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The Ins and Outs of Private Operating Foundations

Introduction

All IRC §501(c)(3) organizations are
not created equal (or regulated equally).
Although all are exempt from federal
income tax, they are further subclassified
as public charities or private foundations.
The reason for the distinction turns in part
on the need to make sure that—in exchange
for their tax-exempt status and ability to
attract deductible contributions—all IRC
§501(c)(3) organizations are subject to
oversight that will ensure that they operate
consistently with their exempt purpose. In
the case of organizations that operate in
the public eye—either because of the nature
of their activities (churches, hospitals,
schools) or the sources of their financial
support (publicly supported organizations),
the general public has the opportunity and
incentive to make certain that the organi-
zations operate in furtherance of their
exempt purposes. In contrast, the general
public has no real opportunity, or an incen-
tive, to scrutinize the typical grant-mak-
ing foundation, which is funded by only a
small handful of individuals and achieves
its exempt purpose through the relatively
non-public act of providing support to other
organizations. In recognition of the fact
that the public “oversees” some IRC
§501(c)(3) organizations more than oth-
ers, the law further classifies these orga-
nizations as either public charities or pri-
vate foundations.

Private foundations are subject to
requirements (such as the annual minimum
distribution requirement) and restrictions
(such as the absolute prohibition on trans-
actions with insiders) that do not apply to
public charities. And, the charitable con-
tribution deductions for gifts to public char-
ities are more favorable than those for gifts
to private foundations.

Hybrid Nature of Private Operating
Foundations

Private operating foundations are classi-
fied as private foundations because they do
not qualify as public charities on the basis
of their activities or sources of support, but
they do nonetheless share some traits with

public charities. At a practical level, a pri-
vate operating foundation is different from
a “typical” private foundation, because rather
than simply making grants, it engages in
the active conduct of its own tax-exempt
purpose. For example, while a private foun-
dation might make a grant to a museum, a
private foundation that operates a museum
that is open to the public could qualify as a
private operating foundation.

In recognition of their hybrid nature, the
law allows private operating foundations
some of the benefits normally reserved for
public charities:

* Contributions of cash to private operat-
ing foundations are deductible to the
extent of 50% (60% for tax years begin-
ning after December 31, 2017) of the
donor’s contribution base rather than to
the extent of 30% as applies to contri-
tions of cash to non-operating founda-
tions.'

requirement of IRC §4941 and instead
are required to spend an arithmetically
derived amount directly for the active
conduct of their exempt purposes.*

* Private operating foundations may receive
qualifying distributions from unrelated
private foundations without an expendi-
ture responsibility requirement.’

Qualifying as a Private Operating
Foundation

In order to be treated as a private oper-
ating foundation in a particular taxable
year, a private foundation must make a
threshold amount of qualifying distribu-
tions directly for the active conduct of activ-
ities that constitute its exempt purpose (the
“Income Test”) and also must satisfy one
of three alternative tests: (1) the “Assets
Test,” (2) the “Endowment Test,” or (3)
the “Support Test.”

In recognition of their hybrid nature,
the law allows private operating
Sfoundations
some of the benefits normally reserved
Jor public charities.

* Contributions of long-term capital gain
property to private operating foundations
are deductible to the extent of 30% of the
donor’s contribution base, rather than just
20% as applies to contributions of long-
term capital gain property to non-oper-
ating foundations.’

* Contributions of long-term capital gain
property to private operating foundations
generally are based on the property’s fair
market value rather than its basis (as is the
case with contributions to non-operating
foundations, except in the case of pub-
licly traded securities).’

* Private operating foundations are not sub-
ject to the annual minimum distribution

A foundation may satisfy the Income
Test and any one of the Assets Test, the
Endowment Test, or the Support Test by
satisfying such tests for any three taxable
years during a four-year period consisting
of the taxable year in question and the three
immediately preceding taxable years, or
on the basis of all pertinent amounts of
income or assets held, received, or dis-
tributed during the four-year period.

So, for example, for 2018, a private oper-
ating foundation may satisfy the Income
Test and one of the alternative tests on the
basis that it satisfied the required tests for
any three of the taxable years 2018, 2017,
2016, and 2015, or on the basis that it sat-
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isfied the required tests during the period
2015-2018.

Caution: A foundation may not use one
method for satisfying the Income Test and
a different method for satisfying one of the
alternative tests. However, the foundation
may use either the three-of-four-years
method or the aggregate method in any
given reporting year.’

The Income Test in Action

The distribution requirement under the
Income Test is less onerous than the dis-
tribution requirement that applies to pri-
vate non-operating foundations, which
must make qualifying distributions that
equal minimum investment return, less cer-
tain taxes paid.® Instead, a private operat-
ing foundation must make qualifying dis-

ing the year." The following examples show
how the Income Test works in practice.
Example 1: The hypothetical Bauer
Museum, a private operating foundation,
calculates the following amounts:

* Adjusted net income: $100
* Minimum investment return: $150

In order to satisfy the Income Test, Bauer
Museum must make qualifying distribu-
tions directly for the active conduct of its
exempt purpose in an amount equal to at
least $85 (.85 x $100).

IRC §4942(j)(3) provides an additional
refinement to the Income Test in cases
where a foundation’s minimum investment
return is less than adjusted net income. If
the foundation’s total qualifying distribu-
tions exceed its minimum investment return
but are less than adjusted net income, sub-
stantially all of the qualifying distributions

IRC §4942(j)(3) provides an additional refinement to

the Income Test in cases where a foundation’s

minimum investment return is less than adjusted net
income.

tributions directly for the active conduct
of its exempt purpose activities in an
amount equal to substantially all (defined
as 85%) of the lesser of:

* The foundation’s adjusted net income;
or

« The foundation’s minimum investment
return.’

Prior to 1982, in order to satisfy the
Income Test, a private foundation was
required to make qualifying distributions
equal to substantially all of its adjusted net
income. The Economic Recovery Tax Act
of 1981 liberalized the Income Test for tax-
able years beginning after December 31,
1981, however, allowing a private founda-
tion to distribute based on the lesser of
adjusted net income or minimum invest-
ment return. Thus, a private operating foun-
dation with no adjusted net income could
satisfy the Income Test even if it did not
make any qualifying distributions at all dur-

must be made directly for the active con-
duct of the foundation’s exempt purpose."
Example 2: In a subsequent year, Bauer
Museum calculates the following amounts:
* Adjusted net income: $100
 Minimum investment return: $80
¢ Qualifying distributions: $90
Ordinarily, Bauer Museum would have
to make qualifying distributions directly
for the active conduct of its exempt pur-
pose in an amount equal to 85% of the less-
er of its adjusted net income or minimum
investment return (which in this case is
$80, resulting in a distribution requirement
of $68). However, because total qualify-
ing distributions exceed minimum invest-
ment return, 85% of the total qualifying
distributions ($76.50) must be made direct-
ly for the active conduct of Bauer Muse-
um’s exempt purpose.
However, if the foundation’s minimum

investment return is less than its adjusted
net income and the foundation’s qualifying
distributions equal or exceed its adjusted net
income, only that portion of the qualify-
ing distributions equal to substantially all
(85%) of the foundation’s adjusted net
income must be made directly for the active
conduct of its exempt purpose." Stated dif-
ferently, in no case would a foundation be
required to make qualifying distributions
directly for the active conduct of the foun-
dation’s exempt purpose in an amount
greater than 85% of adjusted net income.”

Example 3: In a later subsequent year,
Bauer Museum calculates the following
amounts:

* Minimum investment return: $100
¢ Adjusted net income: $120
* Qualifying distributions: $150

In order to satisfy the Income Test, Bauer
Museum must make at least $102 (.85 x
120) of its qualifying distributions direct-
ly for the active conduct of its exempt pur-
pose.

Practice Point: In sum, the modern
Income Test will never yield a distribution
requirement that is more onerous than the
one that applied prior to 1982: a private
foundation will never have to distribute
more than an amount equal to 85% of its
adjusted net income directly for the active
conduct of its exempt purpose, regardless
of the total amount of its qualifying distri-
butions.

However, a foundation with a low min-
imum investment return cannot satisfy the
Income Test by making a relatively small
amount of direct qualifying distributions
(equal to 85% of minimum investment
return) while also making substantial non-
direct qualifying distributions, because if
qualifying distributions exceed minimum
investment return, 85% of qualifying dis-
tributions must be made directly for the
active conduct of the foundation’s exempt
purpose.

Adjusted Net Income. Adjusted net
income is the excess of gross income
(including gross income from any unre-
lated trade or business) determined with
certain modifications (See Exhibit 1) over

See INS AND OUTS, next page

© 2018 Civic Research Institute. Photocopying or other reproduction without written permission is expressly prohibited and is a violation of copyright.



January/February 2018

FAMILY FOUNDATION Advisor 5

ed net income rules.

6. Gross income includes:

set aside.

Exhibit 1

Income Modifications Used to Calculate Gross Income’

1. Interest on government obligations normally excluded under IRC §103 is included in gross income.

2. When reporting capital gains and losses from the sale or other disposition of property, only net short-term capital gains are includ-
ed in gross income. Long-term capital gains or losses are not included.

3. Net IRC §1231 gains are not included, but net IRC §1231 losses may be included if they are otherwise deductible under the adjust-

4. Short-term capital losses may not be deducted, carried back, or carried forward.
5. Capital gain dividends received from a regulated investment company are not included.

a. Amounts received or accrued as repayments of amounts taken into account as qualifying distributions for any tax year;

b. Amounts received or accrued from the sale or other disposition of property to the extent that the acquisition of the property was
considered a qualifying distribution for any tax year, and

¢. Any amount set aside for a specific project to the extent the amount set aside was not necessary for the purposes for which it was

7. Gross income does not include the built-in gain on property distributed for an exempt purpose.
8. Income received from an estate during the administration period is not included in the gross income. However, if the estate is con-
sidered terminated for income tax purposes because of a prolonged administration period, the income will be included in gross income.

* See Treas. Reg. §53.4942(a)-2(d)(2); Internal Revenue Service, “Income Modifications—Adjusted Net Income of Pri-
vate Operating Foundations.” Available at www.irs.gov/charities-non-profits/private-foundations/income-modifications-
adjusted-net-income-of-private-operating-foundations.

INS AND OUTS, from page 4

the total deductions (including any deduc-
tions directly connected with carrying on
any unrelated trade or business) that would
be allowed to a taxable corporation, with
certain modifications (see Exhibit 2, on
page 6). No exclusions, deductions, or cred-
its are allowed for purposes of calculating
adjusted net income other than the income
modifications and deduction modifications
specifically provided.

Gross income does not include gifts,
grants, or contributions received by the
foundation, but does include income from
a functionally related business." No exclu-
sions, deductions, or credits are allowed
for purposes of calculating adjusted net
income other than the income modifica-
tions and deduction modifications specif-
ically provided.”

Minimum Investment Return. For pur-
poses of the Income Test, a foundation’s
minimum investment return is the same as
it would be for other purposes under IRC
§4942.' In general terms, it is equal to 5%
of the excess of the aggregate fair market

value of the foundation’s non-exempt use
assets over the acquisition indebtedness
with respect to such assets.”” As a practical
matter, a private operating foundation may
hold a significant portion of its assets for
exempt use. For example, a collection of
paintings loaned to a museum or displayed
in the foundation’s own museum,'® and an
island held by a private foundation to pre-
serve the island’s ecological system and
the archeological remains," are used direct-
ly in the active conduct of the foundation’s
exempt purpose.

Practice Point: The greater the portion
of its assets held for an exempt use, the
lower the foundation’s minimum invest-
ment return, and the higher the likelihood
that the foundation will be subject to the
Income Test refinement of IRC §4942(;)(3),
under which if total qualifying distributions
exceed minimum investment return, sub-
stantially all qualifying distributions must
be directly for the active conduct of the
foundation’s exempt purpose.

Distributions Directly for the Active
Conduct of a Foundation’s Exempt Pur-
pose. In order to count toward the Income

Test threshold, a distribution must be made
directly for the active conduct of the foun-
dation’s exempt purpose. This requirement
means that the distributions must be used
by the foundation itself rather than by or
through a grantee organization.” Grants
made to other organizations, to assist them
in accomplishing their own exempt pur-
poses, are considered an indirect, rather
than a direct means of carrying out the

grantor foundation’s exempt purpose.
Practice Point: From time to time, foun-
dations that want to fund a particular aca-
demic’s research make grants to the insti-
tution (such as a university) with which the
researcher is affiliated. Because these grants
are made to an organization, rather than to
an individual, they do not count as quali-
fying distributions made directly for the
active conduct of the foundation’s exempt
purpose. In order for these grants to count
toward the Income Test, the foundation
must make the grants directly to the indi-
vidual researcher, in accordance with the
rules set forth below, under the subhead-
ing “Grants to Individuals.” In completing
See INS AND OUTS, next page
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Exhibit 2

for the production or collection of income.

ed for purposes of calculating the foundation’s adjusted net income.

Deduction Modifications Used to Calculate Gross Income”

For purposes of calculating adjusted net income, deductions are limited to ordinary and necessary expenses paid or incurred for the
production or collection of gross income, or for the management, conservation, or maintenance of property held for the production of income.
These expenses include compensation of officers and other salaries and wages of employees, interest, rent, and taxes paid or incurred

When only part of the foundation’s property is income-producing or held for the production of income, and the remainder is used for
exempt purposes, the allowable deductions must be divided between exempt and non-exempt uses.

Example A: The hypothetical Edwards Family Foundation operates out of a converted residence. One portion of the residence is
used to operate the Foundation's grant-making activities, and another portion of the residence is used to manage the Foundation’s
investments and rental real estate. The expenses associated with the portion of the building used for grant-making are not deduct-

Note: It the expenses for property used for an exempt purpose exceed the income derived from such property, the excess is not allowed
as a deduction for purposes of calculating adjusted net income but may be treated as a qualifying distribution.

Example B: The hypothetical Davis Arts Foundation operates a performing arts theater as part of its exempt purpose. The expens-
es of operating the theater exceed the income generated by the theater. These excess expenses are not allowed as a deduction for
purposes of calculating the foundation’s adjusted net income but may be treated as qualifying distributions.

Allowances for straight line depreciation and depletion (other than percentage depletion) are deductible. Use of the accelerated cost
recovery system is not permitted. Deductions for expenses and interest paid or incurred to carry tax-exempt obligations are allowed.

tions-income-test-private-operating-foundation-status.

* See Treas. Reg. §53.4942(a)-2(d)(2), (4),; Internal Revenue Service “Deduction Modifications—Income Test—Private
Operating Foundation Status.” Available at www.irs.gov/charities-non-profits/private-foundations/deduction-modifica-

INS AND OUTS, from page 5

Part XIV of its Form 990-PF, the founda-
tion should take care to ensure that grants
to organizations (even if used to fund the

* Amounts paid to acquire or maintain
assets used directly in the conduct of the
foundation’s exempt activities, such as
the operating assets of a museum, park,
or historic site;

In completing Part X1V of its Form 990-PF; the
Sfoundation should take care to ensure that grants to
organizations (even if used to fund the work of a

particular researcher) are reported as qualifying
distributions not used directly for the active conduct
of exempl aclivilies.

work of a particular researcher) are report-
ed as qualifying distributions not used
directly for the active conduct of exempt
activities.

Examples of distributions made direct-
ly for the active conduct of a foundation’s
exempt purpose include:

* Reasonable administrative expenses, such
as staff salaries, traveling expenses, and
other operating costs required to conduct
exempt activities (regardless of whether
these expenses and costs are “directly for
the active conduct” of exempt activities).
Caution: Administrative expenses and

operating costs that are not attributable
to exempt activities, such as expenses in
connection with the production of invest-
ment income, are not treated as such qual-
ifying distributions. Expenses attribut-
able to both exempt and nonexempt
activities must be allocated between the
two types of activities on a reasonable
and consistent basis.

» Amounts set aside for specific projects
to be used directly for the active conduct
of the foundation’s exempt activities, if
the set-aside meets the requirements of
Treas. Reg. §53.4942(a)-3(b)";

* Payments of the IRC §4940 tax on net
investment income™;

* Certain grants to individuals (discussed
below).

Grants to Individuals. If a foundation

awards grants, scholarships, or other pay-
ments to individual beneficiaries (includ-
ing program-related investments made to
individuals or corporate enterprises) to sup-

See INS AND OUTS, next page
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port active programs to carry out the foun-
dation’s exempt purpose, these payments
will be treated as qualifying distributions
made directly for the active conduct of the
foundation’s exempt purpose so long as
the foundation—apart from making or
awarding the grants, scholarships, or other
payments—otherwise maintains some sig-
nificant involvement in the active programs
in support of which the payments were
made.” In contrast, an organization that
provides scholarships to individuals with-
out otherwise conducting educational activ-
ities of its own is not a private operating
foundation.*

A foundation is considered to maintain
a “significant involvement” in the pro-
grams in the following situations:

* Relief of Poverty or Distress: (1) An
exempt purpose of the foundation is the
relief of poverty or human distress, and
its exempt activities are designed to ame-
liorate conditions among a poor or dis-
tressed class of persons or in an area sub-
ject to poverty or natural disaster; (2) the
making or awarding of grants or other
payments to accomplish this exempt pur-
pose is direct, and without the assistance
of an intervening organization or agency;
and (3) the foundation maintains a
salaried or volunteer staff of administra-
tors, researchers, or other personnel who
supervise and direct these activities on a
continuing basis.”

* Specialized Skills, Expertise, or Involve-
ment: (1) The foundation has developed
some specialized skills, expertise, or
involvement in a particular discipline or
substantive area (such as scientific or
medical research, social work, education,
or the social sciences); (2) it maintains a
salaried staff of administrators,
researchers, or other personnel who super-
vise or conduct programs or activities
that support and advance the foundation’s
work in the particular area; and (3) as a
part of such programs or activities, the
foundation makes or awards grants, schol-
arships, or other payments to individu-
als to encourage and further their involve-
ment in the area of interest and in some
segment of the programs or activities car-

If a foundation does not
do more than select,
screen, or investigate
applicants for grants or
scholarships, pursuant
to which the recipients
perform their work or
studies alone or
exclusively under the
direction of some other
organization, the grants
or scholarships will not
be treated as qualifying
distributions made
directly for the active
conduct of the
Soundation’s exempt
purpose.

ried on by the foundation (such as grants
under which the recipients, in addition
to independent study, attend classes, sem-
inars, or conferences sponsored or con-
ducted by the foundation, or grants to
engage in social work or scientific
research projects that are under the gen-
eral direction and supervision of the foun-
dation).”

Example 4: The private foundation
described in PLR 9203004 (August 9,
1991) was organized to provide assistance
to needy individuals engaged in the fishing
industry. The foundation makes direct dis-
tributions to individuals and to publicly
supported organizations that assist indi-
viduals for such purposes as helping sick
fishermen pay boat insurance and electri-
cal bills, make mortgage payments, pur-
chase furniture, and pay for home repairs,
rent, and food. The foundation maintains
a staff of volunteer and salaried workers,
including a nurse and licensed social work-

ers, who are experienced in helping indi-
viduals in need. Clients are referred to the
foundation by social service agencies. The
foundation provides ongoing counseling
and assistance, and refers clients to other
social services agencies. It often follows
recipients for several years, including by
making home visits, and maintains follow-
up procedures to keep track of clients. The
IRS ruled that because (1) the foundation’s
assistance was targeted to an area and
industry that suffered from chronic unem-
ployment; and (2) the foundation main-
tained an ongoing relationship with many
of its clients, providing them with a vari-
ety of assistance programs based on their
individual circumstances, the foundation’s
grants and other forms of assistance were
qualifying distributions made directly for
the active conduct of the activities consti-
tuting its exempt purposes.

Caution: If a foundation does not do
more than select, screen, or investigate
applicants for grants or scholarships, pur-
suant to which the recipients perform their
work or studies alone or exclusively under
the direction of some other organization, the
grants or scholarships will not be treated as
qualifying distributions made directly for
the active conduct of the foundation’s
exempt purpose. However, the adminis-
trative expenses of such screening and
investigation (as opposed to the grants or
scholarships themselves) may be treated
that way.”

The Alternative Tests

As noted above, in addition to the
Income Test, a private operating foundation
must satisfy either the Assets Test, the
Endowment Test, or the Support Test,
which are described below.

The Assets Test. A foundation satisfies
the Assets Test if substantially more than
half (65% or more) of its assets:

1. Are devoted directly to any combination
of the active conduct of activities con-
stituting the foundation’s exempt pur-
pose, or functionally related businesses;

2. Are stock of a corporation that is con-
trolled by the foundation and substan-
tially all of the assets of which are devot-
ed to the purposes in Point 1; or

See INSAND OUTS, next page
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3. Are in part assets that are described in
Point 1 and in part assets that are
described in Point 2.**

Whether a particular asset is devoted
directly to the active conduct of activities
constituting the foundation’s exempt pur-
pose is a question of fact. Examples of
assets that would meet the Assets Test are
a museum’s exhibition building and per-
manent collection; research facilities and
scientific patents; and kitchen facilities and
food delivery trucks used to provide meals
to the indigent. Generally, assets held for

foundation is not treated as an asset devot-
ed directly to the foundation’s exempt pur-
pose.”!

Example 6: The hypothetical Jones
Research Foundation sets aside the sum of
$1 million, to be used to construct a new
laboratory facility where the foundation
will conduct its research activities.
Although the $1 million set-aside counts as
a qualifying distribution for purposes of
the Income Test, it does not count toward
the requirements of the Assets Test.

The Endowment Test. The Endow-
ment Test is similar to the Income Test,
and many organizations that meet the

Generally; assets held for the production of income
(including offices for employees engaged in the
management of the foundation’s
endowment funds) are not considered devoted directly
to the foundation’s exempt purpose.

the production of income (including offices
for employees engaged in the management
of the foundation’s endowment funds) are
not considered devoted directly to the foun-
dation’s exempt purpose. If property is
used for both exempt and non-exempt pur-
poses, and if the exempt use represents
95% or more of the total use, the property
will be considered as used exclusively for
an exempt purpose.”

Caution: Assets that are held for pur-
poses of extending credit or making funds
available for a charitable class are not con-
sidered assets devoted directly to the active
conduct of activities constituting the foun-
dation’s exempt purpose.”

Example 5: The hypothetical Hand-Up
Foundation maintains a reserve account
used to guarantee student loans made by a
lending institution. The funds in the reserve
account are not devoted directly to the active
conduct of Hand-Up Foundation’s exempt
purpose. While this amount might consti-
tute a “program related investment,” such
that it is not taken into account for purpos-
es of calculating the foundation’s minimum
vestment return, it does not count toward
the requirements of the Assets Test.

Further, an amount that is set aside by a

Income Test will also meet the Endow-
ment Test.*? Put simply, the Endowment
Test requires that a foundation normally
make qualifying distributions directly for
the active conduct of its exempt purpose in
an amount not less than two-thirds of its
minimum investment return.

As stated earlier, the mandatory income
test requires a foundation to make quali-
fying distributions directly for the active
conduct of its exempt purpose in an amount
equal to at least 85% of the lesser of adjust-
ed net income or minimum investment
return. Because the Income Test is more
stringent than the Endowment Test, so long
as a foundation’s adjusted net income is
higher than its minimum investment return,
the Endowment Test automatically will be
satisfied if the Income Test is satisfied and
the minimum investment return is less than,
equal to, or no more than 27.5% greater
than the foundation’s adjusted net income.
Only where a foundation’s adjusted net
income is significantly less than its mini-
mum investment return does the Endow-
ment Test have independent significance.”

The Support Test. The Support Test is
met if the following three requirements are
satisfied:

1. 85% or more of the foundation’s support
(other than gross investment income) is
normally received from the general pub-
lic and from five or more exempt orga-
nizations that are not commonly con-
trolled or related to one another or to the
recipient foundation;

2. Not more than 25% of the foundation’s
support (other than gross investment
income) is normally received from any
one such exempt organization; and

3. Not more than half of the foundation’s
support is normally received from gross
investment income.™

“Support” means gifts, grants, contri-
butions, membership fees, the value of ser-
vices or facilities furnished by a govern-
mental unit without charge, net income
from unrelated business activities, and gross
receipts from admissions, sales of mer-
chandise, performance of services, or pro-
viding facilities in any activity that is not
an unrelated trade or business.”

Support From Other Exempt Organi-
zations. For purposes of the first require-
ment, the support received from any one
exempt organization may be counted
toward the support test only if the founda-
tion receives support from five or more
exempt organizations.*

Example 7: The hypothetical Phillips
Foundation normally receives 20% of its
support (other than gross investment
income) from each of five exempt organi-
zations but does not receive any support
from the general public. The Phillips Foun-
dation may satisfy the Support Test. If the
Phillips Foundation normally received 10%
of its support from each of only three
exempt organizations, however, and the
balance of its support from other sources,
the support from the three exempt organi-
zations could not be taken into account for
purposes of the Support Test.

Support From the General Public.
“Support” received from an individual, a
trust, or a corporation (other than an exempt
organization) is taken into account as sup-
port from the general public only to the
extent that the total amount of support
received from that source during the mea-
surement period does not exceed 1% of
the foundation’s total support (other than

See INSAND OUTS, next page
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gross investment income) during that peri-
od.

In applying the 1% limitation, all support
received by the foundation from any one
source, and from any other person that is
a disqualified person under IRC
§§4946(a)(1)(C) through 4946(a)(1)(G)
are treated as received from one source.
Support received from a governmental unit
is treated as support from the general pub-
lic but is not subject to the 1% limitation.”

Practice Point: A private foundation
that satisfies the Support Test is likely to
qualify as a public charity under IRC
§501(a)(1)/ IRC §170(b)(1)(A)(vi) or IRC
§509(a)(2). In such case, the foundation
might be better served by filing Form 8940,
Request for Miscellaneous Determination,
to terminate its private foundation status
under IRC §507(b)(1)(B) and become a
public charity.

Application of the Operating
Foundation Tests to New
Organizations

Any organization that is applying for
recognition of exemption under IRC
§501(c)(3) may submit information that it
is a private operating foundation. In accor-
dance with Part X of Form 1023, the foun-
dation should include supporting infor-
mation needed to confirm the
determination, along with a written decla-
ration by the principal officer, manager, or
authorized trustee that there is a reason-
able basis in law and in fact that the orga-
nization is a private operating foundation,
and that to the best of the knowledge and
belief of the officer, manager, or trustee,
the information given is complete and cor-
rect.”®

A new foundation ordinarily will be
treated as a private operating foundation
only if it has satisfied the Income Test and
one of the three alternative tests for its first
tax year of existence. If so, it will be treat-
ed as an operating foundation from the
beginning of its first year. But it will con-
tinue to be treated as an operating founda-
tion for its second and third years only if
it satisfies the tests by the combination
method (taking all three years into account)
for the first three years.”

In the alternative, a foundation will be
treated as an operating foundation before
the end of its first tax year if it makes a
good-faith determination that it is likely to
meet the Income Test and one of the three
alternative tests for its first taxable year.
A good faith determination ordinarily will
be treated as made if it is based on an affi-
davit or opinion of counsel that the require-
ments will be satisfied. The affidavit or
opinion must set forth sufficient facts con-
cerning the foundation’s operations and
support for the IRS to be able to determine
that the foundation is likely to satisfy the
requirements.

If an organization that has been treated
as a private operating foundation for its
first tax year ultimately fails to meet the
requirements for its first tax year, it will
be treated as a private non-operating foun-
dation as of the first day of its second tax-
able year, unless it can establish that it is
likely to qualify as an operating founda-
tion on the basis of its second, third, and
fourth taxable years. If so, it will be treat-
ed as an operating foundation until the first
day of a tax year in which it fails to qual-
ify. Status as a private foundation that is
not an operating foundation will continue
until the organization is able to satisfy these
tests by either the three-out-of-four-year
method or the four-years-combined
method.*

Conclusion

Private operating foundation status
requires a meaningful departure from the
activities of a typical grant-making fami-
ly foundation, as well as vigilance to ensure
continued compliance with the Income
Test and one of the three alternative tests.
However, the tax benefits—and the satis-
faction that comes from performing exempt
activities in a more direct manner—may
justify the investment for some family foun-
dations.
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