility
under §162. However, the presence of an exempt organization as a joint
venture partner introduces additional key concerns. The first concern is
whether any of the financial or nonfinancial arrangements contemplated
by the joint venture results in the inurement of any portion of the exempt
organization’s earnings to an officer, director, or founder (i.e., an ‘‘insider’’)
of the exempt organization. The second concern is whether the participa-
tion of the exempt organization in the joint venture confers a benefit on
private individuals and/or nonexempt entities that is substantial and pro-
vides evidence that the exempt organization is operating for private benefit
rather than for its exempt purpose.

The third concern is whether there has been an ‘‘excess benefit trans-
action’’ under the intermediate sanctions provisions.149 The intermediate
sanction rules were enacted in response to perceived financial abuses
in the world of nonprofit organizations in general and public charities
specifically. Until the adoption of §4958, the IRS’s only enforcement tool
was revocation of a public charity’s exempt status, a result considered too
severe in most circumstances. In addition to the severity of revocation as a
penalty, revocation penalized the nonprofit itself; there was no mechanism
to punish the wrongdoer in the context of public charities as there was for
private foundations in the Chapter 42 excise tax provisions.

Compliance with the guidelines of the intermediate sanctions provi-
sions is particularly important in regard to joint ventures between for-profit
and nonprofit organizations. First, such ventures by their nature attract
greater scrutiny. Second, engaging in a transaction with one or more
for-profit entities inherently raises the potential for impermissible benefit
and inurement. Accordingly, this book explains the significant terms and
definitions of the intermediate sanctions rules.

Specifically, the regulations apply to public charities that would be
described in §501(c)(3) or (4) and exempt from tax under §501(a), as well as
any organizations that were exempt from tax under §501(a) and that were
described in §501(c)(3) or (4) at any time during the five years preceding

149 §4958 and regulations thereunder.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

the date of an excess benefit transaction (the ‘‘lookback period’’).150 They
do not, however, apply to private foundations,151 trade associations, or
other types of exempt organizations. Foreign organizations receiving sub-
stantially all of their support from sources outside the United States also
are not subject to §4958, regardless of §501(c)(3) or (4) status.152

Compensation is one of the more sensitive and troublesome, yet com-
mon, contexts to which these basic proscriptions may apply. The law of
exempt organizations has borrowed the nomenclature from the for-profit
sector: compensation is said to be ‘‘reasonable’’ when the total compensa-
tion package is found to be reasonable relative to the services provided to
the exempt organization.

Under the intermediate sanctions regulations, organizations must
ensure that their compensation arrangements are ‘‘reasonable’’—
reasonable being that which would be paid for similar services by similar
enterprises under similar circumstances. In determining reasonableness,
the IRS will consider those circumstances in existence when a contract
for services is made, unless reasonableness cannot be determined from
such circumstances, such as when an unspecified performance bonus is
to be paid at a later date. Under these circumstances, a determination of
reasonableness cannot be made as of the date of the contract, but, rather,
will be based on all the facts and circumstances, up to and including the
date of payment.153

Compensation consists of cash and noncash compensation, including
the following:

• Salary, fees, bonuses, and severance payments that are paid154

• All forms of deferred compensation that are earned and vested155

150 With the exception of churches that, per statute, do not have to file Form 1023, only
§501(c)(3) organizations that file Form 1023 are subject to the intermediate sanctions.
State and local government organizations that would be described in (c)(3) or (c)(4)
were they not governmental related are therefore not subject to the intermediate
sanction regulations, absent a request for §501(c)(3) status. See Bernadette M. Broccolo
et al., ‘‘Rules to Live By: IRS Releases Intermediate Sanctions Regulations,’’ Exempt
Organization Tax Review 21 (1998): 287, 291.

151 Because private foundations are subject to §4941 excise taxes, it would not be advanta-
geous for a §501(c)(3) organization to seek private foundation status in order to avoid
the intermediate sanctions.

152 Reg. §53.4958-2.
153 Reg. §53.4958-4(b)(3)(i).
154 Reg. §53.4958-4(b).
155 Reg. §53.4958-4(b)(3)(ii)(B).
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1.21 PRIVATE INUREMENT AND PRIVATE BENEFIT

• Premiums paid for liability or other insurance, as well as pay-
ments or reimbursement for expenses, fees, or taxes not covered by
insurance156

• All other benefits, including dental, disability benefits, and life
insurance plans, as well as taxable and nontaxable fringe benefits157

• Any other economic benefit provided directly or indirectly (includ-
ing any benefits through joint venture arrangements)158

Compensation issues that are particularly relevant to nonprofits
engaged in joint ventures and that are encompassed by the interme-
diate sanctions provisions include incentive compensation, deferred
compensation, physician recruitment incentives, and gain sharing.159

Under the §4958 regulations,160 persons in a position to exercise sub-
stantial influence over a charitable organization will be penalized for
receiving from the organization a greater benefit than warranted by the
consideration they provided. The definition of disqualified person is based
on facts that show the person actually had substantial influence over an
organization, rather than on the person’s title. Notably, the Pension Pro-
tection Act of 2006 expanded the definition of ‘‘disqualified persons’’ to
include donors to donor-advised funds, and classified disqualified persons
in supporting organizations.

The final regulations adopt the view of the Seventh Circuit in the United
Cancer Council161 case that a person who is an outsider when he or she
negotiates a fixed-payment contract is allowed a ‘‘first bite.’’ In such a
situation, it is assumed that the organization negotiated a fair contract at
arm’s length, so it will not be subject to penalties under the intermediate
sanctions regulations. However, several of the examples appear to restate
the Service’s position in United Cancer Council that an outsider can become
a disqualified person through a contract.

Of particular interest to joint ventures, the regulations make it clear that
indirectly conferred excess benefits are also prohibited. Thus, a subsidiary
or joint venture may not provide excess benefits to a person who is
prohibited from receiving them directly from the parent or limited partner.

Another section of particular interest, that on revenue sharing, was
withdrawn. The IRS concluded that revenue-sharing arrangements should

156 Reg. §53.4958-4(b)(3)(ii)(C).
157 Reg. §53.4958-4(b)(3)(ii)(D).
158 Reg. §53.4958-4(b)(3)(ii)(E).
159 See Sections 5.4(c), 12.3(c), and 12.4.
160 See Section 5.4 for a more complete discussion.
161 See Section 2.3(b)(ii).
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

be analyzed under the general facts-and-circumstances test used for all
excess benefit transactions. If the revenue that is shared exceeds the
property or services provided in exchange, it will be considered excess.
The standards used for valuation are the familiar ones of market value
for property and reasonable compensation (within the range of that paid for
like services under similar circumstances). Two examples of initial contracts
included in the regulations show that the Service will treat revenue-sharing
arrangements as reasonable compensation if implemented in the form of
fixed-payment contracts.

The regulations provide a rebuttable presumption that gives orga-
nizations an assurance that they have not entered into excess benefit
transactions as long as they follow designated procedures. The regulations
also add specific guidelines and detail on what constitutes corrective action
if an excess benefit transaction does occur. These rules are described in
detail in Chapter 5.

1.22 LIMITATION ON PRIVATE FOUNDATION’S
ACTIVITIES THAT LIMIT EXCESS
BUSINESS HOLDINGS

This book focuses primarily on joint ventures involving §501(c)(3) ‘‘charita-
ble organizations.’’ All such charitable organizations are divided into two
general categories, public charities (such as churches, nonprofit schools,
and publicly supported organizations) and private foundations.162 Private
foundations are charities that receive their primary financial support from
a few individuals or corporations, or from income earned by their own
large endowments.

Public charities and private foundations are subject to the same general
tax law requirements: They must be operated exclusively for public as
opposed to private purposes; their assets cannot be used to benefit private
persons; and they cannot engage in any political activity. Public charities,
however, may conduct an insubstantial amount of lobbying activity.163

162 A private foundation is a §501(c)(3) charitable organization, other than the following
four types of organizations: (1) an organization that is a church, hospital, government-
supported organization, or educational organization; (2) an organization that receives
more than one-third of its annual support from gifts, grants, contributions, membership
fees, and receipts from admissions and sales of merchandise; (3) an organization that
is operated, supervised, or controlled by an exempt organization; or controlled by
an exempt organization; and (4) an organization which is organized and operated
exclusively for testing for public safety. See §509(a).

163 See Section 2.3(d).
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1.23 INTERNATIONAL JOINT VENTURES

Stringent though these general rules may appear, private foundations
are subject to additional limitations. Private foundations must pay a tax
on their net investment income, they cannot engage in any lobbying,
they cannot undertake the simplest of commercial transactions with cer-
tain disqualified persons, they must distribute at least specified amounts
to charity each year, their investments must meet strict standards of
prudence, their grantmaking procedures must be fair to all prospective
candidates, and they must not own more than a minority interest in
any business. Infractions of these rules are punished by the imposition
of stiff excise taxes, both on the foundation and, in some cases, on the
persons who run them. This book examines a foundation’s permissible
ownership interest in a business enterprise and the consequences of excess
business holdings.

Generally, an excise penalty tax of 10 percent is imposed on a private
foundation if it has excess business holdings in a business enterprise,
including a joint venture.164 ‘‘Excess’’ business holdings are generally
determined with reference to the foundation’s own holdings and the hold-
ings of all ‘‘disqualified persons.’’ As a general rule, the combined holdings
of a private foundation and all disqualified persons in any joint venture,
partnership, or corporation that are not substantially related to the exempt
purposes of the foundation are limited to 20 percent of the voting stock
or profits interest.165 Furthermore, an additional tax of 200 percent of
the value of such excess holdings will be imposed if the excess business
holdings are not disposed of within a ‘‘correction period.’’

1.23 INTERNATIONAL JOINT VENTURES

In the modern global community, news of human suffering, poverty, and
natural disaster has been brought to the forefront of our attention. Accord-
ingly, over the past 10 years, the United States has seen an increase in
the number of domestic charities responding to the needs of other nations
and their peoples by expanding their charitable activities into the interna-
tional arena. This charitable work is often performed in cooperation with
the host government, other international organizations, community orga-
nizations, private national or international groups, or nongovernmental
organizations (NGOs). Current law provides for special rules governing
the use and expenditure of charitable assets overseas, and practitioners
must exercise care in the structuring of foreign charitable undertakings to

164 §4943(a)(1); Reg. §53.4943-1. The Pension Protection Act of 2006 amended this section,
increasing the penalty tax from 5 percent to 10 percent.

165 Reg. §53.4943-1.
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INTRODUCTION: JOINT VENTURES INVOLVING EXEMPT ORGANIZATIONS

ensure that neither the deductibility of contributions made to the charitable
organization nor the organization’s tax-exempt status is endangered.166

This book discusses, in the context of joint ventures, the different
methods by which a domestic charitable organization may conduct over-
seas charitable activity.167 In addition, the use of (and interaction with)
‘‘friends’’ organizations,168 the application of foreign law to joint ventures
involving domestic participants,169 and the strict grantmaking provisions
applicable to private foundations (major participants in the international
charitable arena) are analyzed, as are the newly released regulations
adding several examples involving program related investments in for-
eign countries.170 As discussed in Chapter 6, some social entrepreneurs
are adopting creative approaches to addressing societal needs, including
operating without forming a separate nonprofit entity to raise funds for a
particular cause, a process which is facilitated by use of the Internet and
social media platforms.

The United States and Canada finally implemented a treaty that grants
automatic recognition of exempt status to religious, scientific, literary,
educational, or charitable entities, provided that they have been recognized
as charitable under the laws of the country in which they were organized.171

The United States government has embarked on a series of actions
designed to address the use of U.S. charities by international terrorist
groups to fund terrorist activities. While some of these actions may create
cumbersome procedures for charities, including the use of joint ventures,
the need for government intervention to curb instances of fraud and
illegal uses of charitable contributions outweighs the need to retain the
simplified procedures for obtaining and maintaining nonprofit status.
(See Section 17.3 for discussion.)

1.24 OTHER DEVELOPMENTS

As described in Chapter 6, using an LLC to conduct one or more of
a nonprofit’s programs or activities can now almost be considered a
‘‘traditional’’ joint venture vehicle. A trend spurred by the desire of social
entrepreneurs to find new ways to achieve social objectives is the adoption

166 See Sections 17.2 and 17.9.
167 See generally Chapter 17.
168 See Section 17.2(b).
169 See Sections 17.8 and 17.9.
170 See generally §§4942-4946 and §170 and the regulations thereunder. See also Section 6.5

and Chapter 17.
171 See Section 17.11(c).
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1.24 OTHER DEVELOPMENTS

of state legislation creating so-called hybrid entities. The first such entity
was the L3C, a low profit LLC adopted in approximately 11 jurisdictions.
The L3C is a modified LLC formed for the purpose of facilitating program
related investments by private foundations. While its promoters hoped
that the IRS would recognize L3Cs as appropriate PRI vehicles, thereby
avoiding the burden of repeatedly having to satisfy the PRI rules, the IRS
has not yet granted such blanket approval.

Other hybrid vehicles that have been adopted in some states include
social benefit corporations and the flexible purpose corporation, the latter
of which has only been adopted in one state, California, as of this writing.
These are for-profit organizations that, pursuant to their respective gov-
erning laws and corporate instruments, permit their boards to consider
specified social causes when making corporate decisions without expo-
sure to liability to shareholders who might be disgruntled about lower
profitability.

The growth of the Internet affects many aspects of exempt organization
tax law. The IRS is considering the need for additional regulation of
advertising, trade shows, lobbying, and political activity on the Internet.172

For example, the lines between corporate sponsorship and advertising
may have to be clarified for a medium that can transport the reader of
a sponsorship acknowledgment to a commercial environment with the
movement of one fingertip.173 The IRS itself increasingly makes use of the
Internet to communicate’ its website has numerous tools, publications and
workshops to help taxpayers navigate the processes of applying for and
maintaining tax exemption. The new reports required from §527 political
organizations may be made entirely electronically and the IRS is working
on an electronic submission process for the application for tax exemption
(Form 1023). The annual reports of all exempt organizations are now
readily available on several sites on the Internet. State charities officials
have also made innovative use of the Internet to develop and disseminate
recommendations for regulating charitable solicitations over the web.174

These developments are described throughout the book.

172 See Section 8.5(g).
173 Id.
174 See Section 8.5(g).
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