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In the July/August 2018 issue of this publication,
Bruce Hopkins authored a fine article critiquing
the IRS for “acting unlawfully in its efforts to reg-
ulate the governance of tax-exempt organizations.”1

This article should not be read as conflicting with
that of Mr. Hopkins, even though it does purport
to convey some governance principles that, as
Mr. Hopkins noted, “vary in mission, scope, and
content” compared to others that are readily avail-
able. While the absence of any one set of accepted
governance standards and of much (if any) statu-
tory law on the subject make it difficult for non-
profit boards to pursue “good governance,” those
obstacles should not deter boards from striving
to do so. 

Although this author agrees with Mr. Hopkins
that the IRS has been acting without authority in
this area, Mr. Hopkins did fail to note that the
IRS actions he describes were driven, at least in
part, by the fact that most charity regulators (and
some practitioners, including this one) agree that
there is a strong relationship between good board
governance and well-run compliant charities. If
you don’t think so, ask a regulator. Nevertheless,
Mr. Hopkins’s acknowledgment that there is really

no empirical data to support that notion is well
considered. 

This subjective information was first driven
home to this author many years ago, while co-pre-
senting with Oregon’s then Assistant Attorney
General in Charge of the Charitable Activities Di-
vision. I asked whether there was one thing we
could tell our audience to do that would reduce
the number of problem cases he saw in his profes-
sional capacity. His answer: strong and involved
boards of directors. He elaborated that in virtually
every case in his experience of charities’ not acting
in compliance with the law, he had found weak or
sometimes nonexistent board-of-directors oversight.
More recently, this same sentiment was reflected
in media reports as a major factor in the demise of
a 47-year-old charitable institution, the Portland
Marathon. 

An increasing number of media reports have
documented the downfall of charitable organ-
izations, many of which can be attributable to
an absence of strong board oversight and good
governance practices. These are frequently sub-
stantial organizations with otherwise long and
successful histories. Based on my years of re-
viewing news articles and interacting with col-
leagues, as well as my own experiences advising
nonprofit organizations, this article aspires to
provide some very basic guidance and informa-

Nonprofit boards
should follow minimal

best practices for
nonprofit stewardship

to avoid possible
penalties imposed by
the IRS or state legal

authorities.

WILLLIAM MANNE is a partner of Miller Nash Graham & Dunn
LLP, in Portland, Oregon. He is licensed to practice law in Oregon
and Washington, and is a frequent speaker and writer on tax-exempt
and charity matters. 
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tion for advising nonprofit boards that is rea-
sonably acknowledged as minimal best practices
for nonprofit stewardship. 

The nature of charities 
and tax-exempts
At the beginning of the 20th century, the United
States became one of the few countries in the
world to grant income tax exemption to organ-
izations that serve a public interest. The further
grant of a charitable income tax deduction to
donors who contribute to certain of those organ-
izations has helped create a large private sector
of charitable organizations in America (un-
matched by any other country) that perform a
variety of socially beneficial functions, in addition
to those provided by government. But charac-
terization as a charity (or even a tax-exempt or-
ganization) in our country is a privilege, not a
right; and it comes with a price: charities and tax-
exempts must adhere to a set of special rules and
are subject to increased oversight by the federal
government and the states. 

It is not possible in this article to list the entire
gamut of rules applicable to charities, but two
basic rules are worth mentioning: the prohibitions
against “private inurement” and “private benefit.”
Charities formed under Section 501(c)(3) (and
some other provisions) are strictly prohibited
from engaging in any activity that constitutes
private inurement or impermissible private ben-
efit. For this purpose, “private inurement” means
a transfer of value or benefit to a private share-
holder or individual (generally, an insider, such
as a founder, member, officer, director, manager,
substantial contributor, or any other individual
who can exert substantial control over the or-
ganization). In contrast to private inurement,
“private benefit” focuses on individuals outside
the organization who receive a more-than-in-
substantial benefit that is not directly related to
and is not an essential function of the charity’s
public-interest mission. A finding of either public
inurement or impermissible private benefit con-
stitutes grounds for revocation of charity and
sometimes tax-exempt status. 

Charity status is often not required for an or-
ganization to accomplish its mission. When a new
tax-exempt entity is being formed, it is worth con-
sidering whether charity status is critical to achieving

the entity’s mission. Will the organization seek in-
come-tax-deductible donations as a significant
part of its revenue? Will the organization seek grants
from private foundations, government, or other
charities for which the recipient’s charitable status
will be required? Many organizations, particularly
those that receive most of their revenue from ad-
missions, sales of merchandise, performance of
services, or furnishing of facilities, might not need
to be classified as charities at all. Many such or-
ganizations could be more simply structured and
operated to be merely tax-exempt (exempt from
income tax), without having to qualify for charity
status or being subject to its stricter overlay of rules
and oversight. 

The board of directors
A highly functioning corporate nonprofit’s board
of directors is key to its long-term success. Working
with other stakeholders, such as the chief executive
officer, staff, volunteers, donors, and beneficiaries,
the board of directors has overall responsibility for
setting policy and priorities, overseeing compliance
and risk management issues, and ensuring that re-
sources are being utilized wisely and in pursuit of
the organization’s mission. 

Time and time again, failures in this sector
can be traced, directly or, more usually, indirectly,
to a failure of the board of directors to discharge
its fiduciary obligation to oversee the organization.
A strong, talented, independent, engaged, in-
formed, active board of directors is the first line
of defense for safeguarding any charitable (or,
for that matter, tax-exempt) corporation. The
ideal board: 
• Has a chair who sets (or at least approves) the

agendas for its meetings (rather than allowing
the CEO to do so). 

• Meets regularly. 
• Asks management the tough questions. 
• Actively requests, receives, and reviews financial

reports (including the annual IRS Form 990). 
• Reviews and approves annual budgets. 
• Reviews and sets management compensation

based on comparative data for similar positions
(more on this below). 

• Articulates clear goals for the organization and
its management and then holds management
accountable for them. 

• Sets and regularly reviews the organization’s
policies and goals, as well as its own performance. 
The above list is not necessarily all-inclusive. A

2017 “National Index of Nonprofit Board Practices”
(available from Leading with Intent, https://lead-
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Taxation of Exempts 4 (July/August 2018). 
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ingwithintent.org) highlighted the need for stronger
leadership in the nonprofit sector. The study em-
phasizes the importance of the board’s understand-
ing its role and responsibilities, and working as a
collaborative team toward shared goals. Further-
more, the study documents that boards that regularly
assess their own performance are shown to better
discharge their responsibilities. 

In 2007, the Independent Sector created the
“Principles for Good Governance and Ethical Prac-
tice,” which was updated in 2015 and can be found
at: https://independentsector.org/resource/prin-
ciples/. The document outlines 33 principles of
sound practice for charitable organizations and
foundations. 

Applicable law
In Oregon (where this author is located), Oregon’s
Attorney General provides a free pamphlet, Your
Rights, Roles and Responsibilities as a Non-
profit Officer.2 The end of that pamphlet has
additional references that can provide further
information on best practices. (Also note a com-
panion online resource, titled 20 Questions Di-
rectors Should Be Asking ,  at the same site.)
Washington State has the Washington Nonprofit
Handbook..3 These are useful resources even for
those outside Oregon and Washington,  but
should not be read as being applicable to another
state without confirming whether and to what
extent the other state’s laws are similar. (The In-
dependent Sector link, mentioned above, also
contains a link to a comparative summary of ap-
plicable law in each state.) 

Oregon has adopted its own version of the Amer-
ican Bar Association’s “Model Nonprofit Corpo-
rations Act,” as have more than 30 other states.
While many provisions are similar across the various
states, many others have been customized to each
state; thus, practitioners will want to consult with
the Attorney General or legal counsel in their state
for specific rules and resources applicable to the
organization they are advising. The states’ Attorneys
General enforce the law and represent the public

interest with respect to charitable corporations op-
erating or soliciting donations within their state
borders. 

Under Oregon nonprofit corporation law, each
member of the board of directors has personal
responsibility to discharge his or her duties in
good faith, with the care that an ordinarily prudent
person in a like position would exercise under
similar circumstances, and in a manner that the
director reasonably believes to be in the best in-
terests of the corporation. The latter item is gen-
erally described as the “duty of loyalty.” The duty
of loyalty requires board members not to act in
their own interests or in the interests of other in-
dividuals or organizations. (See “Conflicts of In-
terest,” below.) Board members are also required
to maintain confidences with respect to confi-
dential information obtained through their service
on the board. 

Oregon law requires the board of directors of
a charitable corporation to have at least three mem-
bers; this author generally recommends a larger
board, although not so large as to become unwieldy,
and “staggered” terms for board members—for
example, a three-year staggered term, so that one-
third of the board seats are up for election each
year. This allows for some institutional history
(one-third of the board at any given moment has
at least two years’ prior experience) and “refreshes”
the board regularly, so that there is always a new
perspective. Some organizations specify board
term limits, such as two terms, to further ensure
that new members are participating on a regular
basis. 

Many boards are structured to have committees.
Board committees charged with making decisions
for the board, in Oregon and in other states, must
be composed only of board members (at least as
voting members). Statutory limitations often pre-
vent certain matters from being delegated to com-
mittees: examples are amending the articles or
bylaws; electing, appointing, or removing a member
of a committee or a director; adopting a plan of
merger; authorizing the sale, lease, or exchange of
substantially all of the corporation’s assets; au-
thorizing dissolution; adopting a plan for distri-
bution of corporate assets; and amending, altering,
or repealing a board resolution that, by its terms,
may not be changed by a committee. Committees
with voting members who are not board members
can generally only make recommendations to the
board. 

Another often confused issue is that, in most
states, board service is personal; a board member
may not appoint a proxy (even another board

NONPROFIT BOARD GOVERNANCE 6 NOVEMBER/DECEMBER  2018TAXATION OF EXEMPTS

While the absence of any one set of 
accepted governance standards 
and of much (if any) statutory law 
on the subject make it difficult for 
nonprofit boards to pursue “good

governance,” those obstacles should 
not deter boards from striving to do so. 
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member) to vote on his or her behalf. Nor does
delegating to a board committee, officer, or anyone
else generally relieve the board members of their
fiduciary duties with respect to the matter dele-
gated. 

A healthy board is independent of the organi-
zation and its management, is diverse and inclusive,
constantly has new members participating, and
never gives management, even the CEO, a voting
seat. In all corporations, senior management reports
to and takes direction from the board, not the other
way around. 

Governing documents
Corporate governance is based on each state’s statu-
tory scheme. Since corporations exist only under
the law, corporations may exercise only those rights
defined in the applicable state statute. Under most
nonprofit corporation statutory schemes, the articles
of incorporation and bylaws may alter some of the
default governance provisions found in the statutes.
For example, a statute may require a minimum no-
tice period, but state that if the articles or bylaws
require a longer notice period or a different notice
period, it is acceptable. 

Board members should receive and review the
corporation’s articles of incorporation and bylaws.
In addition, this author recommends that board
members review the corporation’s IRS “Application
for Recognition of Exemption” (Form 1023, for
Section 501(c)(3) charities, or Form 1024 (if filed)
for other exempt organizations). The Application
for Recognition of Exemption contains the de-
scription of exempt mission approved by the IRS.
Changes in organizational structure (including
amendments to the articles of incorporation or by-
laws) or changes in operation that differ from the
Application should be reported on the annual Form
990 to the IRS for the year in which the change oc-
curred. 

Conflicts of interest
One of the important functions of a strong board
of directors is to promulgate and enforce a con-
flict-of-interest policy. Board members and senior
management should regularly review the policy
and either report potential conflicts to the board
or certify that they have none. In Oregon, there are
general prohibitions, with narrow exceptions, on

the borrowing of money by a member of the board
or senior management from a charitable corpora-
tion, or the corporation’s guaranteeing a loan to
such an individual. This may differ by state. (Wash-
ington, for example, has an absolute prohibition,
with no exceptions.) 

Regardless of applicable state law, since any
transaction with key management or a board mem-
ber is a conflict-of-interest transaction, any such
proposal should be carefully vetted by the board
of directors and legal counsel, and should require
the approval of independent board members. 

Performance reviews 
and setting compensation
A strong board regularly reviews the performance
of the chief executive officer (whether called “CEO,”
“president,” or “executive director”), sets measurable
goals for the coming year, evaluates achievement
of previously established goals, and sets compen-
sation (at least annually), based on the individual’s
performance and data obtained for similar positions
in similar organizations. 

Section 4958, also known as the “excess benefit
doctrine,” imposes excise taxes on both the recipient
and the governing body that approves any trans-
action in which an organization described in Section

501(c)(3), (4), or (29) directly or indirectly bestows
on a “disqualified person” an economic benefit that
exceeds the value of what it receives in return. The
section clearly applies to compensation paid to key
management personnel. Treasury Regulations
promulgated under that section provide a method-
ology for establishing a “rebuttable presumption”
that the compensation paid to key management is
reasonable.4 Boards should view the methodology
outlined in the regulation as a “best practices”
process for setting the CEO’s compensation and
documenting the process. 

To establish the rebuttable presumption, the
regulation suggests that (1) compensation should
be approved by an authorized body of the organ-
ization (generally, the board of directors), composed
of individuals who do not have a conflict of interest
concerning the transaction; (2) compensation
should be based on “appropriate data” obtained
before the decision is made; and (3) the authorized

NONPROFIT BOARD GOVERNANCE 7 TAXATION OF EXEMPTSNOVEMBER/DECEMBER 2018

One of the important functions of a 
strong board of directors of a nonprofit
organization is to promulgate and enforce 
a conflict-of-interest policy. 

3 http://wayfindlegal.org/wp-content/uploads/2014/03/Washington-
Nonprofit-Handbook_2009.pdf. 

4 Reg. 53.4958-6. 
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body should concurrently “adequately document”
the basis for its determination.5

The regulation provides a lot more detail than
can be described in this article, but the following
are a few basics: “Appropriate data” generally in-
cludes compensation data of what is paid by at
least three comparable organizations in the same
or similar communities for similar services. “Ad-
equate documentation” requires documenting (1)
the basis for the decision, and the decision itself,
before the later of the next meeting of the same
authorized body or 60 days; (2) the terms and
amount of the compensation, and the date ap-
proved; (3) who was present for the discussion
and how individual members of the authorized
body voted; (4) the comparability data reviewed
and how it was obtained; and (5) any actions taken
by a member of the authorized body having a con-
flict of interest.6

Aside from being a good outline for best practices
in this area, if an organization meets the rebut-
table-presumption standard, it shifts the burden
of proof under the statute to the IRS (which would
have to prove that the compensation is not reason-
able), instead of the organization (which, without
the rebuttable presumption, would have to prove
that the compensation is reasonable). 

Conclusion
Many more “best practices” exist than are discussed
in this article, as indicated in the resources men-
tioned in the article. Whether a practitioner is ad-
vising a charity or tax-exempt entity, or serving
as or advising a member, CEO, director, or trustee
(as some directors are called), when practitioners
facilitate good stewardship they not only bring
honor to the organization’s mission, its benefici-
aries, and its donors, but also contribute to the
greater charity and nonprofit community by as-
sisting these individuals in discharging their in-
dividual legal obligations in a manner that best
ensures that the organization will not become an-
other case study for prohibited abuses or misman-
agement of the funds that each charity struggles
so hard to raise. 

Failure to abide by the laws governing the op-
eration of nonprofit organizations can result in
significant penalties. In addition to penalties out-
lined above and others contained in the Internal
Revenue Code, states’ Attorneys General have
broad powers over charities organized and oper-
ating in their states. For example, in Oregon, the
Attorney General can and does levy financial penal-
ties, ban individuals from participating in Oregon
charities, force the removal of some or all members
of the board of directors or management, and re-
quest the court to appoint a receiver or force dis-
solution of the entity. �
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Fundraising is a quintessential activity for many
nonprofit organizations. To fundraise properly,
an organization needs to consider various authorities
and the effects these have on proposed plans for
growth. The federal tax rules, states’ charitable so-
licitation laws, and even non-governmental (and
non-binding) guidance may each play a role in a
nonprofit’s development plans.1

State charitable solicitation laws often present
one of the greatest compliance challenges for non-
profits seeking to raise money, perhaps due to the
variation in their particulars. These laws govern
the solicitation of funds from state residents and
may come into effect whether the solicitations are
done by an organization itself or by third parties
on behalf of the organization, and whether the
method employed is of a traditional form (e.g.
direct mail request or telephone solicitation) or a
more modern variety (e.g. social media-driven
fundraising campaign). 

One familiar fundraising method is often pre-
sented to charitable organizations in novel formats:
charitable sales promotions. The commercial coven-
turers who carry on such events often wish to col-
laborate with charities that align with their brand
and may come up with creative ways in which to

sponsor these campaigns. Charities should have a
clear understanding of the regulatory landscape
governing charitable sales promotions, including
any prerequisite registration obligations the charity
may have, so that when presented with these
fundraising opportunities, they can move forward
efficiently and compliantly. 

Charitable sales 
promotions, generally
At its core, a charitable sales promotion is an ad-
vertising campaign carried on by a commercial
coventurer that represents to the public that the
purchase of a good or use of a service will benefit
a charitable organization or charitable cause. A
commercial coventurer is the entity conducting
the charitable sales promotion. Although the def-
inition of a commercial coventurer varies from
state to state, California offers a helpful and largely
representative definition as understood by the ma-
jority of states that expressly regulate this activity.2

There, a commercial coventurer is defined as: 

any person who, for profit, is regularly and primarily
engaged in trade or commerce other than in con-
nection with the raising of funds, assets, or property
for charitable organizations or charitable purposes,
and who represents to the public that the purchase
or use of any goods, services, entertainment, or any

Charities should have
a clear understanding
of the regulatory
landscape governing
charitable sales
promotions,
including any
prerequisite
registration
obligations the
charity may have.

CRISTINA I. VESSELS is an associate in the Nonprofit Organizations
Practice in the Washington, DC office of the law firm Venable LLP. 
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other thing of value will benefit a charitable organ-
ization or will be used for a charitable purpose.3

A few jurisdictions have more expansive defi-
nitions than California’s version. Massachusetts,
for example, defines a commercial coventurer as: 

any person who for profit or other commercial
consideration, conducts, produces, promotes, un-
derwrites, arranges or sponsors a performance,
event, or sale to the public of a good or service
which is advertised in conjunction with the name
of any charitable organization or as benefiting to
any extent any charitable purpose.4

Notwithstanding the variations between state
law definitions, the classic charitable sales pro-
motion is identifiable without significant debate.
Often, a commercial coventurer advertises that
for each [product] purchased between [date] and
[date], it will donate [percent or dollar amount]
to [ABC charity]. The for-profit entity has clearly
represented to the public that the sale of a good
will result in a benefit to the charity, so the event
is a charitable sales promotion. At a minimum,
the charity and commercial coventurer should
execute a contract setting forth each party’s rights
and obligations with respect to the charitable sales

promotion; the commercial coventurer and the
charity should consider whether each has regis-
tration and/or reporting requirements in the ju-
risdictions in which the charitable sales promotion
will be conducted; and proper disclosures will be
required for each such publicly-disseminated rep-
resentation.5

What many nonprofits may not realize, however,
is how this activity is categorized under states’ char-

itable solicitation laws. A charity should not assume
that because its involvement with the charitable
sales promotion is limited to passively allowing a
company to use its name and marks in connection
with the company’s own marketing activities that
this renders it outside of the scope of charitable
solicitation laws. Likewise, just because the funds
that will flow to the charity may come out of a com-
pany’s bottom line—as opposed to having the look
and feel of contributions solicited and received
from the general public—this does not take the
company’s conduct outside of the scope of what it
means to “solicit” for a charitable organization.
Rather, a closer review of a charity’s obligations
under states’ charitable solicitation licensing regimes
is required. 

Charitable sales promotions and
state registration requirements
For a nonprofit organization that is registered to
solicit charitable contributions nationwide, a pro-
motion conducted across each of the 50 states can
be a fairly routine matter. The nonprofit must ex-
ecute a contract drafted to satisfy the statutorily
required contractual provisions of various states
and make certain filings in connection with the
campaign, but generally compliance considerations
can be addressed quickly and easily. 

With the proliferation of cause-related marketing
and charitable sales promotions, there is no doubt
that smaller nonprofits want to be a part of the ac-
tion, too. However, in the case of an organization
that is registered only in its home-state or, perhaps,
regionally, the way in which a promotion is struc-
tured takes on additional importance. 

Will a nonprofit need to be registered in order
to passively earn funds resulting from a charitable
sales promotion conducted in that state? Probably. 

Consider, first, whether the nonprofit is in a
position and willing to register nationwide as a
result of the promotion. Whether a state regulates
charitable sales promotions specifically or simply
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1 An organization should consider, for example, whether an activity
could be seen as generating unrelated business income. Section 512;
see generally Moja and Gross, “No Easy Sell—Unrelated Business In-
come Issues in Fundraising,” 29 Taxation of Exempts 12 (Novem-
ber/December 2017). Other non-binding sources such as the Better
Business Bureau, Wise Giving Alliance’s Standards for Charity Ac-
countability could also affect the contours of a nonprofit’s fundraising
plans. 

2 24 states explicitly address commercial coventurers and/or charita-
ble sales promotions by statute, though a number of other states’
statutes indirectly regulate these activities as simply another form of
a “solicitation.” 

3 CAL. GOV. CODE section 12599.2(a). 
4 MASS. GEN. LAW 68 section 18. 

5 This article does not provide an in-depth discussion of the com-
pliance requirements for these promotions, but companies and
charities should be advised that registration, bonding, and/or re-
porting requirements may exist depending on the geographic
scope of the charitable sales promotion. Charitable solicitation
laws and other state laws may govern the marketing practices and
disclosure requirements associated with each charitable sales pro-
motion. 

6 Alabama, for example, notes that “[e]very charitable organization
except those granted an exemption…, which… intends to… have con-
tributions solicited in this state, on its behalf, by… commercial co-
venturers” must register. ALA. CODE section 13A-9-71(a). South
Carolina similarly makes clear that “Solicitations… pursuant to a con-
tract… between a charitable organization and a… commercial coven-
turer may not begin… until… both the charitable organization and
the… commercial coventurer are registered properly with the Secre-

A charitable sales promotion is an 
advertising campaign carried on 
by a commercial coventurer that 
represents to the public that the 

purchase of a good or use of a service 
will benefit a charitable organization 

or charitable cause. 
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regulates soliciting contributions for charitable
organizations more generally, agreeing to benefit
from a charitable sales promotion is likely to require
the charity to register with that state. 

For those states that expressly regulate com-
mercial coventurers and the charitable sales pro-
motions they sponsor, the charity’s own registration
status is a pre-condition to properly conducting
the promotion in those states. This is true in the
six states that require the commercial coventurer
to provide notice of each charitable sales promotion
agreed to be undertaken by it on behalf of a char-
itable organization,6 and in the five states that re-
quire the charity to notify regulators of each
arrangement it enters into with a commercial
coventurer.7

States that regulate charitable sales promo-
tions—even if they do not require promotion-spe-
cific filings—may expressly require a charity that
benefits from a charitable sales promotion to be
registered, including where the charity might have
otherwise been exempt from the state’s registration
requirements.8 Finally, for those remaining juris-
dictions that have charitable solicitation laws, but
that do not expressly regulate commercial coven-
turers or charitable sales promotions, consideration
should be given to their definitions of “solicitations”
to see if registration may be triggered as a result of
the activity.9

This means that to benefit from a nationwide,
in-store promotion, a charity may need to be either
nationally registered or otherwise exempt from
registering pursuant to states’ charitable solicitation
laws prior to contracting for and benefitting from
a charitable sales promotion. By extension, a char-
itable sales promotion to be conducted online
only—that is, with a national reach—may also re-
quire the charity to be registered in each state or
to conduct a state-by-state analysis to determine
whether registration would be required, using, for
example, the Charleston Principles as a guide.10

If not registered nationwide pursuant to states’
charitable solicitation laws, consider negotiating

with the company to restructure the scope or style
of the collaboration. Registration on such a large
scale is not always practical for a smaller charity
to complete as a precursor to benefitting from a

charitable sales promotion. However, with careful
contract drafting and logistical planning, this
should not necessarily preclude such an organi-
zation from benefitting from a collaboration with
a for-profit company, whether reaching a national
audience through in-store promotions or online
platforms. 

Limiting geographic scope 
of a charitable sales promotion
One solution would be for the charity and the com-
mercial coventurer to mutually agree to limit the
state(s) in which the promotion will take place.
Many states already require that contracts between
a charity and commercial coventurer for a charitable
sales promotion specify the geographic area in
which the promotion will be offered.11 Taking this
a step further, specifying exactly where the pro-
motion will be offered and where it will not be
available will keep the charity from triggering reg-
istration requirements of states within which it
may otherwise have no long-term plans to solicit.
By limiting the promotion to only those states
where the charity is registered, the charity and the
commercial coventurer will be able to fully comply
with the applicable charitable solicitation and char-
itable sales promotion rules of those states. For a
charitable sales promotion either wholly or partially
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Whether a state regulates charitable 
sales promotions specifically or simply
regulates soliciting contributions for
charitable organizations more generally,
agreeing to benefit from a charitable sales
promotion is likely to require the charity 
to register with that state. 

tary of State.” S.C. CODE section 33-56-70(D). Even where an organ-
ization may be exempt from a state’s charitable solicitation registra-
tion regime, the charity may still need to apply for exemption to
enable the commercial coventurer to properly register. See, HAWAII
REV. STAT. sections 467B-2.1(a), 467B-11.5. Note that six states ex-
plicitly require commercial coventurers to register, and although Illi-
nois does not expressly regulate commercial coventurers, the scope
of the state’s definition of a “trustee” who holds property “solicited
for any charitable purpose” in many cases may counsel the commer-
cial coventurer to register in that state, too. See 760 I.L.C.S. 55/3. 

7 See, e.g., ARK. CODE SECTION 4-28-208; CON. GEN. STAT. SECTION 21A-
190b(a); N.H. REV. STAT. section 7:28; N.J.S.A. section 45:17A-23; UTAH
CODE section 13-22-22 (“Every charitable organization which agrees
to permit a charitable sales promotion to be conducted by a com-
mercial co-venturer on its behalf shall file with the division a notice
of the promotion prior to its commencement within this state.”) 

8 See, e.g., COLO. REV. STAT. section 6-16-104(1), FLA. STAT. section
496.405(1), N.C. GEN. STAT. section 131F-5(a). 

9 See, e.g.,D.C. Code section 44-1701(3)(A)(iv) (“solicit” includes “where
in connection with any such sale, any statement is made that the
whole or any part of the proceeds from any such sale will go or be
donated to any charitable purpose”). 

10 Lewin, Allione, and Vessels, “Does My Nonprofit Really Have to
Register Before Asking for Money? What You Need to Know
About Fundraising Regulations,” NATIONAL COUNCIL OF NONPROFITS
(8/14/18), https://www.councilofnonprofits.org/thought-lead-
ership/does-my-nonprofit-really-have-register-asking-money-
what-you-need-know-about. 

11 See, e.g., ARK. CODE section 4-28-408(a)(2)(B), CONN. GEN.
STAT. section 21a-190g(a), GEORGIA CODE. ANN. section 43-17-
6(a)(2). 
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offered online, this would require clear and con-
spicuous disclosures that the promotion is valid
only in specified states. 

Revising advertisements 
for the promotion
Alternatively, if the company is willing to revise
the advertisements for the promotion by remov-
ing references to consumer purchases, the activity
would largely fall outside of the regulated realm
of charitable sales promotions. In effect, when
statements that indicate that the purchase of the
good or service will benefit the charity are re-
placed with those that simply note the company’s
general support of the charity, which is unaf-
fected despite consumer conduct, the activity
may fall outside of various states’ charitable so-
licitation laws. 

This solution may not fully address this concern
in states with broader laws (recall that under Mas-
sachusetts’ law, any person who sells goods to the
public that are “advertised in conjunction with the
name of any charitable organization” is considered
a commercial coventurer under a plain reading of
the statute). However, more often than not, de-
coupling the donation to charity from individual
consumer actions is likely to render the advertise-
ment one that does not trigger commercial coven-

turer implications. This is because the advertisement
becomes one of more general corporate support
(e.g., indicating that the company is a “proud sup-
porter” of the charity) instead of an inducement
for consumers to purchase a specific product or
use a certain service to activate the company’s ob-
ligation to donate. Despite falling outside of the
regulated arena for charitable sales promotions,
charities should nonetheless consider executing a
licensing agreement with the company to ensure
that it retains ultimate control over the published
uses of its name and marks. 

Conclusion
With the prevalence of charitable sales promotions
today, nonprofit organizations may often be pre-
sented with opportunities to benefit from such
activities by companies seeking to grow their rep-
utations as supporters of philanthropic causes
that align with their brand. This avenue of gen-
erating additional income may be enticing, par-
ticularly for smaller organizations operating with
limited means. However, charities should consider
the implications of agreeing to lend their name
to companies for such events, including the con-
sequences such activity could have on their own
obligations to register pursuant to states’ solici-
tation laws. �
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The Conservation Easement Incentive Act was
signed into law in 2015.1 It reinstated and made
permanent an increased annual charitable contri-
bution limitation percentage and an extended car-
ryforward period for qualified donations of
conservation easements. 2 Generally, to qualify for
a charitable contribution deduction, the taxpayer
may not contribute a partial interest in property,
only an entire interest in property is allowed.3 How-
ever, the law clarifies that the rule preventing a
partial interest in property from qualifying for a
charitable contribution deduction will not apply
to a qualified conservation easement.4

Basic Requirements
A qualified conservation contribution is defined
as a contribution of a qualified real property interest,
contributed to a qualified organization exclusively
for conservation purposes.5 A qualified real property
interest includes the entire interest of the donor
(other than a qualified mineral interest), a remainder
interest, or a restriction, granted in perpetuity, on
the use that can be made of the property.6 A qualified
organization includes certain governmental units,
public charities that meet certain public support

tests and also certain supporting organizations.7

A qualified organization must have a commitment
to protect the conservation purposes of the donation
and must also have the resources to enforce the re-
strictions in the easement.8 The qualified organi-
zation does not have to set aside any funds to enforce
the conservation easement restrictions.9

The qualified organization may not subsequently
transfer the conservation easement unless that or-
ganization makes it a condition of the transfer that
the transferee must carry out the original conser-
vation purpose of the easement.10 The original in-
strument transferring the easement to the original
qualified organization must prohibit that organi-
zation from subsequently transferring the property
if the previously stated conditions are not met. If
later unexpected changes in the conditions sur-
rounding the property subject to the easement
make it impossible or impractical to continue the
conservation purposes of the property, the organ-
ization may sell or exchange the property but any
proceeds must be used in a manner consistent with
the original conservation purposes.11

A conservation purpose is defined as: 
• e preservation of land for outdoor recreation

by the general public or the education of the
general public.12

• e protection of a relatively natural habitat of
fish, wildlife, or plants or similar ecosystems.13

The rule preventing 
the donation of a
partial interest in
property from
qualifying as a
charitable contribution
deduction does not
apply to a qualified
conservation
easement.

PATRICIA JAEGER, Ph.D., is a professor in the Department of Ac-
counting & Taxation and the Associate Dean in the Barney School of
Business at the University of Hartford. 
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• e preservation of open space (including farm-
land and forest land) where the preservation is
for the scenic enjoyment of the general public,
or under a clearly delineated federal, state, or
local government conservation policy that will
yield a significant public benefit or the preser-
vation of an historically important land area or
a certified historic structure.14

The contribution of a conservation easement
must be exclusively for a conservation purpose.
The charitable contribution deduction will be
allowed if the donor receives an incidental benefit

as a result of the conservation restrictions.15 A
contribution deduction will be disallowed if the
easement meets one of the qualified purposes but
at the same time permits the destruction of other
significant conservation interests.16 The easement
must be subject to restrictions that are legally en-
forceable and that will prevent any use of the
property that is inconsistent with the conservation
purposes of the contribution.17 A contribution
of a conservation easement will not be considered
to be exclusively for conservation purposes unless
it is protected in perpetuity,18 i.e., the easement
restrictions must continue forever. A perpetual
conservation restriction is one granted in per-
petuity on the use of the real property including
an easement or other interest in real property
that, under state law, is similar to an easement
(such as a restrictive covenant or equitable servi-
tude).19 The regulations make it clear that the
terms “easement,” “conservation restriction,” and
“perpetual conservation restriction” all have the
same meaning.20

Qualified conservation easements are subject
to specified annual percentage limitations for in-
dividuals. The total fair market value (FMV) of all
qualified conservation easement contributions in

any year may not exceed the excess of 50% of the
taxpayer’s adjusted gross income (AGI) (ignoring
any net operating loss (NOL) carryback) less the
amount of all other charitable contributions allowed
for that year.21 If the total conservation easement
contributions exceed this amount, the excess can
be carried forward for 15 years.22

The amount of the charitable contribution de-
duction for a conservation easement is the FMV
of the perpetual conservation easement based on
the sales price of comparable easements, if any.23

If comparable sales are not available, the easement
may be valued as the difference in the FMV of the
property before and after the donation.24 If the
conservation easement has the effect of increasing
the FMV of any other property owned by the
donor or a related person, the charitable contri-
bution deduction is reduced by the amount of the
increase.25 The basis of the property retained by
the donor must be reduced by the portion of the
basis allocable to the qualified conservation ease-
ment based on a FMV ratio.26 The donor must
attach Form 8283, Noncash Charitable Contri-
butions, to the tax return for the year in which
the donation is made. The instructions for Form
8283 require that the taxpayer must attach a state-
ment showing the amount of the FMV of the ease-
ment before and after the donation if there are
no comparable sales to establish the FMV of the
easement. 

The statement must explain the conservation
purpose underlying the contribution and must
state whether the donor made the conservation
easement donation to obtain a permit or to obtain
approval from a governing authority or if the do-
nation was required by a contract. If the donor or
a related person has any interest in property located
near the donated easement this must be disclosed
and the interest described in the statement.27 If an
appraisal is required because of the amount of the
deduction, it must include the method of valuation
and the specific basis for the valuation. The IRS
may disallow a conservation easement donation
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Qualified conservation easements
are subject to specified annual 

percentage limitations for individuals. 

1 H.Rep’t 641, (H.R. Rep’t No 114-17) 2/9/15. 
2 Section 170(f)(3)(B)(iii). 
3 Section 170(f)(3)(A). 
4 Section 170(f)(3)(B)(iii). 
5 Sections 170(h)(1)(A), (B), and (C). 
6 Sections 170(h)(2)(A), (B), and (C). 
7 Sections 170(h)(3)(A) and (B). 
8 Reg. 1.170A-14(c)(1). 
9 Reg. 1.170A-14(c)(1). 
10 Reg. 1.170A-14(c)(2). 
11 Reg. 1.170A-14(c)(2). 
12 Section 170(h)(4)(A)(i). The preservation of land areas for recre-
ation or education will be qualified only if it is for the substantial
and regular use of the general public. Reg. 1.170A-14(d)(2)(ii). 

13 Section 170(h)(4)(A)(ii). The fact that a habitat or ecosystem has
been altered by human activity will not mean that the deduction
is denied if it continues to exist in a relatively natural state. Reg.
1.170A-14(d)(3)(i) and Section 170(h)(4)(A)(iii) Significant habitats
or ecosystems include (but are not limited to) habitats for rare, en-
dangered, or threatened species of animals, fish or plants and
other listed examples. Reg. 1.170A-14(d)(3)(ii). This type of ease-
ment may limit public access. Reg. 1.170A-14(d)(iii). 

14 Section 170(h)(4)(A)(iii). Scenic enjoyment will be met if develop-
ment of the property would impair the scenic character of the
landscape or interfere with a scenic panorama that is open to, or
used by, the public. The taxpayer has the burden of demonstrating
the scenic characteristics and visual, as opposed to physical, ac-
cess is sufficient. Regs. 1.170A-14(d)(4)(i)-(iv) listing factors to con-
sider when determining whether the property is scenic and
whether significant public benefit is met. 

EOTJ-18-06-05-JAEGER.qxp_EOTJ_Article_template_v1.2  10/15/18  11:58 AM  Page 14



and impose penalties if these substantiation re-
quirements are not met.28

This article will review the recent position of
the courts (in most cases the Tax Court) with regard
to charitable contributions of conservation ease-
ments.29 The majority of these cases fall into four
categories—conservation property, perpetuity,
substantiation, and valuation. Summaries of these
decisions will be discussed using these four cate-
gories. 

Conservation Property
Many cases deal with whether a conservation pur-
pose was obtained through the contribution of an
easement or whether the property is a qualified
conservation easement. The taxpayers in Atkinson,30

through two different LLCs, contributed two con-
servation easements (two years apart) on an oper-
ating golf course to the North American Land Trust
(NALT). The IRS denied the charitable contribution
deductions claimed by the LLC members and the
Tax Court examined whether the easements met
the requirements for protecting natural habitat
and open space preservation. While the court found
that expert witnesses for both the IRS and the tax-
payers presented credible evidence, the deductions
were not allowed. 

The Tax Court found that the taxpayers’ claims
did not establish that the first easement comprised
significant natural habitat or contributed to a nearby
conservation area. The court also found that the
taxpayers did not establish any clearly delineated
governmental policies that would apply to this
easement or show that the easements existed for
the general public’s enjoyment or yielded significant
public benefit. 

The court went into a lengthy description of
the terms of the first easement and the testimony
of various experts to see if the donations met the
standards of an easement satisfying the condition
of protecting a natural habitat or the preservation
of open space. This analysis should prove helpful

for other taxpayers in similar situations and makes
it clear that it is not sufficient to simply mention
attributes listed in the Code and regulations; tax-
payers must thoroughly demonstrate how the ease-
ment meets these attributes. This decision is also
an excellent case demonstrating the use of the ju-
dicial concept of substance over form. While the
taxpayers and NALT appeared to cover the form,
they were unable to convince the court, through
evidence including their expert witness, that the
substance of the provisions was met. 

Although the taxpayers cited the Glass31 case
where the court found that the property was in a
natural and undeveloped state and that it did have
a community of three “threatened” species, the
court in Atkinson found that the first easement
contributed did not provide the same level of pro-
tection as in Glass since the easement was not in a
natural undeveloped state but was within a golf
course. While the taxpayers claimed that the exis-
tence of Venus flytraps and pitcher plants on this
property led to the conclusion that the area is a sig-

nificant relatively natural habitat, the court disputed
this claim. The court found that this property was
not a proper place for the growth and existence of
these plants and that the area where these plants
were found was not a significant part of the total
area of the easement. 

The Atkinson court also examined the IRS’
claim that this easement is not relatively natural
because the taxpayers spray pesticides, insecticides,
fungicides, herbicides, and fertilizers on the fair-
ways, greens, tees, and rough. The IRS relied on
the regulations that state that property would
not qualify for a conservation easement contri-
bution if, under the terms of the contribution, a
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Many cases deal with whether a 
conservation purpose was obtained 
through the contribution of an easement 
or whether the property is a qualified
conservation easement.

15 Reg. 1.170A-14(e). 
16 Reg. 1.170A-14(e)(2). See Reg. 1.170A-14(f) for examples. 
17 Reg. 1.170A-14(g)(1). 
18 Section 170(h)(5)(A). 
19 Reg. 1.170A-14(b)(2). 
20 Reg. 1.170A-14(b)(2). 
21 Section 170(b)(1)(E)(i). 
22 Sections 170(b)(1)(E)(ii) and 170(b)(1)(H). Usually, unused charitable
contributions are carried forward five years for individuals. Section
170(d). 

23 Reg. 1.170-14A(h)(3). 
24 Reg. 1.170A-14(h)(3). See also Ltr. Rul. 200208019. 

25 Reg. 1.170A-14(h)(3)(i) The reduction applies whether or not such
property is contiguous. 

26 Reg. 1.170A-14(h)(3)(iii) The amount of the basis allocable to the
conservation easement will bear the same ratio to the total basis
of the property as the FMV of the conservation easement bears to
the FMV of the property before the easement was granted. See
Reg. 1.170A-14(h)(4) for examples. 

27 Instructions to Form 8283, pp. 2 and 3. 
28 Notice 2004-41, 2004-2 CB 31. 
29 Note that the activities involved in these cases are older than five
years. 

30 Atkinson, TCM 2015-236. 
31 Glass, 124 TC 258 (2005). 
32 Reg. 1.170A-14(e)(2). 
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significantly naturally occurring ecosystem could
be injured or destroyed by using pesticides.32 The
court examined the various chemicals used on
the golf course and the testimony of an IRS expert
to hold that because the easement deed allowed
for the use of chemicals in the maintenance and
operation of the golf course, and NALT provided
no way of assessing the possible damage caused
by the chemicals (because no baseline had been
established), the deed did not limit the use of

chemicals that may destroy the conservation pur-
pose of the easement. 

The court found that only 32% of the second
easement was undisturbed woodland. The deed
for the second easement allowed for the removal
of any trees within 30 feet of the fairway and for
the benefit of building certain structures. The
court noted that there was no management plan
to demonstrate adherence to the easement qual-
ifications. The court also noted the same problem
with the use of chemicals to maintain the golf
course as with the first easement. While the tax-
payers made claims of potential habitat for certain
animal (American alligator) and bird (bald eagle)
species, no evidence was supplied to support those
claims and the court ignored these unsubstantiated
claims. The court also ignored claims that the
easement was a compatible buffer due to the nu-
merous residential houses on the golf course as
well as the issue of the golf course using chemicals. 

The court also looked at the taxpayers’ claim
that preservation of the easements would be for
the scenic enjoyment of the general public if de-
velopment of the property would interfere with a
scenic panorama. The court noted that to meet this
condition, the entire property does not have to be
visible to the public, but the taxpayers failed to es-
tablish that either easement met this condition. A

large portion of each easement is covered by golf
courses, only members of the residential community
or their guests can access the golf courses, and there
are guards at the three gatehouses that allow access
into the residential development. The taxpayers
provided no evidence concerning the guards’ criteria
for allowing people to enter the residential devel-
opment. Therefore, the court found no basis to
conclude that the general public has access to the
roads that would provide access to the easement
areas. 

It is important to note that the IRS argued that,
for both easements, an operating golf course was
inherently inconsistent with the conservation pur-
pose of preserving a relatively natural habitat. How-
ever, because the court held that neither easement
met the conditions of a relatively natural habitat,
it did not need to determine whether any incon-
sistent use of the property (i.e., a golf course) au-
tomatically negates qualification as a conservation
easement. It would have been helpful if taxpayers
had that guidance. 

The taxpayers were not subjected to accuracy-
related penalties as the Tax Court found they acted
with reasonable cause and in good faith by working
with NALT to formulate a plan to create the con-
servation easements. The NALT employees involved
held degrees in biology and were qualified to make
assessments about preserving the natural attributes
of the area. Also, the value claimed for the easements
was based on a qualified appraisal by a qualified
appraiser and attached to the returns claiming the
deductions. 

Balsam Mountain Investments, LLC33 donated
a conservation easement to the NALT. However,
the transfer allowed that during the next five years,
Balsam Mountain reserved the right to change the
boundaries of the Conservation Area. This provision
required that the easement had to remain the same
size as specified in the transfer, and that 95% of the
original land subject to the easement had to remain
within the boundaries of the restricted area. The
transfer agreement defined the conservation purpose
as the preservation of the conservation area as a
natural habitat and as open space. 
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A conservation purpose must include the
preservation of open space pursuant to a
clearly delineated federal, state or local

governmental conservation policy. 

33 Balsam Mountain Investments, LLC, TCM 2015-43. 
34 The Balsam court cited Belk, 140 TC 1, 10-11 (2013), supplemented by
Belk, TCM 2013-154 (denying the taxpayer’s motion for reconsider),
and aff’d, 774 F.3d 221, 114 AFTR2d 2014-6952(CA-4, 2014), as con-
trolling and dismissed the taxpayer’s argument that only 5% of the
Balsam property was subject to change and also declined to overturn
Belk. 

35 RP Golf, LLC, TCM 2012-282. 
36 Section 170(h)(4)(A)(iii)(II). 
37 Missouri Ann. Stat. § 67.870. 
38 Salt Point Timber, LLC, TCM 2017- 245. 

39 Bosque Canyon Ranch, L.P., TCM 2015-130. 
40 The court cited Belk, 140 TC 1, 10-11 (2013) as support. 
41 BC Ranch II, L.P., 867 F.3d 547, 120 AFTR2d 2017-5469 (CA-5, 2017). 
42 Id. In Ranch II, the court remanded the decision because the court
did not agree with the lower court ruling that the baseline document
requirement was not met, but alternate grounds that the IRS had
asserted in the lower court that were not considered by the Tax Court,
were to be addressed on remand. 

43 Id., Note 39. 
44 Id., Note 40. 
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The Tax Court held that the conservation ease-
ment was not a qualified real property interest
under Section 170(h)(2)(C) because the easement
agreement allowed Balsam Mountain to change
what property was subject to the easement.34 The
right to change what property was subject to the
easement meant that it was not an interest in an
identifiable, specific piece of real property under
Section 170(h)(2)(C); therefore, it was not a qualified
real property interest. 

The Tax Court in RP Golf, LLC35 (also discussed
below under Substantiation) found that the con-
tribution did not meet the Section 170(f)(3)(B)(ii)
definition of a qualified conservation contribution
because it was not a contribution exclusively for
conservation purposes. A conservation purpose
must include the preservation of open space pur-
suant to a clearly delineated federal, state, or local
governmental conservation policy.36 The state
statute was limited to open spaces and areas within
counties having a population of more than 200,000
residents or in any county adjoining, or city not
within but adjoining such county.37 The court found
no evidence that on the date of the contribution,
the county where the easement was located had a
population in excess of 200,000 residents, or that
there was any evidence that the adjacent county
met the population requirement. The court granted
the IRS’ motion for summary judgment on this
issue but denied the IRS’ motion for summary judg-
ment on the issue of whether the easement involved
the preservation of a natural habitat under Section
170(h)(4)(A)(ii). 

Salt Point Timber, LLC38 was denied a chari-
table contribution for a conservation easement
donation because the court held that the easement
was not a qualified conservation contribution.
A qualified conservation easement must be con-
tributed to a qualified organization under Section
170(h)(1).  The easement was originally con-
tributed to a qualified organization but the transfer
agreement provided that, if certain conditions
were met, the easement could be replaced by a
comparable conservation easement on adjacent
property. However, the agreement stated that the
holder of the replacement easement is not required
to be a qualified organization. The taxpayer argued
that the possibility of the easement being replaced
was negligible and, therefore, the easement should
be viewed as a qualified conservation contribution.
The taxpayer also argued that state law governing
conservation easements should control and that
under state law, only a qualified organization can
be a holder of a conservation easement. The court
did not agree that the possibility of replacement

was so highly improbable or remote because no
evidence was offered to defend this position and
the fact that this possibility was in the transfer
agreement made it more than negligible. The
court also did not agree that the state law gov-
erning conservation easements required that the
holder of the easement be a qualified organization
due to the fact that applicable state law did not
contain certain restrictive language defining a
qualified organization that is required by Section
170(b)(1)(A)(vi). The court concluded that the
easement was not a qualified conservation ease-
ment. 

Perpetuity
Bosque Canyon Ranch, L.P.39 transferred two con-
servation easements in two different years and
claimed a large charitable contribution deduction
in each year. Both deeds allowed modifications to
the boundaries of the easements. The taxpayer ar-
gued that the modifications did not violate the per-
petuity requirement because any modifications
were subject to the reasonable judgment of the
NALT, the exterior boundaries subject to the ease-
ments could not be modified, and the overall

amount of property subject to the easements could
not be decreased. The Tax Court stated that these
arguments “relate to irrelevant facts” because both
easements, at the time they were granted, could be
modified and lose any protection and thus, the re-
strictions were not granted in perpetuity.40 The
easements could not be qualified conservation
easements with the requirement that the restrictions
be preserved in perpetuity. 

However, on appeal (Ranch II), the Fifth Circuit
Court of Appeals vacated the Tax Court’s decision
and remanded the case.41 The appellate court held
that although the easements contained a boundary
modification provision, this would not result in
or allow any change to the exterior boundary of
the easements. The court also found that the un-
derlying conservation interests would still be pro-
moted and that the agreement, as written, would
not invalidate the perpetuity requirement. 42

The appellate court noted that the Tax Court
cited Belk43 for the proposition that an easement
is not qualified real property if the boundaries of
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A contribution of a conservation easement 
will not be considered to be exclusively 
for conservation purposes unless it is
protected in perpetuity.
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the easement may be modified. However, the Fifth
Circuit viewed Belk as distinguishable, as the tax-
payers had argued before the Tax Court, since in
Belk, the parties were allowed to substitute other
land for the originally restricted easement. In
Ranch II, the court found that the easement agree-
ments did not allow any change to the exterior
boundaries or in the acreages and, changing any
of the parcels so listed would not return any value
to the donors. “The need for flexibility to address
changing or unforeseen conditions on or under
property subject to a conservation easement clearly

benefits all parties, and ultimately the flora and
fauna that are their true beneficiaries.”44

Importantly, the court also pointed out that
most Code provisions that intentionally create nar-
row “loopholes” that cover specific situations are
deemed to have been adopted in an exercise of leg-
islative grace and are subject to strict construction.
The court stated that this does not apply to deduc-
tions for conservation easements under Section
170(h) because that provision was adopted because
of the insistence of conservation activists, not tax-
payers who may be potential donors, and it was
approved by an “overwhelming majority” of Con-
gress in the hopes of adding several acres to various
conservation purposes. Therefore, the court found
that the usual strict construction standards did not
apply to conservation easements and, instead, the
ordinary standard of statutory construction should
apply. When the court applied that level of con-
struction it found that the perpetuity requirement
was met. 

Douglas Carroll, III and his wife, Deidre Smith,
contributed an easement, which the Tax Court
found to be a qualified real property interest that
provided a significant public benefit, and that was
donated to a qualified organization.45 However,
the court said that the conservation purpose was
not protected in perpetuity and, therefore, it was
not a qualified conservation easement. The regu-
lations (Reg. 1.170A-14(g)(6)) provide that if an
unexpected change in the conditions surrounding
the easement make it impossible or impractical to
continue to use the property for its conservation
purpose, the purpose can be treated as protected
in perpetuity if the restrictions are extinguished
by judicial proceeding and all of the donee’s proceeds
from a subsequent sale or exchange are used by the
donee organization in a manner that is consistent
with the conservation purposes of the original con-
tribution. The court quoted from Belk46 that these
regulations have been described as “a single and
exceedingly narrow exception to the requirement
that a conservation easement impose a perpetual
use restriction” on real property. 

The court went on to state that the requirements
of the regulations are strictly construed and if a
grantee is not absolutely entitled to a proportionate
share of extinguishment proceeds the conservation
purpose is not protected in perpetuity. Explaining
the reasoning of the First Circuit Court of Appeals
in Kaufman III,47 the court noted that the extin-
guishment requirement exists to prevent taxpayers
from reaping a windfall if the property is destroyed
or condemned and they get the proceeds from in-
surance or condemnation, and to ensure that the
donee can use its share of the proceeds to further
the cause of preservation. The Court of Appeals
found that it was sufficient that the donee have an
absolute right against the donor for its proportionate
share of the proceeds. The Tax Court then discussed,
in a case of first impression, the formula in Reg.
1.170A-14(g)(6)(ii) and its applicability to the cur-
rent case. 
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Most of the recent court cases dealing 
with a charitable contribution deduction 

for the donation of a conservation 
easement point out the necessity of

taxpayers strictly complying with the
substantiation requirements. 

45 Douglas G. Carroll, III, 146 TC 196 (2016). 
46 Belk, 774 F.3d 221, 225, 113 AFTR2d 2014-6952 (CA-4, 2014), 140 TC
1 (2013) 

47 Kaufman (Kaufman I), 134 TC 182, 186-187 (2010), reconsideration
denied by Kaufman (Kaufman II), 136 TC 294, 309 (2011), aff’d in part,
vac’d in part and rem’d in part 687 F.3d 21, 110 AFTR2d 2012-5278
(CA-1, 2012). Kaufman dealt with a historic fa[ccedil]ade easement. 

48 Reg. 1.170A-14(g)(6)(ii). 
49Wachter, 142 TC 140 (2014). 
50 Gemperle, TCM 2016-1 sub nom. Kaufman v. Shulman (Kaufman III),
867 F.3d 547, 120 AFTR2d 2017-5469 (CA-5, 2017). 

51 Id. The Tax Court held that the taxpayers were liable for the 40%
substantial valuation misstatement penalties on underpayments at-
tributable to the easement under Section 6662(a). 

52 Bayne French, TCM 2016-53. 

53 Section 170(f)(8)(A) See also Horvath and Jaeger, “Noncash Chari-
table Contribution Reporting Requirements,” 93 PTS 100 (Septem-
ber 2014); 26 EOTJ 18 (March/April 2015). 

54 Averyt, TCM 2012-198. 
55 Such acknowledgment must be received on or before the earlier of:
(i) the date on which the taxpayer files a return for the year when the
contribution was made, or (ii) the due date for that return, including
any extensions. Section 170(f)(8)(C). 

56 Section 170(f)(8)(B) There is no prescribed form for the acknowledg-
ment as long as all required elements are contained therein. 

57 1990-1 CB 472. 
58 Costello, TCM 2015-87. 
59 See Reg. 1.170A-13(c)(3)(i). The court agreed with the IRS that the
appraisal submitted did not include an accurate description of the
property contributed, the date of the contribution, and the terms of
the agreements. 
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The regulation requires that the grantee’s pro-
portionate interest when a conservation easement
is extinguished is a percentage determined by the
FMV of the easement on the date of gift divided
by the FMV of the property as a whole on the date
of the gift.48 Unfortunately for the taxpayers, their
transfer agreement provided that on extinguish-
ment, the donee would receive an amount equal
to the deduction for federal income tax purposes
allowed by the gift divided by the FMV of the prop-
erty as a whole on the date of the gift. The court
reasoned that if the federal income tax deduction
for the gift were denied by the IRS the numerator
in this case would be zero, the donee would not
receive any extinguishment proceeds, and the tax-
payers would receive all of the proceeds—a windfall.
Because the purpose of the easement gift is not
protected in perpetuity, the taxpayers did not make
a qualified conservation contribution and were
not entitled to a charitable contribution deduction. 

Wachter49 dealt with three, bargain sale charitable
contributions to a qualified organization of a con-
servation easement to protect topsoil. However,
easement restrictions under North Dakota law lim-
ited the easement duration to 99 years. The Tax
Court held that the state statute prevented the ease-
ment from meeting the qualified real property in-
terest requirement that easements be granted in
perpetuity. The taxpayers’ argument that the pos-
sibility of reversion was a remote future event was
rejected by the court because such a reversion was
not remote but inevitable, and held that state law
prevented a charitable contribution deduction for
the easements. 

Substantiation
Most of the recent court cases dealing with a char-
itable contribution deduction for the donation of
a conservation easement point out the necessity
of taxpayers strictly complying with the substan-
tiation requirements. In Gemperle,50 the taxpayers
were denied a charitable contribution deduction
for their donation of an easement on their home,
a certified historic structure, to a landmark preser-
vation council because they failed to include a qual-
ified appraisal with the 2007 tax return claiming
the deduction. The taxpayers were also subject to
an accuracy-related penalty for underpayment of
their tax liability.51 The substantiation requirements
are a necessary requirement to claiming the char-
itable contribution deduction and, absent a showing
of reasonable cause or adequate disclosure, the IRS
and the courts strictly apply the substantiation re-
quirements. 

In French,52 the taxpayers (a married couple)
were not able to shift the burden of proving char-
itable contribution deductions for a conservation
easement to the IRS because they failed to meet
the Section 7491(a) requirement for credible ev-
idence. They also failed to supply a contempora-
neous written acknowledgement supplied by the
donee organization. No deduction is allowed for
any charitable contribution of $250 or more unless
the taxpayers submit a contemporaneous written
acknowledgment from the donee organization.53

The letter from the donee was dated after the date

the taxpayers filed the tax return claiming the
charitable contribution deduction. Even though
the taxpayers did submit a contemporaneous deed,
it did not explicitly state that the donee did not
provide any goods or services in exchange for the
donation. 

Taxpayers in Averyt54 successfully argued that
substantiation documentation submitted with their
tax return showing a charitable contribution de-
duction for the donation of a conservation easement
met the Section 170(f)(8) requirements. The re-
quirements are that the taxpayers must receive a
contemporaneous written acknowledgment55 that
includes the following information: (A) The amount
of cash and a description (not value) of any noncash
property contributed; (B) Whether the donee or-
ganization provided any goods or services in con-
sideration (in whole or in part) for any property
described in (A); and (C) A description and good
faith estimate of the value of any goods or services
referred to in (B).56

While the letter received from the Wetlands
America Trust for the contribution of the con-
servation easement did not meet the guidelines
in Rev. Proc. 90-1257 as the IRS argued, the court
found that the conservation deed did constitute
a contemporaneous written acknowledgment that
met the requirements of Section170(f)(8). The
deed was signed by a representative of Wetlands
America Trust, provided a detailed description
of the property and the conservation easement,
and was contemporaneous with the contribution.
The deed also stated that it was an unconditional
gift, stated that no consideration was received in
exchange for it, and stipulated that the deed con-
stituted the entire agreement between the parties
with respect to the contribution. The court found
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Taxpayers must receive a contemporaneous
written acknowledgment that includes
certain specified information.
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that the deed, taken as whole, provided that no
goods or services were received in exchange for
the contribution. 

RP Golf, LLC deals with both the substantiation
requirements and the conservation purpose of a
donation of a conservation easement (discussed
previously). The Tax Court, once again, found
that the conservation deed satisfied the written
acknowledgment requirement of Section 170(f)(8)
because it was signed by the donee’s representative,
provided a detailed description of the property
and easement, and was provided contemporane-
ously with the donation. The court found, again,
that the deed, taken as a whole, stated that no
goods or services were received in exchange for
the contribution, and stated that it constituted
the entire agreement between the parties con-
cerning the contribution. 

The Costello58 court ruled that a married couple
could not deduct a charitable contribution for
the donation of a conservation easement because

the qualified appraisal requirement59 was not met.
The appraisal did not refer to conservation or a
preservation easement, did not include the con-
tribution date or the contribution date valuation,
and had other omissions that did not meet the
duty to disclose the underlying transaction and
these omissions were not “trivial, formal or me-
chanical.” 

The Tax Court also ruled that the Form 8283,
Noncash Charitable Contributions, was deficient
and that the defects prevented the application of
the substantial compliance doctrine because the
taxpayers had not provided most of the required
information and did not make “solely” inadvertent
omissions.60 The appraisal submitted with the Form
8283 covers “the fee simple interest” in the property
before and after a hypothetical sale of development
rights; it does not appraise the land preservation
easement actually transferred. The taxpayers in
Costello also conveyed the easement as part of a
quid pro quo exchange—the property was trans-
ferred in exchange for the county granting them
permission to sell their development rights. The
court pointed out that they would not have conveyed
the easement unless they received permission to
sell their development rights; they could not legally

sell their development rights unless they transferred
the deed of easement. Ignoring the defects in the
appraisal, the quid pro quo would have resulted in
the charitable contribution deduction being dis-
allowed. 

The Tenth Circuit Court of Appeals, affirming
the Tax Court, ruled in Mitchell61 that the taxpayer’s
charitable contribution deduction was denied be-
cause the property was subject to an unsubordinated
mortgage at the time of the donation. The regula-
tions make it clear that no charitable contribution
deduction is allowed for an interest in property
that is subject to a mortgage unless the mortgagee
subordinates its rights to the right of the qualified
organization to enforce the conservation purposes
in perpetuity.62

The taxpayer argued that the charitable con-
tribution deduction should be allowed because
the subordination provision contains no explicit
timeframe for compliance so it could have been
subordinated two years after the donation, as in
this case; because the deed contained sufficient
safeguards to protect the conservation purpose
in perpetuity; and because the remote future event
provision is an exception to the mortgage subor-
dination provision. The appellate court rejected
each of these arguments. The first argument was
rejected because it contradicted the plain language
of the regulation, which requires subordination
as a prerequisite to allowing the deduction. The
court disagreed with the taxpayer’s second argu-
ment that strict compliance was unnecessary due
to provisions in the deed because the Commis-
sioner is entitled to demand strict compliance
with this requirement, without examining the
likelihood of foreclosure. The court specifically
rejected the argument that the taxpayer should
be allowed to take advantage of a narrow exception
for donations occurring prior to 1986 because
this was a post-1986 donation. 

Valuation
In Esgar,63 the Tenth Circuit Court of Appeals af-
firmed the Tax Court’s decision as to the burden
of proof and the valuation of conservation ease-
ments.64 Regarding the issue of burden of proof,
the taxpayers argued that they introduced credible
evidence that gravel mining was the highest and
best use of the property donated and, therefore,
shifted the burden of proof under Section 7491
to the IRS to disprove the matter. Although the
Tenth Circuit agreed with the Tax Court that the
application of Section 7491 was immaterial to the
outcome because the Tax Court could hold that
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The Land Trust Alliance, representing 
more than 1,000 land trusts, found that 

about 56 million acres of land had 
been conserved by national, state, and 

local land trusts by the end of 2015. 
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the preponderance of the evidence favored the
IRS, and that Section 7491 does not require an
express shifting of the burden of proof when both
parties produce evidence and the preponderance
favors one party over the other. The Tax Court
had determined that much of the taxpayers’ evi-
dence undermined their own position that gravel
mining was the highest and best use of the property
and the Tenth Circuit held that the Tax Court’s
conclusion was not clearly erroneous. 

The appellate court then examined the taxpay-
ers’ argument that the Tax Court erred by adopting
the current agricultural use of the donated property
as its highest and best use instead of using a “de-
velopment-based” approach and that the Tax
Court erred by citing eminent domain principles
to reach its valuation decision. The “development-
based” approach would argue that if future de-
velopment of the property would result in a higher
value than current use, the court must take that
into account and hold that the future use is the
highest and best use of the property. The regula-
tions call for assessing how immediate or remote
the likelihood that future development will occur.65

The Tenth Circuit noted that the Tax Court was
not bound to accept gravel mining as the property’s
highest and best use if that use was not reasonably
probable in the near future. 

The Tenth Circuit also rejected the taxpayers’
argument that eminent domain just compensation
valuation should have been used by quoting the
Tax Court: “The principles and legal precedents
governing the determination of fair market value
of property in tax cases are the same as those that
control the valuation of property in condemnation
cases.”66 The court discussed the concepts of value,
highest and best use, the comparable sales approach,
and the issue of the experts’ testimony. 

The appellate court agreed with the Tax Court’s
determination of the highest and best use for the
donated property. It also held that the Tax Court
did not undertake the market-demand inquiry
that is required when the highest and best use test
is used, but that error was harmless given the other
evidence in the case that the market, at the time
of the contribution, was bullish. The appellate
court continued with a lengthy discussion of the

taxpayers’ arguments and cited cases. The case
was remanded back to the Tax Court where it was
told to use either the comparable sales analysis
or explain any departure from that analysis and
that it may not use information that is not part
of the evidentiary record to select a rate of appre-
ciation. 

In Schmidt,67 the Tax Court discussed the three
most common methods to measure a property’s
FMV: (1) the market method; (2) the income
method; and (3) the replacement cost method. The
case provides a relatively short explanation of each
method as well as a discussion of different valuation
methods. The case also provides a discussion of
the admissibility of experts’ reports and experts’
credibility as well as why the court did not find
either expert report, from the taxpayer or the IRS,
complete and convincing. This case is a primer for

how to prepare and use an expert’s valuation report
including a discussion of the proper application
of the discounted cashflow method. 

In Seventeen Seventy Sherman Street68 there
was a quid pro quo from the donee organization
to the taxpayer. In these situations, the court
values the contributed conservation easement
and the consideration received in exchange for
the property. However, in this case, the taxpayer
did not identify or value all of the consideration
received from the donee and the court held that
the taxpayer was not entitled to any charitable
contribution deduction due to failure to comply
with the Code and regulations. The taxpayer ar-
gued that the consideration received from the
donee did not have any value and did not have
any influence over the decision to donate the
easement, but the court discussed evidence that
shredded this argument and pointed out that the
taxpayer did not provide any credible evidence
to allow the court to properly value all of the con-
sideration received. 
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60 Costello cited Bond, 100 TC 32, 41 (1993), and Hewitt, 109 TC 258,
265 and Note 10, for support as well as Smith, 2007-368, at 586, for
the Bondand Hewitt standard to determine if taxpayers provided suf-
ficient information to allow the IRS to evaluate the contributions, “as
intended by Congress.” 

61 Mitchell, 775 F.3d 1243, 115 AFTR2d 2015-346 (CA-10, 2015), aff’g
Mitchell, 138 TC 324 (2012), supplemented and reconsideration denied
at TCM 2013-204. 

62 Reg. 1.170A-14(g)(2). 

63 Esgar Corp., 744 F.3d 648, 113 AFTR2d 2014-1210 (CA-10, 2014), aff’g
Esgar, TCM 2012-35 and Tempel, 136 TC 341 (2011). 

64 Id. Esgar also dealt with the holding period of state tax credits, which
is not discussed here. 

65 Reg. 1.170A-14(h)(3)(ii). 
66 Stanley Works & Subs., 87 TC 389, 401, Note 8 (1986). 
67 TCM 2014-159. 
68 TCM 2014-124. 
69 TCM 2018-45. 

The appellate court remanded the case back
to the Tax Court, where it was told to use
either the comparable sales analysis or
explain any departure from that analysis.

EOTJ-18-06-05-JAEGER.qxp_EOTJ_Article_template_v1.2  10/15/18  11:58 AM  Page 21



The Tax Court, in Wendell Falls Development,69

held that Wendell Falls was not entitled to a char-
itable contribution deduction for donating a con-
servation easement to a land trust because the
taxpayer would derive impermissible substantial
benefit from the donation, increasing the value of

parcels of land bordering the easement that would
be developed as a master-planned community.
The court also found that the easement value was
zero because the easement would not prevent the
land from being put to its highest and best use as
parkland, which the easement provided, such that
there was no difference between its before and
after FMVs. 

Summary of Cases
Conservation Property
• Atkinson: significant natural habitat; contribute

to nearby conservation area; clearly delineated
governmental policies; general public’s enjoy-
ment or significant public benefit. 

• Balsam Mountain Investments: Deed allowed
changes to property subject to easement. 

• RP Golf, LLC: exclusively for conservation pur-
poses; conservation purpose includes preser-
vation of open space pursuant to clearly
delineated federal, state, or local governmental
conservation policy; state law conflicts. 

• Salt Point Timber, LLC: qualified conservation
contribution; qualified organization; remoteness
of transfer and state law not controlling. 

Perpetuity
• Bosque Canyon Ranch, L.P.: modifications to

boundaries of easements; Tax Court applied
strict construction and held restrictions not
granted in perpetuity; Fih Circuit Court of
Appeals held strict construction does not apply
to deductions for conservation, instead ordinary
standard of statutory construction applies and
found condition of perpetuity met, and distin-
guished Belk.

• Carroll: requirements of regulations are strictly
construed and if grantee is not absolutely entitled
to proportionate share of extinguishment pro-
ceeds the conservation purpose is not protected
in perpetuity; formula taxpayers used did not
meet regulations requirement. 

• Wachter: state statute prevented easement from
meeting qualified real property interest require-
ment that easements be granted in perpetuity;
taxpayers’ argument that possibility of reversion
was remote future event was rejected, reversion
was inevitable. 

Substantiation
• Gemperle: denial of deduction due to failure to

include qualified appraisal even though other
conditions met. 

• French: failure to meet Section 7491(a) require-
ment for credible evidence fails to shi burden
of proof to the IRS; failure to supply contem-
poraneous written acknowledgement. 

• Averyt: letter from qualified organization did
not meet guidelines in Rev. Proc. 90-12 but
court found conservation deed constituted con-
temporaneous written acknowledgment. 

• RP Golf, LLC: conservation deed satisfied written
acknowledgment requirement of Section170(f)(8). 

• Costello: qualified appraisal requirement not met. 
• Mitchell: deduction denied because property

subject to unsubordinated mortgage at time of
donation; affirmed on appeal; strict construction
of rules. 

Valuation
• Esgar: Section 7491 does not require express

shifting of burden of proof when both parties
produce evidence and preponderance favors
one party over the other taxpayer’s evidence
undermined their own position; appellate
court held that Tax Court’s conclusion was
not clearly erroneous;  Tax Court was not
bound to accept property’s highest and best
use if not reasonably probable in near future;
appellate court rejected taxpayers’ argument
that eminent domain just compensation val-
uation should have been used. 

• Schmidt: discusses three most common methods
to measure FMV of property: (1) market method;
(2) income method; and (3) replacement cost
method; relatively short explanation of each
and discussion of different methods of valuation;
discussion of admissibility of expert reports and
expert’s credibility; court did not find either ex-
pert report, complete and convincing; primer
for how to prepare and use expert’s valuation
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70 “IRS, Lawmakers Continue to Scrutinize Tax-Advantaged Land
Deals,” Bloomberg Daily Tax Report, 4/24/18, at www.bna.com/
irs-lawmakers-continue-n57982091539/. 

71 2017-4 IRB 544. 

The court found that the easement value 
was zero because the easement would 

not prevent the land from being put to its
highest and best use as parkland.

EOTJ-18-06-05-JAEGER.qxp_EOTJ_Article_template_v1.2  10/15/18  11:58 AM  Page 22



report and proper application of discounted
cashflow method. 

• Seventy Seven Sherman Street: quid pro quo from
donee organization to taxpayer; court values
contributed conservation easement and con-
sideration received in exchange; taxpayer did
not identify or value all consideration received
from donee and did not provide credible evi-
dence to allow court to properly value consid-
eration received so taxpayer not entitled to any
charitable contribution deduction 

• Wendell Falls Development: not entitled to char-
itable contribution deduction because taxpayer
would derive impermissible substantial benefit
from donation, increasing value of bordering
parcels developed as master-planned community;
easement value was zero because easement would
not prevent land from being put to its highest
and best use as parkland, there was no difference
between its before and aer FMVs. 

Conclusion
The 2015 tax law changes for conservation easements
not only supported these activities but also encour-
aged the use of syndicated conservation easements.
The Land Trust Alliance, representing more than
1,000 land trusts, found that about 56 million acres
of land had been conserved by national, state, and
local land trusts by the end of 2015, representing an
increase from 2010 of 9 million acres.70 In Notice
2017-10,71 the IRS informed taxpayers that it intended
to add syndicated conservation easements to the
listed transactions category. Many of these syndication
deals are based on over-inflated valuations of the
conservation easements. 

Because of increased scrutiny of these deals and
the many court cases in this area defining the terms
of these deals, it is imperative that anyone involved
in this area have a firm understanding of the rules
and the various administrative and judicial inter-
pretations of the tax law. �
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A little-noticed provision in the Tax Cuts and Jobs Act
(P.L. 115-97, 12/22/17) (TCJA) could affect significantly
tax-exempt organizations by increasing their unre-
lated business income tax (UBIT). New Section 512(a)(7)
specifically targets transportation fringe benefits
that tax-exempts provide to employees by, somewhat
unusually, including in unrelated business taxable
income (UBTI) certain fringe benefit amounts that
would be disallowed as deductions to a taxable entity. 

Section 512(a)(7)) works in tandem with new
Section 274(a)(4), which disallows a deduction for
certain transportation fringe benefits. This can be
problematic for parking arrangements and facilities
and transit passes, to name a few common trans-
portation fringe benefits that tax-exempts provide
to employees, and it arguably captures pretax
arrangements as well as employer-funded plans.
Much is unclear, however, and numerous groups
have pushed for immediate guidance or a delay in
implementation, if not outright repeal.1

Background
Both taxable entities and tax-exempts may provide
transportation benefits, including parking–on

owned or leased property–and transit pass and
voucher programs. Parking arrangements may
be reserved for employees (e.g., a church pastor
or hospital  staff)  but shared with others,
exclusively for employees, or not reserved at all.
Costs of the plan may vary as well. Parking may
be free, employees may pay for parking pretax
or after-tax, or employers may pay for parking.
Similarly, with respect to transit passes, employers
may pay or employees may bear that cost on a
pretax basis. 

Section 132 excludes from gross income many of
these transportation-related fringe benefits. Prior to
the TCJA, these costs were deductible, but new Section
274(a)(4) now disallows these deductions. TCJA’s
new Section 512(a)(7) makes this an issue for tax-
exempts. 

Section 512(a)(7)
Understanding the new provision starts with
Section 274(a)(4), which disallows a deduction
for any “qualified transportation fringe” (QTF).
QTF, in turn, is defined in Section 132, which,
as mentioned, excludes certain fringe benefits,
including QTFs, from gross income. Under Sec-
tion 132(f), QTFs include “qualified parking”
and “transit passes.” Qualified parking generally
includes parking provided to employees at or

Fringe benefits to
employees may

result in UBTI for
tax-exempt

entities.

MICHAEL EAGAN, J.D., LL.M., is a Senior Tax Manager at Berdon
LLP with nearly 20 years of experience in the accounting profession.
Berdon LLP is a top 35, full service accounting and advisory firm with
offices in Manhattan and Long Island.

TCJA 
PROVISION MAY
SUBSTANTIALLY
INCREASE TAX-
EXEMPT’S UBIT
MICHAEL EAGAN
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near the employer’s business. Transit passes in-
clude passes, fare cards, or similar items used
for mass transit. 

Section 512(a)(7) is intended to align taxable
and tax-exempt entities in the treatment of trans-
portation fringe benefits. Section 274(a)(4) denies
the deduction to taxable entities, and Section
512(a)(7) subjects tax-exempts to tax on the amount
of what would be, to a taxable entity, the disallowed
expenditure. It increases a tax-exempt’s UBTI by
certain amounts: 
• Paid or incurred aer December 31, 2017. 
• Disallowed under Section 274. 

By its terms, Section 512(a)(7) applies with re-
spect to amounts paid or incurred for “any [QTF],
any parking facility used in connection with qualified
parking, ... or any on-premises athletic facility....”
The Code authorizes regulations, but none have
been issued to date. 

Clarity Is Lacking
The statutory language is uncertain in at least two
respects: 
• “Parking facilities” used in connection with

qualified parking are, under Section 132(f),
arguably already a category of QTF, so the ref-
erence to “parking facilities” in Section
512(a)(7) seems superfluous. Also, Section
274 lacks any specific reference to parking fa-
cilities, referring solely to QTFs.2 There is dis-
agreement in the commentary on Section
512(a)(7) whether the absence of a reference
to parking facilities in Section 274(a)(4) implies
that the costs of maintaining parking facilities
are outside the scope of Section 512(a)(7).
These are issues that regulatory guidance will
have to address. 

• e inclusion of “on-premises athletic facilities”
may be a draing error because these facilities
are not disallowed under Section 274, a require-
ment of Section 512(a)(7). is, like the reference
to parking facilities, is probably a result of the
legislative path of the statute, in which Section

512(a)(7) follows the House version, and Section
274(a)(4) follows the Senate version. e House
version of Section 274 included the athletic fa-
cility language. 

Struggle to Comply
The provision raises numerous questions for tax-
exempts, many of which are struggling to comply.
It is not clear, for example, whether: 
• Section 512(a)(7) applies to employee-funded,

pretax parking and transit pass programs and
which amounts pursuant to such plans, if any,
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1 www.councilofnonprofits.org/sites/default/files/documents/final-
ubit-letter-of-national-council-of-nonprofits-6-21-2018.pdf.

2 This disparity between Sections 512(a)(7) and 274(a)(4) with respect
to parking facilities is related to the legislative evolution of the
statute. The final Section 512(a)(7) reflects the original House version
(the Senate had no counterpart), whereas the final Section 274(a)(4)
reflects the Senate version (rather than the House version, which had
included language similar to Section 512(a)(7)).

3 As noted by the Council of Nonprofits, see note 1, supra, the IRS ap-
parently views employee-funded plans as subject to Section
512(a)(7). The N.Y. State Bar Association, in a report to Treasury on
provisions in the TCJA affecting tax-exempts, said that this is the
more “reasonable” interpretation of Section 512(a)(7) in light of the
legislative history and purpose.

EOTJ-18-06-06-EAGAN.qxp_EOTJ_Article_template_v1.2  10/15/18  11:58 AM  Page 25



are “paid or incurred” by the exempt organization
for purposes of Section 512(a)(7).3

• e expenses to maintain a parking facility or
lot that does not reserve spots for employees
are subject to Section 512(a)(7). Arguably, such
a facility does not provide qualified parking for
employees absent designated spots for employee
use, but this issue is unclear. 

• When the fair market value of the QTF differs
from the exempt organization’s cost of providing
the QTF, the basis for the UBTI inclusion is cost
or fair market value. Guidance is needed to
clarify the proper measurement of the UBTI in-
clusion. 

• Administrative and overhead costs in admin-
istering qualified transportation fringe plans
are subject to Section 512(a)(7).4

Clearly, guidance is needed, but according to
Treasury’s Priority Guidance Plan, the priority is
on new Section 512(a)(6), not 512(a)(7).5

Key Takeaways
The potential impact on the tax-exempt commu-

nity is: 
• e provision reaches broadly most, if not all,

Section 501(c) and (d) organizations, including
hospitals, churches, colleges, and other not-for-
profit entities. 

• Given 512(a)(7)’s broad application, many tax-
exempts, even those otherwise without UBTI,
may have to file Form 990-T (Exempt Organi-
zation Business Income Tax Return (and proxy
tax under Section 6033(e)), a complex and time-
consuming form.6

• Tax-exempts not otherwise subject to tax may have
to pay tax (and make estimated tax payments).7

• The provision applies to expenditures after
December 31, 2017, so fiscal-year tax-exempts
need to consider the implications for fiscal
year 2017. 

• It arguably applies to direct and indirect (pretax,
employee-funded) arrangements. 

• Tax rates on the UBIT inclusion could be as
high as 21% for corporate tax-exempts and 37%
for tax-exempts organized as trusts. 

• Numerous questions remain surrounding the
application, but no regulatory guidance is on
the horizon. 
Obviously, the application of Section 512(a)(7)

will depend on the tax-exempt’s unique facts and
circumstances. �
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4 The American Bar Association (ABA) believes a reasonable reading
of both Section 274(a)(4) and Section 512(a)(7) excludes such over-
head costs from the UBTI inclusion.

5 Section 512(a)(6) requires the calculation of UBIT on an activity-by-
activity rather than aggregated basis. Guidance on Section 512(a)(6)–
in the form of Notice 2018-67, 2018-36 IRB 409–was issued on
August 21, 2018.

6 The ABA has recommended guidance mitigating the burden on tax-
exempts subject to a Form 990-T filing requirement solely because
of Section 512(a)(7) by allowing such organizations to complete only
certain sections of the form.

7 Estimated payments are required if expected tax exceeds $500.
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As the economic environment becomes more
competitive, nonprofit organizations (NFPs)
must position themselves to attract the best em-
ployees. Additionally, they must offer valuable
and creative incentives to retain the talented
workforce they have in place. Although monetary
incentives make a difference, value does not al-
ways equate to money. Nonprofits have an op-
portunity to leverage their mission, brand and
creative benefits to entice leading talent to pursue
their career in a nonprofit environment. With
a strong mission in place, and the incorporation
of human resources best practices, nonprofit or-
ganizations can hire the best and brightest for
their team. 

However, as a result of the recent Tax Cuts and
Jobs Act (TCJA),1 a substantial number of for-
profit companies not only provided a one-time
bonus, but were also quick to act and announced
increases to: 
• Minimum wage 
• Salaries 
• Retirement benefits 
• Investment in training employees 

NFPs were already faced with challenges in
competing with their for-profit counterparts, and
the TCJA changes did not help close the difference.
NFPs may have to take an even more critical look
at their offerings and proactively address this
issue, as they now face a 21% excise tax on com-
pensation over $1 million made to any of its five
highest-paid employees during the tax year. This
also includes “parachute payments” to departing
employees. Certain positions are excluded if they
perform services directly related to their expertise
(for example, a physician providing medical serv-
ices at a clinic).2

At least 118 nonprofit chief executives earned
more than $1 million in 2014 or 2015. A recent
Wall Street Journal analysis identified 2,700 non-
profit executives who made seven figures in 2014,
including investment managers, college coaches,
and surgeons. More than half of the nonprofit in-
stitutions that paid at least $1 million to their top
official in 2014 or 2015 were hospitals or medical
centers.3

At a time when more Americans are facing
rising medical bills and tuition costs, hospitals
and colleges are paying their executives larger
salaries. The attempt to level the playing field
while still seeking donations and public support
(as they are NFPs) will create a difficult balancing
act. 

Nonprofit
organizations should
consider taking
certain actions in
response to the
greater scrutiny of
their compensation
and benefits policies
caused by the Tax
Cuts and Jobs Act.

ELLIOT DINKIN is President and CEO at Cowden Associates, Inc.,
a compensation, health and benefits, and retirement consulting
firm. He earned his MBA in Finance and Accounting from the Uni-
versity of Pittsburgh and a BA in Economics (Cum Laude) from
Dickinson College. 
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What will the scrutiny mean?
The impact of the TCJA will result in a hot mag-
nifying glass review of NFPs, especially of their
spending for compensation and benefits (Total
Compensation). NFPs will have to improve their
disclosure policies to fully disclose the Total
Compensation offerings through a similar ap-
proach to that of public companies: the use of a
Compensation and Discussion Analysis, which

articulates the specific components of executive
compensation, including the details around the
Total Compensation Philosophy and the types
of individuals needed to effectively run their or-
ganizations. This may be very new for most or-
ganizations but the external examination will
require this approach. Questions should involve
such matters as: 

• Peer group definition. Which entities does the
NFP compete with for executive talent both in
the for-profit and NFP sectors? 

• Competitive positioning. How does an NFP
performance compare to its peers and how is
performance going to be determined? 

• What types of benefits are payable in the fu-
ture? Unlike their for-profit counterparts, NFPs
are only required to disclose compensation that
is paid currently and included in W-2 compen-
sation. As such, payments from Section 457-
type plans (especially the Section 457(f) plans)
are not disclosed until they are paid, and this
causes questions as to the large amount paid.
Disclosing, in supplemental disclosures, these
types of plans and how much has been earned,
will assist in countering the public outcry when
it is paid and the size of the potential excise tax
that is due at that time. 

• IRS rebuttable presumption. NFPs are required
currently to perform certain procedures to be
in compliance with the IRS regulations, including
having independent board members or com-
mittees review and approve executive compen-
sation prior to it being earned, citing Peer Group
Data that is used, and relying upon independent
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Nonprofit organizations were already faced
with challenges in competing with their for-
profit counterparts, and after the Tax Cuts

and Jobs Act the organizations may now have
to take an even more critical look at their

compensation and benefits policies. 
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consultants to assist in this process. is would
be an ideal place to expand upon this information
and defend Total Compensation programs. 
The scrutiny may also extend to disclosing how

the NFPs will pay for the Section 4960 excise tax.
For example, suppose Employee A of University X
earned $11 million per year. The organization is
liable for a $2.1 million excise tax. Will University
X disclose the internal resources used to pay for this
liability? Will this result in budget cuts to pay it? 

Conclusion—how should NFPs 
react to the TCJA?
The above-noted changes, along with for-profit
companies announcing their plans for using their
TCJA tax savings for benefits, will also have a trickle-
down impact on the entire NFP—not just the top
paid individuals. NFPs had difficulty competing
before, so what should they do now? 
• Create or update Total Compensation Phi-

losophy. is is an NFP’s blue-print for Total
Compensation Offerings and is in fact a strategic
plan for its people. is will be the answer to
not only the how, but the why. 

• Review Total Compensation offerings. e
objective is to not compete head-on with salaries
and bonuses. Alternately, developing more at-
tractive options surrounding non-salary related
opportunities, such as paid time off (PTO),
schedule flexibility, low-cost benefits, and life-
style total compensation packages, should be
addressed. 

• Develop alternate retirement plan strategies.
The goals of these changes is to provide higher
contribution rates for longer-tenured employees
vs. providing the same level for all employees. 

• Refine strategy of across-the-board compen-
sation increases. With limited compensation
budgets, considering the benefits of providing
a more merit-based system vs. across-the-board
increases may be of value. 

• Retention bonus plans. Although retention
bonus plans have historically been viewed as a
giveaway, NFPs may consider the benefits of
this strategy, including some type of longer-
term retention component (e.g., 50% of the oth-
erwise payable bonus would be deferred until
retirement or some other future event). 

• Revamp communications. is is the time for
NFPs to be more transparent with pay practices
for its employees and external stakeholders.
is will aid in gaining public understanding
and force a focus on why a NFP must provide
certain Total Compensation packages. �
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1 P.L. 115-97, 12/22/17. 
2 Section 4960. See Nitsche, “Section 4960: New Excise Tax on Ex-

cessive Compensation,” 29 Taxation of Exempts 3 (May/June 2018). 
3 Fuller, “Charity Officials Are Increasingly Receiving Million-Dollar

Paydays,” Wall Street Journal, 3/6/17.
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The IRS recently issued Ltr. Rul. 201811009, which
provides helpful insight into how the IRS construes
the term “control” for purposes of determining
whether two affiliated 501(c)(3) organizations
are “related” for purposes of the definition of “re-
funding issue.” 

The private letter ruling involved a 501(c)(3)
university (Seller) that sold its medical center to
another 501(c)(3) organization (Buyer). The Buyer
was operationally independent of the Seller, but
the Seller could appoint 30% of the Buyer’s board
and the Seller also had approval rights over certain
major Buyer decisions, such as major transactions
and changes to the mission of the Buyer. If the
Buyer and the Seller were treated as related, the
proposed bonds (Proposed Bonds) to be issued for
the Buyer to finance the purchase of the Seller’s
medical center would be treated as refunding bonds,
and they therefore could not qualify as tax-exempt
bonds. This was because the Seller had previously
used part of the proceeds of prior bonds to finance
the medical center, and those bonds had previously
been advance refunded. As readers may know,
post-1985 qualified 501(c)(3) bonds could be ad-
vance refunded once and only once until tax-exempt
advance refundings were repealed in 2017. 

In the ruling, the IRS tackled the analysis of con-
trol, which is still relevant even though tax-exempt
advance refundings are no longer permitted. Before
looking at the “control” test for 501(c)(3)’s, which
was the heart of the ruling, a brief summary of some
related tax-exempt bond rules may help set the
context. 

If new tax-exempt bonds that are issued for
the benefit of one 501(c)(3) organization are
used to pay debt service on old tax-exempt bonds
issued for the benefit of a different 501(c)(3) or-
ganization, then the new tax-exempt bonds will
not be considered a “refunding issue” unless the
two 501(c)(3) organizations are “related parties.”
Under the Treasury Regulations, two 501(c)(3)
organizations are related if they are members of
the same “controlled group.” The ruling explores
this concept. 

The term “refunding issue” generally refers to
“an issue of obligations the proceeds of which
are used to pay principal, interest, or redemption
price on another issue” under Reg. 1.150-1(d)(1).
Because this definition looks to the use of the
proceeds, an issue can be a refunding issue even
if the obligors are different parties. However, an
issue generally cannot be a refunding issue if the
obligors are not related pursuant to Reg. 1.150-
1(d)(2)(ii)(A). If one 501(c)(3) organization con-
trols another, the two will be considered to be

The IRS tackled
the analysis of
“control” in a
recent private
letter ruling.

ALEXIOS S. HADJI is an associate at global law firm Squire Patton
Boggs (US) LLP. He is a member of the Tax Strategy & Benefits Prac-
tice and resides in the firm’s Columbus, Ohio office. 

WHAT DOES
“CONTROL” MEAN 
IN THE CONTEXT OF
AFFILIATED 501(C)(3)
ORGANIZATIONS?
ALEXIOS S. HADJI
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related parties. (See definition of “related party”
at Reg. 1.150-1(b)). If the Seller controlled the
Buyer (or vice versa), the two would be related
parties and the Proposed Bonds would be a re-
funding issue. 

This gets to the crux of the issue—what “control”
means for purposes of the related party rules de-
scribed above. The test for control is found in Reg.
1.150-1(e), and generally provides that control is
determined based on all facts and circumstances.
The control test also provides a presumption that
an entity or group of entities (the controlling entity)
will generally control another entity or group of
entities (the controlled entity) if the controlling
entity either: (1) has the right to approve and remove
without cause a controlling portion of the governing
body of the controlled entity, or (2) has the right
or power to require the use of funds or assets of
the controlled entity for any purpose of the con-
trolling entity. 

With respect to the Buyer’s board composition,
the IRS noted that the Buyer had an 11-member
board of directors, and that the bylaws provided
for a minimum of 11 directors and a maximum
of 17 directors, of which 30% could be appointed
by the Seller. The President of the Buyer and the
Chancellor of the Seller each served on the Buyer’s
board. Any director appointed by the Seller could
be removed by the Seller without cause. Directors
other than the President, the Chancellor, and
those appointed by the Seller were appointed
based on a majority vote of the Buyer’s board.
The directors, other than the ex-officio directors
(the President and Chancellor), could serve a term
of no more than three years, and were limited to
three successive terms. After the initial term of
the Buyer’s board, no employee of the Seller other
than the Chancellor could serve as a director of
the Buyer. 

With respect to the Buyer’s operations, the
IRS noted that the Buyer independently sets its
own operating and capital budgets, independently
issues debt, and independently expends funds.
The Seller could not require the Buyer to spend
money for any Seller purpose, and could not hire,
fire, or set the compensation of the Buyer’s em-
ployees. The Buyer was solely responsible for col-

lection of its accounts receivable and payment
of its liabilities. 

However, the Seller did have approval rights
over certain major decisions of the Buyer. These
approval rights were conceptually similar to in-
vestor protection rights customarily given to pas-
sive investors such as limited partners and minority
stockholders.1 The specific approval rights that
the Seller had with respect to the Buyer were over:
(1) major corporate transactions by the Buyer not
within the ordinary course of the Buyer’s business;
(2) actions that would result in a change of the
Buyer’s tax-exempt status; (3) academic affiliations
by the Buyer with any educational institution
other than the Seller; (4) material changes to the
Buyer’s purposes; (5) any change to the funda-
mental, nonprofit, charitable, tax-exempt mission
of the Buyer; (6) any action that would grant an-
other entity or organization the right to appoint
directors of the Buyer; (7) a joint operating agree-
ment or similar arrangement under which the
Buyer’s governance is substantially subject to a
board or similar body that the Buyer does not
control; and (8) the sale or transfer of all or sub-
stantially all the assets of the Buyer to a third party. 

The IRS concluded that the Seller did not con-
trol the Buyer. In its analysis, the IRS noted that
the Seller did not control the board of the Buyer
(it could only appoint and remove without cause
four of the Buyer’s 11 directors).2 Thus, the Seller
was not considered to control the Buyer based
on control of the board, which would have created
a presumption under the control test that the
Seller was in control of the Buyer. The remaining
analysis was more nuanced. The ruling noted
that the Buyer had operational independence
from the Seller, which supported the conclusion
that the Seller did not directly control the Buyer.
However, the ruling acknowledged that the Seller’s
approval rights were “a form of control” over the
Buyer. The IRS characterized the Seller’s rights
as a “power to bar the Buyer from taking certain
actions” rather than a “power to cause the Buyer
to act.” This let the IRS reach a favorable conclu-
sion and avoid the conclusion that the Seller had
“the right or power to require the use of funds or
assets” of the Buyer “for any purpose” of the Seller. 
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1 An example of investor protection rights can be found elsewhere in
the Treasury Regulations. Prop. Reg. 1.892-5(d)(5)(iii)(B) provides
a “limited partner exception” under which “consent rights in the
case of extraordinary events such as admission or expulsion of a
general or limited partner, amendment of the partnership agree-
ment, dissolution of the partnership, disposition of all or substan-
tially all of the partnership’s property outside of the ordinary course
of the partnership’s activities, merger, or conversion” are not treated
as “[r]ights to participate in the management and conduct of a part-
nership’s business.” 

2 Four out of eleven board seats is approximately 36%, and three
out of eleven is approximately 27%. Although the ruling does not
address the point, there was presumably some rule in the bylaws
to address cases where 30% of the board was not a whole number.
The right to appoint a fractional part of a board member would be
unfortunate for everyone involved, especially the board member
who got split up. 

3 Reg. 53.4958-4(a)(2)(ii)(B)(1). 
4 Compare Section 267(c)(4) to Section 318(a)(1)(A). 
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The related party control test described above
is not the only one that could potentially apply to
a tax-exempt organization. As a closing thought,
one can ponder whether the use of various differing
control tests by the drafters of the Code and Treasury
Regulations was intentional or inadvertent. For
instance, the Treasury Regulations promulgated
under Section 4958 provide a more objective test
based on stock ownership, number of directors,
and other quantifiable amounts. Specifically, the
Treasury Regulation provides that: 

control by an applicable tax-exempt organization
means— 

(i) In the case of a stock corporation, ownership
(by vote or value) of more than 50 percent of the
stock in such corporation; 

(ii) In the case of a partnership, ownership of more
than 50 percent of the profits interests or capital
interests in the partnership; 

(iii) In the case of a nonstock organization (i.e.,
an entity in which no person holds a proprietary
interest), that at least 50 percent of the directors
or trustees of the organization are either rep-

resentatives (including trustees, directors, agents,
or employees) of, or directly or indirectly con-
trolled by, an applicable tax-exempt organization;
or 

(iv) In the case of any other entity, ownership of
more than 50 percent of the beneficial interest in
the entity.3

Is there a reason for these differences? What
about control under Section 509(a)(3)(B)(i) relating
to supporting organizations, and the test under
Section 4911(f)(2) relating to affiliation for pur-
poses of the excise tax on excess lobbying expen-
ditures? For that matter, is there a reason that
siblings are considered to be a part of a taxpayer’s
family under Section 267 but not a part of the
family for purposes of Section 318?4 One can ab-
stractly argue that each of these tests exists for a
different purpose, and therefore has been tailored
to the specific goal of each provision. On the other
hand, one cynically wonders how much of the
differences are actually due to each individual
drafter having arrived at a different definition
through happenstance. The actual reason is prob-
ably somewhere in the middle. �
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In Rev. Proc. 2018-38, 2018-31 IRB 280, the IRS re-
moved the requirement that exempt organizations
other than Section 501(c)(3) organizations disclose
the names and address of their contributors on their
exempt organization tax return. 

Section 6033(a) requires certain tax-exempt organ-
izations to file annual information returns that include
information required by forms or regulations. The an-
nual information returns required under Section 6033
are Forms 990, Return of Organization Exempt From
Income Tax, 990-EZ, Short Form Return of Organi-
zation Exempt From Income Tax, 990-PF, Return of
Private Foundation, and 990-BL, Information and Ini-
tial Excise Tax Return for Black Lung Benefit Trusts
and Certain Related Persons. Section 6033(b) provides
that tax-exempt organizations described in Section
501(c)(3) that are subject to the requirements of Sec-
tion 6033(a) must furnish information annually setting
forth certain items including, “the total of the contri-
butions and gifts received by it during the year, and the
names and addresses of all substantial contributors.” 

Although the statute does not address contributor
reporting by tax-exempt organizations other than
those described in Section 501(c)(3), the implement-
ing Regulations under Section 6033(a) generally re-
quire all types of tax-exempt organizations to report
the names and addresses of all persons who con-
tribute $5,000 or more in a year under Reg. 1.6033-
2(a)(2)(ii)(f). Reg. 1.6033-2(a)(2)(iii)(d) also requires
organizations described in Sections 501(c)(7) (gen-
erally, social clubs), 501(c)(8) (generally, fraternal
beneficiary societies), or 501(c)(10) (generally, do-
mestic fraternal societies) to report the name of each
person who contributed more than $1,000 during the
tax year to be used exclusively for religious, charita-
ble, scientific, literary, or educational purposes, or for
the prevention of cruelty to children or animals. 

Section 6033(a)(3)(B) provides a discretionary ex-
ception from the annual filing requirement under
which the IRS may relieve any organization (other
than a supporting organization described in Section

509(a)(3)) otherwise required to file an information
return from filing such a return if the IRS determines
that the filing is not necessary to the efficient admin-
istration of the internal revenue laws. Reg. 1.6033-
2(g)(6) authorizes the IRS to “relieve any organization
or class of organizations (other than an organization
described in Section 509(a)(3)) from filing, in whole
or in part the annual return required by this section
where [IRS] determines that such returns are not nec-
essary for the efficient administration of the internal
revenue laws.” The IRS has exercised this authority in
the past through Revenue Procedures. See, e.g., Rev.
Proc. 2011-15, 2011-3 IRB 322 and Rev. Proc. 2003-
21, 2003-1 CB 448. 

Under existing rules, the names and addresses of
contributors for all types of organizations are reported
on Schedule B filed with Forms 990, 990-EZ, and 990-
PF, or, with respect to organizations described in Sec-
tion 501(c)(21), in Part IV of Form 990-BL. 

In general, under Section 6104(b), the IRS must
make the annual returns filed under Section 6033
available to the public. However, the IRS is not au-
thorized to disclose the name or address of any con-
tributor to any tax-exempt organization other than a
private foundation (as defined in Section 509(a), in-
cluding trusts described in Section 4947(a)(1) that are
treated as private foundations) or a Section 527 or-
ganization. Further, Reg. 301.6104(b)-1(b)(2) pro-
vides that even if the names and addresses are not
disclosed, the amounts of contributions to an organ-
ization must be made available for public inspection
unless the disclosure of such information can reason-
ably be expected to identify any contributor. 

In addition to the required disclosure by the IRS,
Section 6104(d) and Reg. 301.6104(d)-1 require cer-
tain tax-exempt organizations to provide their an-
nual information returns on request by a member of
the public. Similar to the restrictions on disclosing
contributor information placed on the IRS by Section
6104(b), an organization, other than a private foun-
dation or a Section 527 organization, is not required
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to disclose the names and addresses of its contribu-
tors under Section 6104(d)(3)(A). 

Rev. Proc. 2018-38 provides that tax-exempt organ-
izations required to file the Form 990 or Form 990-EZ,
other than those described in Section 501(c)(3), will no
longer be required to provide names and addresses of
contributors on their Forms 990 or Forms 990-EZ and
thus will not be required to complete these portions of
their Schedules B (or complete the similar portions of
Part IV of the Form 990-BL). Similarly, organizations
described in Sections 501(c)(7), 501(c)(8), or 501(c)(10)
will no longer be required to provide on Forms 990 or
Forms 990-EZ the names and addresses of persons who
contributed more than $1,000 during the tax year to be
used for exclusively charitable purposes. 

The Revenue Procedure does not affect: 
• the information required to be reported on Forms

990, 990-EZ, or 990-PF by organizations described
in Section 501(c)(3) (which, for purposes of Sec-
tion 6033, include nonexempt charitable trusts de-
scribed in Section 4947(a)(1) and nonexempt
private foundations described in Section 6033(d))
or political organizations described in Section 527. 

• the reporting of contribution information, other
than the names and addresses of contributors, re-
quired to be reported on Schedule B of Forms 990
and 990-EZ and Part IV of the Form 990-BL. 

• the disclosure requirements under Sections
6104(b) or 6104(d) of any information reported
on the Schedule B of Forms 990 and 990-EZ and
Part IV of the Form 990-BL. As a result, the Rev-
enue Procedure will have no effect on the report-
ing of Schedule B information that is currently
open to public inspection. 
Further, organizations relieved of the obligation

to report contributors’ names and addresses must
continue to keep this information in their books and
records to permit the IRS to efficiently administer the
internal revenue laws through examinations of spe-
cific taxpayers. 

The IRS explained the changes contained in the
Revenue Procedure by noting that it does not need
personally identifiable information of donors to be re-
ported on Schedule B of Form 990 or Form 990-EZ
in order for it to carry out its responsibilities. “The re-
quirement to report such information increases com-
pliance costs for some private parties, consumes IRS
resources in connection with the redaction of such in-
formation, and poses a risk of inadvertent disclosure
of information that is not open to public inspection.” 

The revised reporting requirements contained in
the Revenue Procedure will apply to information re-
turns for tax years ending on or after 12/31/18. Thus,
the revised reporting requirements generally will
apply to returns that become due on or after 5/15/19. 

INTERIM AND TRANSITION
RULES FOR CALCULATING
UBTI FOR SEPARATE
BUSINESSES UNDER TCJA
In Notice 2018-67, 2018-36 IRB 409, the IRS has pro-
vided interim and transition rules under Section
512(a)(6) with respect to aggregating gross income and
directly connected deductions of certain activities in the
nature of investments, and the treatment of Section
951A global intangible low-taxed income (GILTI) in-
clusions for purposes of the unrelated business income
tax. Section 512(a)(6), which was enacted in the Tax
Cuts and Jobs Act (TCJA, P.L. 115-97, 12/22/17), re-
quires an organization subject to the Section 511 unre-
lated business income tax with more than one unrelated
trade or business to calculate unrelated business taxable
income (UBTI) separately with respect to each trade or
business. Taxpayers may rely on the guidance in Notice
2018-67 pending the issuance of regulations. 

UBTI is the gross income derived by any tax-ex-
empt organization from any unrelated trade or busi-
ness regularly carried on by the organization, less
allowable deductions. An unrelated trade or business
is any trade or business the conduct of which is not
substantially related to the exercise or performance
by the organization of its exempt purpose. 

Under Section 512(b)(12), in computing UBTI, a
specific deduction of $1,000 is allowed, except for pur-
poses of computing the net operating loss (NOL) de-
duction, and except with respect to certain local
church units which file a separate return. For a dio-
cese, province of a religious order, or a convention or
association of churches, the specific deduction al-
lowed with respect to each parish, individual church,
district, or other local unit is the lower of: (1) $1,000
or (2) the gross income derived from any unrelated
trade or business regularly carried on by the local unit. 

For tax years beginning after 12/31/17, except
where there is a NOL carryover (see below), Section
512(a)(6) requires an organization that has more than
one unrelated trade or business to compute UBTI, in-
cluding for purposes of determining any NOL deduc-
tion, separately for each unrelated trade or business,
and without regard to Section 512(b)(12). Specifically,
UBTI is calculated under the following rules: 
• UBTI, including for purposes of determining any net

operating loss deduction, is computed separately
with respect to each separate unrelated trade or busi-
ness, and not including the specific deduction under
Section 512(b)(12). (Section 512(a)(6)(A)) 

• e organization’s UBTI is the sum of the UBTI
so computed with respect to each unrelated trade
or business, less the specific deduction under Sec-
tion 512(b)(12) (see above). (Section 512(a)(6)(B)) 
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• For purposes of Section 512(a)(6)(B), the UBTI
for any such trade or business must not be less
than zero. (Section 512(a)(6)(C)) 
If an NOL that has arisen in a tax year beginning be-

fore 1/1/18 is carried over to a tax year that begins on
or after 1/1/18, (1) Section 512(a)(6)(A) must not apply
to that NOL, and (2) the organization’s UBTI, after ap-
plying Section 512(a)(6)(B), must be reduced by the
amount of the NOL. (TCJA section 13702(b)(2)) 

Prior to the passage of Section 512(a)(6), the frag-
mentation principle in Section 512(c) and Reg. 1.513-
1(b) was primarily used to separate unrelated trades
or businesses from exempt activities. It provides that
an activity does not lose its identity as a trade or busi-
ness merely because it is carried on within a larger ag-
gregate of similar activities or within a larger complex
of other endeavors which may, or may not, be related
to the exempt purposes of an organization. 

The TCJA also added new Section 951A, which
provides that, for tax years of foreign corporations
that begin after 12/31/17, and for tax years of U.S.
shareholders in which or with which such tax years
of foreign corporations end, a U.S. shareholder of any
controlled foreign corporation has to include in gross
income for a tax year its global intangible low-taxed
income (GILTI) in a manner generally similar to in-
clusions of subpart F income. For tax years beginning
after 12/31/17, domestic corporations are allowed a
deduction for a percentage of GILTI. 

Notice 2018-67 states that the IRS intends to pro-
pose regulations for determining whether an exempt
organization has more than one unrelated trade or
business for purposes of Section 512(a)(6) and for de-
termining how to identify separate trades or busi-
nesses for purposes of calculating UBTI under
Section 512(a)(6)(A). 

Pending issuance of proposed regulations, and pur-
suant to Notice 2018-67, section 6, exempt organizations
may rely on a reasonable, good-faith interpretation of Sec-
tions 511 through 514, considering all the facts and cir-
cumstances, when determining whether an exempt
organization has more than one unrelated trade or busi-
ness for purposes of Section 512(a)(6). A reasonable,
good-faith interpretation includes using the North Amer-
ican Industry Classification System (NAICS) 6-digit codes
described in Notice 2018-67, section 3.03. The NAICS is
an industry classification system for purposes of collecting,
analyzing, and publishing statistical data related to the U.S.
business economy. The IRS also notes that the fragmen-
tation principle in Section 513(c) and Reg. 1.513-1(b), and
related guidance, may also have utility in identifying sep-
arate trades or businesses for purposes of Section
512(a)(6)(A). (Notice 2018-67, section 3.02) 

Rather than a facts and circumstances test alone, the
IRS would like to set out a more administrable method

for identifying separate trades or businesses for pur-
poses of Section 512(a)(6). To provide additional guid-
ance in proposed regulations, the IRS is considering the
use of NAICS codes. Prior to proposed regulations, the
IRS will consider the use of NAICS 6-digit codes to be
a reasonable, good-faith interpretation under section
3.02 of Notice 2018-67. The IRS notes that use of all 6
digits of the NAICS codes would result in more specific
categories of trades or businesses whereas use of fewer
than 6 digits of the NAICS codes would result in
broader categories of trades or businesses. The IRS also
notes that exempt organizations filing Form 990-T (Ex-
empt Organization Business Income Tax Return) al-
ready are required to use the 6-digit NAICS codes when
describing the organization’s unrelated trades or busi-
nesses in Block E. (Notice 2018-67, section 3.03) 

Section 512(a)(1) permits an exempt organization
with an unrelated trade or business to reduce the in-
come from that trade or business by the deductions
allowed by Chapter 1 of the Code that are “directly
connected” with the carrying on of such trade or
business. To the extent that an exempt organization
may have items of deduction that are shared between
an exempt activity and an unrelated trade or business,
Reg. 1.512(a)-1(c) and Reg. 1.512(a)-1(d) provide
special rules for allocating such expenses. 

The IRS currently has an item on the Priority
Guidance Plan regarding methods of allocating ex-
penses relating to dual use facilities. The allocation
issues under Section 512(a)(1) also are relevant under
Section 512(a)(6) because an exempt organization
with more than one unrelated trade or business must
not only allocate indirect expenses among exempt
and taxable activities as described in Reg. 1.512(a)-
1(c) and Reg. 1.512(a)-1(d) but also among separate
unrelated trades or businesses. Accordingly, the IRS
is considering modifying the underlying reasonable
allocation method in Reg. 1.512(a)-1(c) and provid-
ing specific standards for allocating expenses relating
to dual use facilities and the rules under Section
512(a)(6). (Notice 2018-67, section 3.04) 

The IRS notes that, in the absence of Section
512(b)(1), Section 512(b)(2), Section 512(b)(3), and
Section 512(b)(5), interest, royalties, rents, and gains
(or losses) from the sale, exchange, or other disposi-
tion of property would be included in the calculation
of UBTI to the extent that such amounts are gross in-
come derived by any organization from any unre-
lated trade or business regularly carried on by it
under Section 512(a)(1). 

Accordingly, the IRS sees no distinction between
“gross income derived by any organization from any
unrelated trade or business…regularly carried on by
it” under Section 512(a)(1) and amounts included in
UBTI “as an item of gross income derived from an
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unrelated trade or business” under Section 512(b)(4),
Section 512(b)(13), and Section 512(b)(17). How-
ever, the IRS recognizes that such an interpretation
of Section 512(a)(6) might impose a significant bur-
den on organizations required to include amounts in
UBTI under Section 512(b)(4), Section 512(b)(13),
and Section 512(b)(17). 

For example, one interpretation of Section 512(a)(6)
might require treating each debt-financed property
owned by an exempt organization as a separate trade
or business for purposes of Section 512(a)(6)(A), be-
cause the debt/basis percentage used to calculate the
portion of income that is unrelated debt-financed in-
come included in the calculation of UBTI under Sec-
tion 512(b)(4) is specific to each property. 

Similarly, an exempt organization might be re-
quired to report income from each controlled entity as
income from a separate trade or business for purposes
of Section 512(a)(6)(A). The exempt organization
would have to track and report each debt-financed
property owned directly by an exempt organization or
income from each controlled entity separately, which
imposes a burden both on the exempt organization and
on the IRS. Accordingly, aggregating income included
in UBTI under Section 512(b)(4), Section 512(b)(13),
and Section 512(b)(17) may be appropriate in certain
circumstances. (Notice 2018-67, section 4) 

As a matter of administrative convenience, the IRS
intends to propose regulations treating certain activities
in the nature of an investment (investment activities) of
an exempt organization as one trade or business for pur-
poses of Section 512(a)(6)(A) in order to permit exempt
organizations to aggregate gross income and directly
connected deductions from such “investment activities.”
The IRS expects that treating these “investment activi-
ties” as one trade or business for this purpose will reduce
the reporting and administrative burden on organiza-
tions required to comply with Section 512(a)(6) and will
also reduce the burden the IRS may experience in im-
plementing and enforcing Section 512(a)(6). 

The IRS is concerned that the criteria for finding
material participation under Section 469 are more ex-
tensive than appropriate in separating investment ac-
tivities from more active involvement in an unrelated
trade or business. With respect to partnership inter-
ests that could be included in the category of “invest-
ment activities” for purposes of Section 512(a)(6), the
IRS notes that “investment activities” should capture
only partnership interests in which the exempt organ-
ization does not significantly participate in any part-
nership trade or business. (Notice 2018-67, section 5) 

Except as provided in Notice 2018-67, section
6.01(2) through (4), exempt organizations with part-
nership investments should use a reasonable, good-
faith interpretation of Section 511 and Section 514,

considering all the facts and circumstances, when
identifying separate trades or businesses for purposes
of Section 512(a)(6)(A) until the issuance of pro-
posed regulations. (Notice 2018-67, section 6.01(1)) 

Under an interim rule, pending publication of pro-
posed regulations, an exempt organization may aggre-
gate its UBTI from its interest in a single partnership
with multiple trades or businesses, including trades or
businesses conducted by lower-tier partnerships, as
long as the directly-held interest in the partnership
meets the requirements of either the de minimis test
(described in Notice 2018-67, section 6.02) or the con-
trol test (described in Notice 2018-67, section 6.03)
(“qualifying partnership interest”). Additionally, under
this interim rule, an exempt organization may aggre-
gate all qualifying partnership interests and treat the
aggregate group of qualifying partnership interests as
comprising a single trade or business for purposes of
Section 512(a)(6)(A). (Notice 2018-67, section 6.01(2)) 

Under a transition rule, pending publication of pro-
posed regulations, an exempt organization may follow
the transition rule (described in Notice 2018-67, section
6.04) for partnership interests with respect to which it is
not applying the interim rule described in Notice 2018-
67, section 6.01(2). (Notice 2018-67, section 6.01(3)) 

The interim rule and the transition rule do not
apply to exempt organizations described in Section
501(c)(7) that are subject to Section 512(a)(3). Further,
these rules do not otherwise impact the application of
Section 512(c) and the fragmentation principle under
Section 513(c). (Notice 2018-67, section 6.01(4)) 

A partnership interest is a qualifying partnership
interest that meets the requirements of the de minimis
test if the exempt organization holds directly no more
than 2% of the profits interest and no more than 2% of
the capital interest. (Notice 2018-67, section 6.02(1)) 

In determining the exempt organization’s percent-
age interest in a partnership, the exempt organization
may rely on the Schedule K-1 it receives from the part-
nership. In Part II, line J, a partnership enters the part-
ner’s share of profit, loss, and capital interests at the
beginning and the ending of the partnership’s tax year.
An organization will be considered to have no more
than 2% of the profits or capital interests in the case of a
partnership, if the average of the organization’s percent-
age interest at the beginning and the end of the partner-
ship’s tax year, or, in the case of a partnership interest
held for less than a year, the percentage interest held at
the beginning and end of the period of ownership within
the partnership’s tax year, entered in Part II, line J, of
Schedule K-1, is no more than 2% (without regard to the
number of days each such percentage is held during the
tax year). (Notice 2018-67, section 6.02(2)(a)) 

In general, when determining an exempt organi-
zation’s percentage partnership interest, the interest
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of a disqualified person, a supporting organization,
or a controlled entity in the same partnership will be
taken into account. (Notice 2018-67, section 6.02(2)) 

In general, a partnership interest is a qualifying part-
nership interest that meets the requirements of the con-
trol test if the exempt organization (1) directly holds no
more than 20% of the capital interest, and (2) does not
have control or influence over the partnership. The
rules in Notice 2018-67, section 6.02(2)(b), requiring
the combination of related interests also apply for pur-
poses of the control test. (Notice 2018-67, section
6.03(1)) When determining the exempt organization’s
percentage interest in a partnership the exempt organ-
ization may rely on the Schedule K-1 it receives from
the partnership. An organization will be considered to
have no more than 20% of the capital interest, if the av-
erage of the organization’s percentage interest at the be-
ginning and the end of the partnership’s tax year, or, in
the case of a partnership interest held for less than a
year, the percentage interest held at the beginning and
end of the period of ownership within the partnership’s
tax year, entered in Part II, line J, of Schedule K-1, is no
more than 20% (without regard to the number of days
each such percentage is held during the tax year). (No-
tice 2018-67, section 6.03(2)) 

All facts and circumstances are relevant for deter-
mining whether an exempt organization has control or
influence over a partnership. An exempt organization
has control or influence if the exempt organization may
require the partnership to perform, or may prevent the
partnership from performing, any act that significantly
affects the operations of the partnership. An exempt or-
ganization also has control or influence over a partner-
ship if any of the exempt organization’s officers,
directors, trustees, or employees have rights to partici-
pate in the management of the partnership or conduct
the partnership’s business at any time, or if the exempt
organization has the power to appoint or remove any
of the partnership’s officers, directors, trustees, or em-
ployees. (Notice 2018-67, section 6.03(3)) 

A previously acquired partnership interest may
be difficult to modify to meet the de minimis test (as
described in Notice 2018-67, section 6.02) or control
test (as described in Notice 2018-67, section 6.03)
under the interim rule, and the exempt organization
may have to incur significant transactions costs to do
so. Thus, an organization may choose to apply the
following transition rule, if applicable, for a partner-
ship interest acquired prior to 8/21/18: an exempt or-
ganization may treat each such partnership interest
as comprising a single trade or business for purposes
of Section 512(a)(6) whether or not there is more
than one trade or business directly or indirectly con-
ducted by the partnership or lower-tier partnerships.
(Notice 2018-67, section 6.04) 

The income from qualifying partnership interests
permitted to be aggregated under the interim rule in-
cludes any unrelated debt-financed income (within the
meaning of Section 514) that arises in connection with
the qualifying partnership interest that meets the re-
quirements of either the de minimis test or the control
test. For the purpose of the interim rule, the exempt
organization may aggregate unrelated debt-financed
income generated by a hedge fund with any other
UBTI generated by any of the hedge fund’s trades or
businesses that are unrelated trades or businesses with
respect to the exempt organization. Similarly, any un-
related debt-financed income that arises in connection
with a partnership interest that meets the requirements
of the transition rule may be aggregated with the other
UBTI that arises in connection with that partnership
interest. (Notice 2018-67, section 6.05) 

The IRS anticipates that any rules issued regarding
how an exempt organization identifies separate trades
or businesses for purposes of Section 512(a)(6)(A) will
apply equally under Section 512(a)(1) and Section
512(a)(3). Nonetheless, because Section 512(a)(3)
provides special rules for Section 501(c)(7) social clubs,
Section 501(c)(9) voluntary employees’ beneficiary as-
sociations (VEBAs), and Section 501(c)(17) supple-
mental unemployment compensation benefits trusts
(SUBs), which are taxed differently than other exempt
organizations under Section 511, the IRS requests com-
ments on any additional considerations that should be
given to how Section 512(a)(6) applies within the con-
text of Section 512(a)(3). In particular, the IRS requests
comments on how these exempt organizations’ invest-
ment income should be treated for purposes of Section
512(a)(6). (Notice 2018-67, section 7) 

In general, to determine total UBTI under Section
512(a)(6)(B), an exempt organization takes the sum
of the UBTI computed with respect to each separate
trade or business under Section 512(a)(6)(A), less a
specific deduction under Section 512(b)(12). How-
ever, in calculating total UBTI under Section
512(a)(6)(B), Section 512(a)(6)(C) provides that
UBTI with respect to any trade or business cannot be
less than zero. (Notice 2018-67, section 8.01) 

Section 512(a)(7) increases UBTI by any amount
for which a deduction is not allowable under this
chapter by reason of Section 274 and which is paid or
incurred by such exempt organization for any quali-
fied transportation fringe (as defined in Section
132(f)), any parking facility used in connection with
qualified parking (as defined in Section 132(f)(5)(C)),
or any on-premises athletic facility (as defined in Sec-
tion 132(j)(4)(B)). However, Section 512(a)(7) does
not apply to the extent the amount paid or incurred
is directly connected with an unrelated trade or busi-
ness that is regularly carried on by the organization.
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Unlike other paragraphs of Section 512, Section
512(a)(7) does not treat amounts included in UBTI as
a result of that section as an item of gross income de-
rived from an unrelated trade or business. Further, the
IRS does not believe that the provision of the fringe
benefits described in Section 512(a)(7) is an unrelated
trade or business. Accordingly, any amount included
in UBTI under Section 512(a)(7) is not subject to Sec-
tion 512(a)(6). (Notice 2018-67, section 8.02) 

The TCJA made extensive changes to Section 172,
including limiting post-2017 NOLs to the lesser of
(1) the aggregate NOL carryovers to such year, plus
the NOL carrybacks to such year, or (2) 80% of tax-
able income computed without regard to the deduc-
tion generally allowable under Section 172. The
limitation in Section 172(a) applies only to post-2017
NOLs, but a question exists regarding how the Sec-
tion 172(a) 80% income limitation applies when both
pre-2018 and post-2017 NOLs exist. 

The IRS intends to issue guidance regarding how Sec-
tion 172 generally applies. However, because Section
512(a)(6) provides a more specific rule than the one
found in Section 172 regarding how the NOL deduction
is calculated and taken in the context of calculating UBTI,
the IRS is requesting comments on how the NOL deduc-
tion should be taken under Section 512(a)(6) by exempt
organizations with more than one unrelated trade or
business and, in particular, by such organizations with
both pre-2018 and post-2017 NOLs. The IRS also re-
quests comments on the ordering of pre-2018 and post-
2017 NOLs and the potential treatment of pre-2018
NOLs that may expire in a given tax year if not taken be-
fore post-2017 NOLs. (Notice 2018-67, section 9) 

The IRS treats an inclusion of subpart F income as
a dividend for purposes of Section 512(b)(1). Accord-
ingly, subpart F income generally is excluded from the
calculation of UBTI. Congress approved of the IRS’s
long-standing position when it enacted Section
512(b)(17) as part of the Small Business Job Protection
Act of 1996 (P.L. 104-188, 8/20/96). Although an in-
clusion of subpart F income under Section 951(a)(1)(A)
is generally excluded from the calculation of UBTI as a
dividend under Section 512(b)(1), Section 512(b)(17)
requires any amount included in gross income under
Section 951(a)(1)(A) that is attributable to insurance
income (as defined in Section 953) which, if derived di-
rectly by the organization, would be treated as gross in-
come from an unrelated trade or business to be
included in the calculation of UBTI. 

GILTI is not an inclusion of subpart F income
under Section 951(a)(1)(A), but instead is a separate
inclusion under Section 951A(a). Nonetheless, an in-
clusion of GILTI is generally treated in a manner sim-
ilar to an inclusion of subpart F income for other
purposes of the Code. The IRS has determined that

an inclusion of GILTI under Section 951A(a) should
be treated in the same manner as an inclusion of sub-
part F income under Section 951(a)(1)(A) for pur-
poses of Section 512(b)(1) and of Section 512(b)(4).
Accordingly, an inclusion of GILTI will be treated as
a dividend which is generally excluded from UBTI
under Section 512(b)(1). (Notice 2018-67, section 10) 

The IRS notes that Congress made no changes to
Section 512(b) when enacting Section 951A, and has
not otherwise specifically required the inclusion of
such insurance income in UBTI. Accordingly, unless
provided otherwise in proposed regulations, the IRS
will not treat GILTI included in gross income under
Section 951A(a) that is attributable to insurance in-
come as includible in the UBTI of a tax-exempt or-
ganization. (Notice 2018-67, section 10) 

For tax years beginning after 12/31/17, organizations
described in Section 511(a)(2) and trusts described in
Section 511(b)(2) (collectively exempt organizations
throughout Notice 2018-67) may rely on methods of ag-
gregating or identifying separate trades or businesses
under Section 512(a)(6) provided in Notice 2018-67 until
proposed regulations are published. All such organiza-
tions may rely on a reasonable, good-faith interpretation
of Sections 511 through 514 taking into account all the
facts and circumstances when determining whether an
exempt organization has more than one unrelated trade
or business for purposes of Section 512(a)(6). 

For an exempt organization this also includes
using a reasonable, good-faith interpretation when
determining: (1) whether to separate debt-financed
income described in Section 512(b)(4) and Section
514; (2) whether to separate income from a controlled
entity described in Section 512(b)(13); and (3)
whether to separate insurance income earned through
a controlled foreign corporation as described in Sec-
tion 512(b)(17). The use of NAICS 6-digit codes will
be considered a reasonable, good-faith interpretation
until regulations are proposed. 

For tax years beginning after 12/31/17, exempt or-
ganizations, other than organizations described in
Section 501(c)(7) (social clubs), may also rely on the
rules provided for aggregating income from partner-
ships in Notice 2018-67, section 6, until proposed
regulations are published. These aggregation rules in-
clude any unrelated debt-financed income that is
earned through a partnership that meets the require-
ments of the rules described in Notice 2018-67, sec-
tion 6. The rules described in Notice 2018-67, section
6 include: (1) the interim rule that permits the aggre-
gation of qualifying partnership interests that meet
either the de minimis test or control test into a single
trade or business; and (2) the transition rule, which
allows for aggregating income within each direct
partnership interest acquired before 8/21/18. 
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Exempt organizations may rely on Notice 2018-
67, sections 8.02 and 10. These sections provide that:
(1) income under Section 512(a)(7) is not income
from a trade or business for purposes of Section
512(a)(6); and (2) for purposes of calculating UBTI,
an inclusion of GILTI under Section 951A(a) is
treated as a dividend and follows the treatment of
dividends under Sections 512(b)(1) and 512(b)(4).
(Notice 2018-67, section 11) 

The IRS requests comments regarding the appli-
cation of Section 512(a)(6) to exempt organizations
with more than one unrelated trade or business on a
variety of issues touched on in Notice 2018-67. (No-
tice 2018-67, section 12) 

FEDERAL COURT OF
APPEALS UPHOLDS STATE
LAW DONOR DISCLOSURE
REQUIREMENT
In Americans for Prosperity Foundation v. Becerra,
2018 WL 4320193 (CA-9, 2018), the U.S. Court of Ap-
peals for the Ninth Circuit, reversing the district court,
held that a California charitable registration require-
ment is constitutional as applied to two tax-exempt or-
ganizations. The court found that the requirement was
substantially related to the important state interest of
policing charitable fraud, and that the organizations
failed to show that it impermissibly burdened the or-
ganizations’ First Amendment free association rights. 

Federal tax regulations require nonprofit educa-
tional or charitable organizations registered under
Section 501(c)(3) to disclose the names and contri-
butions of their “significant donors” (donors who
have contributed more than $5,000 in a single year)
on Form 990, Return of Organization Exempt from
Income Tax, Schedule B. (Reg. 1.6033-2(a)(2)(ii)(f))
While a nonprofit’s federal tax return, IRS Form 990,
must be made available to the public, that require-
ment does not apply to an organization’s Schedule B.
(Section 6104(b); Section 6104(d)(3)(A)) 

Cal. Code Reg. tit. 11, section 301 requires chari-
table organizations to file a copy of their IRS Form
990, including its Schedule B, with the State Registry
(Schedule B requirement). Cal. Code Reg. tit. 11, sec-
tion 310 provides that the Schedule B information
will be kept confidential and is exempt from public
inspection except in a judicial or administrative pro-
ceeding or in response to a search warrant (safeguard
requirement). Before the safeguard requirement was
codified in 2016, Schedule B was treated as a confi-
dential document under an informal policy. 

Since 2001, Americans for Prosperity Foundation
(AFP), a tax-exempt organization, and Thomas More
Law Center (Center; collectively, the organizations),

have either not filed, or filed redacted versions of, their
Schedule B with the California Attorney General, de-
spite filing a complete Schedule B with the IRS each
year. The Attorney General informed the Center in
2012, and AFP in 2013, that their filings were deficient. 

In December 2014, AFP brought a case in U.S. dis-
trict court seeking an order preliminarily enjoining the
California Attorney General from demanding its
Schedule B. AFP challenged the Schedule B require-
ment on two grounds: that it was facially unconstitu-
tional and that it was unconstitutional as applied to
AFP. With respect to the second “as applied” ground,
AFP argued that the Schedule B requirement chills the
exercise of AFP donors’ First Amendment freedoms to
speak anonymously and to engage in expressive asso-
ciation. AFP and the Center separately filed suit alleging
that the Schedule B requirement unconstitutionally
burdens their First Amendment rights by deterring in-
dividuals from financially supporting them. 

The district court granted the preliminary injunc-
tion, and the California Attorney General appealed.
While those appeals were pending, the Ninth Circuit
upheld the Schedule B requirement against a facial con-
stitutional challenge in Center for Competitive Politics
v. Harris, 115 AFTR2d 2015-1711 (CA-9, 2015). In that
decision, the Ninth Circuit concluded that compelled
disclosure of the plaintiff’s contributors’ identities did
not violate its and its supporters’ First Amendment
right of association because there was no indication that
contributors were subject to harassment as result of the
disclosure requirement, disclosure would not be public,
and having contributors’ information increased the At-
torney General’s investigative efficiency and allowed
her to identify suspicious behavior. 

The appeal in the current case was then remanded
by the Ninth Circuit, which (1) stated that the district
court is bound by the Center for Competitive Politicsde-
cision, and (2) instructed the district court to have a trial
on the “as applied” challenge. (Americans for Prosperity
Foundation, 116 AFTR2d 2015-7171 (CA-9, 2015). 

On remand, the district court held, in two sepa-
rate decisions, that the Schedule B requirement is un-
constitutional in its application to AFP and to Center
and permanently enjoined California from requiring
either organization to file Schedule B. The court said
that First Amendment challenges to laws requiring
citizen disclosures are reviewed using an “exacting
scrutiny” standard, which requires a substantial rela-
tion between the disclosure requirement and a suffi-
ciently important governmental interest, and that
California’s Schedule B requirement failed to satisfy
this standard. (Americans For Prosperity Foundation
v. Harris, 117 AFTR2d 2016-1384 (DC CA, 2016)) 

The Court of Appeals for the Ninth Circuit reversed
the district court, holding that the Schedule B require-
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ment survives the exacting scrutiny standard as applied
to the organizations because it was substantially related
to an important state interest in policing charitable fraud. 

The Ninth Circuit found that the district court’s
conclusion was reached by applying an erroneous legal
standard, which essentially was to require the Attorney
General to show that it was not possible to accomplish
her goals without the Schedule B. In so holding, the
court expressly rejected the organizations’ argument
that the “substantial relation” element of the exacting
scrutiny standard requires that the means used by the
State must be “narrowly drawn” to avoid stifling asso-
ciation, finding that the exacting scrutiny test is differ-
ent from a “least-restrictive-means” test. 

Rather, the “substantial relation” element of the ex-
acting scrutiny test merely requires that the strength of
the governmental interest reflect the seriousness of the
actual burden on First Amendment rights, and the
court concluded that this element was met in this case.
The court found that the government interest served in
this case—ensuring that charities operate in accordance
with the law—is indeed a significant one, and that other
circuit courts have reached the same conclusion. 

The court also found that the actual burden on the
organizations’ First Amendment rights was insuffi-
cient to overcome the government’s substantial inter-
est. Evidence that disclosure would limit contributors
showed, at most, a modest impact; neither organiza-
tion actually identified a single individual whose will-
ingness to contribute hinged on disclosure to the
Attorney General. In the end, the court found that the
mere possibility that some contributors may withhold
their support was insufficient to show a substantial
burden on First Amendment rights. 

In addition, while the organizations did show that
public disclosure of donor information could poten-
tially subject their contributors to threats, harassment
or reprisals, the court found that, since public disclo-
sure of the Schedule B information is prohibited
under the safeguard requirement, the risk is low. 

Finally, the court rejected the organizations’ facial
challenges as foreclosed by Center for Competitive
Politics.

AD REVENUES FROM
EXEMPT ORGANIZATION’S
PUBLICATION WERE 
NOT UBTI
In a technical advice memorandum (TAM 201837014),
the IRS concluded that the “minimum guaranteed roy-
alty” received by a Section 501(c)(6) organization from
a publisher in connection with the publisher’s publica-
tion of the organization’s scholarly journal was not un-

related business taxable income (UBTI) to the organi-
zation. The TAM concluded that there was no basis for
attributing advertising revenues received by the pub-
lisher to the organization. 

Section 511 imposes a tax upon the unrelated busi-
ness income of certain exempt organizations. UBTI
is defined by Section 512(a) as the gross income de-
rived by an organization from any “unrelated trade or
business,” regularly carried on by it, less the allowable
deductions which are directly connected with the car-
rying on of such trade or business, both computed
with the modifications provided in Section 512(b). 

An unrelated trade or business is defined by Sec-
tion 513(a) as any trade or business the conduct of
which is not substantially related (aside from the need
of such organization for income or funds or the use
it makes of the profits derived) to the exercise or per-
formance of its tax-exempt purpose. Under Section
513(c), an activity does not lose its identity as a trade
or business merely because it is carried on within a
larger aggregate of similar activities or within a larger
complex of endeavors which may, or may not, be re-
lated to the exempt purpose of the organization. 

Under Reg. 1.513-1(a), the gross income of an ex-
empt organization subject to the Section 511 tax is
includible in the computation of UBTI if: (1) it is in-
come from trade or business; (2) such trade or busi-
ness is regularly carried on by the organization; and
(3) the conduct of such trade or business is not sub-
stantially related (other than through the production
of funds) to the organization’s performance of its ex-
empt functions. The activities of soliciting, selling,
and publishing commercial advertising constitute a
trade or business; this characterization is unchanged
even though the advertising is published in an ex-
empt organization periodical which contains edito-
rial matter related to the organization’s exempt
purposes. (Reg. 1.513-1(b)) 

In this ruling, Organization is a Section 501(c)(6)
professional society formed for the purpose of en-
hancing an unspecified field. Journal is the official,
scholarly journal of Organization published under a
contract with Publisher, a for-profit entity. Prepara-
tion of editorial content in Journal is one of Organi-
zation’s core tax-exempt activities. 

In Year 1, Organization entered into an agree-
ment with Publisher to publish Journal for a term
covering Year 2 through Year 7. The agreement pro-
vides that the relationship between Publisher and Or-
ganization is that of independent contractors and
that Organization has complete responsibility for all
of the editorial content of Journal. 

Under the agreement, Publisher will publish, pro-
duce, sell, distribute, and internationally promote
Journal at its own expense. Publisher is responsible
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for fulfilling subscription orders for Journal and is
solely responsible for selling advertising space in
Journal. The Journal advertisements are subject to
Organization’s advertising standards, but no adver-
tisement has ever been disapproved. 

The agreement further provides that Publisher pays
Organization a percentage of “revenues” as an “earned
royalty” for the publishing and distribution rights of
Journal. The agreement defines revenues as total rev-
enues less deductions for commissions, discounts, re-
turns and taxes; advertising revenues are specifically
excluded for purposes of calculating the earned royalty.
In addition, the agreement provides that Publisher
pays Organization a “minimum guaranteed royalty”
provided that certain Organization member subscrip-
tion requirements are met. Organization gets the
higher of the minimum guaranteed royalty or the
earned royalty. For all the tax years at issue, Organiza-
tion received the minimum guaranteed royalty. 

Publisher provided an affidavit stating that: all ad-
vertising activity associated with Journal was con-
ducted solely by Publisher without assistance from
Organization; none of the payments to Organization
included any portion of the advertising revenue from
Journal; and Publisher reported all advertising rev-
enue from Journal on its tax return and paid appro-
priate taxes on net advertising income. 

The TAM concluded that Organization did not
receive UBTI from advertising under the terms of the
agreement with Publisher in connection with pub-
lishing Journal. While noting that advertising activi-
ties do not lose their identity as an unrelated trade or
business by virtue of their publication in Journal, the
TAM found that Organization did not regularly
carry on the trade or business of commercial adver-
tising. Notably, Organization was not directly en-
gaged in the activities of soliciting, selling, and
publishing commercial advertising; and while Pub-
lisher regularly carried on such activities, Publisher
was an independent contractor, and not an agent of
Organization, so Publisher’s activities were not at-
tributed to Organization. 

The independent contractor relationship was es-
tablished by the agreement between Publisher and
Organization as well as by the overall facts of the case,
including the very limited oversight that Organization
exercised over Publisher’s advertising content selec-
tion and the compensation structure, which effec-
tively shifted all potential for gain and risk of loss from
advertising sales to Publisher. The TAM also noted
that there was no indication in this case that the par-
ties acted in conflict with the agreement, and no basis
for reallocating advertising income to Organization. 

In so holding, the TAM distinguished a series of
cases including: Arkansas State Police Association,

Inc., 89 AFTR 2d 2002-1274 (CA-8, 2002) (which in-
volved a payment from a commercial publisher to a
Section 501(c)(5) organization that was calculated in
part based on advertising revenue); State Police Asso-
ciation of Massachusetts, 80 AFTR 2d 97-6074 (CA-
1, 1997) (where the degree of control exercised by the
organization over the publisher led the court to con-
clude that the publisher was an agent); and National
Collegiate Athletic Association (NCAA), 92 TC 456
(1989) (where the written contract expressly pro-
vided that a contractor was the organization’s “exclu-
sive agent for the sale of advertising”). 

EASEMENT ON GOLF
COURSE FAILED TO SERVE
CONSERVATION PURPOSE
In Champions Retreat Golf Founders, LLC, TCM
2018-146, the Tax Court determined that a partner-
ship that operated a golf club on its property was not
entitled to a qualified conservation contribution de-
duction because it failed to satisfy the conservation
purpose requirement of Section 170(h). 

In general, Section 170(f)(3) bars a charitable con-
tribution deduction for a contribution of an interest
in property that is less than the taxpayer’s entire in-
terest in the property, but an exception is made for a
qualified conservation contribution, i.e., the contri-
bution of a qualified real property interest exclusively
for conservation purposes. (Section 170(h), Reg.
1.170A-14(a)) 

A qualified conservation contribution is defined
as a contribution of a qualified real property interest
to a qualified organization, made exclusively for con-
servation purposes. (Section 170(h)(1)) A contribu-
tion is treated as made exclusively for conservation
purposes if it satisfies one of the conservation pur-
poses listed in Section 170(h)(4) , which include: 
• the protection of a relatively natural habitat of

fish, wildlife, or plants, or a similar ecosystem
(Section 170(h)(4)(A)(ii)), and 

• the preservation of open space (including farmland
and forest land) where such preservation is for the
scenic enjoyment of the general public, or pursuant
to a clearly delineated federal, state, or local govern-
mental conservation policy, and will yield a signifi-
cant public benefit. (Section 170(h)(4)(A)(iii)) 
In Atkinson, TCM 2015-236, the Tax Court found

that the donation of an easement on a golf course did
not qualify as a conservation easement. The court
found that a plant found on 24% of the easement area
was “too insignificant” to lead the court to conclude
that the easement area was a significant relatively nat-
ural habitat. The court further held that a golf course
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did not contribute to the ecological viability of an ad-
jacent nature preserve because a large portion of the
easement property was planted with nonnative grass,
the ponds did not exist in a relatively natural state,
and the native forests that did remain on the ease-
ment property were at risk of removal pursuant to
the terms of the easement deed. 

In the instant case, Champions Retreat Golf
Founders, LLC (Champions Retreat) built a golf club
in a gated residential community in August, Georgia.
The golf club features a 27-hole course, a pro shop, a
restaurant, a locker room, a cart storage facility, a
driving range and practice area, and a paved parking
lot. The golf club is approximately 700 feet from
Sumter National Forest, which is approximately
120,000 acres. 

In 2010, Champions Retreat donated a conserva-
tion easement that covered 348.51 acres (easement
area) to the North American Land Trust (NALT)
after NALT’s conservation biologist surveyed the
property and determined that it met the require-
ments for a conservation easement. The easement
was placed on part of a 2,215-acre tract of land that
includes most of the golf course. It did not include
the parking lot, the pro shop, the restaurant, the
locker room, the cart storage facility, or the residen-
tial developments. 

The easement imposed several restrictions on
Champions Retreat, including, among others, restric-
tions on the types of structures it could build on the
easement area and prohibitions against removing
surface or ground water and removing trees. Cham-
pions Retreat was also to use “best environmental
practices then prevailing in the golfing industry” in
maintaining the golf course. The easement required
Champions Retreat to notify NALT in writing before
it exercises a reserved right in a way that may impair
the conservation purposes underlying the donation. 

However, the easement document allowed several
exceptions to these restrictions. For instance, Cham-
pions Retreat can build additional structures of up to
an aggregate 10,000 square feet on the easement area
and can remove trees and vegetation to do so, and it
can shift around greens, fairways, and other features
of the golf courses. It also has the right to remove any
tree that is within 30 feet of a playable area. 

Champions Retreat claimed a $10,427,435 chari-
table contribution deduction on its Form 1065 (U.S.
Return of Partnership Income) for its donation of the
easement to NALT. Champions Retreat contended
that it made the contribution of the easement to pre-
serve open space pursuant to a Georgia law directing
the Georgia Department of Natural Resources and
local governments to promulgate minimum stan-
dards for the protection of the natural resources, the

environment, and vital areas of the state, including,
but not limited to, the protection of river corridors.
(Ga. Code Ann. section 12-2-8(b)) Champions Re-
treat also contended that it made the contribution
pursuant to Columbia County’s implementation of
the Georgia Greenspace Program. 

In a final partnership administrative adjustment
(FPAA) the IRS denied Champions Retreat’s deduction
of $10,427,435 for the contribution of the easement on
two alternative grounds: (1) the conservation easement
did not meet the requirements of Section 170; and (2)
the easement did not have a value greater than zero. 

The Tax Court determined that Champions Re-
treat did not satisfy the conservation purpose re-
quirement of Section 170(h) and so was not entitled
to a qualified conservation contribution deduction.
Champions Retreat presented evidence of only one
rare, endangered, or threatened species with a habitat
on the easement area—denseflower knotweed—and
it inhabited just a small fraction of the easement area. 

Champions Retreat argued that the easement area
provided a habitat for several species of conservation
concern. However, the court concluded that there
was not a sufficient presence of rare, endangered, or
threatened species in the easement area to satisfy the
conservation purpose requirement. 

The taxpayer’s expert conservation biologists tes-
tified as to several species of birds that were observed
on the easement area and were on conservation
watchlists. The court found the expert testimony
credible, but was unpersuaded that there was a suffi-
cient presence of rare, endangered, or threatened bird
species on the easement area. In addition, none of the
bird species observed by both the taxpayer’s experts
were assigned the highest threat level by any conser-
vation organizations. 

The only other species tracked by conservation
organizations and observed by the experts on the
easement area were the southern fox squirrel, which
the conservation groups indicated was neither rare
nor threatened, and the denseflower knotweed.
While the denseflower knotweed’s endangered status
was uncertain, with different environmental groups
offering conflicting opinions, the court found that its
limited presence in the easement area was insufficient
to fulfill the conservation purpose of providing a sig-
nificant relatively natural habitat. Notably, the plant
was found almost exclusively in a 26-acre swath of
the easement area, comprising approximately 7.5%
of the total area, and less than 17% of the total ease-
ment area was a suitable habit for it. Further, the
court noted that part of the golf course was designed
to drain into the 26-acre swath, introducing chemi-
cals including herbicides into its habitat (legally and
in accordance with the easement). 
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Champions Retreat also contended that the ease-
ment area was a relatively natural habitat because it
was a natural area that contributed to the ecological
viability of Sumter National Forest. The taxpayer’s
expert testified that parts of the easement area be-
tween fairways resembled open pine woodlands or
savannas and that birds, insects, and pollen would
travel back and forth between the easement area and
nearby Sumter National Forest, enhancing the eco-
logical viability of each. However, citing Atkinson, the
Tax Court concluded that the easement area was not
a natural area. Notably, the trees and vegetation in
these areas were heavily managed and treated to pre-
vent the growth of native plants. Also, even if these
were “natural areas,” the court found that there was
no guarantee that they would be protected given the
terms of the easement. 

In addition, the Tax Court concluded that the con-
tribution of the easement area was not for the scenic
enjoyment of the general public because the easement
area was located in a private, gated area accessible only
to members and their guests. The extent to which the
easement could be viewed from public areas was ex-
tremely limited. The Tax Court also concluded that
the preservation of open space was not pursuant to a
clearly delineated governmental conservation policy
under Reg 1.170A-14(d)(4)(iii). 

REVENUE PROCEDURE
UPDATES RETIREMENT
PLAN CORRECTION
PROGRAMS
In Rev. Proc. 2018-52, 2018-42 IRB xxx, the IRS sets
out new procedures for using the www.pay.gov web-
site to file Voluntary Correction Program (VCP) sub-
missions and pay user fees. Beginning on 4/1/19, the
IRS will no longer accept  paper VCP submissions or
process user fees paid with a paper check. During the
transition period from 1/1/19 through 3/31/19, plan
sponsors may file VCP submissions with the IRS ei-
ther by using www.pay.gov in accordance with Rev.
Proc. 2018-52, sections 10  and 11, or by filing paper
VCP submissions in accordance with Rev. Proc.
2016-51, 2016-42 IRB 465, sections 10 and 11. 

The Employee Plans Compliance Resolution Sys-
tem (EPCRS) is a comprehensive system of correc-
tion programs administered by the Employee Plans
Division (TE/GE) for sponsors of retirement plans
that have failed to satisfy certain requirements under
Section 401(a), Section 403(a), Section 403(b), Sec-
tion 408(k), or Section 408(p). This system permits
plan sponsors to correct these failures and so con-
tinue to provide their employees with retirement

benefits on a tax-favored basis. One of the compo-
nents of EPCRS is the Voluntary Correction Pro-
gram (VCP). 

Under VCP, a plan sponsor, at any time before
audit, may pay a limited fee and receive IRS’s ap-
proval for correction of a qualified plan, Section
403(b) plan, SEP, or SIMPLE IRA plan failure. VCP
fees are user fees that are published annually, and are
subject to change. (Rev. Proc. 2016-51, 2016-42 IRB
465)  The most recent prior consolidated statement
of the correction programs under EPCRS was con-
tained in Rev. Proc. 2016-51. 

Rev. Proc. 2018-52 modifies and supersedes Rev.
Proc. 2016-51. The update to Rev. Proc. 2016-51 is a
limited update and is published primarily to set out
new VCP submission procedures, including the re-
quired use of the www.pay.gov website.  Rev. Proc.
2018-52 provides that beginning 4/1/19, plan spon-
sors must use the www.pay.gov website when filing a
VCP submission and paying applicable user fees. 

To ease the transition to the new submission pro-
cedures, from 1/1/19 through 3/31/19, plan sponsors
may file VCP submissions with the IRS either by using
www.pay.gov in accordance with Rev. Proc. 2018-52,
sections 10 and 11 or by filing paper VCP submissions
in accordance with the procedures in Rev. Proc. 2016-
51, sections 10 and 11. The IRS will not accept paper
VCP submissions postmarked  on or after 4/1/19. 

Rev. Proc. 2018-52, section 10, modifies and clar-
ifies the requirements for satisfying the VCP proce-
dures, including new procedures for filing a VCP
submission and paying applicable user fees on the
www.pay.gov website. Although the plan sponsor is
responsible for filing the VCP submission and paying
the user fee using the www.pay.gov website, it is clar-
ified that a plan sponsor may designate an authorized
representative to file the VCP submission if certain
requirements are satisfied. 

Rev. Proc. 2018-52, section 11, sets out the filing
procedures for VCP submissions and reflects the elec-
tronic filing of VCP submissions and payment of ap-
plicable user fees using the www.pay.gov website.
While an electronic VCP submission filed using the
www.pay.gov website must include many of the same
documents as a VCP submission filed on paper pur-
suant to Rev. Proc. 2016-51, there are procedural dif-
ferences: 
• An applicant must use the www.pay.gov website

to create a pay.gov account to be used when filing
a VCP submission and paying applicable user fees. 

• Aer a pay.gov account has been established, the
applicant must complete Form 8950, Application
for Voluntary Correction Program (VCP) Submis-
sion Under the EPCRS, using the www.pay.gov
website. 
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• Documents relating to the VCP submission, in-
cluding the description of failures, Form 14568
(Model VCP Compliance Statement), Schedules
1 through 9 of Form 14568, and any other appli-
cable items for a VCP submission generally must
be converted into a single PDF (Portable Docu-
ment Format) document and then uploaded onto
the www.pay.gov website (special instructions are
provided for PDF files that exceed a 15 MB size
limitation for uploading a PDF document). 

• New procedures relating to the payment of user fees
using the www.pay.gov website are provided, in-
cluding the generation of a payment confirmation. 
For submissions made using the www.pay.gov

website, the IRS will no longer mail an acknowledg-
ment letter to the applicant. Receipt of a submission
will be acknowledged through the generation of a
unique pay.gov tracking ID on the payment confir-
mation after the VCP submission is filed and the user
fee is paid. A plan sponsor may designate an author-
ized representative to file a VCP submission with the
IRS using the www.pay.gov website. Specific instruc-
tions are set out on how to designate an authorized
representative using the Form 2848, Power of Attor-
ney and Declaration of Representation. 

A number of other modifications have been made
to Rev. Proc. 2016-51 to reflect recent changes in cer-
tain Employee Plans programs, including changes to
the Pre-Approved Plan program for Qualified Plans
and the Pre-Approved 403(b) Plan program, and cer-
tain other changes. (Rev. Proc. 2018-52, section 2.03) 

The IRS is also currently developing guidance on
other issues relating to EPCRS. (Rev. Proc 2018-52,
section 2.04(2)) 

NO CHARITABLE
DEDUCTION; EASEMENT
FAILED IN-PERPETUITY
EXTINGUISHMENT RULE
In PBBM-Rose Hill, Limited,  122 AFTR2d 2018-
5471  (CA-5, 2018), the Court of Appeals for the Fifth
Circuit, affirming a Tax Court decision, disallowed a
charitable deduction for a conservation easement,
finding that while the easement protected a conser-
vation  purpose, it did not meet the in-perpetuity re-
quirement of Section 170(h)(5)(A). It also upheld the
gross valuation misstatement penalty determined by
the Tax Court, finding that the Tax Court properly
determined that the  underpayment of tax was attrib-
utable to a valuation misstatement. 

In general, Section 170(f)(3) bars a charitable con-
tribution deduction for a contribution of an interest in
property that is less than the taxpayer’s entire interest

in the property, but an exception is made for a qualified
conservation contribution, i.e., the contribution to a
qualified organization of a qualified real property in-
terest exclusively for conservation purposes. The in-
terest in property conveyed by an easement must be
protected in perpetuity for the contribution of the
easement to be a qualified conservation contribution.
(Section 170(h), Reg. 1.170A-14(b)(2)) 

One conservation purpose is the preservation of
land areas for outdoor recreation by, or the education
of, the general public. (Section 170(h)(4)(A)(i)) Reg.
1.170A-14(d)(2)(ii) states that recreation on the pre-
served land must be “for the substantial and regular
use of the general public.” 

A contribution will not be treated as exclusively
for conservation purposes unless the conservation
purpose is protected in perpetuity. (Section
170(h)(5)(A)) One of the regulations under Section
170(h)(5)(A), the “extinguishment regulation”—Reg.
1.170A-14(g)(6)—states that: (1) “[i]f a subsequent
unexpected change” in the property conditions “can
make impossible or impractical the continued use of
the property for conservation purposes,” these pur-
poses are still “protected in perpetuity if the restric-
tions are extinguished by judicial proceeding and all
of the donee’s proceeds... from a subsequent sale or
exchange of the property are used by the donee or-
ganization in a manner consistent” with these pur-
poses; and (2) at the time of the gift the donor must
agree that the donation of the perpetual conservation
restriction gives rise to a property right... with a fair
market value that is at least equal to the proportionate
value that the perpetual conservation restriction at
the time of the gift, bears to the value of the property
as a whole at that time.... [T]hat proportionate value
of the donee’s property rights shall remain constant....
[When the unexpected change occurs, the donee]
must be entitled to a portion of the proceeds at least
equal to that proportionate value of the perpetual
conservation restriction.” 

Section 6662 provides for a 40% accuracy-related
penalty on underpayments of tax “attributable to” a
gross valuation misstatement. (Section 6662(a), Sec-
tion 6662(b)(3), Section 6662(h)(1)) 

The taxpayer, PBBM, owned the Property. The
Property contained a use restriction, which required
the Property to be utilized only for recreation facili-
ties open space for a period of 30 years. When PBBM
was the owner, the Property consisted of a golf course
and a clubhouse. 

PBBM sought to sell the Property. Before doing
so, it sought to remove the use restriction. A local
property owners association (the POA) sought to buy
the property but also sought to block the removal of
the use restriction. Ultimately, PBBM sold the Prop-

RECENT DEVELOPMENTS 46 NOVEMBER/DECEMBER  2018TAXATION OF EXEMPTS

EOTJ-18-06-09-RecentDev.qxp_EOTJ_Column_template_v1.2  10/15/18  11:58 AM  Page 46



erty to the POA; the POA agreed to allow the removal
of the use restriction. 

Before the closing of the sale to the POA, PBBM
conveyed a conservation easement of the Property to
the North American Land Trust (NALT). Among the
clauses contained in the easement deed are the fol-
lowing: 
• Paragraph 2.4.1 states that “[t]he Property is and

shall continue to be and remain open for substan-
tial and regular use by the general public for out-
door recreation... , whether for use in the game of
golf... or for other outdoor recreation.” Paragraph
2.4.1 permits the “charging of fees” as long as “the
Property is open for the substantial and regular
use of the general public” and the fees do not de-
feat such use or “result in the operation of the
Property as a private membership club.” 

• Paragraph 6.5 provides that if “any cause or cir-
cumstance gives rise to the extinguishment of [the
easement]... then [NALT], on any subsequent sale,
exchange or involuntary conversion of the Con-
servation Area, shall be entitled to a portion of the
proceeds of sale equal to the greater of” the fair
market value of the easement around the date of
the deed, or a defined share of the amount of pro-
ceeds remaining aer both the “actual bona fide
expenses” of the sale and the “amount attributable
to improvements constructed upon the Conser-
vation Area pursuant to” the reserved rights, if
any, are deducted. 

• Paragraph 6.14 states that “[n]othing in [the deed]
shall be construed to create any right of access to
the Conservation Area by the public.” 
The Tax Court determined that PBBM’s contri-

bution: (1) did not protect any of the conservation
purposes under Section 170(h)(4)(A); and (2) failed
to satisfy the perpetuity requirement of Section
170(h)(5)(A) because the easement deed’s extin-
guishment provision (paragraph 6.5) does not com-
ply with Reg. 1.170A-14(g)(6). Accordingly, the Tax
Court concluded that the “exclusively for conserva-
tion purposes” requirement in Section 170(h)(1)(C)
was not satisfied and disallowed PBBM’s deduction. 

The Tax Court also determined that the proper
valuation for the easement was $100,000, as opposed
to the $15.2 million deduction that PBBM had taken
on its return. It agreed with the IRS’s assessment of
the gross valuation misstatement penalty on the dif-
ference between those two amounts. 

The Court of Appeals held that the taxpayer did
not qualify for a charitable deduction for the ease-
ment. The parties did not dispute that the land had
been preserved for outdoor recreation; they disputed
whether it had been preserved for use by the general
public. The Circuit Court ruled that the Tax Court

erred in looking to the actions of the POA in making
that determination. 

The Tax Court noted conflicting provisions in the
deed: the deed requires the Property to be open for
use by the general public but also states that there ex-
ists no right of access by the public. Ultimately, the
Tax Court concluded that the contribution failed to
protect the public use of the land for outdoor recre-
ation. It based its conclusion on the actual use of the
Property after the creation of the easement. PBBM
argued that the Tax Court erroneously looked be-
yond the language of the deed into the actions of the
subsequent owner (i.e., the POA) in deciding this
question. PBBM argued that the Tax Court should
have examined only the terms of the deed in its in-
quiry. It looked to Reg. 1.170A-14(d)(5)(iv)(C),
which provides that “the amount of access afforded
the public by the donation of an easement shall be de-
termined with reference to the amount of access per-
mitted by the terms of the easement which are
established by the donor, rather than the amount of
access actually provided by the donee organization.” 

The IRS contended that this provision does not
apply to recreation easements, such as the one here.
The Court of Appeals agreed with the IRS’s con-
tention. However, it cited several different clauses of
Reg. 1.170A-14 that refer to “the terms of an open
space easement,” or similar language, and said that,
read together, the regulations that apply to conserva-
tion easements strongly suggest that, in determining
whether the public-access requirement for a recre-
ation easement is fulfilled, the focus should generally
be on the terms of the deed and not on the actual use
of the land after the donation of the easement. 

The Circuit Court also noted that Reg. 1.170A-
14(d)(5)(iv)(C) provides: “if the donor is aware of any
facts indicating that the amount of access that the
donee organization will provide is significantly less
than the amount of access permitted under the terms
of the easement, then the amount of access afforded
the public shall be determined with reference to this
lesser amount.” The IRS argued that this exception
applied here as PBBM had several pre-purchase
meetings with the POA concerning the use restric-
tion. The court said that this argument was uncon-
vincing. While PBBM was familiar with the POA in
past dealings, these dealings informed PBBM only
that the POA was opposed to the removal of the use
restriction (i.e., opposed to development), not that it
objected to the public use of the Property. 

The Court of Appeals then concluded that the
terms of the easement met the public-access require-
ment. The court said that it gave greater weight to the
deed’s specific terms in paragraph 2.4.1 than its gen-
eral language in paragraph 6.14. Paragraph 2.4.1 cre-
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ates an obligation on the owner to operate the Prop-
erty in such a way that provides access to the public
for “substantial and regular” recreational use. The
general terms in paragraph 6.14 do not render this ob-
ligation meaningless. Finally, as paragraph 2.4.1 refers
to “[t]he Property” in its entirety, the IRS’s argument
that the deed allows the owner to prevent the public
from accessing certain areas of the land failed. 

The Circuit Court then concluded, however, that
the contribution was not exclusively for conservation
purposes because, as a result of Paragraph 6.5 of the
easement, the requirements of the extinguishment
regulation,  Reg. 1.170A-14(g)(6), were not met. The
issue was whether paragraph 6.5’s permitting the
value of improvements to be subtracted out of the
proceeds, prior to the donee taking its share, was pro-
hibited by the extinguishment regulation. 

PBBM argued that there is no statutory or regu-
latory requirement entitling the donee to the value of
improvements on the property. It pointed out that
an IRS private letter ruling, Ltr. Rul. 200836014, sup-
ports its position. In response, the IRS argued that,
under the plain terms of Reg. 1.170A-14(g)(6)(ii), the
extinguishment provision in a deed cannot include
factors, such as the value of improvements, that could
decrease the amount of proceeds below the mini-
mum the donee must receive. It explained that the

private letter ruling does not reflect the IRS’s current
position and cannot be used as precedent or to alter
the plain meaning of a regulation. 

The Circuit Court agreed with the IRS. It said that
the plain language of the regulation states that upon
judicial extinguishment, the donee “must be entitled
to a portion of the proceeds at least equal to that pro-
portionate value.” The “proceeds” are specified to be
from a “sale, exchange, or involuntary conversion” of
the property. The regulation does not define “pro-
ceeds.” The ordinary meaning of “proceeds” is “the
total amount brought in,” such as “the proceeds of a
sale.” The regulation does not indicate that any
amount, including that attributable to improve-
ments, may be subtracted out. The word “must”
clearly mandates that the donee receive at least the
proportionate value of the “proceeds.” (Reg. 1.170A-
14(g)(6)(ii)) Accordingly, as paragraph 6.5 permitted
the deduction of the value of improvements from the
proceeds, prior to the donee taking its share, the pro-
vision fails to meet the requirement set forth in Reg.
1.170A-14(g)(6)(ii). 

The Circuit Court agreed with the Tax Court that
the gross valuation misstatement penalty applied to
the difference between the amount that PBBM de-
ducted on its tax return and the $100,000 amount de-
termined by the IRS and the Tax Court. 
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