aw You Need fo Know

NONPROFIT ssiss

Presented by Don Kramer’s Nonprofit Issues® &
The Pennsylvania Association of Nonprofit Organizations

Fundraising events, auctions, sponsorships and acknowledgments
Webinar

August 7, 2018

Charity Fundraisers Raise Many Legal Issues p.2

Form 990 Reporting for Special Events Can Be Tricky — And Is Often Wrong p.5

Volunteer Contract Can Define Commitments p. 8

Charities Must Set Value on “Quid Pro Quo” Gifts p. 11
IRS Requires Substantiation of Contributions p. 14
IRS Finalizes Regs Covering Sponsorships p. 18
Corporations Have Special Rules on Contributions p. 20
Nonprofits Often Worry About UBIT p. 22
Compliance Assessments Protect Charities p. 27
Nonprofit’s cost of indemnification agreement is $700,000 p. 32

Triathlon Club Ordered to Indemnify New York City for Accident During Race p. 33

Form 990 — Part VIII p. 35



REPRINTED FROM NONPROFIT ISSUES®VOL. XXI NO. 9 Revised March 2016

READY REFERENCE PAGE ok vourrie

Charity Fundraisers Raise Many Legal Issues

From preparation, through running the event, and reporting the results
careful lawyering can reduce the risks of liability and embarrassment

It isn’t easy to run a successful charitable fundraising event. There is a lot of planning required, a lot of
details to worry about, and a lot of people to coordinate. And, if you ask — and sometimes even if you
don’t — there are the lawyers.

A fundraising event presents a wide range of nonprofit legal issues. What follows is a checklist of some
of them.

Preparing for the Event

Consultant. If you use a consultant, is the consultant a fundraising counsel, required to register under
your state’s charitable solicitation registration statute? What kind of contract do you have? Is the con-
sultant being paid on a percentage basis, which would be considered unethical by the Association of
Fundraising Professionals and other groups? Will the consultant collect payments, which might consti-
tute acting as a professional solicitor and create other legal problems?

Name of Event. Does anyone else use the same or similar name for the event who may have a protecta-
ble right in the name?

Volunteers. If you are using volunteers, do they have clear job descriptions or a clear understanding of
what they are supposed to do? Do you want a “volunteer contract” which spells out your relationship?
(See Ready Reference Page: “Volunteer Contract Can Define Commitments™) If there is a chance they
will drive anywhere in their efforts, do they — and do you — have adequate insurance for automobile use
and general liability? Will they be doing anything that requires background checks?

Soliciting for the Event

Registration. Is your organization required to be registered to solicit? Are you soliciting in more than
your home state, where additional registrations may be required? Is your consultant required to be regis-
tered as a fundraising consultant in another state because of your event? (See Ready Reference Pages:
“Compliance Assessments Protect Charities”) Are you actively soliciting for the event over the Internet,
which might require you to register in all of the states which have registration laws?

Quid Pro Quo Rules. If you are asking for contributions in excess of the value of the event, are you
complying with the “Quid Pro Quo” rules in your solicitation materials, your tickets and receipts? For
payments over $75, you have to advise the donors how much of the payment is applicable to the value of
the goods or services received and therefore not deductible. Your organization can be fined by the IRS
for failure to follow these rules. (See Ready Reference Page: “Charities Must Set Value on ‘Quid Pro

Quo’ Gifts”)

Sponsorships and Ad Books. Are you complying with the sponsorship rules so that you give your
sponsors only appropriate “acknowledgments,” and can treat the payment as a contribution? (See Ready
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Reference Page: “IRS Finalizes Regs Covering Sponsorships™) Or are you providing them with advertis-
ing space, which would not be a contribution to you and, under certain circumstances, could be consid-
ered unrelated business taxable income?

In-kind Gifts. Are donors of in-kind gifts aware of limitations on deductibility? There are particular
limits on corporate contributions. (See Ready Reference Page: “Corporations Have Special Rules on
Contributions™) Are they aware that there is no deduction for services, such as free use of space?

Corporate Foundation Gifts. If a corporate foundation purchases a table for your fundraising dinner,
are they aware that it may be a taxable event of self-dealing if they allow corporate employees — as op-
posed to foundation employees — to use the tickets for the event? Suggest that they let you use the tick-
ets for constituents who otherwise might not be able to afford to attend.

Mailing Lists. Do you swap mailing lists with organizations that are not charities? If so, you may have
to record the value of the “income” on your tax return, perhaps as unrelated business taxable income. If
you have healthcare clients, are you using their names within the limitations of the HIPAA regulations?

Running the Event

Insurance. Do you have adequate insurance, and do you need special event insurance, to protect your-
self from claims of injury? Do you have general liability insurance covering the activities of your volun-
teers on your behalf and providing medical payments coverage for them if they get hurt?

Renting Property. If you are running the event on someone else’s premises, be sure your rights and
obligations are spelled out in a written agreement, including the services that will be supplied by the
owner of the property, if any. Be especially careful about any indemnification language in the agree-
ment. Landlords will usually ask for indemnification against any liability caused by anybody in the
world, but your insurance will provide coverage only for liability caused by your agents or employees.
If the property is damaged by a patron, you may have no insurance to protect you. You will need to pur-
chase event insurance to protect the landlord if you have an indemnification obligation. (See Nonprofit
Issues®, Lessons from Litigation, 6/16/11.)

Employees. Are the non-exempt employees who staff the event “volunteers,” or, more likely, are they
under wage and hour protection requiring payment for overtime?

Accessibility. Is the space accessible to those with disabilities? You don’t want the legal or public rela-
tions issues if it isn’t.

Alcohol. If you are providing alcohol at the event, do you need a special permit? Does your insurance
specifically cover alcohol-related liability? Is that insurance effective if you have not followed all the
legal rules for serving alcohol? Does your caterer provide the alcohol license? Do you get a certificate
of insurance naming your organization as an additional insured?

Permits. If you are running an event such as a run through the city or a picnic in the park, do you need a
special permit to carry it out? Do you need a special food preparation permit?

Gambling. If you are having any gambling activity, such as a lottery, bingo, fifty-fifty drawing, do you
comply with all local and other governmental regulations. U.S. Postal regulations are pretty strict about
mailing invitations to illegal gambling operations. Although lottery regulations are seldom enforced,
there is no defense if you violate the rules.
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Auctions. Are you prepared to advise your donor-purchasers of the estimated fair market value of what
they buy so that they can claim a deduction for the excess — and only the excess — of their payment over
the value? (See Ready Reference Page: “Charities Must Set Value on ‘Quid Pro Quo’ Gifts™)

Sales of Stuff. If you are intending to sell stuff, like books, tee-shirts, or other items, at the event, try to
structure it so that it does not generate unrelated business taxable income. (See Ready Reference Pages:
“Nonprofits Often Worry About UBIT”) You also need to determine whether you are required to collect
state or local sales taxes. The fact that you might be exempt from paying tax on your own purchases does
not mean that you don’t have to collect on tax on things you sell.

Obtaining Waivers. If your event involves the active participation of the participants, like a race or a
hot dog eating contest, do you want to get a waiver of any claims against you? Such waivers are usually
effective in preventing liability, although not always in cases of your gross negligence or willful miscon-
duct. Does your state law permit parents to waive in advance claims of their children? Not all states al-
low it. Be sure the waiver is broadly written to cover your employees, agents, volunteers, sponsors and
any other person who might be sued because they helped you out.

After the Event

Other Safety Issues. Do you have adequate security in place? Do you have someone assigned to deal
with the major donor who drinks too much?

Substantiation. For those who have given you $250 or more, have you provided the required substanti-
ation letter, saying what was received and what goods or services, if any, were provided in return? The
charity won’t be fined for failure to comply with this one, but the donor can’t claim the charitable contri-
bution deduction and may be unhappy to have it denied on a later audit. (See Ready Reference Page:
“IRS Requires Substantiation of Contributions”)

Use of Proceeds. Be sure to use the proceeds for the purposes you advertised for the event. It may be a
breach of your fiduciary duty to your donors, and perhaps a violation of your solicitation registration
law, to do otherwise. At the least, it is bad public relations.

Form 990 Reporting. Be sure that you have kept your records so that the accountant can report accu-
rately on the Form 990 and Schedule G tax return the amount raised and spent at your fundraisers. As
the 990s become generally available on the Internet and more donors become more sophisticated in read-
ing them, it may be embarrassing if you don’t show the results correctly as required by the form. (See
Ready Reference Page: “Form 990 Reporting for Special Events Can Be Tricky — And Is Often Wrong™)

www.nonprofitissues.com


http://www.nonprofitissues.com/ready-reference/form-990-reporting-special-events-can-be-tricky-%E2%80%93-and-often-wrong
http://www.nonprofitissues.com/ready-reference/irs-requires-substantiation-contributions
http://www.nonprofitissues.com/ready-reference/nonprofits-often-worry-about-ubit
http://www.nonprofitissues.com/ready-reference/charities-must-set-value-%E2%80%98quid-pro-quo%E2%80%99-gifts
http://www.nonprofitissues.com

READY REFERENCE PAGE Forvourrie

Form 990 Reporting for Special Events
Can Be Tricky — And Is Often Wrong

Many returns fail to separate contributions and other amounts
because nonprofits fail to keep adequate records

In reviewing Form 990 tax information returns for nonprofit organizations, one of the most consistent
areas of error seems to be reporting income from special events. Very seldom do you feel that things are
listed correctly. And the benefit of accurately reporting a spectacularly successful event can be totally
lost. Ask the accountants why the return is not correctly filled out and you often get the answer that the
client hasn’t given them the proper information.

Special event reporting is important because the Form 990 has special lines on the Part VIII Revenue
Statement to report fundraising events. (Similar lines exist on the Form 990-EZ for smaller organiza-
tions.) Charities do not want their volunteers and donors to think that their efforts for the annual fund-
raising gala didn’t produce any benefit for the organization. And yet, a poorly prepared return can do
just that. It is another reminder that the Form 990 is an important public relations document.

Fundraising events include things like the annual gala dinner dance, concerts, carnivals, special sports
events, and door-to-door sales of merchandise. They do not include events or activities that relate to the
organization’s charitable mission even if they produce revenue as part of the activity. They are, by defi-
nition, unrelated to the organization’s exempt activity, but probably don’t produce unrelated business
taxable income because they are not “regularly carried on.” (See Ready Reference Page: “Nonprofits
Often Worry About UBIT™)

The first key to correct reporting is to separate the amount paid by the patron/donor that represents the
fair market value paid to attend the event from the additional payment that is actually a contribution to
the organization. Say, for example, that the organization has an annual dinner dance for which it asks its
supporters to pay $100 for a bronze ticket, $300 for a silver ticket, and $500 for a gold ticket. They all
get to enjoy the same dinner worth $50. As a result, the bronze ticket purchaser is making a contribution
of $50, the silver ticket purchaser a contribution of $250, and the gold ticket purchaser a gift of $450.

The organization should not have a hard time figuring out these numbers because it is required (if the
total payment is more than $75) to notify the patron/donor of the amount of the payment that exceeds
the value of the goods and services received in return and is deductible as a charitable contribution. (See
Ready Reference Page: “Charities Must Set Value on ‘Quid Pro Quo’ Gifts”)

The contribution amount for each ticket gets reported twice in the Statement of Revenue on the Form
990. Itis reported as a contribution on line 1c under Fundraising events, and also in the parentheses out-
side the box for line 8a. (See copy of Form 990 on next page.)

To continue the simplified example, if the organization sold one ticket of each type, it would report a
total contribution of $750 ($50 for the bonze ticket, $250 for the sliver ticket, and $450 for the gold tick-
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et) on line 1c and outside the box by line 8a. Since each patron/donor in effect paid $50 for the dinner, it
would report a total of $150 as the gross income paid for the dinners inside the box on line 8a.

If it paid $50 for each dinner and that was its only direct cost, it would report $150 on line 8b and show a
zero gain or loss for the event. If the dinners were contributed to the organization entirely free by anoth-
er donor, it would report no expense and have net other income of $150.

The net income must be allocated, since it is by definition not related or exempt function income, to ei-
ther unrelated business income (“UBI”) or revenue excluded from UBI in columns C or D of Form 990.
In the example, since the dinner is held only once a year and is not “regularly carried on,” the income
would be excluded and listed in column D. If the dinner were held every month, or if members of a
youth sports team sold wrapping paper to generate funds throughout the year, the income would probably
be considered regularly carried on and taxable under column C.

Form 80 (2013) Page 9

Ll Statement of Revenue
Check if Schedule O contains a response or note to any line in this Part VIl .

G
Tota]‘r':]'uenua He-l;‘-iel:l ar Llna‘{e-tgted Ra%ue

eempt business excluded from tax
function rEVENUE under sections
revenus 512-514

%g 1a Federated campaigns . . . | 1a

&0 b Membershipdues . . . . [1b |

;‘E_E ¢ Fundraisingevents . . . . |1c |

R d Related organizations . . . [ 1d

E‘E e Govermment grants (contributions) | 1e

-] @ f Al other contributions, gifts, grants,

Eg and similar amounts not included above | 4¢

E g MNoncash contributions included in lines a1 |

ug h Total. Addlines1a-1f . . . . . . . . .

% Ba Gross income from fundraising

2 events (not including §

& of contributions reported on line 1c).

E SeePartlV,line18 . . . . . g

5 b Less:directexpenses . . . . b

¢ MNet income or (loss) from fundraising events . »

Only direct expenses, such as the cost of the dinner or production of the invitations should be deducted
from the gross income. General overhead and other indirect costs are not accounted for here and show
up in other appropriate lines on the Part 1X Statement of Functional Expenses.

If it were as simple as the example above, charities would make fewer mistakes. But real life is not quite
as simple. They tend to sell a lot of tickets. They have friends who pay to be known as *“sponsors” of the
event and get their name on the program book and a couple of free tickets to the event. Each of these
“quid pro quo” gifts associated with the fundraising event has to be considered, valued, and included in
the calculation.

Sometimes, with events such as a golf outing, they actually pay more for the event than they charge the

guests. (They may also pay for some special guests who participate for free.) They may have to show a
loss from the event. But with all of the sponsorships, perhaps revenue from a lottery (that has to be re-
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ported on Line 9 of the Form 990 and not as part of the fundraising event in line 8), and other benefits, it
is still helpful to the organization.

The Form 990 also requires that charity auctions be included in the fundraising event reporting. The IRS
Instructions provide an example of an auction of a donated home theater system with a fair market value
of $5000. It assumes that the system sells at the auction for $7500, and that the organization spent $500
in direct costs of selling the system at the auction. In such case, the Instructions state that the charity
would report the contribution amount of the sale ($2500, the excess of the purchase price over fair mar-
ket value) on line 1c and outside the box of line 8a. It would report the income of $5000 paid for the sys-
tem as gross revenue inside the box on line 8a. It would report its “cost” as the $5000 value of the do-
nated system plus the $500 cost of making it ready for sale on the direct expense line 8b. The net result
is a loss of $500 on line 8c.

(The donor of the system’s contribution of an item worth $5000 is not reported under the fundraising
event income anywhere in line 8, according to the IRS instructions, but is reported on line 1f as part of
“all other contributions.” If the system donor had paid less than $5000 for the system, of course, the do-
nor’s deductible amount would not be increased to the fair market value, even if held more than a year
before the gift, because the item of personal property is not being used in the charity’s charitable pro-
gram. An item of personal property not used in the charity’s program may be deducted only at the lesser
of tax cost or fair market value.)

The IRS example goes on to show that if the system sells for only $2500, there is no contribution listed
on line 1c and outside the box of 8a. There is a gross income amount of the $2500 paid for the system
inside the box on line 8a. The direct costs of $5500 are reported on line 8b, and a net loss of $3000 is
shown on 8c.

The net income or loss from line 8c is also reported as part of the aggregate of “other revenue” reported
on the first page of the Form 990 in Part I, line 11.

If the total of the contributions reported on line 1c and the amounts paid by the patrons/donors and re-
ported as gross income for the value of the goods and services on line 8a exceed $15,000, the organiza-
tion is required to complete Schedule G to report each event separately.

With the Form 990 requiring this much work for what may seem to be merely peripheral information, it
is no wonder that many of them simply don’t make the effort. Even if the organization tries, by the time
it goes through these calculations for all of its fundraising events during the year, and for all of the trans-
actions related to each of the events, the numbers can be big and may not be very precise. But they still
have to be reported.
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Volunteer Contract Can Define Commitments

A simple one-page document can formalize the relationship, help reduce
potential for liability, and give a graceful way to decline help from problem people

Volunteers can be a great asset, or a great liability. You may be able to enhance their value by formaliz-
ing the mutual commitments in a clear and understandable document that provides the basis for their
work. Volunteers can be a boon or a bane for a nonprofit. Sometimes they are both.

We had occasion to review recently a simple one-page “Volunteer Agreement” which was used by an
organization to emphasize the seriousness of its commitment to the volunteer, to obtain a return obliga-
tion, and to get in writing some important commitments which can reduce the risk of liability for the
agency. It also provides multiple bases to terminate the relationship if the volunteer turns out to be more
trouble than he or she is worth.

We thought a slightly modified text, along with some comments (in italics) might be worth considera-
tion.

VOLUNTEER AGREEMENT

This Agreement is intended to indicate the seriousness with which we treat our volunteers. The intent of
the Agreement is to assure you both of our deep appreciation of your services and to indicate our com-
mitment to do the very best we can to make your volunteer experience here a productive and rewarding
one.

I. Agency.
We agree to accept the services of , beginning (with no termina-
tion date), and commit to the following:

1. To provide information, training, and assistance to aid you in meeting your responsibilities. (You
may want to provide specific volunteer job descriptions in the Agreement where the volunteer under-
takes a specific position for which that is appropriate. In order to assure protection for the volunteer
under the Federal Volunteer Protection Act [See Nonprofit Issues®, December1997], the volunteer
must be acting within the scope of his or her responsibilities with the organization. You will want to
spell out those duties in the training, in writing if possible, before the volunteer starts the work.)

2. To provide you supervisory aid and to provide feedback on performance.
3. To respect your skills, dignity and individual needs.

4. To be receptive to any comments you may have regarding ways in which we might mutually better
accomplish our respective tasks.

5. To treat you as a partner with our staff, jointly responsible for completion of our Mission. (None of
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these commitments by the nonprofit is particularly onerous, but each is a good reminder of the factors
which can make the experience a better one for both sides. You need to assure that your general liability
insurance covers their actions because even though they may not be personally liable for their negli-
gence, you may be liable when they are your agents.)

I1. Volunteer.
I, , agree to serve as a volunteer and commit to the following:

1. To perform my volunteer duties to the best of my ability.

2. To serve as a volunteer without receiving any monetary compensation or other financial benefits for
my service. (This provides the volunteer the lower standard of care for volunteers under volunteer pro-
tection acts and affirms that you have no financial responsibility to them. It also takes them out of the
employee category for workers’ compensation benefits if they are injured in their duties. Be sure that
you are insured against claims. You may want to provide medical coverage as a secondary coverage for
anyone who might not have his or her own insurance.)

3. To adhere to your rules and procedures, including recordkeeping requirements and confidentiality of
agency and client information. In particular, | affirm that all information | learn about the people you
serve (including name, address, work or other affiliation) is deemed to be strictly confidential. | shall not
disclose confidential information about agency clients to any other individual or organization. (This gets
two important commitments in writing, a commitment to follow your rules and a promise of confidential-
ity. It assures that the volunteer cannot claim lack of knowledge of the confidentiality requirement. You
may need to spell out the details a little more clearly in the Agreement or in separate training, but the
concept has been accepted.)

4. To meet time and duty commitments, or to provide adequate notice so that alternate arrangements can
be made. (Reliability is now a matter of contract and a clear basis to terminate the relationship for
breach.)

5. My currently valid [state] driver’s license number is . My automobile
insurance is maintained with . I will notify you if my license or insurance is suspended,
revoked or not renewed at expiration. (Assuring that those who drive in your program are licensed and
insured is vitally important since they are now your agents. You may want to make a copy of the license
and insurance card, not only to assure that they exist, but so that you have expiration dates so that you
can follow up to assure that they are renewed. This provision includes an ongoing commitment of notice
of any change, although you will probably want to obtain a separate periodic certification, at least an-
nually, for long term volunteers. You still need insurance for non-owned automobiles, but the first line of
defense in case of an accident should be the volunteer’s insurance. Remember too that most of the volun-
teer protection acts do not limit liability when the volunteer is driving.)

6. | hereby waive any claim I may now or hereafter have against you, your officers, directors, employ-
ees, or representatives including other volunteers, for personal injury or property damage arising out of
my services as a volunteer. | make this waiver with full understanding that many of the people you serve
are . (A waiver of liability is always a good thing for the agency to have, although it may not
be enforceable in all situations. Setting forth any particularly hazardous aspects of the position, how-
ever, reduces the risk that the volunteer will argue inadequate warning. The paragraph is not a substi-
tute for adequate training, however.)
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This Agreement may be terminated by either party, with or without cause, at any time by notice to the
other party. (The “without cause™ provision is important for the nonprofit because it may want to termi-
nate the relationship quickly without unnecessarily alienating the volunteer by claiming a ““default.”)
[Signature lines]

You may have other specific provisions you need to add because of the peculiarities in your own situa-
tion. This Agreement is not a substitute for careful recruiting, for required background checks, inter-
views and other careful screening procedures, for proper training, for meaningful work, or for appropri-
ate recognition.

But it is also not a document to be put in the file and forgotten. It may help to formalize the relationship
in plain English and increase the likelihood that the relationship will be beneficial to both parties.

YOU NEED TO KNOW

Volunteers can be a great asset, or a great liability. You may be able to enhance their value by formaliz-
ing the mutual commitments in a clear and understandable document that provides the basis for their
work.
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Charities Must Set Value on ‘Quid Pro Quo’ Gifts

Donors may deduct only the amount of the payment
in excess of the value of the goods or services received

When somebody gives your charity a generous contribution, or pays far more than it is worth to attend
the annual fundraising dinner, you want to be sure that you comply with the law and that your donors are
able to claim an appropriate charitable contribution deduction.

In the early 1990’s, Congress spelled our new rules for deductions. Donors must receive a written sub-
stantiation letter from a charity for any gift of $250 or more. Charities must determine the amount de-
ductible if the donor makes a payment of more than $75 in return for goods or services.

The substantiation rules apply to donors, who may not claim a charitable contribution deduction without
having received the written receipt. (See Ready Reference Page: “IRS Requires Substantiation of Contri-
butions’) The charity will not suffer a direct penalty for failing to give the receipt, although it may create
a lot of unhappy donors.

The “quid pro quo” rules apply directly to charities, which can be fined $10 by the IRS for each contri-
bution for which they fail to make the proper disclosure, not to exceed $5000 for any one fundraising
event or mailing. (Tax Code Sec. 6714.)

The issue is one of public relations as well as law. The requirement was enacted in 1993 because Con-
gress got fed up with the failure of charities to notify their donors of the amount which could be deduct-
ed. Therefore, it especially behooves charities to pay attention to the rules.

A quid pro quo contribution is a payment made partly as a contribution and partly in consideration for
goods and services furnished to the donor. The annual fundraising dinner, where tickets are priced at
various levels depending on the amount of support by the donor, is a typical example. The public radio
or television on-air fundraiser, where they give a recording or a video of the show for higher level gifts,
is another.

If an organization receives a quid pro quo contribution in excess of $75, it must provide the donor a
written statement of the amount deductible for federal income tax purposes. Only the amount in excess
of the value of the goods or services received in return for the gift is deductible. The organization must
make a “good faith estimate” of the value of such goods or services. (Tax Code Sec. 6115.)

The disclosure may be made either in connection with the solicitation or with the receipt of the contribu-
tion. It generally makes sense to give the information with both the solicitation and the receipt, when
possible, and even where the payment is less than $75.

The quid pro quo rules apply to donations of less than $75. A donor who receives a $20 lunch for a pay-
ment of $50 may deduct only $30. The charity has no legal obligation to tell the donor, but it is consid-
ered best practice to do so.

The statute specifically excludes payments to religious organizations where the donor receives “solely
an intangible religious benefit that generally is not sold in a commercial transaction.” This would in-
clude “pew fees” or charges for admission to certain religious ceremonies.
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The valuation question can be tricky. It is not difficult to value the commercially available recording or
video. It may be more difficult to value the formal dinner dance, or a tennis lesson, or a garden tour.

The Regulations make clear, however, that it is the value of the goods or services received by the donor,
and not the cost to the charity, that is the measure for reducing the deduction. Even if the entire dinner
and all of the services of the catering facility are donated to the charity for its dinner dance, the charity
must estimate the value of the event and advise the donor how much is not deductible.

By the same token, it is not the cost to the charity which is necessarily the measure of the value to the
donor. If the charity is able to buy the recording for $5, but the regular sale price in the stores is $12, the
reduction in the contribution would be $12.

The only way the donor can avoid reducing the contribution deduction is by refusing to accept the quid
pro quo benefits in advance. It is not sufficient merely to fail to attend the event. The donor must af-
firmatively decline to accept the ticket or otherwise advise the charity that he or she does not intend to
appear.

The Regulations provide that a charity “may use any reasonable methodology in making a good faith
estimate, provided it applies the methodology in good faith.” If the estimate is not in good faith, how-
ever, the IRS can impose penalties.

The IRS has issued some regulations which help eliminate some types of benefits from the calculation.

Perhaps the most significant are those goods or services which have “insubstantial value” or fall within
the “low cost items” exception. For 2018 an item is considered to be of insubstantial value if it is worth
less than $109 or 2% of the gift, whichever is less. (The $109 figure is based on an IRS guideline
amount of $50 as indexed for inflation.)

“Low cost items” typically include souvenir items including the organization’s logo, like pens, key
holders, coffee mugs, or calendars. For 2018, they can be disregarded if the gift is more than $54.50 and
the cost of all the items given to the donor is less that $10.90. (These figures are also indexed for infla-
tion based upon guideline and statutory amounts of $25 and $5) The low cost items provision is one of
the very few situations where the cost to the charity (rather than the value to the donor) is the measuring
figure.

Also excluded are certain “membership” benefits, such as free or discounted admissions to the organi-
zation’s facilities or events, free or discounted parking, preferred access to goods or services, and dis-
counts on the purchase of goods or services, so long as such benefits can be exercised freely during the
membership period. Also excluded are events open only to members when the cost to the charity is less
than the “insubstantial” amounts mentioned earlier. The Tax Code says these benefits are disregarded
where the membership dues are $75 or less but an example in the IRS Regulations disregards such ben-
efits upon the payment of higher dues as well. The charity is not required to value such benefits for
members paying higher dues.

Where a celebrity is present at an event, the Regulations say to disregard the value of the celebrity’s
presence and value the event as if the celebrity were not there.

Newsletters which feature the President’s message and pictures of donors but have no “commercial val-
ue” need not be considered. If they are separately sold, carry advertising, or pay writers other than staff,
they probably have commercial value which should be determined in figuring the amount by which the
gift should be reduced.
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Charity auctions are another area in which the charity is required to make a good faith estimate of the
value of the goods or services on which the participants bid. To the extent that the bidders pay more
than the fair market value of the items, they may take a deduction for the difference. To the extent that
they pay only the fair value or less, they are merely purchasing the items and have no deduction.

Charities normally do not place a value of gifts of property given to them by donors but they are re-
quired to estimate the fair market value of the donated items to be sold at the auction.

Since charities regularly say thanks to their major donors, they frequently ask whether a recognition
from the charity is “in consideration for” the gift and thereby forces the donor to reduce the contribution
deduction. The Regulations provide that goods or services will be deemed in consideration of payment
“if, at the time the taxpayer make the payment..., the taxpayer receives or expects to receive the goods
or services in exchange for that payment,” even where the payment is in a year other than the year of the
gift.

Therefore, if you always invite your $1000 donors to the President’s tea after the Homecoming football

game, the value of the tea would be deducted from the contribution. But if you surprise the $1000 do-
nors with various recognitions in some years but not others, the gift will not be reduced.
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IRS Requires Substantiation of Contributions
Donors must obtain acknowledgment from charity for gifts worth $250 or more,
must file Form 8283 for gifts of property over $500, with appraisal over $5,000

It isn’t as easy as it once was to claim a charitable contribution deduction for a gift to charity.

Because of perceived abuses by taxpayers claiming inflated deductions without adequate justification,
Congress and the Internal Revenue Service have tightened the rules over the last several decades.

The rules apply to the taxpayers seeking the deduction. In most cases, they do not directly apply to the
charities receiving the gifts and do not impose penalties on charities, but charities that want to assist their
donors and receive additional gifts will want to be sure that the donors are in position to claim their de-
ductions properly.

Cash contributions. For “cash” contributions of less than $250 made by currency, check, electronic
funds transfer, credit card, debit card, or payroll deduction, the donor may not claim the deduction unless
the donor has a cancelled check, bank record or credit card statement, an acknowledgment from the re-
cipient charity, or a payroll record. The rule was changed by the Pension Protection Act of 2006 to re-
quire the written acknowledgment from the charity for gifts of currency, even for a gift of only $1.

For cash contributions of $250 or more, the donor must obtain a “contemporaneous” written acknowl-
edgment from the recipient charity. The acknowledgement must include a statement of the amount of
the gift, whether or not the donor received any goods or services in return, and if so, a description and
good faith estimate of the value of such goods or services. Generally, a donor who receives goods or
services in return, except for certain items of nominal value, is entitled to deduct only the amount of the
payment that exceeds the value of the goods or services received. (See Ready Reference Page:
“Charities Must Set Value on ‘Quid Pro Quo’ Gifts™)

If the only benefit received is an “intangible religious benefit,” such as that received by those who “rent”
pews in church or pay extra dues to attend High Holy Day services in a synagogue, the organization does
not have to place an economic value on the benefits.

The acknowledgment is considered contemporaneous if received by the earlier of the time the taxpayer
files the tax return claiming the deduction or the date the return is due, including extensions.

In determining whether cash contributions are $250 or more, the IRS says a donor need not combine all
of the contributions during the year. If a donor contributes $25 a week to a church, the payments need
not be combined to require the written acknowledgement from the church (unless, of course, they are
made in currency). The donor can utilize the bank or credit card statements as substantiation.

Noncash Contributions. For noncash contributions, Congress and the IRS have come up with what is
essentially a three-tier system for donors to substantiate their claims for deductions. The valuation
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breakpoints are generally gifts worth $500 or less, gifts between $500 and $5000, and gifts for which a
deduction is claimed for more than $5000. There are also special rules for gifts of certain types of prop-
erty for which it is widely perceived that inflated contribution deductions have been claimed in the past.

The basic rule for noncash gifts of less than $250 is that the donor must obtain a written receipt from the
charity containing the name of the charity, the date and location of the gift, and a “reasonably detailed
description” of the property. The IRS says the donor doesn’t have to obtain the receipt if it isn’t practi-
cal to do so, such as for a gift left in a collection box in a shopping center. The receipt need not be as
elaborate as the acknowledgment and need not contain a statement of whether or not goods or services
were received in return for the gift.

In addition, however, the donor must maintain reliable written records for each item given, including the
cost basis of the property, the estimated value, a statement of the method used to determine the value,
and a statement of any conditions that may have been applied to the gift. For securities, the donor must
also have the name of the issuer, the type of security, and whether it is regularly traded on an exchange
or over the counter market.

For gifts with a value of at least $250 but not more than $500, the donor needs the records previously
required and must obtain the contemporaneous written acknowledgement from the charity describing the
property and stating whether any goods or services were received in return. Note that the acknowledg-
ment need not put a value on the noncash gifts and a charity will not normally set the value of such gifts.
Valuation is normally left to the donor and an appraiser where necessary. (The charity may use the do-
nor’s value for the charity’s bookkeeping and reporting if the charity deems the value reasonable, but it
has no obligation to do so.)

In determining the value of gifts, all items of similar property given to charity must be aggregated to de-
termine the reporting requirements. A donor who gives a lot of books, for example, that have an aggre-
gate value of more than $250 will be required to report based on the aggregate value of all the books
given away, even though none of the individual items is worth $250, and even though the gifts are split
among multiple organizations.

For gifts of property valued over $500 but not more than $5000 (including all publicly traded securities
even if valued at more than $5000), the donor must file a Form 8283 with the tax return claiming the de-
duction. The Form must describe the property given, but does not require an acknowledgment of receipt
by the charity. In addition, the donor must have records showing how the property was acquired (by
purchase, gift, inheritance, etc.), the approximate date of acquisition, and the cost basis of the property.

For gifts of property worth more than $5000 (except for publicly traded securities and privately traded
stock worth $10,000 or less), the Form 8283 must contain a summary of a “qualified appraisal” and an
acknowledgment by the charity that it has received the items. The acknowledgment does not represent
an agreement by the charity with the valuation claimed by the donor. The actual appraisal report must
normally be attached to a claim of more than $500,000.

C corporations, other than personal service corporations and closely held corporations, are required to
file Form 8283 only if claiming deductions of more than $5000. S corporations and partnerships must
file the Form 8283 with their own S corporation or partnership returns if they claim more than $500 in
deductions.
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The IRS has the authority to deny any deduction, even up to $500, if a donor fails to file an accurate
Form 8283 when claiming a deduction for which the Form is required. The IRS has been inconsistent on
administering the rule, but the Courts have upheld the total denial in many cases.

Qualified Appraisals. Congress also tightened the rules for qualified appraisals and appraisers in the
Pension Protection Act and increased the penalties for knowingly participating in a claim for an exces-
sive deduction. (See Ready Reference Page: “Congress Passes Charitable Reforms”)

A qualified appraisal must be made and signed by a qualified appraiser and must be made in accordance
with generally accepted appraisal standards not more than 60 days before the date of the contribution. It
must include a description of the property, its physical condition if tangible personal property, its esti-
mated value, and a statement of the basis for the determination.

A qualified appraiser is a person who has earned an appraisal designation from a recognized society,
regularly performs such appraisals for compensation, can demonstrate verifiable education and experi-
ence in the type of property being appraised, has not been prohibited from practicing before the IRS
within the last three years, and is not excluded by Treasury regulations. The appraiser cannot be the do-
nor or taxpayer claiming the deduction, the donee, a party to the transaction in which the donor acquired
the property, an employee of any of these, or an appraiser who regularly performs appraisals for any of
these persons and does not do a majority of his or her work for others.

Generally no part of the fee arrangement can be based on the amount of the appraised value or the
amount of the deduction ultimately allowed by the IRS.

The “Squeal Rule”. Normally a donor may claim a deduction only for the lower of cost basis or fair
market value for a gift of tangible personal property to a charity, and may not claim an appreciated fair
market value deduction for property held more than a year unless the property is actually used by the
charity within its charitable purpose. Therefore, if the organization sells, exchanges, or otherwise dis-
poses of property (other than publicly traded securities) valued on a Form 8283 at more than $5000
within three years of receipt of the gift, the organization is required to file a Form 8282 with the IRS
(and give a copy to the donor) disclosing the disposition. The time period was increased by a year under
the Pension Protection Act. For tangible personal property for which the donor claimed an appreciated
fair market value deduction, the property will be considered not used in the charitable operation. The
donor will have to reverse the claim and include the difference between the cost basis of the property and
claimed deduction as income in the tax return for the year of the disposition. (See Ready Reference
Page: “Congress Passes Charitable Reforms™) For other types of property, the report will give the IRS
an opportunity to see whether the claimed deduction seems reasonable.

Special Rules for Certain Types of Gifts.

Cars, boats and planes. In 2004, Congress changed the rules for deductions for gifts of automo-
biles, boats and airplanes. Because Congress was convinced that many donors deducted inflated
amounts for such gifts, it provided that a donor may deduct only an amount equal to the gross proceeds
of the sale of such property when the charity disposed of it after acquisition, usually for cars at auction.
(The normal deduction rules apply if the charity uses the vehicle in its program or substantially repairs
the vehicle.) The donor must file a Form 1098-C with the return claiming the deduction. The charity
should supply the Form with a statement of the gross proceeds of sale. Generally the form must be
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dated within 30 days after the sale. (See Nonprofit Issues®, Tax Matters, 10/16/04.)

Clothing and household items. In the Pension Protection Act of 2006, Congress substantially
tightened the rules for deducting gifts of clothing and household items. A donor may not deduct any-
thing for the value of clothing or household items unless they are in “good used condition or better,” and,
if the donor claims a deduction, the donor must have all of the records required for noncash gifts for the
level of deduction. The Secretary of Treasury has been authorized to deny, by regulation, deductions for
contributions of “minimal value” but has not yet done so.

A donor may deduct for gifts of lesser quality, but only if the donor claims a deduction of more than
$500 for a single item and includes a qualified appraisal of such item with the return. (See Ready Refer-
ence Page: “Congress Passes Charitable Reforms”)

Household items include furniture and furnishings, electronics, appliances, linens and similar items.
They do not include food, paintings, antiques and other artistic items, jewelry and collections.

Out-of-pocket expenses for volunteer services. No deduction is available for the value of ser-
vices contributed to a charity, but volunteers may deduct their out-of-pocket expenses incurred in render-
ing volunteer services. To claim a deduction for out-of-pocket costs, a volunteer must have adequate re-
cords to substantiate the expenses, and for expenses of $250 or more, must obtain a written acknowledg-
ment from the charity.

For more detailed information, see IRS Publication 526 on Charitable Contributions, and IRS Publica-
tion 561, Determining Value of Donated Property.
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IRS Finalizes Regs Covering Sponsorships

Payments will be considered charitable contributions where there is no arrangement
that the sponsor will receive ‘any substantial return benefit in exchange for the payment’

The Internal Revenue Service haglude a list of the sponsor’s locationsteturn benefit.
published final Regulations to deterphone numbers or Internet address, This rule is in reaction to exclu-
mine whether sponsorship payment&alue neutral descriptions” includingsivity arrangements prevalent in the
for charity fund raisers are consideredisplays or pictures, and the use 01990s, such as those in which soft
charitable contributions or unrelatedbrand or trade names. “Mere displagrink companies “sponsored” activi-
and possibly taxable, income. or distribution, whether for free orties on college campuses in return for
Based on the new section 513(iyemuneration” of the payor’'s productthe exclusive right to sell their prod-
of the Tax Code added in 1997, th@t the sponsored activity will not beucts on campus.
final Regs have only minor modifica-considered advertising. If any part of the payment is deemed
tions from the proposals published Advertising is a message that “proto be in return for substantial benefit,
more than two years ago, but do adthotes or markets any trade or busihe charity must make a good faith
two modestly helpful examples to dishess, or any service, facility or prodestimate of the value of the benefit,
tinguish sponsorships from advertisuct.” The message is deemed to band only the excess amount can be
ing on an Internet website. (Reg. 1.513advertising if it “includes messagesconsidered a contribution. Under a
4, Fed. Reg. 4/25/02.) containing qualitative or comparativel993 proposed Reg, issued prior to
Generally, the rules provide that danguage, price information or othetthe 1997 statutory amendment, if any
sponsorship payment will be considindications of savings or value, arof the payment was not a sponsorship,
ered a charitable contribution whereendorsement, or an inducement tthe entire payment was “tainted” and
there is no arrangement or expectadurchase, sell or use” a product, seconsidered to be other income. The
tion that the sponsor will receive “anyvice or facility. tainting concept was eliminated in the
substantial return benefit in exchange Generally an inducement wouldproposed Regulations in 2000.
for making the payment.” require a “call to action.” A message Return benefits can include not only
The sponsorship can be for a singléhat contains both advertising and aghe value of advertising, but also a
event, like a bowl game, a walkathorknowledgment is considered to besponsor’s dinner for corporate execu-
or television program, a series of reentirely advertising. tives, passes to an event, playing spots
lated events, such as a concert seriesA payment is not a sponsorshign a pro-am golf tournament, and other
or sports tournament, an activity ofpayment if it is contingent upon theeconomically valuable benefits.
indefinite duration, such as an art exlevel of attendance at the event, broad- A return benefit is considered in-
hibit, or an organization's generalcast ratings or “other factors indicatsubstantial, and therefore disregarded,
operations. ing the degree of public exposure taf it is less than 2% of the payment
A substantial benefit means anyhe sponsored activity.” It may be d@rom the sponsor. The proposed Regu-
benefit other than (a) an acknowledgsponsorship if it is contingent on theation had defined insubstantial so that
ment of the sponsor’'s name or log@&vent actually being conducted or beit could not exceed a value, indexed
in connection with the activity, or (2)ing broadcast on radio or tv. for inflation, of about $79. The final
the provision of certain goods or ser- The charity may grant a sponsoRegs eliminate the ceiling and go with
vices that have an insubstantial value&xclusive sponsorship rights to the% of the payment, whatever the
An acknowledgment permits use ofctivity, or exclusive rights for a par-amount.
logos or slogans that do not includdicular trade or business dealing with It is up to the exempt entity to de-
“qualitative or comparative descrip-the activity, without converting thetermine the fair market value of the
tions” of the sponsor’s goods or serpayment from sponsorship contribureturn benefit as of the date the ben-
vices, although logos that are “an estion to other income. But if the ar-efit is provided, or if provided pursu-
tablished part of a payor’s identity”rangement limits the sale, distributionant to a written contract, the date of
are not considered to contain qualitaavailability or use of competing prod-the contract. If the parties make a
tive or comparative descriptions ndlicts or services in connection with thématerial change” to the contract, the
matter what they say. exempt organization’s activity, it will date of the change will be the date of

The acknowledgment can also ingenerally be considered a substantial _ '
continued on other side



IRS Finalizes Regs Covering Sponsorships

the new valuation. sorship payment and treated as a contribution.

This is another version of the “quid pro quo” rules for The final Regs do not cover two important areas for
valuing contributions in excess of the goods or servicemny charities. They do not cover trade show income, or
received in return, but disregarding de minimis benefiiscome from periodical publications. The term “periodi-
to the donor. cal” means “regularly scheduled and printed material pub-

(The final Regs make clear that return benefit wortlshed by or on behalf of the exempt organization that is
less than 2% of the payment will be disregarded in calawot related to and primarily distributed in connection with
lating the public support percentage of the charity. Thespecific event.” For purposes of this definition of
entire payment will be considered a contribution.) “printed,” electronic publishing is included. Acknowledging

The final Regs add two new examples to deal widponsors in an organization’'s regular newsletter, there-
Internet issues. In the first, a symphony orchestra mafore, can present problems.
tains a web site, which includes a list of its sponsors. Thelncome from a payment is not necessarily taxable even
site does not promote the sponsors or advertise their pridt is not considered a contribution. To be taxable, it
ucts, but provides a hyperlink to the sponsors’ web sit@sust meet the definition of unrelated business taxable
The link alone is not a substantial benefit and the entireeome, which is income from an unrelated trade or busi-
payment remains a sponsorship contribution. ness regularly carried on. A one-evening fund raiser would

In the second example, a health-based charity receiwes be regularly carried on and advertising income from
funding from a pharmaceutical company which manufathat event alone would not be taxable. UBTI also has
tures a drug used in treating a particular medical condiclusions for activities that are carried on primarily by
tion. The manufacturer helps the charity prepare edugatunteers and other exclusions. (See Ready Reference
tional information for distribution and posting on the webPages Nos. 13 and 15, June and September, 1998.)
site. The charity’s web site provides a link to the The characterization of the income to the charity is gen-
manufacturer's web site, on which appears an endoreeally immaterial to the payor. In most cases the payor is a
ment by the charity, reviewed and approved by the chausiness, which will deduct the payment as an ordinary and
ity, of the manufacturer’s product. The IRS says that thecessary business expense and will not need a charitable
endorsement is advertising and that only the portion @éduction. If the sponsor is an individual, the individual will
the sponsorship payment that exceeds the value of tog need “advertising” unless he or she is in business. An
advertising portion can be considered a qualified spaicknowledgment would be a contribution.
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Corporations Have Special Rules on Contributions

Many in-kind contributions may be deducted as ordinary business expenses;
certain gifts of inventory qualify for enhanced deduction above cost basis

Unlike individuals who may gen- held that payments to a charity fothere.
erally deduct contributions up to 50%he use of its name and certain pro- Some corporations create their own
of their adjusted gross income, a comotional efforts in connection with theprivate foundations in order to make
poration is limited to 10% of its pre-company’s advertising program wergifts abroad. Foundations may make
tax income for the year in which thedeductible as business expenses). gifts to foreign charities if they fol-
deduction was made. Like individu- Services not deductible low certain procedures to assure that
als, however, this limit is seldom a As with individuals, contribution of the organizations would be classified
problem. Deductions in excess of theervices is not deductible. Aas charities if they were active in this
limit may be carried forward for five newspaper’s free advertisements fozountry.
years. a charity, a carpenter’s contribution Contributions of property
Although generally a contribution of woodwork, or an attorney’s con- Corporate contributions of personal
must be made within the tax year irtribution of a contract have all beerproperty, such as office furniture, au-
order to take the deduction, an accruailled nondeductible contributions oftomobiles, or other goods, are subject
basis corporation (which includes mosservices. (The donor does not hav® the regular rules governing deduct-
corporations) may deduct a contributo recognize income for the value ofbility at the fair market value of the
tion made within two and one-halfsuch services, so the net effect is nproperty given, subject to the two
months after the end of the tax yeatax impact at all.) major exceptions.
if the contribution was authorized by Expenses incidental to the perfor- First, if the fair market value of the
its board before the close of the yeamance of such services, however, angroperty is higher than the tax basis
Business expense v. contribution deductible. Most decided cases involvégenerally cost) of the property, the
Because a corporation is allowedxpenses such as travel, uniforms ateduction is reduced by the amount
to deduct ordinary and necessary exneeting expenses. But the newspaf the increase that wouldot have
penses of carrying on its trade or busper could deduct the cost of the pabeen long term capital gain if the prop-
ness, certain payments to or for thper used and a portion of the overerty had been sold. That means that
benefit of charities might be deducthead and salaries. More likely, howinventory and any other property held
ible either as charitable contributionever, the newspaper would disregarless than a year is deductible only up
or as ordinary business expenses. Tibe gift and deduct these costs as exs the cost basis of the property (or
be a business expense, the expengenses in furtherance of its businesgair market value if lower).
must bear a direct relationship to the No foreign contributions This is particularly significant for
corporation’s trade or business and As with individuals, contributions manufacturing or distribution corpo-
must be made with a reasonable exnade to or earmarked for a foreigmations because the logical gift is in-
pectation of commensurate financiatharity are generally not deductibleventory and inventory results in ordi-
return. The earmarking may arise either frommary income, not capital gain, when
Because there is no limit on thehe donor’s instructions or from thesold. If a manufacturer wants to do-
amount of ordinary and necessary busid.S. charity’s representations. The kepate $8,000 worth of widgets, and the
ness expense deduction available, clas whether the U.S. charity exercises continued on other side
sification as an expense may be adontrol over how the contribution is

vantageous. The two deductions aresed. YOU NEED TO KNOW

mutually exclusive, however, and if a Foreign charities often create U.S

portion of a payment is deductible a&Friends of’ organizations to receiveCharitable fundraisers who understand

a contribution, no part of the paymengifts. Where the U.S. charity mainin€ l€gal issues affecting potential

is deductible as an ordinary trade ofrains control over the use of the do@0Nors are often better able to sug-
business expense. nated funds, a deduction is permitted@€St gifts that work well for both the
Most cause-related marketing exin addition, a U.S. charity may so-donor and the charity. Since corpo-
penses are probably deductible as busieit deductible contributions for its tions operate under different rules
ness expenses. In 1963, the IRS pububsidiary organized in a foreign countan individuals, it is important to
understand the differences.

lished a revenue ruling (63-73) whichtry to carry out its exempt activities




Corporations Have Special Rules on Contributions

widgets cost $2,000 to make, the contribution is only $2,0@0e contributed property, stating the date of its receipt,
Second, even if the property would be subject to logd representing that the property will be used in the re-
term capital gain when sold, it is deductible only up tuired manner and that adequate records will be main-
the cost basis if it is not used by the charity in its exempined and made available to the IRS on request.
purpose or if donated to a private foundation. If the donated property is subject to the Federal Food,
Inventory and other exceptions Drug and Cosmetic Act, the property must comply with
The Tax Code provides three important exceptions ttee Act on the date of contribution and the immediately
the rule limiting deductions for gifts of personal propertgreceding 180 days.
to the tax basis. The donor is entitled to a deduction equal to its basis
* Inventory. If certain requirements are met, a corp@lus one-half of unrealized appreciation, but not more than
ration may deduct up to twice its basis for property dowice its basis.
nated for the care of the ill, the needy, or infants. » Research Property for Educational Institutions.A
The gift must be inventory or depreciable property givesimilar deduction is available for contributions of scien-
to a public charity or private operating foundation; it musific equipment manufactured by the donor within two
actually be used within the charity’s exempt purposes fgears of the gift if given to an institution of higher educa-
the care of the ill (one who requires medical care), thien or charity operated primarily for scientific research.
needy (one who lacks the necessities of life as a resulfToe property must actually be used for research, experi-
poverty or temporary distress), or infants (minor childrenpentation or research training in the U.S. in the physical
The property must be so used from the date of the contri-biological sciences.
bution to the date when the statute of limitations runs for « Computer Equipment for Educational Purposes.
the donor’s tax return on which the deduction is claimeldntil December 31 of this year (if the statute is not re-
Neither the charity nor any transferee of the charihewed), a similar deduction is available for a contribu-
may receive money, property, or services in exchange fimm of computer equipment, software or fiber optic cable
the property, although one organization may charge d@o-an educational institution or related organization which
other a fee for administration, warehousing and similer used within the U.S. in the recipient’'s educational plan
items. By the due date for its return, the donor mustr grades K-12.
receive from the charity a written statement describing — Virginia P. Sikes
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Nonprofits Often Worry about UBIT

A nonprofit is subject to unrelated business income tax if it earns income
from a ““trade or business” which is “regularly carried on”” and ““unrelated” to its mission

Nonprofits often become concerned about the impact upon their federal tax-exempt status when they
consider new earned income projects.

Will they have to pay a lot of tax? Or, more importantly, will they jeopardize their exemption if they
generate “too much” income?

Because of continuing concerns about “unfair competition” between small businesses and charities,
Congress and the Internal Revenue Service have consistently scrutinized earned income activities to see
that the charities do not abuse their status.

Charities have always earned income. Hospitals have charged their daily rate. Colleges have charged
tuition. Museums have had entrance fees. No one has seriously questioned those activities.

Although the IRS has occasionally questioned the “commerciality” of a nonprofit operation, it has invar-
iably lost when the income is earned from the nonprofit’s mission-related activity. There is essentially
no limit on the amount of income a nonprofit can earn from related business income.

The questions arise when the institution begins to stray beyond traditional realms and generates income
which is considered unrelated business income.

The rules applicable to “unrelated business income tax” (“UBIT”) are relatively simple and reasonably
clear. The basic rules are set out in the Internal Revenue Code (Sections 511- 514) and amplified in the
official Regulations. The IRS has also issued both public and private rulings which have been generally
consistent in illuminating its thinking over the years.

Basically, an organization exempt from federal income tax because it is described in section 501(c) or
501(d) of the Tax Code, other than those chartered by Congress and certain governmentally related col-
leges and universities, is subject to UBIT if it earns income from a “trade or business” which is
“regularly carried on” and which is “unrelated” to its exempt purpose. This includes 501(c)(4) social
welfare organizations, 501(c)(6) trade associations and many others in addition to 501(c)(3) chari-
ties. Tax is owed only if the activity fits within all of the definitions. Therefore, it is important to under-
stand each of the terms.

What is a “trade or business?”

A “trade or business” is “any activity carried on for the production of income from the sale of goods or
the provision of services.” (Reg. 1.513-1(b).) Any earned income activity is likely to fit within this
broad definition, but there are certain specific exceptions which may exempt the activity from tax.
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Congress has made clear that the sale or distribution of “low cost articles” in return for larger contribu-
tions is not a trade or business activity. The tradition of giving premiums, such as a key holder, greeting
cards, name labels, pens, or other identifying souvenir items in return for contributions is specifically
sanctioned in the Tax Code. (Sec. 513(h), Rev. Proc. 90-12.) To qualify, the items must cost less than $5
and the gift must be more than $25, as annually indexed for inflation after 1986. (The present figures for
2014 are $10.40 and $52.00, respectively and for 2015 $10.50 and $52.50)

Three other types of activity are also specifically excluded from the definition of “trade or business.”

e Where substantially all of the work is done by volunteers, such as the operation of a gift shop solely
by volunteers and without paid staff. The IRS interprets “substantially all” in this situation to mean
at least 85% of all activity, including purchasing, selling and keeping records.

o Where the activity is carried on for the “convenience” of members, customers, or employees. This
would cover the lunch room at the museum where it would be inconvenient to leave the facility to
eat.

e Where substantially all the merchandise is received as contributions. This would include the typical
thrift shop selling second hand goods that have been donated, for example, but not where they are to
be sold on consignment where the “donor” receives some of the income from the sale.

(There are also some “modifications” to the UBIT concept which exclude certain types of passive activi-
ties, discussed below, from the kinds of trade or business activity which is subject to tax.)

What is “regularly carried on”?

The rules on this are a little less clear. The Regulations provide that activities are regularly carried on if
they “manifest a frequency and continuity, and are pursued in a manner generally similar to comparable
commercial activities of nonexempt organizations.” (Reg. 1.513-1(c).)

The activities of a museum shop open all year are clearly regularly carried on. The once a year fund rais-
ing auction and the typical ad book at the annual fundraising dinner are clearly not.

The Regulations provide that operating a sandwich stand for two weeks at an annual fair is not regularly
carried on, while selling food at each of the year’s football games is regularly carried on.

Seasonal activity, if conducted for a significant part of the season, will be considered regularly carried
on, according to the Regulations. Printing paid advertising in every issue of a quarterly publication
would be regularly carried on.

The IRS has frequently taken a tougher line in this regard than the courts have upheld. In a case involv-
ing the National Collegiate Athletic Association Final Four basketball tournament, the IRS charged that
several months spent selling ads and producing the program book constituted a business regularly car-
ried on. The Tenth Circuit Court of Appeals said the book was distributed only three weekends a year
and therefore was not regularly carried on. (NCAA v. Commissioner, 914 F.2d 1417, 1990.)

What is “unrelated” activity?

Two things are clear from the statute:

e An activity is not considered related simply because the proceeds are applied to the charitable activi-
ties of the organization. Operating a spaghetti factory and applying the profits to the charity would
not make the factory income exempt.
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e The activity itself must be substantially related to the charitable purpose for which the organization is
exempt. Selling model space rockets at the farm museum would not be exempt; selling model tractors
probably would be.

In addition, the U.S. Supreme Court has made clear that it will consider the manner in which the activity

is operated in deciding whether or not it is related. The more the activity seems like a regular commercial

venture rather than one intended to enhance the charitable purpose, the more likely it is to be considered
unrelated.

The Court emphasized this point in deciding that drug and medical device advertising in the Annals of
Internal Medicine published by the American College of Physicians was unrelated and subject to UBIT,
even though medically related, because it was indistinguishable from traditional commercial advertising
in competing publications. (U.S. v. American College of Physicians, 475 U.S. 834, 1986.)

It is also clear that the IRS will look at each activity separately to determine whether it is related. There is
no de minimis rule which would exempt an activity merely because it is minor or included within other
activities which may be clearly exempt. On the contrary,

According to the Regulations, an activity is deemed to be unrelated if it is “not substantially related,” oth-
er than through the production of funds, to the exempt purpose of the organization. To be substantially
related, the activity must “contribute importantly to the accomplishment” of the exempt purposes.

If the activity is related, the organization can make essentially unlimited amounts without paying tax. If
it is “unrelated” (and regularly carried on) the net income will be subject to tax and the activity could
possibly cost the organization its exempt status.

A series of IRS rulings on sales from museum gift shops illustrates its position on “related.”

In a published ruling in 1973 (Rev. Rul. 73-194), the Service ruled that sales of greeting cards faithfully
reproducing selected works of art from a museum’s collection “contribute significantly” to the museum’s
educational function and are related. The Service found that the cards stimulated public awareness, inter-
est and appreciation of the art.

In a companion ruling (Rev. Rul. 73-105), the IRS ruled that sales of scientific books and local souvenirs
by a folk art museum had no relationship to the mission of the museum, were not related, and the net in-
come was therefore taxable.

In a private letter ruling in 1980, the IRS considered a number of items in an aquarium gift shop. It drew
a distinction between sale of natural sea shells, which was related and exempt, and sale of sea shell jew-
elry, which it called an “adaptation,” and which was therefore unrelated and taxable. It said display of
jewelry of the type for sale was not within the exempt purpose of the aquarium.

On the other hand, a sea horse encased in a glass paperweight was related and not subject to tax because
similar items were displayed in the aquarium collection. The IRS taxed the sale of ashtrays and other
souvenirs carrying the aquarium fish logo and the sale of pillows stuffed in the shape of fish. (PLR
8024111.)
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About a year later, the Service determined that a wildlife preservation society need not pay tax on the
sale of various stationery items, desk accessories, cuff links, tote bags, clothing, and pillows which
were decorated with exact wildlife designs. Many of the items also carried educational messages or
were sold with educational literature. (PLR 8107006.) The packaging and additional educational mate-
rial provided with items which might alone be considered unrelated can sometimes make the entire
transaction a related one.

In 1995, the IRS considered a series of items sold at an historic museum gift shop, stating that it sought
to determine whether the “primary purpose” of the sale is to further the museum’s exempt purpose or to
generate income. If the primary purpose is exempt, the sale is exempt, even if the item has a “utilitarian
function.”

The factors it weighed in determining the primary purpose include: (1) the degree of connection be-
tween the item and the museum’s collection; (2) the extent to which the item relates to the form and de-
sign of the original item in the museum’s collection; and (3) the overall impression conveyed by the
article. If the “dominant impression” is the subject matter of the original article, the IRS said, the item
would be substantially related to the museum’s exempt purpose. On the other hand, if non-charitable
use or function is dominant, the sale of the item would be unrelated.

The IRS obviously has a difficult time determining the “primary purpose” of the sale and a nonprofit is
wise to make clear the connection with its exempt purpose.

The IRS has made clear that the place of sale does not determine whether or not the sale is exempt. Sale
of an exempt item at an off-site location or through a catalogue is still exempt.

Modifications

There are a few sources of “unrelated” income that Congress has exempted from tax. They tend to be
“passive” income, which does not require the full attention of the nonprofit management, including in-
vestment income, royalties and certain rental income.

Dividends and interest income on money market funds, endowments, and other reserves is not taxed,
nor is capital gain on investment property. (Interest on an exempt economic development loan fund
would be deemed program related income to an economic development organization because it is the
result of its charitable activity. It would not have to depend on the general investment income exclusion
to avoid taxation.)

Royalty income is also not subject to tax, although the IRS has fought many battles arguing that a non-
profit’s involvement in the activity producing the royalty is so great that the income is no longer pas-
sive. Where the royalty comes from related activity, such as sale of an orchestra’s recordings, the issue
does not arise. It arises in cases of unrelated activity, such as income from affinity credit cards or rental
of mailing lists.

With unrelated activities, the IRS questions the degree of involvement of the nonprofit in developing
the product, marketing and policing the use. The IRS often seeks to impose tax on these activities, alt-
hough the courts are not always willing to agree.

Rental of land or buildings for unrelated purposes is generally not subject to tax so long as the rental
does not include substantial personal property or personal services, and so long as the property is not

www.nonprofitissues.com Nonprofit Issues/Revised November 2014



subject to a mortgage or other acquisition indebtedness. Rental of property for related purposes, such as
rental of college dormitory rooms to students, would not be subject to UBIT even if it is subject to a
mortgage because its use is related to the exempt purpose of the organization.

Nonprofits which receive more than $1000 a year in gross receipts from unrelated business activities are
required to file a separate Form 990-T income tax return with the IRS. The nonprofit is able to deduct
normal and necessary business expenses from the income to determine whether there is any “net” unre-
lated business income. If there is, the nonprofit must pay income tax at the normal corporate tax rates
for any net unrelated business income in excess of $1000. Form 990-T is now a public document like
Form 990 itself.

Unrelated income might also be subject to state or local income taxes, so nonprofits should be sure to
check their local law if engaged in unrelated business activities.

Having “too much “ unrelated business income (whether or not it generates net income) could ultimate-
ly cause the IRS to conclude that the nonprofit does not act “exclusively” for its exempt purposes and to
revoke its exemption. The line at which such income becomes “too much” is not very clear. In one case,
an organization which received more than 30% of its gross income from unrelated business activities
had its exemption revoked. (Orange County Agricultural Association v. Commissioner, 893 F.2d 647,
(2d Cir., 1990).)

We recommend that an organization consider establishing a separate entity to carry out an unrelated ac-
tivity if it generates gross unrelated income of more than 10% of the organization’s total income. In gen-
eral, however, it is hard enough to make money from related activities. It seldom makes sense to divert
attention to unrelated activities.
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Compliance Assessments Protect Charities

Proactive review can reduce the risks
of waking up to adverse publicity and loss of trust

Hardly a day goes by without numerous newspaper articles and other media stories about real or per-
ceived abuses in the nonprofit sector.

What’s especially tragic about the vast majority of this negative media and Congressional scrutiny is
that much of it could have been avoided had the organizations’ boards, officers, employees, and/or vol-
unteers simply fulfilled their fiduciary responsibilities. In fact, virtually every case prosecuted by state
and federal regulators can ultimately be traced back to the organization’s board, officers, employees,
and/or volunteers failing to fulfill their basic fiduciary responsibilities. Had the individuals in question
been more vigilant, the wrongdoing could have been detected, addressed, and, in most instances, the
subsequent negative media and governmental scrutiny avoided, or at least minimized.

Therefore, it’s crucial that every board institute appropriate procedural safeguards and that every board
member pay attention to his or her fiduciary responsibilities so they don’t wake up one morning and
find their organization featured in a negative light on the local paper’s front page— or, worse still, find
that their organization is now under investigation by the IRS or one or more state regulators.

A comprehensive compliance assessment can help an organization discover actual or potential prob-
lems that, if not addressed in an appropriate and timely manner, could lead to damaging media stories
and/or state or federal prosecutions that could seriously impair the organization’s integrity and credibil-
ity and, therefore, its overall effectiveness and viability.

What follows are brief descriptions of just a few of the many items to review during such an assess-
ment.

First, verify that your organization is in compliance with all applicable state charitable solicita-
tion statutes.

Thirty-nine states and the District of Columbia have statutes governing the solicitation of charitable
contributions. Unless an organization is excluded or exempted from the requirements, it must register
with the state before it solicits charitable contributions from anyone in the state. Verify that your organ-
ization is properly registered in all states where it solicits that have registration requirements. Experi-
ence has shown that sometimes organizations that handle this time-consuming, confusing, and costly
process in-house are not always in complete compliance like they thought they were. Very often the
person tasked with this responsibility has many other job responsibilities that keep him or her from de-
voting the requisite amount of time to making sure that the organization is in compliance with these
important legal requirements. A charity that solicits in a state that has a registration requirement with-
out being properly registered risks having significant fines imposed against it if caught and many an
organization has been shocked to discover that the person tasked with this important responsibility has
either intentionally or unintentionally “dropped the ball.” When this happens and is discovered by the
media and/or one or more state regulators, the organization can be the recipient of not just negative
publicity, but significant fines and penalties as well.

Second, verify that all of your organization’s professional fundraisers are properly registered
and have filed copies of their contracts with any appropriate state oversight agencies as required.
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Not only do charities have registration requirements, any private for-profit professional fundraisers the
charities hire (either those who help develop and manage campaigns as fundraising counsel or those
who directly ask for funds, such as telephone solicitors) most likely also have to register and file copies
of their contracts too. Failure to do so can again result in the unregistered entities being subjected to
significant fines and penalties as well as other legal sanctions.

Third, verify that all your organization’s solicitation materials are truthful and free of material
false statements, misrepresentations, and/or omissions.

For example, one state oversight agency recently settled a case with a prominent regional charity that
regularly represented to the public that it had given significantly more to a medical research center than
it actually had. Some years the charity’s founder would even hold a press conference where he would
present one of those big, oversized checks to a representative of the research facility. The only trouble
was that there wasn’t always a real little check that actually transferred the entire sums in question to
the research facility. As part of the Settlement Agreement, the charity was required to live up to the
representations it had made over the years and, among other things, actually transfer $4 million to the
research facility.

The subsequent negative media publicity about the organization damaged the organization’s credibility
with actual and potential donors as well. At a House Oversight and Government Reform Committee
hearing held a few years ago, the head of a national veteran’s charity admitted that his organization
sometimes overstated how much it spent on program services in its various solicitation materials be-
cause, he claimed, if the organization didn’t, donors would not give anything to the organization. That
kind of statement eliminates trust with the donor and begs regulators to impose sanctions.

Fourth, verify that all your organization’s solicitation materials contain all statutorily-required
disclosure statements.

There are about thirteen states that currently have disclosure statement requirements. For example,
Section 9(k) of Pennsylvania’s solicitation law requires that every solicitation, written confirmation,
receipt, and reminder of a contribution clearly and conspicuously state that the official registration and
financial information concerning the soliciting charity is available by calling Pennsylvania’s toll-free
number and that registration does not imply endorsement.

Failure to include this statutorily-required disclosure statement is a fairly common violation and each
solicitation, written confirmation, receipt, and reminder of a contribution made without the required
disclosure statement could result in up to a $1,000 fine being imposed for each violation in certain
states.

Fifth, verify that your organization is keeping true and accurate fiscal records.

This is a fairly uniform and commonsense requirement and, yet, unfortunately, it’s also a very common
violation for charities of all sizes— whether they’re run completely by volunteers or by full-time paid
professional staff. All charities soliciting contributions have to be able to clearly show exactly how
much money they’ve collected and how they’ve spent it— even, in most cases, if they’re exempt from
the annual registration requirements. Therefore, a charity needs to make sure it can clearly account for
every dollar collected and show it spent every dollar for purposes consistent with its charitable purpos-
es and the solicitation request. In fact, the failure to keep “true and accurate” fiscal records is itself a
violation in many states. In addition, experience has shown that an organization’s failure to keep “true
and accurate” records greatly facilitates the ability of individuals within the organization to defraud the
organization itself.
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Sixth, examine the IRS Form 990 tax information returns and other registration materials your
organization files with the IRS and/or state registration offices to verify that they are accurate,
complete, and free of material falsifications, misrepresentations, and omissions.

Both the states and the IRS are increasingly calling charities to account for making material false state-
ments in registration materials and IRS 990 Returns — both of which are signed under penalty of per-
jury. (See Nonprofit Issues®, January 1, 2008.)

For example, in Pennsylvania, charities can be fined up to $1,000 for each false statement or omission;
they can be prosecuted criminally for each intentional, material false statement or omission; and, per-
haps most importantly, they can receive huge amounts of damaging, negative publicity that can seri-
ously hinder their ability to raise contributions in the future and, therefore, threaten their very viability.

Several years ago, Pennsylvania collected a $41,000 administrative fine from a national charity that
was found guilty of making 41 intentional, material false statements in its IRS 990 Return that totaled
$1.2 million. More recently, Pennsylvania filed a 1,289 count Order To Show Cause against four re-
lated charities, their officers, and their CPA in connection with a series of allegedly falsified IRS 990
Returns. As a result, these four charities, their officers, and/or their CPA were potentially on the hook
for fines and penalties in excess of $1.3 million. This case was settled after the organizations in ques-
tion agreed to pay $150,000 and to permanently stop soliciting contributions in the state. The organi-
zations claim that, in addition to the $150,000 they paid, they spent hundreds of thousands of dollars
on legal fees in order to get the case resolved — a pretty hefty price to pay because the organizations
submitted inaccurate IRS 990s.

Seventh, verify that your organization has not ignored correspondence and/or subpoenas from
State or Federal oversight authorities.

You may find this hard to believe, but this type of violation occurs quite frequently. In some cases or-
ganizations deliberately and intentionally fail to respond to these official requests for information from
oversight authorities. However, in most cases the failure to respond is usually attributable to one or
more individual’s simple negligence and inattention. The end result of failing to respond, however, is
the same. For example, when a charity ignores document requests and subpoenas issued by Pennsyl-
vania, Cease and Desist Orders are issued prohibiting the charity from soliciting contributions and the
matter is referred to a Prosecuting Attorney. Once that happens, the charity will typically be on the
hook for much more significant fines and will, in all likelihood, have to sign a formal Consent Agree-
ment to avoid further legal proceedings.

In addition, both Cease and Desist Orders and Consent Agreements are routinely posted on Pennsylva-
nia’s website for all the world to see. This fact alone should make a charity do everything it can to
keep from securing such a permanent and negative place on a state’s official website. The donating
public and reporters regularly, and increasingly, access the various state websites and it’s really much
better for both to see that your organization is in compliance rather than having been caught violating
the law.

Eighth, verify that your organization is not improperly treating certain individuals as
“independent contractors” when they’re really “employees”.
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When you’re treated as an “independent contractor,” federal and state taxes aren’t withheld from your
pay and you necessarily take home more money. Most of us would prefer to take home more money
each payday than have a major portion of it forwarded on to the government. However, if your organ-
ization is treating individuals as “independent contractors” who really aren’t, it could be on the hook
for significant fines and penalties because your organization has failed to properly withhold required
payroll taxes and remit them to the IRS. (See Ready Reference Page: “Classify: Employee or Inde-
pendent Contractor?”)

Ninth, verify that your organization is properly forwarding required withholding taxes to the
IRS and state taxing authorities.

You’d be surprised at how many organizations withhold the appropriate taxes from their employees’
pay and then don’t forward the taxes on to the IRS, state and local taxing authorities as required. In
fact, failure to do so is one of the most common violations found by the IRS when it audits charities.
The General Accounting Office (GAO) recently documented that over 55,000 charities had failed to
remit over $1 billion of withholding taxes to the IRS.

Tenth, verify that your organization is paying your key executives only “reasonable compensa-
tion” and not “excessive compensation”.

You don’t have to take a vow of poverty when you work for a charity. You’re allowed to be paid
“reasonable compensation,” which is what similarly-situated individuals running functionally equiva-
lent organizations are paid. However, anything more than “reasonable compensation” can be consid-
ered to be “excessive” and isn’t permitted. If it’s subsequently determined that your organization has
paid one or more employees “excessive compensation”, both your organization managers as well as
the employees in question can be liable for significant fines and penalties. (See Ready Reference
Page: “Charities Must Avoid Excess Benefit Transactions.”)

In 2007, the IRS assessed over $20 million in penalties against 41 individuals and organizations for
“excess compensation” and other violations — and the IRS indicated it would routinely include excess
compensation analyses in every future audit it conducts. (See Nonprofit Issues®, February 16, 2007.)

This is just a small sampling of the types of inquiries that experienced, knowledgeable professionals
should make during a comprehensive charity compliance assessment to minimize the chances that
your organization will become the subject of a federal or state investigation and/or get featured in one
or more negative media stories that could seriously damage your organization’s integrity and credibil-
ity and, therefore, its overall effectiveness and viability.

In light of the recently enhanced enforcement efforts by both the IRS and various state charity regula-
tors, does your organization really want to take the chance that either the IRS or state charity regula-
tors will uncover and prosecute your organization for any material irregularities they find? Wouldn’t
it be better to find any actual or potential problems yourself and correct the problems yourself?

Just as our most important asset as individuals is our personal integrity and credibility, the most im-
portant asset of any charity is its organizational integrity and credibility. Once these two valuable as-
sets are called into question, a charity’s ability to raise funds, function effectively, and accomplish its
purposes is severely hindered.
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Therefore, seriously consider performing a comprehensive compliance assessment for your organiza-
tion so your donors can continue to give with confidence and your volunteers can be assured that
they’re giving their time to an organization that’s accountable, transparent, and values its organiza-
tional integrity and credibility.

By doing so, you’ll help protect not just your own organization’s integrity and credibility, but that of
the entire nonprofit sector as well.

--Karl E. Emerson
Mr. Emerson, formerly Director of the Pennsylvania Bureau of Charitable Organizations, is now an
attorney with Montgomery, McCracken in Philadelphia.

www.nonprofitissues.com Revised October 2015



Don Kramer's AnEiectronic Newsletter of "Nonprofit Law You Need to Know"

N O NPRO F I T I SS L'ITE S www.nonprofitis sues.com

Lessons from Litigation >> June 16-July 15, 2011

Nonprofit's cost of indemnification agreement is $700,000

The nonprofit Vermont Swim Association has been ordered to pay the City of Rutland
$700,000 under the indemnification provision in the contract that allowed the Association to
use a city park for its annual swim meet. The Association was ordered to pay the cost of the
City’s settlement of a claim brought on behalf of a child who fell from playground equipment
while attending the meet.

The agreement provided that the Association would “defend, indemnify and hold harmless Rut-
land ... from all claims for bodily injury or property damage arising from or out of the presence
of [the Association], including its employees, agents, representatives, guests and others present
because of the event or [the Association’s] activities in or about [the park].... [The Association]
shall be responsible for all costs of defense, including reasonable attorney’s fees, and shall pay
all fines or recoveries against Rutland.”

The Association argued, as indemnitors often do in cases such as this, that the indemnity clause
did not cover the City’s negligence, but a trial court said the agreement was “unambiguous” and
did cover the City’s negligence. The trial court ordered the payment. The state Supreme Court
has affirmed.

The Association “cannot escape the plain language of its agreement with the City,” the Supreme
Court said. “The indemnification clause allocated responsibility to [the Association] for any
negligence claims directly arising out of [the Association’] event at the City’s park and pool
facility.... The intent of the parties could not be more apparent — the City was willing to allow
[the Association] to use Whites Park as long as it was completely insulated from liability due to
[the Association’s] use.”

The Court also noted a separate reason for liability. The agreement called for the Association to
obtain insurance for the event and to name the City as an additional insured, which the Associa-
tion failed to do. (Southwick v. City of Rutland, No. 2010-128, 5/20/11.)
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Triathlon Club Ordered to Indemnify

New York City for Accident During Race
Court says nonprofit has obligation to pay any
damages for which City may be ultimately responsible

When a bicyclist riding in Central Park in New York City was in-
jured in an accident with a cyclist riding in a race organized by the
New York Triathlon Club, he sued the City for damages. He claimed
that the City failed to exercise reasonable care to prevent foreseeable
dangers that arose from allowing the race to proceed on park roads
while the roads were being used simultaneously by the general pub-
lic. (Gortych v, Brenner, Supreme Court of NY, New York County,
No. 102014/05, 6/9/10.)

The City filed an answer denying liability, but filed a cross claim
against the Club. The City said the accident was the Club’s fault for
not running the race properly and also claimed that if the City was
liable, the Club had agreed to indemnify it from any damages it
might incur. After discovery, the City moved for summary judgment
to dismiss the case against it, and, in the alternative, to force the Club
to pay any damages for which the City might be liable.

The City argued that it had merely “furnished the occasion” for the
race and that it had no liability to the citizen without a “special rela-
tionship” that did not exist in this case. The injured cyclist argued
that the City had a general duty to protect all of its guests in the park.

A trial court in New York City has found that the City owed a gen-
eral duty of care to the cyclist and that it was a question for the jury
whether the City exercised reasonable and ordinary care to prevent
the accident. Therefore the summary judgment on liability was de-
nied and the case set for trial. The Court noted that the indemnifica-
tion agreement with the Club did not relieve the City from potential
liability; it merely required someone else to pay the damages if the
City was determined to be liable.

On the indemnification issue, the Club argued that it could not be
held liable if the City had been negligent. The Court recognized that
indemnification agreements are “strictly construed” and protect
against one’s own or a third-party’s negligence only when “the intent
is clear.” But the provision signed by the Club provided that the
Club would indemnify and hold the City harmless from “any all [sic]
claims whatsoever that may result from” the race. As a result, the
Court said, the Club had to indemnify the City notwithstanding the
City’s possible negligence.



YOU NEED TO KNOW

One can only hope, for the sake of the Club, that it had named the City as an additional insured under its
own insurance policy for the race. One’s own insurance ordinarily does not defend or pay damages for
liability caused by third parties, and does not cover the insured’s liability to indemnify that is created
solely by contract. (See Nonprofit Issues®, 5/16/06.) As we have said so many times, a nonprofit must
be sure to name a third party as an additional insured if it is going to sign an indemnification clause in a
contract. Otherwise, in the event of a claim, it will have to pay everything out of its own treasury.

www.nonprofitissues.com



Form 990 (2016) Page 9

E1aA"/II} Statement of Revenue

Check if Schedule O contains a response or note to any line inthisPartvVit . . . . . . . . . . . . . []
(A) (B) (©) (D)

Total revenue Related or Unrelated Revenue

exempt business excluded from tax

function revenue under sections

revenue 512-514

1a Federated campaigns . . . | 1a
Membershipdues . . . . | 1b
Fundraisingevents . . . . 1c
Related organizations . . . | 1d
Government grants (contributions) | 1e
All other contributions, gifts, grants,
and similar amounts not included above | 1f
Noncash contributions included in lines 1a-1:¢ |
Total. Add lines1a-1f . . . . . . . . . P

Business Code

-0 Q00T

Contributions, Gifts, Grants
and Other Similar Amounts

>0 Q

2a

All other program service revenue .
Total. Add lines2a-2f . . . . . . . . . p»
3 Investment income (including dividends, interest,

and other similaramounts) . . . . . . . »
4  Income from investment of tax-exempt bond proceeds P
5 Royalties . . . . . . ..

(i) Fieal . (ii) Personal

Program Service Revenue

Q "0 Q0T

6a Gross rents
b Less: rental expenses
Rental income or (loss)
d Netrentalincomeor(oss) . . . . . . . »
7a  Gross amount from sales of (i) Securities (ii) Other
assets other than inventory
b Less: cost or other basis
and sales expenses .
¢ Gain or (loss) .
d Netgainor(oss) . . . . . . . . . . W

(1]

8a Gross income from fundraising
events (not including $

of contributions reported on line 1c).
SeePartlV,line18 . . . . . g
b Less:directexpenses . . . . b
¢ Net income or (loss) from fundraising events . »
9a Gross income from gaming activities.
SeePartIV,line19 . . . . . g
b Less:directexpenses . . . . b
¢ Netincome or (loss) from gaming activities . . »
10a Gross sales of inventory, less
returns and allowances . . . g
b Less:costofgoodssold . . . b
¢ Netincome or (loss) from sales of inventory . . »
Miscellaneous Revenue Business Code

Other Revenue

11a

All other revenue oL
Total. Add lines 11a-11d . . . . . . . . »
12 Total revenue. See instructions. . . . . . »

® Q0
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