uish from amounts received as gross re-
Bis from carrying on exempt activities.
In_distinguishing the term gross receipts
om the term grants, the term gross receipts
means amounts received from an activity that is
not an unrelated trade or business, if a specific
service, facility, or product is provided to serve
the direct and immediate needs of the payor
rather than primarily to confer a direct benefit on
the general public. In general, payments made
primarily to enable the payor to realize or receive
some ecenomic or physicat benefit as a result of
the service, facility, or product obtained will be
freated as gross receipts by the payee.

For example, a. profit-making erganization,
primarily for its own betterment, contracts with a
nonprofit organization for a service from that
organization. Any payments received by the
nonprofit organization (whether from the
profit-making organization or from another non-
profit} for similar services are primarily for the
benefit of the payor and are therefore gross
receipts, rather than granis.

Research leading to the development of tan-
gible products for the use or benefit of a payor
generally will be treated as a service provided to
serve the direct and immediate neads of the
payor, while basic research or studies carried on
in the physical or social sciences generally will
be treated as primarily to confer a direct benefit
upon the general public.

Medicare and Medicaid payments are gross
receipts from the exercise or performance of an
exempt function. The individual patient, not a
governmerntal unit, actually controls the ultimate
recipient of these payments. Therefore, Medi-
care and Medicaid receipts for services provided
each patient are included as gross receipts to
the extent they are not more than the greater of
$5.000 or 1% of the organization’s total support
for the tax year.

Membership fees distinguished from gross
receipts. The fact that a membership organi-
zatlon provides services, admissions, facilities,
or merchandise to its members as part of its
overall activities will not, in itself, result in the
classification of fees received from members as
gross recgipts subject to the $5,000 or 1% limit
rather than membership fees. However, if an
organization uses membership fees as a means
of selling admissions, merchandise, sarvices, or
the use of facilities to members of the general
public who have no common goal or interest
(other than the desire fo buy the admissions,
merchandise, services, or use of facilities), the
fees are not membership fees but are gross
receipts,

@n the other hand, to the extent the basic
purpose of the payment is to provide support for
the organization rather than to buy admissions,
merchandise, services, or the use of facilities,
the payment is a membership fee. '

Bureau defined. The term anmy bureau or
simifar agency of a governmental unit for
determining amounts subject to the $5,000 or
1% limit means a specialized operating unit of
the execufive, judicial, or legislative branch of
government in which business -is - conducted
under certain rules and regulations. Since the
term bureau refers to a unit functioning at the
operating, as distinct from the policy-making,
level of govemment, it normally means a subdi-
vision of a department of government. The term
would not usually include those levels of govem-
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ment that are basically policy-making or admin-
istrative, such as the office of the Secretary or
Assistant Secretary of a department, but would
consist of the highest operational level under the
policy-making or administrative levels.
Amounts received from a unit functioning at
the policy-making or administrative level of gov-
ernment are treated as received from one bu-
reau or similar agency of the unit. Units of a
governmental agency above the operating level
are combined and considered a separate bu-
reau for this purpose. Thus, an organization that

" has grass receipts from both a policy-making or
“administrative unit and an operational unit of a

department will be treated as having gross re-
ceipts from two bureaus. For this purpose, the
Departments of Air Force, Army, and Navy are
separate depariments and each has its own
policy-making, administrative, and operating
units.

Example 1. The Bureau for Africa and the
Bureau for Latin America are considered sepa-
rate bureaus. Each is an operating unit under
the Administrator of the Agency for International
Development, a policy-making official. If an or-
ganizafion had gross receipts from both of these
bureaus, the amount of gross recelpts from each
would be subject to the greater of $5,000 or the
1% limit.

Example 2. A bureau is an operating unit
under the administrative office of the Executive
Director. The subdivisions of the bureau are
Geographic Areas and Project Development
Staff. If an organization had gross receipts from
these subdivisions, the total gross receipts from
these subdivisions would be considered gross
receipts from the same bureau and would be
subject to the greater of $5,000 or the 1% limit.

Grants from public charities. For purposes
of the one-thitrd support test, grants received
from a section 509(a){1) organization (public
charity} are generally includible in full in comput-
ing the numerator of the support fraction for that
tax year.

However, if the amount received is consid-
ered an indirect contribution from one of the
public charity's donors, it will retain its character
as a confribution from the donor, and if, for
example, the doner is a substantial contributor
to the ultimate recipient, the amount is excluded
from the numerator of the support fraction. i a
public charity makes both an indirect contribu-
fion from its donor and an additional grant to the

ultimate recipient, the indirect contribution is-

treated as made first.

An indirect contribution is one that is ex-
pressly or impliedly earmarked by the donor as
being for, or for the benefit of, a particular recipt-
ent.ather than for a particutar purpose.

Method of accounting. An organization's
support is determined solely on the cash re-
ceipts and disbursements method of account-
Ing. For example, if a grantor makes a grant to
an organization payable over a term of years,
the grant will be includible in the support fraction
of the grantee organization only when and to the
extent amounts payable under the grant are

received by the grantee.

Gross receipts from a related activity.
When the charitable purpose of an organization
described in section 501{c)(3} is accomplished
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through furnishing facilities for a rental fee or
loans to a particular class of persons, such as
aged, sick, or needy persons, the support re-
celved from those persons will be considered
gross receipts from a related exempt activity
rather than gross investment income ar unre-
lated busitiess taxable income.

However, if the organization also fumishes
facilities or loans to persons who are not mem-
bers of a parficular class and furnishing the
facilities or funds does not contribute importantly
to accomplishing the organization's exempt pur-
poses, the support received from furnishing the
facilities or funds will'be considered rents or
interest and will be treated as gross investment
income or unrelated business taxable income,

Example. X, an organization described in
section 501(c)(3), is organized and operated to
provide living facilities for needy widows of de-
ceased servicemen. X charges the widows a
small rental fee for the use of the facilities. Since
X is accomplishing its exempt purpose through
the rental of the fadilities, the support received
from the widows is considered gross receipts
from a related exempt activity. However, if X
rents part of its facilities to persons having no
refationship to X's exempt purpose, the support
received from these rentals will be considered
gross investment incomé or unrelated business
taxable income.

Section 50%(a)(3) Organizations

Section 509(a)(3) excludes from the definition of
private foundation those organizations that meet
all of the three following requirements.

1. The organization must be organized and at
all times thereafter operated exclusively for
the benedit of, to perform the functions of,
or te carry out the purposes of one or more
specified organizations (which can be ei-
ther domestic or foreign} as described in
section 508(a){1) or 509(a)(2). These sec-
tion 509(a)(1) and 50%(a)(2) organizations
are commonly called publicly-supported
organizations,

2. The organization must be operated, super-
vised, or controlled by or in connection
with one or more of the organizations de-
scribed in section 509(z)(1) or 509(a)(2).

3. The organization must ngt be eontrolled
directly or indiractly by disqualified persons
(defined later) other than foundation man-
agers and other than one or more organi-
zalions described in section 509(a)}(1) or
509(a)(2).

Section 509(a)(3) differs from the other pro-
visions of section 509 that describe a
publicly-suppoited organization. Instead of
describing an organization that conducts a par-
ticular kind of activity or that receives financial
support from the general public, section
509(a}(3) describes organizations that have es-
{ablished certain relationships in support of sec-
tion 509{a)(1) or 509(a)(2) organizations. Thus,
an organization may qualify as other than a
private foundation even though it may be funded
by a single donor, family, or corporation. This
kind of funding ordinarily would indicate private
foundation status, but a section 509(a)(3) organ-




Lntial identity of interests has developed
tween the organizations.

"I a supporting organization is operated, su-
bervised, or controlled by, or is supervised or
controlled in connecticn with, one or more
publicly-supported organizations, it will not fail
the test of being organized for the benefit of
specified organizations solely because its arti-
cles: -

1. Permit the substitution of one publicly-sup-
ported organization within a designated .
class for another publicly-supported organ-
ization either in the same or a different

“class designated in the articles,

2. Permit the supporting organization to oper-
ate for the benefit of new or additional
publicly-supported organizations of the
same or a different class designated in the
articles, or

3. Permit the supporting crganization to vary
the amount of its support among different
publicly-supported organizations within the
class or classes of organizations desig-
nated by the articles.

See also the rules considered under the Orgarni-
zational test, in the later discussion for organiza-
tions in Category two.

Operational test — permissible beneficia-
ries. A supporiing organization wiil be re-
garded as operated éxclusively to support one
or more specified publicly-supported organiza-
tions only if it engages solely in activities that
support or benefit the specified organizations.
These activities may include making payments
to or for the use of, or providing services or
facilities for, individual members of the charita-
ble class benefited by the specified publicly-sup-
ported organization.

For example, a supporting organization may
make a payment indirectly through another un-
related organization fo a member of a charitable
class benefited by a’ specified publicly-sup-
ported organization, but only if the payment is a
grant to an individual rather than a grant to an
organization. Similarly, an organization will be
regarded as operated exclusively to support or
benefit one or more specified publicly-supported
organizations if it supports or benefils a section
501(¢c)(3) organization, other than a private
foundation, that is operated, supervised, or con-
frolled directly by or in connection with a
publicly-supported organization, or an organiza-
tion that is a publicly-owned college or univer-
sity. However; an organization will nol be
regarded as one that is operated exclusively to
‘support o benefit a publicly-supported organi-
zation if any part of its activities is in futherance
of a purpose other than supporting or benefiting
one or mare specified publicly-supported orga-
nizations.

Operational test — permissible acfivities.
A supporting organization does not have to pay
its income to the publicly-supported organiza-
tions to meet the operational test. It may saftisfy
the test by using its income to carry on an inde-
pendent activity or program that supports or
benefits the spedified publicly-supported organi-
zations. All such support, however, must be lim-
ited to permissible beneficiaries described
earlier. The supporting organization also may
engage in fund-raising activities, such as solici-

Page 42

. or more publicly-support

tations, fund-raising dinners, and unrelajgd
trade or business, to raise funds for,
publicly-supported organizations or for i
missible benefictaries. /

Absence of control by disqualifiedl persons.
The third requirement an orgagfization must
meet to qualify as a supportigh organization
requires that the organizationfiot be controlled
directly or indirectly by one gf more disqualified
persons {other than foundagfon managers or one
i organizations).

-, Disqualified persons. For the purposes of
the rules discussed i this publication, the fol-
lowing persons are gonsidered disqualified per-

' sombined voting pow

Gorporation that is{durir§ sl h owner-
ship) a substantial contribufor fo the

foundation,

b. The profits interest of a partnership that
is {during such ownership) a substantial
contributor o the foundation, or

¢. The beneficial interest of a trust or unin-
corporated enterprise that is (during
such ownership} a substantial contribu-
tor to the foundation.

4. A member of the family of any of the indi-
viduals just listed.

5. A corporation of which more than 35% of
the total combined voting power is owned
by persons just listed.

6. A partnership of which more than 35% of
the profits interest is owned by persons
described in (1), (2), (3), or {4).

7. Afrust, or estate, of which more than 35%
of the beneficial interest is owned by per-
sons described in (1), (2}, (3), or (4).

Remember, however, that foundation manag-
ers and publicly-supported organizations are
not disqualified persons for purposes of the
third requirement under section 509(a}(3).

If a person who is a disqualiified person with
respect fo a supporting organization, such as a
substantial contributor, is appointed or desig-
nated as a foundation manager of the support-
ing organization by a publicly-supporied
beneficiary organization to serve as the repre-
sentative of the publicly-supported organization,
thdt person is still a disqualified person, rather
than a representative of the publicly-supported
organization.

An organization is considered controlled for
this purpose if the disqualified persons, by com-
bining their votes or positions of authority, may
require the organization to perform any act that
significantly affects its operations or may pre-
vent the organization from performing the act.
This includes, but is not limited to, the right of
any substantial confributor or spouse to desig-
nafe annually the recipients from among the
publicly-supported organizations of the income
from his or her contribution. Except as explained
under Proof of independent conirol, next, a sup-
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controlled directly or indirectly by one or more
disqualified persons if the voting power of those
persons is 50% or more of the total voting power
of the organization's governing body, or if one or
more of those persons have the right to exercise
veto power over the actions of the organization.

Thus, if the governing body of a foundation is
composed of five trustees, none of whom has a
veto power over the actions of the foundation,
and no more than two trustees are at any time
disqualified persons, the foundation is not con-

sidered controlled directly or indirectly by one or B

more disqualified persons by reason of this fact
alone. However, all pertinent facts and circum-
stances (including the nature, diversity, and in-
come yield of an organization’s holdings, the
length of time parficular stocks, securities, or
other assets are retained, and its manner of
exercising ifs voting rights with respect to stocks
in which members of -its govemning body also
have some interest) are considered in determin-
ing whether a disqualified person does in fact
indirectly control an organization.

Proof of independent contrel. An organi-
zation is permifted to establish to the satisfaction
of the IRS that disqualified persons do not di-
rectly or indirectly control it. For example, in the
case of a religious organization operated in con-.
nection with a church, the fact that the majority
of the organization's governing body is com-
posed of lay persons who are substantial con-
tributors to the organization will not disqualify
the organization under section 508{a)(3) if a
representative of the church, such as a bishop or
other official, has confrol over the policies and
decisiens of the organization.

Category two. This category includes organi-
zafions operated in connection with one or
more organizations described in section
509(a)(1) or 509(a)(2).

This kind of section 509(a)(3) organization is
one that has certain types of operational rela-
tionships. If an organization is to qualify as a
section 509(a)(3) organization because it is op-
erated in connection with one or maore
publicly-supporied organizations, it must not be
controlled by disqualified persons (as described
earlier) and it must meet an organizational test,
a responsiveness test, an integral-part test, and
an operational test.

Organizational test. This test reguires that
the organization, in its goveming instrument:

1. Limit its purposes to supporting one or
more publicly-supported organizations,

2. Designate the organizafions operated, su-
pervised, or controlled by, and -

3. Not have express powers inconsistent with
these pumoses.

These fests apply to all supporting organiza-
tions. :

in the case of an organization that is oper-
ated in connection with one or more
publicly-supported organizations, however, the
designation requirement under the organiza-
tional test can be satisfied using either of the
following two methods.

Method one.  If an organization is organized
and operated to support one of more
publicly-supporled organizations and it is oper-
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