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Sec.

1.501(a)-1 Exemption from taxation.

1.501(c)(2)-1 Corporations organized to hold
title to property for exempt organiza-
tions.

1.501(c)(3)-1 Organizations organized and op-
erated for religious, charitable, sci-
entific, testing for public safety, literary,
or educational purposes, or for the pre-
vention of cruelty to children or animals.

1.501(c)(4)-1 Civic organizations and local
associations of employees.

1.501(c)(5)-1 Labor, agricultural, and horti-
cultural organizations.

1.501(c)(6)-1 Business leagues, chambers of
commerce, real estate boards, and boards
of trade.

1.501(c)(7)-1 Social clubs.

1.501(c)(8)-1 Fraternal beneficiary societies.

1.501(c)(9)-1 Voluntary employees’ bene-
ficiary associations, in general.

1.501(c)(9)-2 Membership in a voluntary em-
ployees’ beneficiary association; employ-
ees; voluntary association of employees.

1.501(c)(9)-3 Voluntary employees’ bene-
ficiary associations; life, sick, accident,
or other benefits.

1.501(c)(9-4 Voluntary employees’ bene-
ficiary associations; inurement.

1.501(c)(9)-5 Voluntary employees’ bene-
ficiary associations; recordkeeping re-
quirements.

1.501(c)(9)-6 Voluntary employees’ bene-
ficiary associations; benefits includible
in gross income.

1.501(c)(9)-7 Voluntary employees’ bene-
ficiary associations; section 3(4) of
ERISA.

1.501(c)(9)-8 Voluntary employees’ bene-
ficiary associations; effective date.

1.501(c)(10)-1 Certain fraternal beneficiary
societies.

1.501(c)(12)-1 Local benevolent life insur-
ance associations, mutual irrigation and
telephone companies, and like organiza-
tions.

1.501(c)(13)-1 Cemetery
crematoria.

1.501(c)(14)-1 Credit unions and mutual in-
surance funds.

1.501(c)(16)-1 Mutual insurance companies
or associations.

1.501(c)(16)-1 Corporations organized to fi-
nance crop operations.

companies and

1.501(c)(17)-1 Supplemental unemployment
benefit trusts.

1.501(c)(17)-2 General rules.

1.501(c)(17)-3 Relation to other sections of
the Code.

1.501(c)(18)-1 Certain funded pension trusts.

1.501(c)(19)-1 War veterans organizations.

1.501(c)(21)-1 Black 1lung trusts—certain
terms.

1.501(c)(21)-2 Same—trust instrument.

1.501(c)(29)-1 CO-OP Health Insurance
Issuers.

1.501(d)-1 Religious and apostolic associa-
tions or corporations.

1.501(e)-1 Cooperative hospital service orga-
nizations.

1.501(h)-1 Application of the erpenditure test
to expenditures to influence legislation;
introduction.

1.501(h)-2 Electing the expenditure test.

1.501(h)-3 Lobbying or grass roots expendi-
tures normally in excess of ceiling
amount.

1.501(r)-0 Outline of regulations.

1.501(r)-1 Definitions.

1.501(r)-2 Failures to satisfy section 501(r).

1.501(r)-3 Community health needs assess-
ments.

1.501(r)-4 Financial assistance policy and
emergency medical care policy.

1.501(r)-5 Limitation on charges.

1.501(r)-6 Billing and collection.

1.501(r)-7 Effective/applicability dates.

1.502-1 Feeder organizations.

1.503(a)-1 Denial of exemption to certain or-
ganizations engaged in prohibited trans-
actions.

1.503(b)-1 Prohibited transactions.

1.503(c)-1 Future status of organizations de-
nied exemption.

1.503(d)-1 Cross references.

1.503(e)-1 Special rules.

1.503(e)-2 Requirements.

1.503(e)-3 Effective dates.

1.503(f)-1 Loans by employers who are pro-
hibited from pledging assets.

1.504-1 Attempts to influence legislation;
certain organizations formerly described
in section 501(c)(3) denied exemption.

1.504-2 Certain transfers made to avoid sec-
tion 504(a).

1.505(c)-1T Questions and answers relating
to the notification requirement for rec-
ognition of exemption under paragraphs
(9), (17) and (20) of Section 501(c) (tem-
porary).

1.506-1 Organizations required to notify
Commissioner of intent to operate under
section 501(c)(4).

PRIVATE FOUNDATIONS
1.507-1 General rule.
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1.507-2 Special rules; transfer to, or oper-
ation as, public charity.

1.507-3 Special rules; transferee
tions.

1.507-4 Imposition of tax.

1.507-6 Aggregate tax benefit; in general.

1.507-6 Substantial contributor defined.

1.507-7 Value of assets.

1.507-8 Liability in case of transfers.

1.507-9 Abatement of taxes.

1.508-1 Notices.

1.508-2 Disallowance of certain charitable,
etc., deductions.

1.508-3 Governing instruments.

1.508-4 Effective date.

1.509(a)-1 Definition of private foundation.

1.509(a)-2 Exclusion for certain organiza-
tions described in section 170(b)(1)(A).

1.509(a)-3 Broadly, publicly supported orga-
nizations.

1.509(a)-4 Supporting organizations.

1.509(a)-5 Special rules of attribution.

1.509(a)-6 Classification under section
509(a).

1.509(a)-7 Reliance by grantors and contrib-
utors to section 509(a) (1), (2), and (3) or-
ganizations.

1.509(b)-1 Continuation of private founda-
tion status.

1.509(c)-1 Status of organization after ter-
mination of private foundation status.

1.509(d)-1 Definition of support.

1.509(e)-1 Definition of gross investment in-
come.

founda-

TAXATION OF BUSINESS INCOME OF CERTAIN
EXEMPT ORGANIZATIONS

1.511-1 Imposition and rates of tax.

1.5611-2 Organizations subject to tax.

1.511-3 Provisions generally applicable to
the tax on unrelated business income.

1.511-4 Minimum tax for tax preferences.

1.512(a)-1 Definition.

1.512(a)-2 Definition applicable to taxable
years beginning before December 13, 1967.

1.512(a)-3 [Reserved]

1.512(a)-4 Special rules applicable to war
veterans organizations.

1.512(a)-5 Questions and answers relating to
the unrelated business taxable income of
organizations described in paragraphs (9)
or (17) of section 501(c).

1.512(a)-6 Special rule for organizations
with more than one unrelated trade or
business.

1.512(b)-1 Modifications.

1.512(c)-1 Special rules applicable to part-
nerships; in general.

1.513-1 Definition of unrelated trade or busi-
ness.

1.513-2 Definition of unrelated trade or busi-
ness applicable to taxable years begin-
ning before December 13, 1967.

1.513-3 Qualified convention and trade show
activity.

1.5613-4 Certain sponsorship not unrelated
trade or business.
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1.513-6 Certain bingo games not unrelated
trade or business.

1.5613-6 Certain hospital services not unre-
lated trade or business.

1.513-7 Travel and tour activities of tax ex-
empt organizations.

1.514(a)-1 Unrelated debt-financed
and deductions.

1.514(a)-2 Business lease rents and deduc-
tions for taxable years beginning before
January 1, 1970.

1.514(b)-1 Definition of debt-financed prop-
erty.

1.514(c)>-1 Acquisition indebtedness.

1.514(c)-2 Permitted allocations under sec-
tion 514(c)(9)(E).

1.514(d)-1 Basis of debt-financed property
acquired in corporate liquidation.

1.514(e)-1 Allocation rules.

1.514(f)-1 Definition of business lease.

1.514(g)-1 Business lease indebtedness.

income

FARMERS’ COOPERATIVES

1.5621-1 Farmers’ cooperative marketing and
purchasing associations; requirements
for exemption under section 521.

1.622-1 Tax treatment of farmers’ coopera-
tive marketing and purchasing associa-
tions exempt under section 521.

1.5622-2 Manner of taxation of cooperative
associations subject to section 522.

1.522-3 Patronage dividends, rebates, or re-
funds; treatment as to cooperative asso-
ciations entitled to tax treatment under
section 522.

1.5622-4 Taxable years affected.

1.527-1 Political organizations; generally.

1.527-2 Definitions.

1.527-3 Exempt function income.

1.627-4 Special rules for computation of po-
litical organization taxable income.

1.527-5 Activities resulting in gross income
to an individual or political organiza-
tion.

1.527-6 Inclusion of certain amounts in the
gross income of an exempt organization
which is not a political organization.

1.527-7 Newsletter funds.

1.527-8 Effective date; filing requirements;
and miscellaneous provisions.

1.527-9 Special rule for principal campaign
committees.

HOMEOWNERS ASSOCIATIONS

1.528-1 Homeowners associations.

1.528-2 Organized and operated to provide
for the acquisition, construction, man-
agement, maintenance and care of asso-
ciation property.

1.5628-3 Association property.

1.528-4 Substantiality test.

1.628-5 Source of income test.

1.5628-6 Expenditure test.

1.528-7 Inurement.

1.528-8 Election to be treated as a home-
owners association.
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1.5628-9 Exempt function income.

1.5628-10 Special rules for computation of
homeowners association taxable income
and tax.

QUALIFIED ABLE PROGRAMS

1.529A-0 Table of contents.

1.5629A-1 Exempt status of qualified ABLE
program and definitions.

1.529A-2 Qualified ABLE program.

1.529A-3 Tax treatment.

1.629A-4 Gift, estate, and generation-skip-
ping transfer taxes.

1.629A-5 Reporting of the establishment of
and contributions to an ABLE account.

1.529A-6 Reporting of distributions from
and termination of an ABLE account.

1.629A-7 Electronic furnishing of state-
ments to designated beneficiaries and
contributors.

1.5629A-8 Applicability dates and transition
relief.

CORPORATIONS USED T0O AVOID INCOME TAX ON
SHAREHOLDERS

Corporations Improperly Accumulating Surplus

1.631-1 Imposition of tax.

1.5632-1 Corporations subject to accumulated
earnings tax.

1.633-1 Evidence of purpose to avoid income
tax.

1.633-2 Statement required.

1.5634-1 Burden of proof as to unreasonable
accumulations generally.

1.5634-2 Burden of proof as to unreasonable
accumulations in cases before the Tax

Court.
1.634-3 Jeopardy assessments in Tax Court
cases.
1.5635-1 Definition.
1.635-2 Adjustments to taxable income.
1.635-3 Accumulated earnings credit.
1.536-1 Short taxable years.
1.537-1 Reasonable needs of the business.
1.537-2 Grounds for accumulation of earn-

ings and profits.
1.537-3 Business of the corporation.

PERSONAL HOLDING COMPANIES

1.541-1
1.542-1
1.542-2

Imposition of tax.

General rule.

Gross income requirement.

1.5642-3 Stock ownership requirement.

1.5642-4 Corporations filing consolidated re-
turns.

1.5643-1 Personal holding company income.

1.543-2 Limitation on gross income and per-
sonal holding company income in trans-
actions involving stocks, securities, and
commodities.

1.544-1 Constructive ownership.

1.544-2 Constructive ownership by reason of
indirect ownership.

1.5644-3 Constructive ownership by reason of
family and partnership ownership.

1.544-4 Options.

1.544-5 Convertible securities.

1.544-6 Constructive ownership as actual
ownership.

1.544-7 Option rule in lieu of family and
partnership rule.

1.5645-1 Definition.

1.5645-2 Adjustments to taxable income.

1.5645-3 Special adjustment to taxable in-
come.

1.547-1 General rule.

1.5647-2 Requirements for deficiency divi-
dends.

1.547-3 Claim for credit or refund.

1.5647-4 Effect on dividends paid deduction.

1.547-5 Deduction denied in case of fraud or
wilful failure to file timely return.

1.547-6 Suspension of statute of limitations
and stay of collection.

1.5647-7 Effective date.

FOREIGN PERSONAL HOLDING COMPANIES

1.551-1 General rule.
1.56561-2 Amount included in gross income.

DEDUCTION FOR DIVIDENDS PAID

1.561-1 Deduction for dividends paid.

1.561-2 When dividends are considered paid.

1.562-1 Dividends for which the dividends
paid deduction is allowable.

1.562-2 Preferential dividends.

1.562-3 Distributions by a member of an af-
filiated group.

1.563-1 Accumulated earnings tax.

1.563-2 Personal holding company tax.

1.5663-3 Dividends considered as paid on last
day of taxable year.

1.564-1 Dividend carryover.

1.565-1 General rule.

1.565-2 Limitations.

1.565-3 Effect of consent.

1.565-4 Consent dividends and other dis-
tributions.

1.565-56 Nonresident aliens and foreign cor-
porations.

1.565-6 Definitions.

BANKING INSTITUTIONS

Rules of General Application to Banking
Institutions

1.581-1 Banks.

1.681-2 Mutual savings banks, building and
loan associations, and cooperative banks.

1.581-3 Definition of bank prior to Sep-
tember 28, 1962.

1.5682-1 Bad debts, losses, and gains with re-
spect to securities held by financial in-
stitutions.

1.584-1 Common trust funds.

1.584-2 Income of participants in common
trust fund.

1.5684-3 Computation of common trust fund
income.

1.584-4 Admission and withdrawal of par-
ticipants in the common trust fund.
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1.5684-5 Returns of banks with respect to
common trust funds.

1.5684-6 Net operating loss deduction.

1.585-1 Reserve for losses on loans of banks.

1.585-2 Addition to reserve.

1.685-3 Special rules.

1.685-4 Reorganizations and asset acquisi-
tions.

1.5685-6 Denial of bad debt reserves for large
banks.

1.685-6 Recapture method of changing from
the reserve method of section 585.

1.585-7 Elective cut-off method of changing
from the reserve method of section 585.
1.5685-8 Rules for making and revoking elec-

tions under §§1.585-6 and 1.585-7.

MUTUAL SAVINGS BANKS, ETC.

1.591-1 Deduction for dividends paid on de-
posits.

1.592-1 Repayment of certain loans by mu-
tual savings banks, building and loan as-
sociations, and cooperative banks.

1.594-1 Mutual savings banks conducting
life insurance business.

1.596-1 Limitation on dividends received de-
duction.

1.597-1 Definitions.

1.597-2 Taxation of FFA.

1.597-3 Other rules.

1.597-4 Bridge Banks and Agency Control.

1.597-5 Taxable Transfers.

1.597-6 Limitation on collection of federal
income tax.

1.597-7 Effective/applicability dates.

1.597-8 Transitional rules for Federal finan-
cial assistance.

BANK AFFILIATES
1.601-1 Special deduction for bank affiliates.

NATURAL RESOURCES

Deductions

1.611-0 Regulatory authority.

1.611-1 Allowance of deduction for deple-
tion.

1.611-2 Rules applicable to mines, oil and
gas wells, and other natural deposits.

1.611-3 Rules applicable to timber.

1.611-4 Depletion as a factor in computing
earnings and profits for dividend pur-
poses.

1.611-56 Depreciation of improvements.

1.612-1 Basis for allowance of cost depletion.

1.612-2 Allowable capital additions in case
of mines.

1.612-3 Depletion; treatment of bonus and
advanced royalty.

1.612-4 Charges to capital and to expense in
case of oil and gas wells.

1.612-56 Charges to capital and to expense in
case of geothermal wells.

1.613-1 Percentage depletion; general rule.

1.613-2 Percentage depletion rates.

1.613-3 Gross income from the property.
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1.613-4 Gross income from the property in
the case of minerals other than oil and
gas.

1.613-6 Taxable income from the property.

1.613-6 Statement to be attached to return
when depletion is claimed on percentage
basis.

1.613-7 Application of percentage depletion
rates provided in section 613(b) to certain
taxable years ending in 1954.

1.613A-0 Limitations on percentage deple-
tion in the case of oil and gas wells; table
of contents.

1.613A-1 Post-1974 limitations on percentage
depletion in case of oil and gas wells;
general rule.

1.613A-2 Exemption for
gas wells.

1.613A-3 Exemption for independent pro-
ducers and royalty owners.

1.613A-4 Limitations on application of
§1.613A-3 exemption.

1.613A-5 Election under section 613A(c)(4).

1.613A-6 Recordkeeping requirements.

1.613A-7 Definitions.

1.614-0 Introduction.

1.614-1 Definition of property.

1.614-2 Election to aggregate separate oper-
ating mineral interests under section
614(b) prior to its amendment by Revenue
Act of 1964.

1.614-3 Rules relating to separate operating
mineral interests in the case of mines.
1.614-4 Treatment under the Internal Rev-
enue Code of 1939 with respect to sepa-
rate operating mineral interests for tax-
able years beginning before January 1,

1964, in the case of 0il and gas wells.

1.614-5 Special rules as to aggregating non-
operating mineral interests.

1.614-6 Rules applicable to basis, holding pe-
riod, and abandonment losses where min-
eral interests have been aggregated or
combined.

1.614-7 Extension of time for performing
certain acts.

1.614-8 Elections with respect to separate
operating mineral interests for taxable
years beginning after December 31, 1963,
in the case of oil and gas wells.

1.615-1 Pre-1970 exploration expenditures.

1.615-2 Deduction of pre-1970 exploration ex-
penditures in the year paid or incurred.

1.615-3 Election to defer pre-1970 explo-
ration expenditures.

1.615-4 Limitation of amount deductible.

1.615-56 Time for making election with re-
spect to returns due on or before May 2,
1960.

1.615-6 Election to deduct under section 615.

1.615-7 Effect of transfer of mineral prop-
erty.

1.615-8 Termination of section 615.

1.615-9 Notification under Tax Reform Act
of 1969.

1.616-1 Development expenditures.

1.616-2 Election to defer.

certain domestic



Internal Revenue Service, Treasury

1.616-3 Time for making election with re-
spect to returns due on or before May 2,
1960.

1.617-1 Exploration expenditures.

1.617-2 Limitation on amount deductible.

1.617-3 Recapture of exploration expendi-
tures.

1.617-4 Treatment of gain from disposition
of certain mining property.

1.617-6 Effective/applicability date.

SALES AND EXCHANGES

1.631-1 Election to consider cutting as sale
or exchange.

1.631-2 Gain or loss upon the disposal of
timber under cutting contract.

1.631-3 Gain or loss upon the disposal of coal
or domestic iron ore with a retained eco-
nomic interest.

1.632-1 Tax on sale of oil or gas properties.

MINERAL PRODUCTION PAYMENTS

1.636-1 Treatment of production payments
as loans.

1.636-2 Production payments retained in
leasing transactions.

1.636-3 Definitions.

1.636-4 Effective dates of section 636.

CONTINENTAL SHELF AREAS

1.638-1 Continental Shelf areas.
1.638-2 Effective date.
1.639-1.640 [Reserved]

AUTHORITY: 26 U.S.C. 7805, unless otherwise
noted.

Section 1.501(¢)(29)-1 also issued under 26
U.S.C. 501(c)(29)(B)(1).

Section 1.501(c)(29)-1T also issued under 26
U.S.C. 501(c)(29)(B)(1).

Sections 1.504-1 and 1.504-2 also issued
under 26 U.S.C. 504(b).

Section 1.514(c)-2 also
U.S.C. 514(c)(9)(E)(iii).

Section 1.527-9 also issued under 26 U.S.C.
527(h)(2)(B)(1).

Sections 1.5629A-0 through 1.529A-8 also
issued under 26 U.S.C. 529A(g).

Sectionl.585-5 through 1.585-8 also issued
under 26 U.S.C. 585(b)(3).

Sectionl.597-1 through 1.597-7 also issued
under 26 U.S.C. 597 and 1502.

Sectionl.597-8 also issued under 26 U.S.C.
597.

SOURCE: T.D. 6500, 25 FR 11737, Nov. 26, 1960;
25 FR 14021, Dec. 31, 1960, unless otherwise
noted.

issued under 26

EXEMPT ORGANIZATIONS

General Rule

§1.501(a)-1 Exemption from taxation.

(a) In general;, proof of exemption. (1)
Section 501(a) provides an exemption

§1.501(a)-1

from income taxes for organizations
which are described in section 501 (c) or
(d) and section 401(a), unless such orga-
nization is a feeder organiczation (see
section 502), or unless it engages in a
transaction described in section 503.
However, the exemption does not ex-
tend to unrelated business taxable income
of such an organization (see part III
(Section 511 and following), subchapter
F, chapter 1 of the Code).

(2) An organization, other than an
employees’ trust described in section
401(a), is not exempt from tax merely
because it is not organized and oper-
ated for profit. In order to establish its
exemption, it is necessary that every
such organization claiming exemption
file an application form as set forth
below with the appropriate office as
designated by the Commissioner in
guidance published in the Internal Rev-
enue Bulletin, forms, or instructions to
the applicable forms. Subject only to
the Commissioner’s inherent power to
revoke rulings, including with retro-
active effect as permitted under sec-
tion 7805(b), because of a change in the
law or regulations or for other good
cause, an organization that has been
determined by the Commissioner (or
previously by a district director) to be
exempt under section 501(a) or the cor-
responding provision of prior law may
rely upon such determination so long
as there are no substantial changes in
the organization’s character, purposes,
or methods of operation. An organiza-
tion that has been determined to be ex-
empt under the provisions of the Inter-
nal Revenue Code of 1939 or prior law is
not required to secure a new deter-
mination of exemption merely because
of the enactment of the Internal Rev-
enue Code of 1954 unless affected by
substantive changes in law made by
such Code.

(3) An organization claiming exemp-
tion under section 501(a) and described
in any paragraph of section 501(c)
(other than section 501(c)(1) shall file
the form of application prescribed by
the Commissioner and shall include
thereon such information as required
by such form and the instructions
issued with respect thereto. For rules
relating to the obtaining of a deter-
mination of exempt status by an em-
ployees’ trust described in section
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401(a), see the regulations under sec-
tion 401.

(b) Additional proof by particular class-
es of organizations. (1) Unless otherwise
prescribed by applicable regulations or
other guidance published in the Inter-
nal Revenue Bulletin, organizations
mentioned below shall submit with and
as a part of their applications the fol-
lowing information:

(i) Mutual insurance companies shall
submit copies of the policies or certifi-
cates of membership issued by them.

(ii) In the case of title holding com-
panies described in section 501(c)(2), if
the organization for which title is held
has not been specifically notified in
writing by the Internal Revenue Serv-
ice that it is held to be exempt under
section 501(a), the title holding com-
pany shall submit the information in-
dicated herein as necessary for a deter-
mination of the status of the organiza-
tion for which title is held.

(iii) An organization described in sec-
tion 501(c)(3) shall submit with, and as
a part of, an application filed after
July 26, 1959, a detailed statement of
its proposed activities.

(2) In addition to the information
specifically called for by this section,
the Commissioner may require any ad-
ditional information deemed necessary
for a proper determination of whether
a particular organization is exempt
under section 501(a), and when deemed
advisable in the interest of an efficient
administration of the internal revenue
laws, he may in the cases of particular
types of organizations prescribe the
form in which the proof of exemption
shall be furnished.

(3) An organization claiming to be
specifically exempted by section 6033(a)
from filing annual returns shall submit
with and as a part of its application (or
in such other manner as is prescribed
in guidance published in the Internal
Revenue Bulletin) a statement of all
the facts on which it bases its claim.

(c) Private shareholder or individual de-
fined. The words private shareholder or
individual in section 501 refer to per-
sons having a personal and private in-
terest in the activities of the organiza-
tion.

(d) Requirement of annual returns. For
the annual return requirements of or-

10
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ganizations exempt under section
501(a), see section 6033 and §1.6033-1.

(e) Certain Puerto Rican pension, etc.,
trusts. Effective for taxable years be-
ginning after December 31, 1973, section
1022(i)(1) of the Employee Retirement
Income Security Act of 1974 (ERISA)
(88 Stat. 942) provides that trusts under
certain Puerto Rican pension, etc.,
plans (as defined under P.R. Laws Ann.
tit. 13, section 3165, and the articles
thereunder), all of the participants of
which are residents of the Common-
wealth of Puerto Rico, are to be treat-
ed only for purposes of section 501(a) as
trusts described in section 401(a). The
practical effect of section 1022(i)(1) is
to exempt these trusts from U.S. in-
come tax on income from their U.S. in-
vestments. For purposes of section
1022(i)(1), the term residents of the Com-
monwealth of Puerto Rico means bona
fide residents of Puerto Rico, and per-
sons who perform labor or services pri-
marily within the Commonwealth of
Puerto Rico, regardless of residence for
other purposes, and the term partici-
pants is restricted to current employ-
ees who are not excluded under the eli-
gibility provisions of the plan.

(f) Effective/applicability date. Para-
graphs (a)(2), (b)(1), and (b)(3) of this
section apply on and after July 1, 2014.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7428, 41 FR 34619, Aug. 16,
1976; T.D. 7859, 47 FR 54298, Dec. 2, 1982; T.D.
9674, 79 FR 37631, July 2, 2014; T.D. 9819, 82 FR
29732, June 30, 2017]

§1.501(c)(2)-1 Corporations organized
to hold title to property for exempt
organizations.

(a) A corporation described in section
501(c)(2) and otherwise exempt from tax
under section 501(a) is taxable upon its
unrelated business taxable income. For
taxable years beginning before January
1, 1970, see §1.511-2(c)(4). Since a cor-
poration described in section 501(c)(2)
cannot be exempt under section 501(a)
if it engages in any business other than
that of holding title to property and
collecting income therefrom, it cannot
have unrelated business taxable in-
come as defined in section 512 other
than income which is treated as unre-
lated business taxable income solely
because of the applicability of section
512(a)(3)(C); or debt financed income
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which is treated as unrelated business
taxable income solely because of sec-
tion 514; or certain interest, annuities,
royalties, or rents which are treated as
unrelated business taxable income
solely because of section 512(b)
(3)(B)(ii) or (13). Similarly, exempt sta-
tus under section 501(c)(2) shall not be
affected where certain rents from per-
sonal property leased with real prop-
erty are treated as unrelated business
taxable income under section
512(b)(3)(A)(ii) solely because such
rents attributable to such personal
property are more than incidental
when compared to the total rents re-
ceived or accrued under the lease, or
under section 512(b)(3)(B)(i) solely be-
cause such rents attributable to such
personal property exceed 50 percent of
the total rents received or accrued
under the lease.

(b) A corporation described in section
501(c)(2) cannot accumulate income and
retain its exemption, but it must turn
over the entire amount of such income,
less expenses, to an organization which
is itself exempt from tax under section
501(a).

[T.D. 6500, 256 FR 11737, Nov. 26, 1960, as
amended by T.D. 7658, 45 FR 33972, May 21,
1980]

§1.501(c)(3)-1 Organizations organized
and operated for religious, chari-
table, scientific, testing for public
safety, literary, or educational pur-
poses, or for the prevention of cru-
elty to children or animals.

(a) Organizational and operational
tests. (1) In order to be exempt as an or-
ganization described in section
501(c)(3), an organization must be both
organized and operated exclusively for
one or more of the purposes specified in
such section. If an organization fails to
meet either the organizational test or
the operational test, it is not exempt.

(2) The term exempt purpose or pur-
poses, as used in this section, means
any purpose or purposes specified in
section 501(c)(3), as defined and elabo-
rated in paragraph (d) of this section.

(b) Organizational test—(1) In general.
(i) An organization is organized exclu-
sively for one or more exempt purposes
only if its articles of organization (re-
ferred to in this section as its articles)
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as defined in subparagraph (2) of this
paragraph:

(A) Limit the purposes of such orga-
nization to one or more exempt pur-
poses; and

(B) Do not expressly empower the or-
ganization to engage, otherwise than
as an insubstantial part of its activi-
ties, in activities which in themselves
are not in furtherance of one or more
exempt purposes.

(ii) In meeting the organizational
test, the organization’s purposes, as
stated in its articles, may be as broad
as, or more specific than, the purposes
stated in section 501(c)(3). Therefore,
an organization which, by the terms of
its articles, is formed for literary and
scientific purposes within the meaning of
section 501(c)(3) of the Code shall, if it
otherwise meets the requirements in
this paragraph, be considered to have
met the organizational test. Similarly,
articles stating that the organization
is created solely to receive contributions
and pay them over to organizations which
are described in section 501(c)(3) and ex-
empt from tazxation under section 501(a))
are sufficient for purposes of the orga-
nizational test. Moreover, it is suffi-
cient if the articles set for the purpose
of the organization to be the operation
of a school for adult education and de-
scribe in detail the manner of the oper-
ation of such school. In addition, if the
articles state that the organization is
formed for charitable purposes, such ar-
ticles ordinarily shall be sufficient for
purposes of the organizational test (see
subparagraph (5) of this paragraph for
rules relating to construction of
terms).

(iii) An organization is not organized
exclusively for one or more exempt
purposes if its articles expressly em-
power it to carry on, otherwise than as
an insubstantial part of its activities,
activities which are not in furtherance
of one or more exempt purposes, even
though such organization is, by the
terms of such articles, created for a
purpose that is no broader than the
purposes specified in section 501(c)(3).
Thus, an organization that is empow-
ered by its articles to engage in a manu-
facturing business, or to engage in the op-
eration of a social club does not meet
the organizational test regardless of
the fact that its articles may state
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that such organization is created for
charitable purposes within the meaning of
section 501(c)(3) of the Code.

(iv) In no case shall an organization
be considered to be organized exclu-
sively for one or more exempt pur-
poses, if, by the terms of its articles,
the purposes for which such organiza-
tion is created are broader than the
purposes specified in section 501(c)(3).
The fact that the actual operations of
such an organization have been exclu-
sively in furtherance of one or more ex-
empt purposes shall not be sufficient to
permit the organization to meet the or-
ganizational test. Similarly, such an
organization will not meet the organi-
zational test as a result of statements
or other evidence that the members
thereof intend to operate only in fur-
therance of one or more exempt pur-
poses.

(v) Unless otherwise prescribed by ap-
plicable regulations or other guidance
published in the Internal Revenue Bul-
letin, an organization must, in order to
establish its exemption, submit a de-
tailed statement of its proposed activi-
ties with and as a part of its applica-
tion for exemption (see §1.501(a)-1(b)).

(2) Articles of organication. For pur-
poses of this section, the term articles
of organization or articles includes the
trust instrument, the corporate char-
ter, the articles of association, or any
other written instrument by which an
organization is created.

(38) Authoriczation of legislative or polit-
ical activities. An organization is not or-
ganized exclusively for one or more ex-
empt purposes if its articles expressly
empower it:

(i) To devote more than an insubstan-
tial part of its activities to attempting
to influence legislation by propaganda
or otherwise; or

(ii) Directly or indirectly to partici-
pate in, or intervene in (including the
publishing or distributing of state-
ments), any political campaign on be-
half of or in opposition to any can-
didate for public office; or

(iii) To have objectives and to engage
in activities which characterize it as
an action organization as defined in
paragraph (c¢)(3) of this section.

The terms used in subdivisions (i), (ii),
and (iii) of this subparagraph shall
have the meanings provided in para-
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graph (c)(3) of this section. An organi-
zation’s articles will not violate the
provisions of paragraph (b)(3)(i) of this
section even though the organization’s
articles expressly empower it to make
the election provided for in section
501(h) with respect to influencing legis-
lation and, only if it so elects, to make
lobbying or grass roots expenditures
that do not normally exceed the ceiling
amounts prescribed by section 501(h)(2)
(B) and (D).

(4) Distribution of assets on dissolution.
An organization is not organized exclu-
sively for one or more exempt purposes
unless its assets are dedicated to an ex-
empt purpose. An organization’s assets
will be considered dedicated to an ex-
empt purpose, for example, if, upon dis-
solution, such assets would, by reason
of a provision in the organization’s ar-
ticles or by operation of law, be distrib-
uted for one or more exempt purposes,
or to the Federal Government, or to a
State or local government, for a public
purpose, or would be distributed by a
court to another organization to be
used in such manner as in the judg-
ment of the court will best accomplish
the general purposes for which the dis-
solved organization was organized.
However, an organization does not
meet the organizational test if its arti-
cles or the law of the State in which it
was created provide that its assets
would, upon dissolution, be distributed
to its members or shareholders.

(6) Construction of terms. The law of
the State in which an organization is
created shall be controlling in con-
struing the terms of its articles. How-
ever, any organization which contends
that such terms have under State law a
different meaning from their generally
accepted meaning must establish such
special meaning by clear and con-
vincing reference to relevant court de-
cisions, opinions of the State attorney-
general, or other evidence of applicable
State law.

(6) Applicability of the organizational
test. A determination by the Commis-
sioner that an organization is described
in section 501(c)(3) and exempt under
section 501(a) will not be granted after
July 26, 1959, regardless of when the ap-
plication is filed, unless such organiza-
tion meets the organizational test pre-
scribed by this paragraph (b). If, before
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July 27, 1959, an organization has been
determined by the Commissioner or
district director to be exempt as an or-
ganization described in section 501(c)(3)
or in a corresponding provision of prior
law and such determination has not
been revoked before such date, the fact
that such organization does not meet
the organizational test prescribed by
this paragraph (b) shall not be a basis
for revoking such determination. Ac-
cordingly, an organization that has
been determined to be exempt before
July 27, 1959, and which does not seek a
new determination of exemption is not
required to amend its articles of orga-
nization to conform to the rules of this
paragraph (b), but any organization
that seeks a determination of exemp-
tion after July 26, 1959, must have arti-
cles of organization that meet the rules
of this paragraph (b). For the rules re-
lating to whether an organization de-
termined to be exempt before July 27,
1959, is organized exclusively for one or
more exempt purposes, see 26 CFR
(1939) 39.101(6)-1 (Regulations 118) as
made applicable to the Code by Treas-
ury Decision 6091, approved August 16,
1954 (19 FR 5167; 1954-2 CB 47).

(c) Operational test—(1) Primary activi-
ties. An organization will be regarded
as operated exclusively for one or more
exempt purposes only if it engages pri-
marily in activities which accomplish
one or more of such exempt purposes
specified in section 501(c)(3). An organi-
zation will not be so regarded if more
than an insubstantial part of its activi-
ties is not in furtherance of an exempt
purpose.

(2) Distribution of earnings. An organi-
zation is not operated exclusively for
one or more exempt purposes if its net
earnings inure in whole or in part to
the benefit of private shareholders or
individuals. For the definition of the
words private shareholder or individual,
see paragraph (c) of §1.501(a)-1.

(3) Action organizations. (i) An organi-
zation is not operated exclusively for
one or more exempt purposes if it is an
action organization as defined in sub-
divisions (ii), (iii), or (iv) of this sub-
paragraph.

(ii) An organization is an action orga-
nization if a substantial part of its ac-
tivities is attempting to influence leg-
islation by propaganda or otherwise.
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For this purpose, an organization will
be regarded as attempting to influence
legislation if the organization:

(a) Contacts, or urges the public to
contact, members of a legislative body
for the purpose of proposing, sup-
porting, or opposing legislation; or

(b) Advocates the adoption or rejec-
tion of legislation.

The term legislation, as used in this
subdivision, includes action by the
Congress, by any State legislature, by
any local council or similar governing
body, or by the public in a referendum,
initiative, constitutional amendment,
or similar procedure. An organization
will not fail to meet the operational
test merely because it advocates, as an
insubstantial part of its activities, the
adoption or rejection of legislation. An
organization for which the expenditure
test election of section 501(h) is in ef-
fect for a taxable year will not be con-
sidered an action organization by rea-
son of this paragraph (c)(3)(ii) for that
year if it is not denied exemption from
taxation under section 501(a) by reason
of section 501(h).

(iii) An organization is an action or-
ganization if it participates or inter-
venes, directly or indirectly, in any po-
litical campaign on behalf of or in op-
position to any candidate for public of-
fice.

The term candidate for public office
means an individual who offers him-
self, or is proposed by others, as a con-
testant for an elective public office,
whether such office be national, State,
or local. Activities which constitute
participation or intervention in a polit-
ical campaign on behalf of or in opposi-
tion to a candidate include, but are not
limited to, the publication or distribu-
tion of written or printed statements
or the making of oral statements on
behalf of or in opposition to such a can-
didate.

(iv) An organization is an action orga-
nization if it has the following two
characteristics: (a) Its main or primary
objective or objectives (as distin-
guished from its incidental or sec-
ondary objectives) may be attained
only by legislation or a defeat of pro-
posed legislation; and (b) it advocates,
or campaigns for, the attainment of
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such main or primary objective or ob-
jectives as distinguished from engaging
in nonpartisan analysis, study, or re-
search and making the results thereof
available to the public. In determining
whether an organization has such char-
acteristics, all the surrounding facts
and circumstances, including the arti-
cles and all activities of the organiza-
tion, are to be considered.

(v) An action organization, described
in subdivisions (ii) or (iv) of this sub-
paragraph, though it cannot qualify
under section 501(c)(3), may neverthe-
less qualify as a social welfare organi-
zation under section 501(c)(4) if it
meets the requirements set out in
paragraph (a) of §1.501(c)(4)-1.

(d) Exempt purposes—(1) In general. (1)
An organization may be exempt as an
organization described in section
501(c)(3) if it is organized and operated
exclusively for one or more of the fol-
lowing purposes:

(a) Religious,

(b) Charitable,

(c¢) Scientific,

(d) Testing for public safety,

(e) Literary,

(f) Educational, or

(g) Prevention of cruelty to children
or animals.

(ii) An organization is not organized
or operated exclusively for one or more
of the purposes specified in subdivision
(i) of this subparagraph unless it serves
a public rather than a private interest.
Thus, to meet the requirement of this
subdivision, it is necessary for an orga-
nization to establish that it is not or-
ganized or operated for the benefit of
private interests such as designated in-
dividuals, the creator or his family,
shareholders of the organization, or
persons controlled, directly or indi-
rectly, by such private interests.

(iii) Examples. The following exam-
ples illustrate the requirement of para-
graph (d)(1)(ii) of this section that an
organization serve a public rather than
a private interest:

Example 1. (i) O is an educational organiza-
tion the purpose of which is to study history
and immigration. O’s educational activities
include sponsoring lectures and publishing a
journal. The focus of O’s historical studies is
the genealogy of one family, tracing the de-
scent of its present members. O actively so-
licits for membership only individuals who
are members of that one family. O’s research
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is directed toward publishing a history of
that family that will document the pedigrees
of family members. A major objective of O’s
research is to identify and locate living de-
scendants of that family to enable those de-
scendants to become acquainted with each
other.

(ii) O’s educational activities primarily
serve the private interests of members of a
single family rather than a public interest.
Therefore, O is operated for the benefit of
private interests in violation of the restric-
tion on private benefit in paragraph (d)(1)(ii)
of this section. Based on these facts and cir-
cumstances, O is not operated exclusively for
exempt purposes and, therefore, is not de-
scribed in section 501(c)(3).

Example 2. (i) O is an art museum. O’s prin-
cipal activity is exhibiting art created by a
group of unknown but promising local art-
ists. O’s activity, including organized tours
of its art collection, promotes the arts. O is
governed by a board of trustees unrelated to
the artists whose work O exhibits. All of the
art exhibited is offered for sale at prices set
by the artist. Each artist whose work is ex-
hibited has a consignment arrangement with
0. Under this arrangement, when art is sold,
the museum retains 10 percent of the selling
price to cover the costs of operating the mu-
seum and gives the artist 90 percent.

(ii) The artists in this situation directly
benefit from the exhibition and sale of their
art. As a result, the principal activity of O
serves the private interests of these artists.
Because O gives 90 percent of the proceeds
from its sole activity to the individual art-
ists, the direct benefits to the artists are
substantial and O’s provision of these bene-
fits to the artists is more than incidental to
its other purposes and activities. This ar-
rangement causes O to be operated for the
benefit of private interests in violation of
the restriction on private benefit in para-
graph (d)(1)(ii) of this section. Based on these
facts and circumstances, O is not operated
exclusively for exempt purposes and, there-
fore, is not described in section 501(c)(3).

Example 3. (i) O is an educational organiza-
tion the purpose of which is to train individ-
uals in a program developed by P, O’s presi-
dent. The program is of interest to aca-
demics and professionals, representatives of
whom serve on an advisory panel to O. All of
the rights to the program are owned by Com-
pany K, a for-profit corporation owned by P.
Prior to the existence of O, the teaching of
the program was conducted by Company K. O
licenses, from Company K, the right to con-
duct seminars and lectures on the program
and to use the name of the program as part
of O’s name, in exchange for specified roy-
alty payments. Under the license agreement,
Company K provides O with the services of
trainers and with course materials on the
program. O may develop and copyright new
course materials on the program but all such
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materials must be assigned to Company K
without consideration if and when the li-
cense agreement is terminated. Company K
sets the tuition for the seminars and lectures
on the program conducted by O. O has agreed
not to become involved in any activity re-
sembling the program or its implementation
for 2 years after the termination of O’s li-
cense agreement.

(ii) O’s sole activity is conducting seminars
and lectures on the program. This arrange-
ment causes O to be operated for the benefit
of P and Company K in violation of the re-
striction on private benefit in paragraph
(d)(1)(ii) of this section, regardless of wheth-
er the royalty payments from O to Company
K for the right to teach the program are rea-
sonable. Based on these facts and cir-
cumstances, O is not operated exclusively for
exempt purposes and, therefore, is not de-
scribed in section 501(c)(3).

(iv) Since each of the purposes speci-
fied in subdivision (i) of this subpara-
graph is an exempt purpose in itself, an
organization may be exempt if it is or-
ganized and operated exclusively for
any one or more of such purposes. If, in
fact, an organization is organized and
operated exclusively for an exempt
purpose or purposes, exemption will be
granted to such an organization re-
gardless of the purpose or purposes
specified in its application for exemp-
tion. For example, if an organization
claims exemption on the ground that it
is educational, exemption will not be
denied if, in fact, it is charitable.

(2) Charitable defined. The term chari-
table is used in section 501(c)(3) in its
generally accepted legal sense and is,
therefore, not to be construed as lim-
ited by the separate enumeration in
section 501(c)(3) of other tax-exempt
purposes which may fall within the
broad outlines of charity as developed
by judicial decisions. Such term in-
cludes: Relief of the poor and distressed
or of the underprivileged; advancement
of religion; advancement of education
or science; erection or maintenance of
public buildings, monuments, or works;
lessening of the burdens of Govern-
ment; and promotion of social welfare
by organizations designed to accom-
plish any of the above purposes, or (i)
to lessen neighborhood tensions; (ii) to
eliminate prejudice and discrimina-
tion; (iii) to defend human and civil
rights secured by law; or (iv) to combat
community deterioration and juvenile
delinquency. The fact that an organiza-
tion which is organized and operated
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for the relief of indigent persons may
receive voluntary contributions from
the persons intended to be relieved will
not necessarily prevent such organiza-
tion from being exempt as an organiza-
tion organized and operated exclu-
sively for charitable purposes. The fact
that an organization, in carrying out
its primary purpose, advocates social
or civic changes or presents opinion on
controversial issues with the intention
of molding public opinion or creating
public sentiment to an acceptance of
its views does not preclude such orga-
nization from qualifying under section
501(c)(3) so long as it is not an action
organization of any one of the types de-
scribed in paragraph (c)(3) of this sec-
tion.

(3) Educational defined—(@i) In general.
The term educational, as used in sec-
tion 501(c)(3), relates to:

(a) The instruction or training of the
individual for the purpose of improving
or developing his capabilities; or

(b) The instruction of the public on
subjects useful to the individual and
beneficial to the community.

An organization may be educational
even though it advocates a particular
position or viewpoint so long as it pre-
sents a sufficiently full and fair expo-
sition of the pertinent facts as to per-
mit an individual or the public to form
an independent opinion or conclusion.
On the other hand, an organization is
not educational if its principal func-
tion is the mere presentation of unsup-
ported opinion.

(ii) Examples of educational organiza-
tions. The following are examples of or-
ganizations which, if they otherwise
meet the requirements of this section,
are educational:

Example 1. An organization, such as a pri-
mary or secondary school, a college, or a
professional or trade school, which has a reg-
ularly scheduled curriculum, a regular fac-
ulty, and a regularly enrolled body of stu-
dents in attendance at a place where the edu-
cational activities are regularly carried on.

Example 2. An organization whose activi-
ties consist of presenting public discussion
groups, forums, panels, lectures, or other
similar programs. Such programs may be on
radio or television.

Example 3. An organization which presents
a course of instruction by means of cor-
respondence or through the utilization of tel-
evision or radio.
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Example 4. Museums, zoos, planetariums,
symphony orchestras, and other similar or-
ganizations.

(4) Testing for public safety defined.
The term testing for public safety, as
used in section 501(c)(3), includes the
testing of consumer products, such as
electrical products, to determine
whether they are safe for use by the
general public.

(b) Scientific defined. (i) Since an orga-
nization may meet the requirements of
section 501(c)(3) only if it serves a pub-
lic rather than a private interest, a sci-
entific organization must be organized
and operated in the public interest (see
subparagraph (1)(ii) of this paragraph).
Therefore, the term scientific, as used
in section 501(c)(3), includes the car-
rying on of scientific research in the
public interest. Research when taken
alone is a word with various meanings;
it is not synonymous with scientific;
and the nature of particular research
depends upon the purpose which it
serves. For research to be scientific,
within the meaning of section 501(c)(3),
it must be carried on in furtherance of
a scientific purpose. The determination
as to whether research is scientific does
not depend on whether such research is
classified as fundamental or basic as
contrasted with applied or practical. On
the other hand, for purposes of the ex-
clusion from unrelated business tax-
able income provided by section
512(b)(9), it is necessary to determine
whether the organization is operated
primarily for purposes of carrying on
fundamental, as contrasted with ap-
plied, research.

(ii) Scientific research does not in-
clude activities of a type ordinarily
carried on as an incident to commer-
cial or industrial operations, as, for ex-
ample, the ordinary testing or inspec-
tion of materials or products or the de-
signing or construction of equipment,
buildings, etc.

(iii) Scientific research will be re-
garded as carried on in the public in-
terest:

(a) If the results of such research (in-
cluding any patents, copyrights, proc-
esses, or formulae resulting from such
research) are made available to the
public on a nondiscriminatory basis;

(b) If such research is performed for
the United States, or any of its agen-
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cies or instrumentalities, or for a State
or political subdivision thereof; or

(c¢) If such research is directed toward
benefiting the public. The following are
examples of scientific research which
will be considered as directed toward
benefiting the public, and, therefore,
which will be regarded as carried on in
the public interest: (I) Scientific re-
search carried on for the purpose of
aiding in the scientific education of
college or university students; (2) sci-
entific research carried on for the pur-
pose of obtaining scientific informa-
tion, which is published in a treatise,
thesis, trade publication, or in any
other form that is available to the in-
terested public; (3) scientific research
carried on for the purpose of discov-
ering a cure for a disease; or (4) sci-
entific research carried on for the pur-
pose of aiding a community or geo-
graphical area by attracting new indus-
try to the community or area or by en-
couraging the development of, or reten-
tion of, an industry in the community
or area. Scientific research described
in this subdivision will be regarded as
carried on in the public interest even
though such research is performed pur-
suant to a contract or agreement under
which the sponsor or sponsors of the re-
search have the right to obtain owner-
ship or control of any patents, copy-
rights, processes, or formulae resulting
from such research.

(iv) An organization will not be re-
garded as organized and operated for
the purpose of carrying on scientific re-
search in the public interest and, con-
sequently, will not qualify under sec-
tion 501(c)(3) as a scientific organiza-
tion, if:

(a) Such organization will perform
research only for persons which are (di-
rectly or indirectly) its creators and
which are not described in section
501(c)(3), or

(b) Such organization retains (di-
rectly or indirectly) the ownership or
control of more than an insubstantial
portion of the patents, copyrights,
processes, or formulae resulting from
its research and does not make such
patents, copyrights, processes, or for-
mulae available to the public. For pur-
poses of this subdivision, a patent,
copyright, process, or formula shall be
considered as made available to the
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public if such patent, copyright, proc-
ess, or formula is made available to the
public on a nondiscriminatory basis. In
addition, although one person is grant-
ed the exclusive right to the use of a
patent, copyright, process, or formula,
such patent, copyright, process, or for-
mula shall be considered as made avail-
able to the public if the granting of
such exclusive right is the only prac-
ticable manner in which the patent,
copyright, process, or formula can be
utilized to benefit the public. In such a
case, however, the research from which
the patent, copyright, process, or for-
mula resulted will be regarded as car-
ried on in the public interest (within
the meaning of subdivision (iii) of this
subparagraph) only if it is carried on
for a person described in subdivision
(iii)(b) of this subparagraph or if it is
scientific research described in subdivi-
sion (iii)(c) of this subparagraph.

(v) The fact that any organization
(including a college, university, or hos-
pital) carries on research which is not
in furtherance of an exempt purpose
described in section 501(c)(3) will not
preclude such organization from meet-
ing the requirements of section
501(c)(3) so long as the organization
meets the organizational test and is
not operated for the primary purpose of
carrying on such research (see para-
graph (e) of this section, relating to or-
ganizations carrying on a trade or busi-
ness). See paragraph (a)(5) of §1.513-2,
with respect to research which con-
stitutes an unrelated trade or business,
and section 512(b) (7), (8), and (9), with
respect to income derived from re-
search which is excludable from the tax
on unrelated business income.

(vi) The regulations in this subpara-
graph are applicable with respect to
taxable years beginning after Decem-
ber 31, 1960.

(e) Organiczations carrying on trade or
business—(1) In general. An organization
may meet the requirements of section
501(c)(3) although it operates a trade or
business as a substantial part of its ac-
tivities, if the operation of such trade
or business is in furtherance of the or-
ganization’s exempt purpose or pur-
poses and if the organization is not or-
ganized or operated for the primary
purpose of carrying on an unrelated
trade or business, as defined in section
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513. In determining the existence or
nonexistence of such primary purpose,
all the circumstances must be consid-
ered, including the size and extent of
the trade or business and the size and
extent of the activities which are in
furtherance of one or more exempt pur-
poses. An organization which is orga-
nized and operated for the primary pur-
pose of carrying on an unrelated trade
or business is not exempt under section
501(c)(3) even though it has certain reli-
gious purposes, its property is held in
common, and its profits do not inure to
the benefit of individual members of
the organization. See, however, section
501(d) and §1.501(d)-1, relating to reli-
gious and apostolic organizations.

(2) Tazxation of unrelated business in-
come. For provisions relating to the
taxation of unrelated business income
of certain organizations described in
section 501(c)(3), see sections 511 to 515,
inclusive, and the regulations there-
under.

(f) Interaction with section 49586—(1)
Application process. An organization
that applies for recognition of exemp-
tion under section 501(a) as an organi-
zation described in section 501(c)(3)
must establish its eligibility under this
section. The Commissioner may deny
an application for exemption for fail-
ure to establish any of section
501(c)(3)’s requirements for exemption.
Section 4958 does not apply to trans-
actions with an organization that has
failed to establish that it satisfies all
of the requirements for exemption
under section 501(c)(3). See §53.4958-2.

(2) Substantive requirements for exemp-
tion still apply to applicable tax-exempt
organizations described in section
501(c)(3)—@{) In general. Regardless of
whether a particular transaction is
subject to excise taxes under section
4958, the substantive requirements for
tax exemption under section 501(c)(3)
still apply to an applicable tax-exempt
organization (as defined in section
4958(e) and §53.4958-2) described in sec-
tion 501(c)(3) whose disqualified persons
or organization managers are subject
to excise taxes under section 4958. Ac-
cordingly, an organization will no
longer meet the requirements for tax-
exempt status under section 501(c)(3) if
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the organization fails to satisfy the re-
quirements of paragraph (b), (¢) or (d)
of this section. See §53.4958-8(a).

(i1) Determination of whether revoca-
tion of tar-erempt status is appropriate
when section 4958 excise taxres also apply.
In determining whether to continue to
recognize the tax-exempt status of an
applicable tax-exempt organization (as
defined in section 4958(e) and §53.4958-2)
described in section 501(c)(3) that en-
gages in one or more excess benefit
transactions (as defined in section
4958(c) and §53.4958-4) that violate the
prohibition on inurement under section
501(c)(3), the Commissioner will con-
sider all relevant facts and cir-
cumstances, including, but not limited
to, the following—

(A) The size and scope of the organi-
zation’s regular and ongoing activities
that further exempt purposes before
and after the excess benefit transaction
or transactions occurred;

(B) The size and scope of the excess
benefit transaction or transactions
(collectively, if more than one) in rela-
tion to the size and scope of the organi-
zation’s regular and ongoing activities
that further exempt purposes;

(C) Whether the organization has
been involved in multiple excess ben-
efit transactions with one or more per-
sons;

(D) Whether the organization has im-
plemented safeguards that are reason-
ably calculated to prevent excess ben-
efit transactions; and

(E) Whether the excess benefit trans-
action has been corrected (within the
meaning of section 4958(f)(6) and
§53.4958-7), or the organization has
made good faith efforts to seek correc-
tion from the disqualified person(s)
who benefited from the excess benefit
transaction.

(iii) All factors will be considered in
combination with each other. Depend-
ing on the particular situation, the
Commissioner may assign greater or
lesser weight to some factors than to
others. The factors listed in paragraphs
(£)(2)di)(D) and (E) of this section will
weigh more heavily in favor of con-
tinuing to recognize exemption where
the organization discovers the excess
benefit transaction or transactions and
takes action before the Commissioner
discovers the excess benefit trans-
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action or transactions. Further, with
respect to the factor listed in para-
graph (f)(2)(ii)(E) of this section, cor-
rection after the excess benefit trans-
action or transactions are discovered
by the Commissioner, by itself, is never
a sufficient basis for continuing to rec-
ognize exemption.

(iv) Examples. The following examples
illustrate the principles of paragraph
(£)(2)(ii) of this section. For purposes of
each example, assume that O is an ap-
plicable tax-exempt organization (as
defined in section 4958(e) and §53.4958-2)
described in section 501(c)(3). The ex-
amples read as follows:

Example 1. (i) O was created as a museum
for the purpose of exhibiting art to the gen-
eral public. In Years 1 and 2, O engages in
fundraising and in selecting, leasing, and
preparing an appropriate facility for a mu-
seum. In Year 3, a new board of trustees is
elected. All of the new trustees are local art
dealers. Beginning in Year 3 and continuing
to the present, O uses a substantial portion
of its revenues to purchase art solely from
its trustees at prices that exceed fair market
value. O exhibits and offers for sale all of the
art it purchases. O’s Form 1023, ‘‘Application
for Recognition of Exemption,” did not dis-
close the possibility that O would purchase
art from its trustees.

(ii) O’s purchases of art from its trustees at
more than fair market value constitute ex-
cess benefit transactions between an applica-
ble tax-exempt organization and disqualified
persons under section 4958. Therefore, these
transactions are subject to the applicable ex-
cise taxes provided in that section. In addi-
tion, O’s purchases of art from its trustees at
more than fair market value violate the pro-
scription against inurement under section
501(c)(3) and paragraph (c)(2) of this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. Beginning in Year 3, O does not
engage primarily in regular and ongoing ac-
tivities that further exempt purposes be-
cause a substantial portion of O’s activities
consists of purchasing art from its trustees
and dealing in such art in a manner similar
to a commercial art gallery. The size and
scope of the excess benefit transactions col-
lectively are significant in relation to the
size and scope of any of O’s ongoing activi-
ties that further exempt purposes. O has
been involved in multiple excess benefit
transactions, namely, purchases of art from
its trustees at more than fair market value.
O has not implemented safeguards that are
reasonably calculated to prevent such im-
proper purchases in the future. The excess
benefit transactions have not been corrected,
nor has O made good faith efforts to seek
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correction from the disqualified persons who
benefited from the excess benefit trans-
actions (the trustees). The trustees continue
to control O’s Board. Based on the applica-
tion of the factors to these facts, O is no
longer described in section 501(c)(3) effective
in Year 3.

Example 2. (i) The facts are the same as in
Example 1, except that in Year 4, O’s entire
board of trustees resigns, and O no longer of-
fers all exhibited art for sale. The former
board is replaced with members of the com-
munity who are not in the business of buying
or selling art and who have skills and experi-
ence running charitable and educational pro-
grams and institutions. O promptly discon-
tinues the practice of purchasing art from
current or former trustees, adopts a written
conflicts of interest policy, adopts written
art valuation guidelines, hires legal counsel
to recover the excess amounts O had paid its
former trustees, and implements a new pro-
gram of activities to further the public’s ap-
preciation of the arts.

(ii) O’s purchases of art from its former
trustees at more than fair market value con-
stitute excess benefit transactions between
an applicable tax-exempt organization and
disqualified persons under section 4958.
Therefore, these transactions are subject to
the applicable excise taxes provided in that
section. In addition, O’s purchases of art
from its trustees at more than fair market
value violate the proscription against
inurement under section 501(c)(3) and para-
graph (c)(2) of this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. In Year 3, O does not engage pri-
marily in regular and ongoing activities that
further exempt purposes. However, in Year 4,
O elects a new board of trustees comprised of
individuals who have skills and experience
running charitable and educational programs
and implements a new program of activities
to further the public’s appreciation of the
arts. As a result of these actions, beginning
in Year 4, O engages in regular and ongoing
activities that further exempt purposes. The
size and scope of the excess benefit trans-
actions that occurred in Year 3, taken collec-
tively, are significant in relation to the size
and scope of O’s regular and ongoing exempt
function activities that were conducted in
Year 3. Beginning in Year 4, however, as O’s
exempt function activities grow, the size and
scope of the excess benefit transactions that
occurred in Year 3 become less and less sig-
nificant as compared to the size and scope of
O’s regular and ongoing exempt function ac-
tivities. O was involved in multiple excess
benefit transactions in Year 3. However, by
discontinuing its practice of purchasing art
from its current and former trustees, by re-
placing its former board with independent
members of the community, and by adopting
a conflicts of interest policy and art valu-
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ation guidelines, O has implemented safe-
guards that are reasonably calculated to pre-
vent future violations. In addition, O has
made a good faith effort to seek correction
from the disqualified persons who benefited
from the excess benefit transactions (its
former trustees). Based on the application of
the factors to these facts, O continues to
meet the requirements for tax exemption
under section 501(c)(3).

Example 3. (i) O conducts educational pro-
grams for the benefit of the general public.
Since its formation, O has employed its
founder, C, as its Chief Executive Officer. Be-
ginning in Year 5 of O’s operations and con-
tinuing to the present, C caused O to divert
significant portions of O’s funds to pay C’s
personal expenses. The diversions by C sig-
nificantly reduced the funds available to
conduct O’s ongoing educational programs.
The board of trustees never authorized C to
cause O to pay C’s personal expenses from
O’s funds. Certain members of the board were
aware that O was paying C’s personal ex-
penses. However, the board did not terminate
C’s employment and did not take any action
to seek repayment from C or to prevent C
from continuing to divert O’s funds to pay
C’s personal expenses. C claimed that O’s
payments of C’s personal expenses rep-
resented loans from O to C. However, no con-
temporaneous loan documentation exists,
and C never made any payments of principal
or interest.

(ii) The diversions of O’s funds to pay C’s
personal expenses constitute excess benefit
transactions between an applicable tax-ex-
empt organization and a disqualified person
under section 4958. Therefore, these trans-
actions are subject to the applicable excise
taxes provided in that section. In addition,
these transactions violate the proscription
against inurement under section 501(c)(3) and
paragraph (c)(2) of this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. O has engaged in regular and on-
going activities that further exempt pur-
poses both before and after the excess benefit
transactions occurred. However, the size and
scope of the excess benefit transactions en-
gaged in by O beginning in Year 5, collec-
tively, are significant in relation to the size
and scope of O’s activities that further ex-
empt purposes. Moreover, O has been in-
volved in multiple excess benefit trans-
actions. O has not implemented any safe-
guards that are reasonably calculated to pre-
vent future diversions. The excess benefit
transactions have not been corrected, nor
has O made good faith efforts to seek correc-
tion from C, the disqualified person who ben-
efited from the excess benefit transactions.
Based on the application of the factors to
these facts, O is no longer described in sec-
tion 501(c)(3) effective in Year 5.
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Example 4. (i) O conducts activities that
further exempt purposes. O uses several
buildings in the conduct of its exempt activi-
ties. In Year 1, O sold one of the buildings to
Company K for an amount that was substan-
tially below fair market value. The sale was
a significant event in relation to O’s other
activities. C, O’s Chief Executive Officer,
owns all of the voting stock of Company K.
When O’s board of trustees approved the
transaction with Company K, the board did
not perform due diligence that could have
made it aware that the price paid by Com-
pany K to acquire the building was below
fair market value. Subsequently, but before
the IRS commences an examination of O, O’s
board of trustees determines that Company
K paid less than the fair market value for
the building. Thus, O concludes that an ex-
cess benefit transaction occurred. After the
board makes this determination, it promptly
removes C as Chief Executive Officer, termi-
nates C’s employment with O, and hires legal
counsel to recover the excess benefit from
Company K. In addition, O promptly adopts
a conflicts of interest policy and new con-
tract review procedures designed to prevent
future recurrences of this problem.

(ii) The sale of the building by O to Com-
pany K at less than fair market value con-
stitutes an excess benefit transaction be-
tween an applicable tax-exempt organization
and a disqualified person under section 4958
in Year 1. Therefore, this transaction is sub-
ject to the applicable excise taxes provided
in that section. In addition, this transaction
violates the proscription against inurement
under section 501(c)(3) and paragraph (c)(2) of
this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. O has engaged in regular and on-
going activities that further exempt pur-
poses both before and after the excess benefit
transaction occurred. Although the size and
scope of the excess benefit transaction were
significant in relation to the size and scope
of O’s activities that further exempt pur-
poses, the transaction with Company K was
a one-time occurrence. By adopting a con-
flicts of interest policy and new contract re-
view procedures and by terminating C, O has
implemented safeguards that are reasonably
calculated to prevent future violations.
Moreover, O took corrective actions before
the IRS commenced an examination of O. In
addition, O has made a good faith effort to
seek correction from Company K, the dis-
qualified person who benefited from the ex-
cess benefit transaction. Based on the appli-
cation of the factors to these facts, O con-
tinues to be described in section 501(c)(3).

Example 5. (i) O is a large organization with
substantial assets and revenues. O conducts
activities that further its exempt purposes.
O employs C as its Chief Financial Officer.
During Year 1, O pays $2,500 of C’s personal

20

26 CFR Ch. | (4-1-21 Edition)

expenses. O does not make these payments
pursuant to an accountable plan, as de-
scribed in §53.4958-4(a)(4)(ii). In addition, O
does not report any of these payments on C’s
Form W-2, “Wage and Tax Statement,”” or on
a Form 1099-MISC, ‘‘Miscellaneous Income,”
for C for Year 1, and O does not report these
payments as compensation on its Form 990,
“Return of Organization Exempt From In-
come Tax,” for Year 1. Moreover, none of
these payments can be disregarded as non-
taxable fringe benefits under §53.4958-4(c)(2)
and none consisted of fixed payments under
an initial contract under §53.4958-4(a)(3). C
does not report the $2,500 of payments as in-
come on his individual Federal income tax
return for Year 1. O does not repeat this re-
porting omission in subsequent years and,
instead, reports all payments of C’s personal
expenses not made under an accountable
plan as income to C.

(ii) O’s payment in Year 1 of $2,500 of C’s
personal expenses constitutes an excess ben-
efit transaction between an applicable tax-
exempt organization and a disqualified per-
son under section 4958. Therefore, this trans-
action is subject to the applicable excise
taxes provided in that section. In addition,
this transaction violates the proscription
against inurement in section 501(c)(3) and
paragraph (c)(2) of this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. O engages in regular and ongoing
activities that further exempt purposes. The
payment of $2,600 of C’s personal expenses
represented only a de minimis portion of O’s
assets and revenues; thus, the size and scope
of the excess benefit transaction were not
significant in relation to the size and scope
of O’s activities that further exempt pur-
poses. The reporting omission that resulted
in the excess benefit transaction in Year 1
occurred only once and is not repeated in
subsequent years. Based on the application
of the factors to these facts, O continues to
be described in section 501(c)(3).

Example 6. (i) O is a large organization with
substantial assets and revenues. O furthers
its exempt purposes by providing social serv-
ices to the population of a specific geo-
graphic area. O has a sizeable workforce of
employees and volunteers to conduct its
work. In Year 1, O’s board of directors adopt-
ed written procedures for setting executive
compensation at O. O’s executive compensa-
tion procedures were modeled on the proce-
dures for establishing a rebuttable presump-
tion of reasonableness under §53.4958-6. In
accordance with these procedures, the board
appointed a compensation committee to
gather data on compensation levels paid by
similarly situated organizations for func-
tionally comparable positions. The members
of the compensation committee were disin-
terested within the meaning of §53.4958-
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6(c)(1)(iii). Based on its research, the com-
pensation committee recommended a range
of reasonable compensation for several of O’s
existing top executives (the Top Executives).
On the basis of the committee’s rec-
ommendations, the board approved new com-
pensation packages for the Top Executives
and timely documented the basis for its deci-
sion in board minutes. The board members
were all disinterested within the meaning of
§53.4958-6(c)(1)(iii). The Top Executives were
not involved in setting their own compensa-
tion. In Year 1, even though payroll expenses
represented a significant portion of O’s total
operating expenses, the total compensation
paid to O’s Top Executives represented only
an insubstantial portion of O’s total payroll
expenses. During a subsequent examination,
the IRS found that the compensation com-
mittee relied exclusively on compensation
data from organizations that perform similar
social services to O. The IRS concluded, how-
ever, that the organizations were not simi-
larly situated because they served substan-
tially larger geographic regions with more
diverse populations and were larger than O
in terms of annual revenues, total operating
budget, number of employees, and number of
beneficiaries served. Accordingly, the IRS
concluded that the compensation committee
did not rely on ‘‘appropriate data as to com-
parability’’ within the meaning of §53.4958—
6(c)(2) and, thus, failed to establish the re-
buttable presumption of reasonableness
under §53.4958-6. Taking O’s size and the na-
ture of the geographic area and population it
serves into account, the IRS concluded that
the Top Executives’ compensation packages
for Year 1 were excessive. As a result of the
examination, O’s board added new members
to the compensation committee who have
expertise in compensation matters and also
amended its written procedures to require
the compensation committee to evaluate a
number of specific factors, including size, ge-
ographic area, and population covered by the
organization, in assessing the comparability
of compensation data. O’s board renegotiated
the Top Executives’ contracts in accordance
with the recommendations of the newly con-
stituted compensation committee on a going
forward basis. To avoid potential liability for
damages under state contract law, O did not
seek to void the Top Executives’ employ-
ment contracts retroactively to Year 1 and
did not seek correction of the excess benefit
amounts from the Top Executives. O did not
terminate any of the Top Executives.

(ii) O’s payments of excessive compensa-
tion to the Top Executives in Year 1 con-
stituted excess benefit transactions between
an applicable tax-exempt organization and
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disqualified persons under section 4958.
Therefore, these payments are subject to the
applicable excise taxes provided under that
section, including second-tier taxes if there
is no correction by the disqualified persons.
In addition, these payments violate the pro-
scription against inurement under section
501(c)(3) and paragraph (c)(2) of this section.

(iii) The application of the factors in para-
graph (f)(2)(ii) of this section to these facts is
as follows. O has engaged in regular and on-
going activities that further exempt pur-
poses both before and after the excess benefit
transactions occurred. The size and scope of
the excess benefit transactions, in the aggre-
gate, were not significant in relation to the
size and scope of O’s activities that further
exempt purposes. O engaged in multiple ex-
cess benefit transactions. Nevertheless, prior
to entering into these excess benefit trans-
actions, O had implemented written proce-
dures for setting the compensation of its top
management that were reasonably cal-
culated to prevent the occurrence of excess
benefit transactions. O followed these writ-
ten procedures in setting the compensation
of the Top Executives for Year 1. Despite the
board’s failure to rely on appropriate com-
parability data, the fact that O implemented
and followed these written procedures in set-
ting the compensation of the Top Executives
for Year 1 is a factor favoring continued ex-
emption. The fact that O amended its writ-
ten procedures to ensure the use of appro-
priate comparability data and renegotiated
the Top Executives’ compensation packages
on a going-forward basis are also factors fa-
voring continued exemption, even though O
did not void the Top Executives’ existing
contracts and did not seek correction from
the Top Executives. Based on the application
of the factors to these facts, O continues to
be described in section 501(c)(3).

(3) Applicability. The rules in para-
graph (f) of this section will apply with
respect to excess benefit transactions
occurring after March 28, 2008.

(g) Applicability of regulations in this
section. The regulations in this section
are, except as otherwise expressly pro-
vided, applicable with respect to tax-
able years beginning after July 26, 1959.
For the rules applicable with respect to
taxable years beginning before July 27,
1959, see 26 CFR (1939) 39.101(6)-1 (Regu-
lations 118) as made applicable to the
Code by Treasury Decision 6091, ap-
proved August 16, 1954 (19 FR 5167; C.B.
1954-2, 47).



§1.501(c)(4)-1

(h) Effective/applicability date. Para-
graphs (b)(1)(v) and (b)(6) of this sec-
tion apply on and after July 1, 2014.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6525, 26 FR 189, Jan. 11, 1961;
T.D. 6939, 32 FR 17661, Dec. 12, 1967; T.D. 7428,
41 FR 34620, Aug. 16, 1976; T.D. 8308, 55 FR
35587, Aug. 31, 1990; T.D. 9390, 73 FR 16521,
Mar. 28, 2008; T.D. 9390, 73 FR 23069, Apr. 29,
2008; T.D. 9674, 79 FR 37631, July 2, 2014; T.D.
9819, 82 FR 29732, June 30, 2017]

§1.501(c)(4)-1 Civic organizations and
local associations of employees.

(a) Civic organizations—(1) In general.
A civic league or organization may be
exempt as an organization described in
section 501(c)(4) if—

(i) It is not organized or operated for
profit; and

(ii) It is operated exclusively for the
promotion of social welfare.

(2) Promotion of social welfare—(@i) In
general. An organization is operated ex-
clusively for the promotion of social
welfare if it is primarily engaged in
promoting in some way the common
good and general welfare of the people
of the community. An organization em-
braced within this section is one which
is operated primarily for the purpose of
bringing about civic betterments and
social improvements. A social welfare
organization will qualify for exemption
as a charitable organization if it falls
within the definition of charitable set
forth in paragraph (d)(2) of §1.501(c)(3)—
1 and is not an action organization as
set forth in paragraph (c)(3) of
§1.501(c)(3)-1.

(ii) Political or social activities. The
promotion of social welfare does not
include direct or indirect participation
or intervention in political campaigns
on behalf of or in opposition to any
candidate for public office. Nor is an
organization operated primarily for the
promotion of social welfare if its pri-
mary activity is operating a social club
for the benefit, pleasure, or recreation
of its members, or is carrying on a
business with the general public in a
manner similar to organizations which
are operated for profit. See, however,
section 501(c)(6) and §1.501(c)(6)-1, re-
lating to business leagues and similar
organizations. A social welfare organi-
zation that is not, at any time after
October 4, 1976, exempt from taxation
as an organization described in section
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501(c)(3) may qualify under section
501(c)(4) even though it is an action or-
ganization described in §1.501(c)(3)-
1(c)(3)(i) or (iv), if it otherwise quali-
fies under this section. For rules relat-
ing to an organization that is, after Oc-
tober 4, 1976, exempt from taxation as
an organization described in section
501(c)(3), see section 504 and §1.504-1.

(b) Local associations of employees.
Local associations of employees de-
scribed in section 501(c)(4) are ex-
pressly entitled to exemption under
section 501(a). As conditions to exemp-
tion, it is required (1) that the member-
ship of such an association be limited
to the employees of a designated per-
son or persons in a particular munici-
pality, and (2) that the net earnings of
the association be devoted exclusively
to charitable, educational, or rec-
reational purposes. The word local is
defined in paragraph (b) of §1.501(c)(12)-
1. See paragraph (d) (2) and (3) of
§1.501(c)(3)-1 with reference to the
meaning of charitable and educational as
used in this section.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8308,
55 FR 355688, Aug. 31, 1990]

§1.501(c)(5)-1 Labor, agricultural, and
horticultural organizations.

(a) The organizations contemplated
by section 501(c)(5) as entitled to ex-
emption from income taxation are
those which:

(1) Have no net earnings inuring to
the benefit of any member, and

(2) Have as their objects the better-
ment of the conditions of those en-
gaged in such pursuits, the improve-
ment of the grade of their products,
and the development of a higher degree
of efficiency in their respective occupa-
tions.

(b)(A) General rule. An organization is
not an organization described in sec-
tion 501(c)(b) if the principal activity of
the organization is to receive, hold, in-
vest, disburse or otherwise manage
funds associated with savings or in-
vestment plans or programs, including
pension or other retirement savings
plans or programs.

(2) Exception. Paragraph (b)(1) of this
section shall not apply to an organiza-
tion which—
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(i) Is established and maintained by
another labor organization described in
section 501(c)(5) (determined without
regard to this paragraph (b)(2));

(ii) Is not directly or indirectly es-
tablished or maintained in whole or in
part by one or more—

(A) Employers;

(B) Governments or agencies or in-
strumentalities thereof; or

(C) Government controlled entities;

(iii) Is funded by membership dues
from members of the labor organiza-
tion described in this paragraph (b)(2)
and earnings thereon; and

(iv) Has not at any time after Sep-
tember 2, 1974 (the date of enactment of
the Employee Retirement Income Se-
curity Act of 1974, Pub. L. 93-406, 88
Stat. 829) provided for, permitted or ac-
cepted employer contributions.

(3) Erxample. The principles of this
paragraph (b) are illustrated by the fol-
lowing example:

Example. Trust A is organized in accord-
ance with a collective bargaining agreement
between labor union K and multiple employ-
ers. Trust A forms part of a plan that is es-
tablished and maintained pursuant to the
agreement and which covers employees of
the signatory employers who are members of
K. Representatives of both the employers
and K serve as trustees. A receives contribu-
tions from the employers who are subject to
the agreement. Retirement benefits paid to
K’s members as specified in the agreement
are funded exclusively by the employers’
contributions and accumulated earnings. A
also provides information to union members
about their retirement benefits and assists
them with administrative tasks associated
with the benefits. Most of A’s activities are
devoted to these functions. From time to
time, A also participates in the renegoti-
ation of the collective bargaining agreement.
A’s principal activity is to receive, hold, in-
vest, disburse, or otherwise manage funds as-
sociated with a retirement savings plan. In
addition, A does not satisfy all the require-
ments of the exception described in para-
graph (b)(2) of this section. (For example, A
accepts contributions from employers.)
Therefore, A is not a labor organization de-
scribed in section 501(c)(b).

(c) Organizations described in section
501(c)(b) and otherwise exempt from tax
under section 501(a) are taxable upon
their unrelated business taxable in-
come. See part II (section 511 and fol-
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lowing), subchapter F, chapter 1 of the
Code, and the regulations thereunder.

[T.D. 6500, 256 FR 11737, Nov. 26, 1960; 256 FR
14021, Dec. 31, 1960, as amended by T.D. 8726,
62 FR 40449, July 29, 1997]

§1.501(c)(6)-1 Business leagues, cham-
bers of commerce, real estate
boards, and boards of trade.

A business league is an association of
persons having some common business
interest, the purpose of which is to pro-
mote such common interest and not to
engage in a regular business of a kind
ordinarily carried on for profit. It is an
organization of the same general class
as a chamber of commerce or board of
trade. Thus, its activities should be di-
rected to the improvement of business
conditions of one or more lines of busi-
ness as distinguished from the perform-
ance of particular services for indi-
vidual persons. An organization whose
purpose is to engage in a regular busi-
ness of a kind ordinarily carried on for
profit, even though the business is con-
ducted on a cooperative basis or pro-
duces only sufficient income to be self-
sustaining, is not a business league. An
association engaged in furnishing in-
formation to prospective investors, to
enable them to make sound invest-
ments, is not a business league, since
its activities do not further any com-
mon business interest, even though all
of its income is devoted to the purpose
stated. A stock or commodity exchange
is not a business league, a chamber of
commerce, or a board of trade within
the meaning of section 501(c)(6) and is
not exempt from tax. Organizations
otherwise exempt from tax under this
section are taxable upon their unre-
lated business taxable income. See part
II (section 511 and following), sub-
chapter F, chapter 1 of the Code, and
the regulations thereunder.

§1.501(c)(7)-1 Social clubs.

(a) The exemption provided by sec-
tion 501(a) for organizations described
in section 501(c)(7) applies only to clubs
which are organized and operated ex-
clusively for pleasure, recreation, and
other nonprofitable purposes, but does
not apply to any club if any part of its
net earnings inures to the benefit of
any private shareholder. In general,
this exemption extends to social and
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recreation clubs which are supported
solely by membership fees, dues, and
assessments. However, a club otherwise
entitled to exemption will not be dis-
qualified because it raises revenue
from members through the use of club
facilities or in connection with club ac-
tivities.

(b) A club which engages in business,
such as making its social and rec-
reational facilities available to the
general public or by selling real estate,
timber, or other products, is not orga-
nized and operated exclusively for
pleasure, recreation, and other non-
profitable purposes, and is not exempt
under section 501(a). Solicitation by ad-
vertisement or otherwise for public pa-
tronage of its facilities is prima facie
evidence that the club is engaging in
business and is not being operated ex-
clusively for pleasure, recreation, or
social purposes. However, an incidental
sale of property will not deprive a club
of its exemption.

§1.501(c)(8)-1 Fraternal
societies.

(a) A fraternal beneficiary society is
exempt from tax only if operated under
the lodge system or for the exclusive
benefit of the members so operating.
Operating under the lodge system means
carrying on its activities under a form
of organization that comprises local
branches, chartered by a parent organi-
zation and largely self-governing,
called lodges, chapters, or the like. In
order to be exempt it is also necessary
that the society have an established
system for the payment to its members
or their dependents of life, sick, acci-
dent, or other benefits.

[T.D. 6500, 256 FR 11737, Nov. 26, 1960, as

amended by T.D. 7061, 35 FR 14770, Sept. 23,
1970]

beneficiary

§1.501(c)(9)-1 Voluntary employees’
beneficiary associations, in general.

To be described in section 501(c)(9) an
organization must meet all of the fol-
lowing requirements:

(a) The organization is an employees’
association,

(b) Membership in the association is
voluntary,

(c) The organization provides for the
payment of life, sick, accident, or
other benefits to its members or their
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dependents or designated beneficiaries,
and substantially all of its operations
are in furtherance of providing such
benefits, and

(d) No part of the net earnings of the
organization inures, other than by pay-
ment of the benefits referred to in
paragraph (c) of this section, to the
benefit of any private shareholder or
individual.

[T.D. 7750, 45 FR 1721, Jan. 7, 1981]

§1.501(c)(9)-2 Membership in a vol-
untary employees’ beneficiary asso-
ciation; employees; voluntary asso-
ciation of employees.

(a) Membership—(1) In general. The
membership of an organization de-
scribed in section 501(c)(9) must consist
of individuals who become entitled to
participate by reason of their being
employees and whose eligibility for
membership is defined by reference to
objective standards that constitute an
employment-related common bond
among such individuals. Typically,
those eligible for membership in an or-
ganization described in section 501(c)(9)
are defined by reference to a common
employer (or affiliated employers), to
coverage under one or more collective
bargaining agreements (with respect to
benefits provided by reason of such
agreement(s)), to membership in a
labor union, or to membership in one
or more locals of a national or inter-
national labor union. For example,
membership in an association might be
open to all employees of a particular
employer, or to employees in specified
job classifications working for certain
employers at specified locations and
who are entitled to benefits by reason
of one or more collective bargaining
agreements. In addition, employees of
one or more employers engaged in the
same line of business in the same geo-
graphic locale will be considered to
share an employment-related bond for
purposes of an organization through
which their employers provide benefits.
Employees of a labor union also will be
considered to share an employment-re-
lated common bond with members of
the union, and employees of an associa-
tion will be considered to share an em-
ployment-related common bond with
members of the association. Whether a
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group of individuals is defined by ref-
erence to a permissible standard or
standards is a question to be deter-
mined with regard to all the facts and
circumstances, taking into account the
guidelines set forth in this paragraph.
Exemption will not be denied merely
because the membership of an associa-
tion includes some individuals who are
not employees (within the meaning of
paragraph (b) of this section), provided
that such individuals share an employ-
ment-related bond with the employee-
members. Such individuals may in-
clude, for example, the proprietor of a
business whose employees are members
of the association. For purposes of the
preceding two sentences, an associa-
tion will be considered to be composed
of employees if 90 percent of the total
membership of the association on one
day of each quarter of the association’s
taxable year consists of employees
(within the meaning of paragraph (b) of
this section).

(2) Restrictions—(i) In general. Eligi-
bility for membership may be re-
stricted by geographic proximity, or by
objective conditions or limitations rea-
sonably related to employment, such
as a limitation to a reasonable classi-
fication of workers, a limitation based
on a reasonable minimum period of
service, a limitation based on max-
imum compensation, or a requirement
that a member be employed on a full-
time basis. Similarly, eligibility for
benefits may be restricted by objective
conditions relating to the type or
amount of benefits offered. Any objec-
tive criteria used to restrict eligibility
for membership or benefits may not,
however, be selected or administered in
a manner that limits membership or
benefits to officers, shareholders, or
highly compensated employees of an
employer contributing to or otherwise
funding the employees’ association.
Similarly, eligibility for benefits may
not be subject to conditions or limita-
tions that have the effect of entitling
officers, shareholders, or highly com-
pensated employees of an employer
contributing to or otherwise funding
the employees’ association to benefits
that are disproportionate in relation to
benefits to which other members of the
association are entitled. See
§1.501(c)(9)-4(b). Whether the selection
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or administration of objective condi-
tions has the effect of providing dis-
proportionate benefits to officers,
shareholders, or highly compensated
employees generally is to be deter-
mined on the basis of all the facts and
circumstances.

(ii) Generally permissible restrictions or
conditions. In general the following re-
strictions will not be considered to be
inconsistent with §1.501(c)(9)-2(a)(2)(1)
or §1.501(c)(9)-4(b):

(A) In the case of an employer-funded
organization, a provision that excludes
or has the effect of excluding from
membership in the organization or par-
ticipation in a particular benefit plan
employees who are members of another
organization or covered by a different
plan, funded or contributed to by the
employer, to the extent that such
other organization or plan offers simi-
lar benefits on comparable terms to the
excluded employees.

(B) In the case of an employer fund-
ed-organization, a provision that ex-
cludes from membership, or limits the
type or amount of benefits provided to,
individuals who are included in a unit
of employees covered by an agreement
which the Secretary of Labor finds to
be a collective bargaining agreement
between employee representatives and
one or more employers, if there is evi-
dence that the benefit or benefits pro-
vided by the organization were the sub-
ject of good faith bargaining between
such employee representatives and
such employer or employers.

(C) Restrictions or conditions on eli-
gibility for membership or benefits
that are determined through collective
bargaining, by trustees designated pur-
suant to a collective bargaining agree-
ment, or by the collective bargaining
agents of the members of an associa-
tion or trustees named by such agent
or agents.

(D) The allowance of benefits only on
condition that a member or recipient
contribute to the cost of such benefits,
or the allowance of different benefits
based solely on differences in contribu-
tions, provided that those making
equal contributions are entitled to
comparable benefits.
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(E) A requirement that a member (or
a member’s dependents) meet a reason-
able health standard related to eligi-
bility for a particular benefit.

(F) The provision of life benefits in
amounts that are a uniform percentage
of the compensation received by the in-
dividual whose life is covered.

(G) The provision of benefits in the
nature of wage replacement in the
event of disability in amounts that are
a uniform percentage of the compensa-
tion of the covered individuals (either
before or after taking into account any
disability benefits provided through so-
cial security or any similar plan pro-
viding for wage replacement in the
event of disability).

(3) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. Pursuant to a collective bar-
gaining agreement entered into by X Cor-
poration and W, a labor union which rep-
resents all of X Corporation’s hourly-paid
employees, the X Corporation Union Benefit
Plan is established to provide life insurance
benefits to employees of X represented by W.
The Plan is funded by contributions from X,
and is jointly administered by X and W. In
order to provide its non-unionized employees
with comparable life insurance benefits, X
also establishes and funds the X Corporation
Life Insurance Trust. The Trust will not be
ineligible for exemption as an organization
described in section 501(c)(9) solely because
membership is restricted to those employees
of X who are not members of W.

Example 2. The facts are the same as in Ex-
ample 1 except that the life insurance ben-
efit provided to the non-unionized employees
of X differs from the life insurance benefit
provided to the unionized employees of X
pursuant to the collective bargaining agree-
ment. The trust will not be ineligible for ex-
emption as an organization described in sec-
tion 501(c)(9) solely because the life insur-
ance benefit provided to X’s nonunionized
employees is not same as the life insurance
benefit provided to X’s unionized employees.

Example 3. S corporation established a plan
to provide health benefits to all its employ-
ees. In accordance with the provisions of the
plan each employee may secure insurance
coverage by making an election under which
the employee agrees to contribute periodi-
cally to the plan an amount which is deter-
mined solely by whether the employee elects
a high option coverage or a low option cov-
erage and on whether the employee is un-
married or has a family. As an alternative,
the employee may elect high or low options,
self only or self and family, coverage
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through a local prepaid group medical plan.
The contributions required of those electing
the prepaid group medical plan also vary
with the type of coverage selected, and differ
from those required of employees electing in-
surance. The difference between the amount
contributed by employees electing the var-
ious coverages and the actual cost of pur-
chasing the coverage is made up through
contributions by S to the plan, and under the
plan, S provides approximately the same
proportion of the cost for each coverage. To
fund the plan, S established an arrangement
in the nature of a trust under applicable
local law and contributes all employee con-
tributions, and all amounts which by the
terms of the plan it is required to contribute,
to the trust. The terms of the plan do not
provide for disproportionate benefits to the
employees of S and will not be considered in-
consistent with §1.501(c)(9)-2(a)(2)(1).

Example 4. The facts are the same as in Ex-
ample 3 except that, for those employees or
former employees covered by Medicare, the
plan provides a distinct coverage which sup-
plements Medicare benefits. Eligibility for
Medicare is an objective condition relating
to a type of benefit offered, and the provision
of separate coverage for those eligible for
Medicare will not be considered inconsistent
with §1.501(c)(9)-2(a)(2)().

(b) Meaning of employee. Whether an
individual is an employee is determined
by reference to the legal and bona fide
relationship of employer and employee.
The term employee includes the fol-
lowing:

(1) An individual who is considered
an employee:

(i) For employment tax purposes
under subtitle C of the Internal Rev-
enue Code and the regulations there-
under, or

(ii) For purposes of a collective bar-
gaining agreement,

whether or not the individual could
qualify as an employee under applica-
ble common law rules. This would in-
clude any person who is considered an
employee for purposes of the Labor
Management Relations Act of 1947, 61
Stat. 136, as amended, 29 U.S.C. 141
(1979).

(2) An individual who became enti-
tled to membership in the association
by reason of being or having been an
employee. Thus, an individual who
would otherwise qualify under this
paragraph will continue to qualify as
an employee even though such indi-
vidual is on leave of absence, works
temporarily for another employer or as
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an independent contractor, or has been
terminated by reason of retirement,
disability or layoff. For example, an in-
dividual who in the normal course of
employment is employed intermit-
tently by more than one employer in
an industry characterized by short-
term employment by several different
employers will not, by reason of tem-
porary unemployment, cease to be an
employee within the meaning of this
paragraph.

(3) The surviving spouse and depend-
ents of an employee (if, for purposes of
the 90-percent test of §1.501(c)(9)-2(a)(1)
they are considered to be members of
the association).

(c) Description of voluntary association
of employees—(1) Association. To be de-
scribed in section 501(c)(9) and this sec-
tion there must be an entity, such as a
corporation or trust established under
applicable local law, having an exist-
ence independent of the member-em-
ployees or their employer.

(2) Voluntary. Generally, membership
in an association is voluntary if an af-
firmative act is required on the part of
an employee to become a member rath-
er than the designation as a member
due to employee status. However, an
association shall be considered vol-
untary although membership is re-
quired of all employees, provided that
the employees do not incur a detriment
(for example, in the form of deductions
from pay) as the result of membership
in the association. An employer is not
deemed to have imposed involuntary
membership on the employee if mem-
bership is required as the result of a
collective bargaining agreement or as
an incident of membership in a labor
organization.

(3) Of employees. To be described in
this section, an organization must be
controlled—

(i) By its membership,

(ii) By independent trustee(s) (such
as a bank), or

(iii) By trustees or other fiduciaries
at least some of whom are designated
by, or on behalf of, the membership.
Whether control by or on behalf of the
membership exists is a question to be
determined with regard to all of the
facts and circumstances, but generally
such control will be deemed to be
present when the membership (either
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directly or through its representative)
elects, appoints or otherwise des-
ignates a person or persons to serve as
chief operating officer(s), adminis-
trator(s), or trustee(s) of the organiza-
tion. For purposes of this paragraph an
organization will be considered to be
controlled by independent trustees if it
is an employee welfare benefit plan, as
defined in section 3(1) of the Employee
Retirement Income Security Act of
1974 (ERISA), and, as such, is subject to
the requirements of parts 1 and 4 of
subtitle B, title I of ERISA. Similarly,
a plan will be considered to be con-
trolled by its membership if it is con-
trolled by one or more trustees des-
ignated pursuant to a collective bar-
gaining agreement (whether or not the
bargaining agent of the represented
employees bargained for and obtained
the right to participate in selecting the
trustees).

(4) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. X, a labor union, represents all
the hourly-paid employees of Y Corporation.
A health insurance benefit plan was estab-
lished by X and Y as the result of a collec-
tive bargaining agreement entered into by
them. The plan established the terms and
conditions of membership in, and the bene-
fits to be provided by, the plan. In accord-
ance with the terms of the agreement, Y Cor-
poration is obligated to establish a trust
fund and make contributions thereto at spec-
ified rates. The trustees, some of whom are
designated by X and some by Y, are author-
ized to hold and invest the assets of the trust
and to make payments on instructions
issued by Y Corporation in accordance with
the conditions contained in the plan. The
interdependent benefit plan agreement and
trust indenture together create a voluntary
employees’ beneficiary association over
which the employees posses the requisite
control through the trustees designated by
their representative, X.

Example 2. Z Corporation unilaterally es-
tablished an educational benefit plan for its
employees. The purpose of the plan is to pro-
vide payments for job-related educational or
training courses, such as apprenticeship
training programs, for Z Corporation em-
ployees, according to objective criteria set
forth in the plan. Z establishes a separate
bank account which it uses to fund payments
to the plan. Contributions to the account are
to be made at the discretion of and solely by
Z Corporation, which also administers the
plan and retains control over the assets in
the fund. Z Corporation’s educational benefit
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plan and the related account do not con-
stitute an association having an existence
independent of Z Corporation and therefore
do not constitute a voluntary employees’
beneficiary association.

Example 3. A, an individual, is the incorpo-
rator and chief operating officer of Lawyers’
Beneficiary Association (LBA). LBA is en-
gaged in the business of providing medical
benefits to members of the Association and
their families. Membership is open only to
practicing lawyers located in a particular
metropolitan area who are neither self-em-
ployed nor partners in a law firm. Member-
ship in LBA is solicited by insurance agents
under the control of X Corporation (owned
by A) which, by contract with LBA, is the
exclusive sales agent. Medical benefits are
paid from a trust account containing peri-
odic contributions paid by the members, to-
gether with proceeds from the investment of
those contributions. Contribution and ben-
efit levels are set by LBA. The members of
LBA do not hold meetings, have no right to
elect officers or directors of the Association,
and no right to replace trustees. Collec-
tively, the subscribers for medical benefits
from LBA cannot be said to control the asso-
ciation and membership is neither more than
nor different from the purchase of an insur-
ance policy from a stock insurance company.
LBA is not a voluntary employees’ bene-
ficiary association.

Example 4. U corporation unilaterally es-
tablished a plan to provide benefits to its
employees. In accordance with the provisions
of the plan, each employee may secure insur-
ance or benefit coverage by making an elec-
tion under which the employee agrees to
contribute to the plan an amount which is
determined solely by whether the employee
elects a high option coverage or a low option
coverage and on whether the employee elects
self only or self and family coverage. The dif-
ference between the amount contributed by
employees electing the various coverages
and the actual cost of the coverage is made
up through contributions by U to the plan.
To fund the plan, U established an arrange-
ment in the nature of a trust under applica-
ble local law and contributed all employee
contributions, and all amounts which by the
term of the plan it was required to provide to
the plan, to the trust. The trust constitutes
an employee welfare benefit plan within the
meaning of, and subject to relevant require-
ments of, ERISA. It will be considered to
meet the requirements of §1.501(c)(9)-2(c)(3).

[T.D. 7750, 46 FR 1723, Jan. 7, 1981]
§1.501(c)(9)-3 Voluntary employees’

beneficiary associations; life, sick,
accident, or other benefits.

(a) In general. The life, sick, accident,
or other benefits provided by a vol-
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untary employees’ beneficiary associa-
tion must be payable to its members,
their dependents, or their designated
beneficiaries. For purposes of section
501(c)(9), dependent means the mem-
ber’s spouse; any child of the member
or the member’s spouse who is a minor
or a student (within the meaning of
section 151(e)(4)); any other minor child
residing with the member; and any
other individual who an association,
relying on information furnished to it
by a member, in good faith believes is
a person described in section 152(a).
Life, sick, accident, or other benefits
may take the form of cash or noncash
benefits. A voluntary employees’ bene-
ficiary association is not operated for
the purpose of providing life, sick, acci-
dent, or other benefits unless substan-
tially all of its operations are in fur-
therance of the provision of such bene-
fits. Further, an organization is not de-
scribed in this section if it systemati-
cally and knowingly provides benefits
(of more than a de minimis amount)
that are not permitted by paragraphs
(b), (c), (d), or (e) of this section.

(b) Life benefits. The term life benefits
means a benefit (including a burial
benefit or a wreath) payable by reason
of the death of a member or dependent.
A life benefit may be provided directly
or through insurance. It generally
must consist of current protection, but
also may include a right to convert to
individual coverage on termination of
eligibility for coverage through the as-
sociation, or a permanent benefit as de-
fined in, and subject to the conditions
in, the regulations under section 79. A
life benefit also includes the benefit pro-
vided under any life insurance contract
purchased directly from an employee-
funded association by a member or pro-
vided by such an association to a mem-
ber. The term life benefit does not in-
clude a pension, annuity or similar
benefit, except that a benefit payable
by reason of the death of an insured
may be settled in the form of an annu-
ity to the beneficiary in lieu of a lump-
sum death benefit (whether or not the
contract provides for settlement in a
lump sum).

(c) Sick and accident benefits. The
term sick and accident benefits means
amounts furnished to or on behalf of a
member or a member’s dependents in
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the event of illness or personal injury
to a member or dependent. Such bene-
fits may be provided through reim-
bursement to a member or a member’s
dependents for amounts expended be-
cause of illness or personal injury, or
through the payment of premiums to a
medical benefit or health insurance
program. Similarly, a sick and acci-
dent benefit includes an amount paid
to a member in lieu of income during a
period in which the member is unable
to work due to sickness or injury. Sick
benefits also include benefits designed
to safeguard or improve the health of
members and their dependents. Sick
and accident benefits may be provided
directly by an association to or on be-
half of members and their dependents,
or may be provided indirectly by an as-
sociation through the payment of pre-
miums or fees to an insurance com-
pany, medical clinic, or other program
under which members and their de-
pendents are entitled to medical serv-
ices or to other sick and accident bene-
fits. Sick and accident benefits may
also be furnished in noncash form, such
as, for example, benefits in the nature
of clinical care services by visiting
nurses, and transportation furnished
for medical care.

(d) Other benefits. The term other ben-
efits includes only benefits that are
similar to life, sick, or accident bene-
fits. A benefit is similar to a life, sick,
or accident benefit if:

(1) It is intended to safeguard or im-
prove the health of a member or a
member’s dependents, or

(2) It protects against a contingency
that interrupts or impairs a member’s
earning power.

(e) Examples of other benefits. Paying
vacation benefits, providing vacation
facilities, reimbursing vacation ex-
penses, and subsidizing recreational ac-
tivities such as athletic leagues are
considered other benefits. The provision
of child-care facilities for preschool
and school-age dependents are also con-
sidered other benefits. The provision of
job readjustment allowances, income
maintenance payments in the event of
economic dislocation, temporary living
expense loans and grants at times of
disaster (such as fire or flood), supple-
mental unemployment compensation
benefits (as defined in section
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501(c)(A7)(D)(i) of the Code), severance
benefits (under a severance pay plan
within the meaning of 29 CFR 2510.3-
2(b)) and education or training benefits
or courses (such as apprentice training
programs) for members, are considered
other benefits because they protect
against a contingency that interrupts
earning power. Personal legal service
benefits which consist of payments or
credits to one or more organizations or
trusts described in section 501(c)(20) are
considered other benefits. Except to the
extent otherwise provided in these reg-
ulations, as amended from time to
time, other benefits also include any
benefit provided in the manner per-
mitted by paragraphs (b) et seq. of sec-
tion 302(c) of the Labor Management
Relations Act of 1947, 61 Stat. 136, as
amended, 29 U.S.C. 186(c) (1979).

(f) Examples of nonqualifying benefits.
Benefits that are not described in para-
graphs (d) or (e) of this section are not
other benefits. Thus, other benefits do
not include the payment of commuting
expenses, such as bridge tolls or train
fares, the provision of accident or
homeowner’s insurance benefits for
damage to property, the provision of
malpractice insurance, or the provision
of loans to members except in times of
distress (as permitted by §1.501(c)(9)-
3(e)). Other benefits also do not include
the provision of savings facilities for
members. The term other benefits does
not include any benefit that is similar
to a pension or annuity payable at the
time of mandatory or voluntary retire-
ment, or a benefit that is similar to the
benefit provided under a stock bonus or
profit-sharing plan. For purposes of
section 501(c)(9) and these regulations,
a benefit will be considered similar to
that provided under a pension, annuity,
stock bonus or profit-sharing plan if it
provides for deferred compensation
that becomes payable by reason of the
passage of time, rather than as the re-
sult of an unanticipated event. Thus,
for example, supplemental unemploy-
ment benefits, which generally become
payable by reason of unanticipated lay-
off, are not, for purposes of these regu-
lations, considered similar to the ben-
efit provided under a pension, annuity,
stock bonus or profit-sharing plan.
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(g) Examples. The provisions of this
section may be further illustrated by
the following examples:

Example 1. V was organized in connection
with a vacation plan created pursuant to a
collective bargaining agreement between M,
a labor union, which represents certain hour-
ly paid employees of T corporation, and T.
The agreement calls for the payment by T to
V of a specified sum per hour worked by T
employees who are covered by the collective
bargaining agreement. T includes the
amounts in the covered employees’ wages
and withholds income and FICA taxes. The
amounts are paid by T to V to provide vaca-
tion benefits provided under the collective
bargaining agreement. Generally, each cov-
ered employee receives a check in payment
of his or her vacation benefit during the year
following the year in which contributions
were made by T to V. The amount of the va-
cation benefit is determined by reference to
the contributions during the prior year to V
by T on behalf of each employee, and is dis-
tributed in cash to each such employee. If
the earnings on investments by V during the
year preceding distribution are sufficient
after deducting the expenses of admin-
istering the plan, each recipient of a vaca-
tion benefit is paid an amount, in addition to
the contributions on his or her behalf, equal
to his/her ratable share of the net earnings of
V during such year. The plan provides a va-
cation benefit that constitutes an eligible
other benefit described in section 501(c)(9) and
§1.501(c)(9)-3(e).

Example 2. The facts are the same as in Ex-
ample 1, except that each covered employee
of T is entitled, at his or her discretion, to
contribute up to an additional $1,000 each
yvear to V, which agrees in respect of such
sum to pay interest at a stated rate from the
time of contribution until the time at which
the contributing employee’s vacation benefit
is distributed. In addition, each employee
may elect to leave all or a portion of his/her
distributable benefit on deposit past the
time of distribution, in which case interest
will continue to accrue. Because the plan
more closely resembles a savings arrange-
ment than a vacation plan, the benefit pay-
able to the covered employees of T is not a
vacation benefit and is not an eligible other
benefit described in section 501(c)(9) and
§1.501(c)(9)-3 (d) or (e).

[T.D. 7750, 46 FR 1724, Jan. 7, 1981]

§1.501(c)(9)-4 Voluntary employees’
beneficiary associations; inurement.

(a) General rule. No part of the net
earnings of an employees’ association
may inure to the benefit of any private
shareholder or individual other than
through the payment of benefits per-
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mitted by §1.501(c)(9)-3. The disposition
of property to, or the performance of
services for, a person for less than the
greater of fair market value or cost (in-
cluding indirect costs) to the associa-
tion, other than as a life, sick, accident
or other permissible benefit, con-
stitutes prohibited inurement. Gen-
erally, the payment of unreasonable
compensation to the trustees or em-
ployees of the association, or the pur-
chase of insurance or services for
amounts in excess of their fair market
value from a company in which one or
more of the association’s trustees, offi-
cers or fiduciaries has an interest, will
constitute prohibited inurement.
Whether prohibited inurement has oc-
curred is a question to be determined
with regard to all of the facts and cir-
cumstances, taking into account the
guidelines set forth in this section. The
guidelines and examples contained in
this section are not an exhaustive list
of the activities that may constitute
prohibited inurement, or the persons to
whom the association’s earnings could
impermissibly inure. See §1.501(a)-1(c).
(b) Disproportionate benefits. For pur-
poses of subsection (a), the payment to
any member of disproportionate bene-
fits, where such payment is not pursu-
ant to objective and nondiscriminatory
standards, will not be considered a ben-
efit within the meaning of §1.501(c)(9)-
3 even though the benefit otherwise is
one of the type permitted by that sec-
tion. For example, the payment to
highly compensated personnel of bene-
fits that are disproportionate in rela-
tion to benefits received by other mem-
bers of the association will constitute
prohibited inurement. Also, the pay-
ment to similarly situated employees
of Dbenefits that differ in kind or
amount will constitute prohibited
inurement unless the difference can be
justified on the basis of objective and
reasonable standards adopted by the
association or on the basis of standards
adopted pursuant to the terms of a col-
lective bargaining agreement. In gen-
eral, benefits paid pursuant to stand-
ards or subject to conditions that do
not provide for disproportionate bene-
fits to officers, shareholders, or highly
compensated employees will not be
considered disproportionate. See
§1.501(c)(9)-2(a) (2) and (3).
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(c) Rebates. The rebate of excess in-
surance premiums, based on the mor-
tality or morbidity experience of the
insurer to which the premiums were
paid, to the person or persons whose
contributions were applied to such pre-
miums, does not constitute prohibited
inurement. A voluntary employees’
beneficiary association may also make
administrative adjustments strictly in-
cidental to the provision of benefits to
its members.

(d) Termination of plan or dissolution of
association. It will not constitute pro-
hibited inurement if, on termination of
a plan established by an employer and
funded through an association de-
scribed in section 501(c)(9), any assets
remaining in the association, after sat-
isfaction of all liabilities to existing
beneficiaries of the plan, are applied to
provide, either directly or through the
purchase of insurance, life, sick, acci-
dent or other benefits within the mean-
ing of §1.501(c)(9)-3 pursuant to criteria
that do not provide for dispropor-
tionate benefits to officers, share-

holders, or highly compensated em-
ployees of the employer. See
§1.501(c)(9)-2(a)(2). Similarly, a dis-

tribution to members upon the dissolu-
tion of the association will not con-
stitute prohibited inurement if the
amount distributed to members are de-
termined pursuant to the terms of a
collective bargaining agreement or on
the basis of objective and reasonable
standards which do not result in either
unequal payments to similarly situated
members or in disproportionate pay-
ments to officers, shareholders, or
highly compensated employees of an
employer contributing to or otherwise
funding the employees’ association.
Except as otherwise provided in the
first sentence of this paragraph, if the
association’s corporate charter, arti-
cles of association, trust instrument,
or other written instrument by which
the association was created, as amend-
ed from time to time, provides that on
dissolution its assets will be distrib-
uted to its members’ contributing em-
ployers, or if in the absence of such
provision the law of the state in which
the association was created provides
for such distribution to the contrib-
uting employers, the association is not
described in section 501(c)(9).
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(e) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. Employees A, B and C, members
of the X voluntary employees’ beneficiary
association, are unemployed. They receive
unemployment benefits from X. Those to A
include an amount in addition to those pro-
vided to B and C, to provide for A’s retrain-
ing. B has been found pursuant to objective
and reasonable standards not to qualify for
the retraining program. C, although eligible
for retraining benefits has declined. X’s addi-
tional payment to A for retraining does not
constitute prohibited inurement.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§1.501(c)(9)-5 Voluntary employees’
beneficiary associations; record-
keeping requirements.

(a) Records. In addition to such other
records which may be required (for ex-
ample, by section 512(a)(3) and the reg-
ulations thereunder), every organiza-
tion described in section 501(c)(9) must
maintain records indicating the
amount contributed by each member
and contributing employer, and the
amount and type of benefits paid by
the organization to or on behalf of each
member.

(b) Cross reference. For provisions re-
lating to annual information returns
with respect to payments, see section
6041 and the regulations thereunder.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§1.501(c)(9)-6 Voluntary
beneficiary associations;
includible in gross income.

(a) In general. Cash and noncash bene-
fits realized by a person on account of
the activities of an organization de-
scribed in section 501(c)(9) shall be in-
cluded in gross income to the extent
provided in the Internal Revenue Code
of 1954, including, but not limited to,
sections 61, 72, 101, 104 and 105 of the
Code and regulations thereunder.

(b) Availability of statutory exclusions
from gross income. The availability of
any statutory exclusion from gross in-
come with respect to contributions to,
or the payment of benefits from, an or-
ganization described in section 501(c)(9)
is determined by the statutory provi-
sion conferring the exclusion, and the
regulations and rulings thereunder, not
by whether an individual is eligible for

employees’
benefits
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membership in the organization or by
the permissibility of the benefit paid.
Thus, for example, if a benefit is paid
by an employer-funded organization
described in section 501(c)(9) to a mem-
ber who is not an employee, a statutory
exclusion from gross income that is
available only for employees would be
unavailable in the case of a benefit
paid to such individual. Similarly, the
fact that, for example, under some cir-
cumstances educational benefits con-
stitute other benefits does not of itself
mean that such benefits are eligible for
the exclusion of either section 117 or
section 127 of the Code.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§1.501(c)(9)-7 Voluntary employees’
beneficiary associations; section
3(4) of ERISA.

The term wvoluntary employees’ bene-
ficiary association in section 501(c)(9) of
the Internal Revenue Code is not nec-
essarily coextensive with the term em-
ployees’ beneficiary association as used
in section 3(4) of the Employee Retire-
ment Income Security Act of 1974
(ERISA), 29 U.S.C. 1002(4), and the re-
quirements which an organization
must meet to be an employees’ bene-
ficiary association within the meaning
of section 3(4) of ERISA are not nec-
essarily identical to the requirements
that an organization must meet in
order to be a voluntary employees’ bene-
ficiary association within the meaning
of section 501(c)(9) of the Code.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981]

§1.501(c)(9)-8 Voluntary employees’
beneficiary associations; effective
date.

(a) General rule. Except as otherwise
provided in this section, the provisions
of §§1.501(c)(9)-1 through 1.501(c)(9)-7
shall apply with respect to taxable
years beginning after December 31,
1954.

(b) Pre-1970 taxable years. For taxable
years beginning before January 1, 1970,
section 501(c)(9)(B) (relating to the re-
quirement that 85 percent or more of
the association’s income consist of
amounts collected from members and
contributed by employers), as in effect
for such years, shall apply.

(c) Eristing associations. Except as
otherwise provided in paragraph (d),
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the provisions of §1.501(c)(9)-2(a)(1) and
(c)(3) shall apply with respect to tax-
able years beginning after December 31,
1980.

(d) Collectively-bargained plans. In the
case of a voluntary employees’ bene-
ficiary association which receives con-
tributions from one or more employers
pursuant to one or more collective bar-
gaining agreements in effect on Decem-
ber 31, 1980, the provisions of
§§1.501(c)(9)-1 through 1.501(c)(9)-5 shall
apply with respect to taxable years be-
ginning after the date on which the
agreement terminates (determined
without regard to any extension there-
of agreed to after December 31, 1980).

(e) Election. Notwithstanding para-
graphs (c) and (d) of this section, an or-
ganization may choose to be subject to
all or a portion of one or more of the
provisions of these regulations for any
taxable year beginning after December
31, 1954.

[T.D. 7750, 46 FR 1725, Jan. 7, 1981; 46 FR
11971, Feb. 12, 1981]

§1.501(c)(10)-1 Certain fraternal bene-
ficiary societies.

(a) For taxable years beginning after
December 31, 1969, an organization will
qualify for exemption under section
501(c)(10) if it:

(1) Is a domestic fraternal beneficiary
society order, or association, described
in section 501(c)(8) and the regulations
thereunder except that it does not pro-
vide for the payment of life, sick, acci-
dent, or other benefits to its members,
and

(2) Devotes its net earnings exclu-
sively to religious, charitable, sci-
entific, literary, educational, and fra-
ternal purposes

Any organization described in section
501(c)(7), such as, for example, a na-
tional college fraternity, is not de-
scribed in section 501(c)(10) and this
section.

[T.D. 7172, 37 FR 5618, Mar. 17, 1972]

§1.501(c)(12)-1 Local benevolent life
insurance associations, mutual irri-
gation and telephone companies,
and like organizations.

(a) An organization described in sec-
tion 501(c)(12) must receive at least 85
percent of its income from amounts
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collected from members for the sole
purpose of meeting losses and expenses.
If an organization issues policies for
stipulated cash premiums, or if it re-
quires advance deposits to cover the
cost of the insurance and maintains in-
vestments from which more than 15
percent of its income is derived, it is
not entitled to exemption. On the other
hand, an organization may be entitled
to exemption, although it makes ad-
vance assessments for the sole purpose
of meeting future losses and expenses,
provided that the balance of such as-
sessments remaining on hand at the
end of the year is retained to meet
losses and expenses or is returned to
members.

(b) The phrase of a purely local char-
acter applies to benevolent life insur-
ance associations, and not to the other

organizations specified in section
501(c)(12). It also applies to any organi-
zation seeking exemption on the

ground that it is an organization simi-
lar to a benevolent life insurance asso-
ciation. An organization of a purely
local character is one whose business
activities are confined to a particular
community, place, or district, irrespec-
tive, however, of political subdivisions.
If the activities of an organization are
limited only by the borders of a State
it cannot be considered to be purely
local in character.

(c) For taxable years of a mutual or
cooperative telephone company begin-
ning after December 31, 1974, the 85 per-
cent member-income test described in
paragraph (a) of this section is applied
without taking into account income re-
ceived or accrued from another tele-
phone company for the performance of
communication services involving the
completion of long distance calls to,
from, or between members of the mu-
tual or cooperative telephone com-
pany. For example, if, in one year, a
cooperative telephone company re-
ceives $856x from its members for tele-
phone calls, $16x as interest income,
and $20x as credits under long distance
interconnection agreements with other
telephone companies for the perform-
ance of communication services involv-
ing the completion of long distance
calls to, from, or between the coopera-
tive’s members (whether or not the
credits may be offset, in whole or in
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part, by amounts due the other compa-
nies under the interconnection agree-
ments), the member-income fraction is
calculated without taking into ac-
count, either in the numerator or de-
nominator, the $20x credits received
from the other telephone companies. In
this example, the 85 percent member-
income test is satisfied because at
least 85 percent

85x
total income 85x +15x

ﬁzgs%
100

of the cooperative’s total income is de-
rived from member income.

[T.D. 6500, 26 FR 11737, Nov. 26, 1960; 256 FR

14021, Dec. 31, 1960, as amended at 44 FR
59523, Oct. 16, 1979]

member income

§1.501(c)(13)-1 Cemetery
and crematoria.

companies

(a) Nonprofit mutual cemetery compa-
nies. A nonprofit cemetery company
may be entitled to exemption if it is
owned by and operated exclusively for
the benefit of its lot owners who hold
such lots for bona fide burial purposes
and not for the purpose of fesale. A mu-
tual cemetery company which also en-
gages in charitable activities, such as
burial of paupers, will be regarded as
operating in conformity with this
standard. Further, the fact that a mu-
tual cemetery company limits its
membership to a particular class of in-
dividuals, such as members of a family,
will not affect its status as mutual so
long as all the other requirements of
section 501(c)(13) are met.

(b) Nonprofit cemetery companies and
crematoria. Any nonprofit corporation,
chartered solely for the purpose of the
burial, or (for taxable years beginning
after December 31, 1970) the cremation
of bodies, and not permitted by its
charter to engage in any business not
necessarily incident to that purpose, is
exempt from income tax, provided that
no part of its net earnings inures to the
benefit of any private shareholder or
individual.

(c) Preferred stock—(1) In general. Ex-
cept as provided in subparagraph (3) of
this paragraph, a cemetery company or
crematorium is not described in sec-
tion 501(c)(13) if it issues preferred
stock on or after November 28, 1978.
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(2) Transitional rule for preferred stock
issued prior to November 28, 1978. In the
case of preferred stock issued prior to
November 28, 1978, a cemetery company
or crematorium which issued such
stock shall not fail to be exempt from
income tax solely because it issued pre-
ferred stock which entitled the holders
to dividends at a fixed rate, not exceed-
ing the legal rage of interest in the
State of incorporation or 8 percent per
annum, whichever is greater, on the
value of the consideration for which
the stock was issued, if its articles of
incorporation require:

(i) That the preferred stock be retired
at par as rapidly as funds therefor be-
come available from operations, and

(ii) That all funds not required for
the payment of dividends upon or for
the retirement of preferred stock be
used by the company for the care and
inprovement of the cemetery property.
The term legal rate of interest shall
mean the rate of interest prescribed by
law in the State of incorporation which
prevails in the absence of an agreement
between contracting parties fixing a
rate.

(3) Transitional rule for preferred stock
issued on or after November 28, 1978. In
the case of preferred stok issued on or
after November 28, 1978, a cemetery
company or crematorium shall not fail
to be exempt from income tax if its ar-
ticles of incorporation and the pre-
ferred stock meet the requirements of
paragraph (c)(2) and if such stock is
issued pursuant to a plan which has
been reduced to writing and adopted
prior to November 28, 1978. The adop-
tion of the plan must be shown by the
acts of the duly constituted responsible
officers and appear upon the official
records of the cemetery company or
crematorium.

(d) Sales to erempt cemetery companies
and crematoria. Except as provided in
paragraph (¢)(2) or (c¢)(3) of this section
(relating to transitional rules for pre-
ferred stock), no person may have any
interest in the net earnings of a tax-ex-
empt cemetery company or cremato-
rium. Thus, a cemetery company or
crematorium is not exempt from tax if
property is transferred to such organi-
zation in exchange for an interest in
the net earnings of the organization so
long as such interest remains out-
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standing. An interest in a cemetery
company or crematorium that con-
stitutes an equity interest within the
meaning of section 385 will be consid-
ered an interest in the net earnings of
the cemetery. However, an interest in a
cemetery company or crematorium
that does not constitute an equity in-
terest within the meaning of section
385 may nevertheless constitute an in-
terest in the net earning of the organi-
zation. Thus, for example, a bond or
other evidence of indebtedness issued
by a cemetery company or cremato-
rium which provides for a fixed rate of
interest but which, in addition, pro-
vides for additional interest payments
contingent upon the revenues or in-
come of the organization is considered
an interest in the net earnings of the
organization. Similarly, a convertible
debt obligation issued by a cemetery
company or crematorium after July 7,
1975, is considered an interest in the
net earnings of the organization.

[T.D. 7698, 45 FR 33972, May 21, 1980]

§1.501(c)(14)-1 Credit unions and mu-
tual insurance funds.

Credit unions (other than Federal
credit unions described in section
501(c)(1)) without capital stock, orga-
nized and operated for mutual purposes
and without profit, are exempt from
tax under section 501(a). Corporations
or associations without capital stock
organized before September 1, 1951 and
operated for mutual purposes and with-
out profit for the purpose of providing
reserve funds for, and insurance of,
shares or deposits in:

(a) Domestic building and loan asso-
ciations as defined in section
7701(a)(19),

(b) Cooperative banks without cap-
ital stock organized and operated for
mutual purposes and without profit, or

(c) Mutual savings banks not having
capital stock represented by shares

are also exempt from tax under section
501(a). In addition, corporations or as-
sociations of the type described in the
preceding sentence which were orga-
nized on or after September 1, 1951, but
before September 1, 1957, are exempt
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from tax under section 501(a) for tax-
able years beginning after December 31,
1959.

[T.D. 6493, 25 FR 9219, Sept. 27, 1960]

§1.501(c)(15)-1 Mutual insurance com-
panies or associations.

(a) Taxable years beginning after De-
cember 31, 1962. An insurance company
or association described in section
501(c)(15) is exempt under section 501(a)
if it is a mutual company or associa-
tion (other than life or marine) or if it
is a mutual interinsurer or reciprocal
underwriter (other than life or marine)
and if the gross amount received dur-
ing the taxable year from the sum of
the following items does not exceed
$150,000:

(1) The gross amount of income dur-
ing the taxable year from:

(i) Interest (including tax-exempt in-
terest and partially tax-exempt inter-
est), as described in §1.61-7. Interest
shall be adjusted for amortization of
premium and accrual of discount in ac-
cordance with the rules prescribed in
section 822(d)(2) and the regulations
thereunder.

(ii) Dividends, as described in §1.61-9.

(iii) Rents and royalties, as described
in §1.61-8.

(iv) The entering into of any lease,
mortgage, or other instrument or
agreement from which the company
may derive interest, rents, or royalties.

(v) The alteration or termination of
any instrument or agreement described
in subdivision (iv) of this subpara-
graph.

(2) The gross income from any trade
or business (other than an insurance
business) carried on by the company or
association, or by a partnership of
which the company or association is a
partner.

(3) Premiums (including deposits and
assessments).

(b) Tazable years beginning after De-
cember 31, 1954, and before January 1,
1963. An insurance company or associa-
tion described in section 501(c)(15) and
paragraph (a) of this section is exempt
under section 501(a) if the gross
amount received during the taxable
year from the sum of the items de-
scribed in paragraph (a) (1), (2), and (3)
of this section does not exceed $75,000.
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(c) No double inclusion of income. In
computing the gross income from any
trade or business (other than an insur-
ance business) carried on by the com-
pany or association, or by a partner-
ship of which the company or associa-
tion is a partner, any item described in
section 822(b)(1) (A), (B), or (C) and
paragraph (a)(1) of this section shall
not be considered as gross income aris-
ing from the conduct of such trade or
business, but shall be taken into ac-
count under section 822(b)(1) (A), (B), or
(C) and paragraph (a)(1) of this section.

(d) Taxable years beginning after De-
cember 31, 1953, and before January 1,
1955. An insurance company or associa-
tion described in section 501(c)(15) is
exempt under section 501(a) if it is a
mutual company or association (other
than life or marine) or if it is a mutual
interinsurer or reciprocal underwriter
(other than life or marine) and if the
gross amount received during the tax-
able year from the sum of the following
items does not exceed $75,000:

(1) The gross amount of income dur-
ing the taxable year from—

(i) Interest (including tax-exempt in-
terest and partially tax-exempt inter-
est), as described in §1.61-7. Interest
shall be adjusted for amortization of
premium and accrual of discount in ac-
cordance with the rules prescribed in
section 822(d)(2) and §1.822-3.

(ii) Dividends, as described in §1.61-9.

(iii) Rents (but excluding royalties),
as described in §1.61-8.

(2) Premiums (including deposits and
assessments).

(e) Exclusion of capital gains. Gains
from sales or exchanges of capital as-
sets to the extent provided in sub-
chapter P (section 1201 and following,
relating to capital gains and losses),
chapter 1 of the Code, shall be excluded
from the amounts described in this sec-
tion.

[T.D. 6662, 28 FR 6972, July 29, 1963]

§1.501(c)(16)-1 Corporations organized
to finance crop operations.

A corporation organized by a farm-
ers’ cooperative marketing or pur-
chasing association, or the members
thereof, for the purpose of financing
the ordinary crop operations of such
members or other producers is exempt,
provided the marketing or purchasing
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association is exempt under section 521
and the financing corporation is oper-
ated in conjunction with the mar-
keting or purchasing association. The
provisions of §1.5621-1 relating to a re-
serve or surplus and to capital stock
shall also apply to corporations coming
under this section.

§1.501(c)(17)-1 Supplemental
ployment benefit trusts.

(a) Requirements for qualification. (1) A
supplemental unemployment benefit
trust may be exempt as an organiza-
tion described in section 501(c)(17) if
the requirements of subparagraphs (2)
through (6) of this paragraph are satis-
fied.

(2) The trust is a valid, existing trust
under local law and is evidenced by an
executed written document.

(3) The trust is part of a written plan
established and maintained by an em-
ployer, his employees, or both the em-
ployer and his employees, solely for the
purpose of providing supplemental un-
employment compensation benefits (as
defined in section 501(c)(17)(D) and
paragraph (b)(1) of §1.501(c)(17)-1).

(4) The trust is part of a plan which
provides that the corpus and income of
the trust cannot (in the taxable year,
and at any time thereafter, before the
satisfaction of all liabilities to employ-
ees covered by the plan) be used for, or
diverted to, any purpose other than the
providing of supplemental unemploy-
ment compensation benefits. Thus, if
the plan provides for the payment of
any benefits other than supplemental
unemployment compensation benefits
as defined in paragraph (b) of this sec-
tion, the trust will not be entitled to
exemption as an organization described
in section 501(c)(17). However, the pay-
ment of any necessary or appropriate
expenses in connection with the admin-
istration of a plan providing supple-
mental unemployment compensation
benefits shall be considered a payment
to provide such benefits and shall not
affect the qualification of the trust.

(5) The trust is part of a plan whose
eligibility conditions and benefits do
not discriminate in favor of employees
who are officers, shareholders, persons
whose principal duties consist of super-
vising the work of other employees, or
highly compensated employees. See

unem-
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sections 401(a)(3)(B) and 401(a)(4) and
§§1.401-3 and 1.401(a)(49)-0 through
1.401(a)(4)-13. However, a plan is not
discriminatory within the meaning of
section 501(c)(17)(A)(iii), relating to the
requirement that the benefits paid
under the plan be nondiscriminatory,
merely because the benefits received
under the plan bear a uniform relation-
ship to the total compensation, or the
basic or regular rate of compensation,
of the employees covered by the plan.
Accordingly, the benefits provided for
highly paid employees may be greater
than the benefits provided for lower
paid employees if the benefits are de-
termined by reference to their com-
pensation; but, in such a case, the plan
will not qualify if the benefits paid to
the higher paid employees bear a larger
ratio to their compensation than the
benefits paid to the lower paid employ-
ees bear to their compensation. In ad-
dition, section 501(c)(17)(B) sets forth
certain other instances in which a plan
will not be considered discriminatory
(see paragraph (c) of §1.501(c)(17)-2).

(6) The trust is part of a plan which
requires that benefits are to be deter-
mined according to objective stand-
ards. Thus, a plan may provide simi-
larly situated employees with benefits
which differ in kind and amount, but
may not permit such benefits to be de-
termined solely in the discretion of the
trustees.

(b) Meaning of terms. The following
terms are defined for purposes of sec-
tion 501(c)(17):

(1) Supplemental unemployment com-
pensation benefits. The term supple-
mental unemployment compensation bene-
fits means only:

(i) Benefits paid to an employee be-
cause of his involuntary separation
from the employment of the employer,
whether or not such separation is tem-
porary, but only when such separation
is one resulting directly from a reduc-
tion in force, the discontinuance of a
plant or operation, or other similar
conditions; and

(ii) Sick and accident benefits subor-
dinate to the benefits described in sub-
division (i) of this subparagraph.

(2) Employee. The term employee
means an individual whose status is
that of an employee under the usual
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common-law rules applicable in deter-
mining the employer-employee rela-
tionship. The term employee also in-
cludes an individual who qualifies as an
employee under the State or Federal un-
employment compensation law cov-
ering his employment, whether or not
such an individual could qualify as an
employee under such common-law
rules.

(3) Involuntary separation from the em-
ployment of the employer. Whether a sep-
aration from the employment of the em-
ployer occurs is a question to be de-
cided with regard to all the facts and
circumstances. However, for purposes
of section 501(c)(17), the term separation
includes both a temporary separation
and a permanent severance of the em-
ployment relationship. Thus, for exam-
ple, an employee may be separated
from the employment of his employer
even though at the time of separation
it is believed that he will be reem-
ployed by the same employer. Whether
or not an employee is involuntarily sep-
arated from the employment of the em-
ployer is a question of fact. However,
normally, an employee will not be
deemed to have separated himself vol-
untarily from the employment of his
employer merely because his collective
bargaining agreement provides for the
termination of his services upon the
happening of a condition subsequent
and that condition does in fact occur.
For example, if the collective bar-
gaining agreement provides that the
employer may automate a given de-
partment and thereby dislocate several
employees, the fact that the employ-
ees’ collective bargaining agent has
consented to such a condition will not
render any employee’s subsequent un-
employment for such cause voluntary.

(4) Other similar conditions. Involun-
tary separation directly resulting from
other similar conditions includes, for ex-
ample, involuntary separation from the
employment of the employer resulting
from cyclical, seasonal, or techno-
logical causes. Some causes of involun-
tary separation from the employment
of the employer which are not similar
to those enumerated in section
501(c)(A7)(D)(i) are separation for dis-
ciplinary reasons or separation because
of age.
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(5) Subordinate sick and accident bene-
fits. In general, a sick and accident ben-
efit payment is an amount paid to an
employee in the event of his illness or
personal injury (whether or not such
illness or injury results in the employ-
ee’s separation from the service of his
employer). In addition, the phrase sick
and accident benefits includes amounts
provided under the plan to reimburse
an employee for amounts he expends
because of the illness or injury of his
spouse or a dependent (as defined in
section 152). Sick and accident benefits
may be paid by a trust described in sec-
tion 501(c)(17) only if such benefits are
subordinate to the separation pay-
ments provided under the plan of which
the trust forms a part. Whether the
sick and accident benefits provided
under a supplemental unemployment
compensation benefit plan are subordi-
nate to the separation benefits pro-
vided under such plan is a question to
be decided with regard to all the facts
and circumstances.

[T.D. 6972, 33 FR 12900, Sept. 12, 1968, as
amended by T.D. 9849, 84 FR 9235, Mar. 14,
2019]

§1.501(c)(17)-2 General rules.

(a) Supplemental unemployment com-
pensation benefits. Supplemental unem-
ployment compensation benefits as de-
fined in section 501(c)(17)(D) and para-
graph (b)(1) of §1.501(c)(17)-1 may be
paid in a lump sum or installments.
Such benefits may be paid to an em-
ployee who has, subsequent to his sepa-
ration from the employment of the em-
ployer, obtained other part-time, tem-
porary, or permanent employment.
Furthermore, such payments may be
made in cash, services, or property.
Thus, supplemental unemployment
compensation benefits provided to in-
voluntarily separated employees may
include, for example, the following:
Furnishing of medical care at an estab-
lished clinic, furnishing of food, job
training and schooling, and job coun-
seling. If such benefits are furnished in
services or property, the fair market
value of the benefits must satisfy the
requirements of section
501(c)(A7)(A)(ii), relating to non-
discrimination as to benefits. However,
supplemental unemployment com-
pensation benefits may be provided
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only to an employee and only under
circumstances described in paragraph
(b)(1) of §1.501(c)(17)-1. Thus, a trust de-
scribed in section 501(c)(17) may not
provide, for example, for the payment
of a death, vacation, or retirement ben-
efit.

(b) Sick and accident benefits. If a
trust described in section 501(c)(17) pro-
vides for the payment of sick and acci-
dent benefits, such benefits may only
be provided for employees who are eli-
gible for receipt of separation benefits
under the plan of which the trust is a
part. However, the sick and accident
benefits need not be provided for all
the employees who are eligible for re-
ceipt of separation benefits, so long as
the plan does not discriminate in favor
of persons with respect to whom dis-
crimination is proscribed in section
501(c)(17)(A) (ii) and (iii). Furthermore,
the portion of the plan which provides
for the payment of sick and accident
benefits must satisfy the non-
discrimination requirements of section
501(c)(17)(A) (ii) and (iii) without regard
to the portion of the plan which pro-
vides for the payment of benefits be-
cause of involuntary separation.

(c) Correlation with other plans. (1) In
determining whether a plan meets the
requirements of section 501(c)(17)(A)
(ii) and (iii), any benefits provided
under any other plan shall not be
taken into consideration except in the
particular instances enumerated in sec-
tion 501(c)(A7)(B) (i), (ii), and (iii). In
general, these three exceptions permit
a plan providing for the payment of
supplemental unemployment com-
pensation benefits to satisfy the non-
discrimination requirements in section
501(c)(A7)(A) (ii) and (iii) if the plan is
able to satisfy such requirements when
it is correlated with one or more of the
plans described in section 501(c)(17)(B).

(2) Under section 501(c)(17)(B)({), a
plan will not be considered discrimina-
tory merely because the benefits under
the plan which are first determined in
a nondiscriminatory manner (within
the meaning of section 501(c)(17)(A))
are then reduced by any sick, accident,
or unemployment compensation bene-
fits received under State or Federal
law, or are reduced by a portion of
these benefits if determined in a non-
discriminatory manner. Under this ex-
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ception, a plan may, for example, sat-
isfy the requirements of section
501(c)(17)(A)({ii) if it provides for the
payment of an unemployment benefit
and the amount of such benefit is de-
termined as a percentage of the em-
ployee’s compensation which is then
reduced by any unemployment benefit
which the employee receives under a
State plan. In addition, a plan could
provide for the reduction of such a plan
benefit by a percentage of the State
benefit. Furthermore, a plan may also
satisfy the requirements of section
501(c)(17)(A) if it provides for the pay-
ment to an employee of an amount
which when added to any State unem-
ployment benefit equals a percentage
of the employee’s compensation.

(3) Under section 501(c)(17)(B)(i), a
plan will not be considered discrimina-
tory merely because the plan provides
benefits only for employees who are
not eligible to receive sick, accident,
or unemployment compensation bene-
fits under State or Federal law. In such
a case, however, the benefits provided
under the plan seeking to satisfy the
requirements of section 501(c)(17) must
be the same benefits, or a portion of
the same benefits if determined in a
nondiscriminatory manner, which such
ineligible employees would receive
under State or Federal law if they were
eligible for such benefits. Under this
exception, for example, an employer
may establish a plan only for employ-
ees who have exhausted their benefits
under the State law, and, if the plan
provides for such employees the same
benefits which they would receive
under the State plan, the State plan
and the plan of the employer will be
considered as one plan in determining
whether the requirements relating to
nondiscrimination in section
501(c)(17)(A) are satisfied. Furthermore,
such a plan could also qualify even
though it does not provide all of the
benefits provided under the State plan.
Thus, a plan could provide for the pay-
ment of a reduced amount of the bene-
fits, or for the payment of only certain
of the types of benefits, provided by the
State plan. For example, if the State
plan provides for the payment of sick,
accident, and separation benefits, the
plan of the employer may provide for
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the payment of only separation bene-
fits, or for the payment of an amount
equal to only one-half of the State pro-
vided benefit. However, if a plan pro-
vides benefits for employees who are
not eligible to receive the benefits pro-
vided under a State plan and such ben-
efits are greater or of a different type
than those under the State plan, the
plan of the employer must satisfy the
requirements of section 501(c)(17)(A)
without regard to the benefits and cov-
erage provided by the State plan.

(4) Under section 501(c)(17)(B)(iii), a
plan is not considered discriminatory
merely because the plan provides bene-
fits only for employees who are not eli-
gible to receive benefits under another
plan which satisfies the requirements
of section 501(c)(17)(A) and which is
funded solely by contributions of the
employer. In such a case, the plan
seeking to qualify under section
501(c)(17) must provide the same bene-
fits, or a portion of such benefits if de-
termined in a nondiscriminatory man-
ner, as are provided for the employees
under the plan funded solely by em-
ployer contributions. Furthermore,
this exception only applies if the em-
ployees eligible to receive benefits
under both plans would satisfy the re-
quirements in section 501(c)(17)(A)(i),
relating to nondiscrimination as to
coverage. The plan of the employer
which is being correlated with the plan
seeking to satisfy the requirements of
section 501(c)(17) may be a plan which
forms part of a voluntary employees’
beneficiary association described in
section 501(c)(9), if such plan satisfies
all the requirements of section
501(c)(17)(A). Under this exception, for
example, if an employer has estab-
lished a plan providing for the payment
of supplemental unemployment com-
pensation benefits for his hourly wage
employees and such plan satisfies the
requirements of section 501(c)(17)(A)
(even though the plan forms part of a
voluntary employees’ beneficiary asso-
ciation described in section 501(c)(9)),
the salaried employees of such em-
ployee may establish a plan for them-
selves, and, if such plan provides for
the same benefits as the plan covering
hourly-wage employees, both plans
may be considered as one plan in deter-
mining whether the plan covering the
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salaried employees satisfies the re-
quirement that is be nondiscrim-
inatory as to coverage. The foregoing
example would also be applicable if the
benefits provided for the salaried em-
ployees were funded solely or in part
by employer contributions.

(d) Permanency of the plan. A plan
providing for the payment of supple-
mental unemployment compensation
benefits contemplates a permanent as
distinguished from a temporary pro-
gram. Thus, although there may be re-
served the right to change or terminate
the plan, and to discontinue contribu-
tions thereunder, the abandonment of
the plan for any reason other than
business necessity within a few years
after it has taken effect will be evi-
dence that the plan from its inception
was not a bona fide program for the
purpose of providing supplemental un-
employment compensation benefits to
employees. Whether or not a particular
plan constitutes a permanent arrange-
ment will be determined by all of the
surrounding facts and circumstances.
However, merely because a collective
bargaining agreement provides that a
plan may be modified at the termi-
nation of such agreement, or that par-
ticular provisions of the plan are sub-
ject to renegotiation during the dura-
tion of such agreement, does not nec-
essarily imply that the plan is not a
permanent arrangement. Moreover, the
fact that the plan provides that the as-
sets remaining in the trust after the
satisfaction of all liabilities (including
contingent liabilities) under the plan
may be returned to the employer does
not imply that the plan is not a perma-
nent arrangement nor preclude the
trust from qualifying under section

501(c)(A7).
(e) Portions of years. A plan must sat-
isfy the requirements of section

501(c)(17) throughout the entire taxable
year of the trust in order for the trust
to be exempt for such year. However,
section 501(c)(17)(C) provides that a
plan will satisfy the nondiscrimination
as to classification requirements of
section 501(c)(17)(A) if on at least one
day in each quarter of the taxable year
of the trust it satisfies such require-
ments.

(f) Several trusts constituting one plan.
Several trusts may be designated as
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constituting part of one plan which is
intended to satisfy the requirements of
section 501(c)(17), in which case all of
such trusts taken as a whole must
meet the requirements of such section.
The fact that a combination of trusts
fails to satisfy the requirements of sec-
tion 501(c)(17) as one plan does not pre-
vent such of the trusts as satisfy the
requirements of section 501(c)(17) from
qualifying for exemption under that
section.

(g) Plan of several employers. A trust
forming part of a plan of several em-
ployers, or the employees of several
employers, will be a supplemental un-
employment benefit trust described in
section 501(c)(17) if all the require-
ments of that section are otherwise
satisfied.

(h) Investment of trust funds. No spe-
cific limitations are provided in sec-
tion 501(c)(17) with respect to invest-
ments which may be made by the
trustees of a trust qualifying under
that section. Generally, the contribu-
tions may be used by the trustees to
purchase any investments permitted by
the trust agreement to the extent al-
lowed by local law. However, the tax-
exempt status of the trust will be for-
feited if the investments made by the
trustees constitute prohibited trans-
actions within the meaning of section
503. See section 503 and the regulations
thereunder. In addition, such a trust
will be subject to tax under section 511
with respect to any wunrelated business
taxable income (as defined in section
512) realized by it from its investments.
See sections 511 to 515, inclusive, and
the regulations thereunder.

(i) Allocations. If a plan which pro-
vides sick and accident benefits is fi-
nanced solely by employer contribu-
tions to the trust, and such sick and
accident benefits are funded by pay-
ment of premiums on an accident or
health insurance policy (whether on a
group or individual basis) or by con-
tributions to a separate fund which
pays such sick and accident benefits,
the plan must specify that portion of
the contributions to be used to fund
such benefits. If a plan which is fi-
nanced in whole or in part by employee
contributions provides sick and acci-
dent benefits, the plan must specify the
portion, if any, of employee contribu-

40

26 CFR Ch. | (4-1-21 Edition)

tions allocated to the cost of funding
such benefits, and must allocate the
cost of funding such benefits between
employer contributions and employee
contributions.

(j) Required records and returns. Every
trust described in section 501(c)(17)
must maintain records indicating the
amount of separation benefits and sick
and accident benefits which have been
provided to each employee. If a plan is
financed, in whole or in part, by em-
ployee contributions to the trust, the
trust must maintain records indicating
the amount of each employee’s total
contributions allocable to separation
benefits. In addition, every trust de-
scribed in section 501(c)(17) which
makes one or more payments totaling
$600 or more in 1 year to an individual
must file an annual information return
in the manner described in paragraph
(b)(1) of §1.6041-2. However, if the pay-
ments from such trust are subject to
income tax withholding under section
3402(o) and the regulations thereunder,
the trust must file, in lieu of such an-
nual information return, the returns of
income tax withheld from wages re-
quired by section 6011 and the regula-
tions thereunder. In such cir-
cumstances, the trust must also fur-
nish the statements to the recipients of
trust distributions required by section
6051 and the regulations thereunder.

[T.D. 6972, 33 FR 12901, Sept. 12, 1968, as
amended by T.D. 7068, 35 FR 17328, Nov. 11,
1970]

§1.501(c)(17)-3 Relation to other sec-
tions of the Code.

(a) Taxability of benefit distributions—
(1) Separation benefits. If the separation
benefits described in section
501(c)(A7)(D)(i) are funded entirely by
employer contributions, then the full
amount of any separation benefit pay-
ment received by an employee is in-
cludible in his gross income under sec-
tion 61(a). If any such separation ben-
efit is funded by both employer and
employee contributions, or solely by
employee contributions, the amount of
any separation benefit payment which
is includible in the gross income of the
employee is the amount by which such
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distribution and any prior distribu-
tions of such separation payments ex-
ceeds the employee’s total contribu-
tions to fund such separation benefits.

(2) Sick and accident benefits. Any ben-
efit payment received from the trust
under the part of the plan, if any,
which provides for the payment of sick
and accident benefits must be included
in gross income under section 61(a), un-
less specifically excluded under section
104 or 105 and the regulations there-
under. See section 105(b) and §1.105-2
for benefit payments expended for med-
ical care, benefit payments in excess of
actual medical expenses, and benefit
payments which an employee is enti-
tled to receive irrespective of whether
or not he incurs expenses for medical
care. See section 213 and §1.213-1(g) for
benefit payments representing reim-
bursement for medical expenses paid in
prior years. See §1.501(c)(17)-2(i) for the
requirement that a trust described in
section 501(c)(17) which receives em-
ployee contributions must be part of a
written plan which provides for the al-
location of the cost of funding sick and
accident benefits.

(b) Exemption as a voluntary employ-
ees’ beneficiary association. Section
501(c)(17)(E) contemplates that a trust
forming part of a plan providing for the
payment of supplemental unemploy-
ment compensation benefits may, if it
qualifies, apply for exemption from in-
come tax under section 501(a) either as
a voluntary employees’ beneficiary as-
sociation described in section 501(c)(9)
or as a trust described in section
501(c)(A7).

(¢c) Returns. A trust which is de-
scribed in section 501(c)(17) and which
is exempt from tax under section 501(a)
must file a return in accordance with
section 6033 and the regulations there-
under. If such a trust realizes any unre-
lated business taxable income, as de-
fined in section 512, the trust is also re-
quired to file a return with respect to
such income.

(d) Effective date. Section 501(c)(17)
shall apply to taxable years beginning
after December 31, 1959, and shall apply
to supplemental unemployment benefit
trusts regardless of when created or or-
ganized.

[T.D. 6972, 33 FR 12902, Sept. 12, 1968]
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§1.501(c)(18)-1 Certain funded pension
trusts.

(a) In general. Organizations de-
scribed in section 501(c)(18) are trusts
created before June 25, 1959, forming
part of a plan for the payment of bene-
fits under a pension plan funded only
by contributions of employees. In order
to be exempt, such trusts must also
meet the requirements set forth in sec-
tion 501(c)(18) (A), (B), and (C), and in
paragraph (b) of this section.

(b) Requirements for qualification. A
trust described in section 501(c)(18)
must meet the following requirements:

(1) Local law. The trust must be a
valid, existing trust under local law,
and must be evidenced by an executed
written document.

(2) Funding. The trust must be funded
solely from contributions of employees
who are members of the plan. For pur-
poses of this section, the term contribu-
tions of employees shall include earnings
on, and gains derived from, the assets
of the trust which were contributed by
employees.

(3) Creation before June 25, 1959—@) In
general. The trust must have been cre-
ated before June 25, 1959. A trust cre-
ated before June 25, 1959 is described in
section 501(c)(18) and this section even
though changes in the makeup of the
trust have occurred since that time so
long as these are not fundamental
changes in the character of the trust or
in the character of the beneficiaries of
the trust. Increases in the beneficiaries
of the trust by the addition of employ-
ees in the same or related industries,
whether such additions are of individ-
uals or of units (such as local units of
a union) will generally not be consid-
ered a fundamental change in the char-
acter of the trust. A merger of a trust
created after June 25, 1959 into a trust
created before such date is not in itself
a fundamental change in the character
of the latter trust if the two trusts are
for the benefit of employees of the
same or related industries.

(ii) Examples. The provisions of this
subparagraph may be illustrated by the
following examples:

Example 1. Assume that trust C, for the
benefit of members of participating locals of
National Union X, was established in 1950
and adopted by 29 locals before June 25, 1959.
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The subsequent adoption of trust C by addi-
tional locals of National Union X in 1962 will
not constitute a fundamental change in the
character of trust C, since such subsequent
adoption is by employees in a related indus-
try.

Example 2. Assume the facts as stated in
example 1, except that in 1965 National
Union X merged with National Union Y,
whose members are engaged in trades related
to those engaged in by X’s members. Assume
further that trust D, the employee funded
pension plan and fund for employees of Y,
was subsequently merged into trust C. The
merger of trust D into trust C would not in
itself constitute a fundamental change in the
character of trust C, since both C and D are
for the benefit of employees of related indus-
tries.

(4) Payment of benefits. The trust
must provide solely for the payment of
pension or retirement benefits to its
beneficiaries. For purposes of this sec-
tion, the term retirement benefits is in-
tended to include customary and inci-
dental benefits, such as death benefits
within the limits permissible under
section 401.

(5) Diversion. The trust must be part
of a plan which provides that, before
the satisfaction of all liabilities to em-
ployees covered by the plan, the corpus
and income of the trust cannot (within
the taxable year and at any time there-
after) be used for, or diverted to, any
purpose other than the providing of
pension or retirement benefits. Pay-
ment of expenses in connection with
the administration of a plan providing
pension or retirement benefits shall be
considered a payment to provide such
benefits and shall not affect the quali-
fication of the trust.

(6) Discrimination. The trust must be
part of a plan whose eligibility condi-
tions and benefits do not discriminate
in favor of employees who are officers,
shareholders, persons whose principal
duties consist of supervising the work
of other employees, or highly com-
pensated employees. See sections
401(a)(3)(B) and 401(a)(4) and §§1.401-3
and 1.401(a)(4)-0 through 1.401(a)(4)-13.
However, a plan is not discriminatory
within the meaning of section 501(c)(18)
merely because the benefits received
under the plan bear a uniform relation-
ship to the total compensation, or the
basic or regular rate of compensation,
of the employees covered by the plan.
Accordingly, the benefits provided for
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highly paid employees may be greater
than the benefits provided for lower
paid employees if the benefits are de-
termined by reference to their com-
pensation; but, in such a case, the plan
will not qualify if the benefits paid to
the higher paid employees are a larger
portion of compensation than the bene-
fits paid to lower paid employees.

(7) Objective standards. The trust
must be part of a plan which requires
that benefits be determined according
to objective standards. Thus, while a
plan may provide similarly situated
employees with benefits which differ in
kind and amount, these benefits may
not be determined solely in the discre-
tion of the trustees.

(c) Effective date. The provisions of
section 501(c)(18) and this section shall
apply with respect to taxable years be-
ginning after December 31, 1969.

[T.D. 7172, 37 FR 5618, Mar. 17, 1972, as amend-
ed by T.D. 9849, 84 FR 9235, Mar. 14, 2019]

§1.501(c)(19)-1 War veterans organiza-
tions.

(a) In general. (1) For taxable years
beginning after December 31, 1969, a
veterans post or organization which is
organized in the United States or any
of its possessions may be exempt as an
organization described in section
501(c)(19) if the requirements of para-
graphs (b) and (c) of this section are
met and if no part of its net earnings
inures to the benefit of any private
shareholder or individual. Paragraph
(b) of this section contains the mem-
bership requirements such a post or or-
ganization must meet in order to qual-
ify under section 501(c)(19). Paragraph
(c) of this section outlines the pur-
poses, at least one of which such a post
or organization must have in order to
so qualify.

(2) In addition, an auxiliary unit or
society described in paragraph (d) of
this section of such a veterans post or
organization and a trust or foundation
described in paragraph (e) of this sec-
tion for such post or organization may
be exempt as an organization described
in section 501(c)(19).

(b) Membership requirements. (1) In
order to be described in section
501(c)(19) under paragraph (a)(1l) of this
section, an organization must meet the
membership requirements of section
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501(¢c)(19)(B) and this paragraph. There
are two requirements that must be met
under this paragraph. The first require-
ment is that at least 75 percent of the
members of the organization must be
war veterans. For purposes of this sec-
tion the term war veterans means per-
sons, whether or not present members
of the United States Armed Forces,
who have served in the Armed Forces
of the United States during a period of
war (including the Korean and Vietnam
conflicts).

(2) The second requirement of this
paragraph is that at least 97.5 percent
of all members of the organization
must be described in one or more of the
following categories:

(i) War veterans,

(ii) Present or former members of the
United States Armed Forces,

(iii) Cadets (including only students
in college or university ROTC pro-
grams or at Armed Services acad-
emies), or

(iv) Spouses, widows, or widowers of
individuals referred to in paragraph
(b)(2) (i), (ii) or (iii) of this section.

(c) Exempt purposes. In addition to the
requirements of paragraphs (a)(1) and
(b) of this section, in order to be de-
scribed in section 501(c)(19) under para-
graph (a)(1) of this section an organiza-
tion must be operated exclusively for
one or more of the following purposes:

(1) To promote the social welfare of
the community as defined in
§1.501(c)(4)-1(a)(2).

(2) To assist disabled and needy war
veterans and members of the United
States Armed Forces and their depend-
ents, and the widows and orphans of de-
ceased veterans,

(3) To provide entertainment, care,
and assistance to hospitalized veterans
or members of the Armed Forces of the
United States,

(4) To carry on programs to perpet-
uate the memory of deceased veterans
and members of the Armed Forces and
to comfort their survivors,

(5) To conduct programs for religious,
charitable, scientific, literary, or edu-
cational purposes,

(6) To sponsor or participate in ac-
tivities of a patriotic nature,

(7) To provide insurance benefits for
their members or dependents of their
members or both, or
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(8) To provide social and recreational
activities for their members.

(d) Aurxiliary units or societies for war
veterans organizations. A unit or society
may be exempt as an organization de-
scribed in section 501(c)(19) and para-
graph (a)(2) of this section if it is an
auxiliary unit or society of a post or
organization of war veterans described
in paragraph (a)(1) of this section. A
unit or society is an auxiliary unit or
society or such a post or organization
if it meets the following requirements:

(1) It is affiliated with, and organized
in accordance with, the bylaws and reg-
ulations formulated by an organization
described in paragraph (a)(1) of this
section,

(2) At least 75 percent of its members
are either war veterans, or spouses of
war veterans, or are related to a war
veteran within two degrees of consan-
guinity (i.e., grandparent, brother, sis-
ter, grandchild, represent the most dis-
tant allowable relationships),

(3) All of its members are either
members of an organization described
in paragraph (a)(1) of this section, or
spouses of a member of such an organi-
zation or are related to a member of
such an organization, within two de-
grees of consanguinity, and

(4) No part of its net earnings inures
to the benefit of any private share-
holder or individual.

(e) Trusts or foundations. A trust or
foundation may be exempt as an orga-
nization described in section 501(c)(19)
and paragraph (a)(2) of this section if it
is a trust or foundation for a post or or-
ganization of war veterans described in
paragraph (a)(1) of this section. A trust
or foundation is a trust or foundation
for such a post or organization if it
meets the following requirements:

(1) The trust or foundation is in ex-
istence under local law and, if orga-
nized for charitable purposes, has a dis-
solution provision described in
§1.501(c)(3)-1(b)(4).

(2) The corpus or income cannot be
diverted or used other than for the
funding of a post or organization of war
veterans described in paragraph (a)(l)
of this section, for section 170(c)(4) pur-
poses, or as an insurance set aside (as
defined in §1.512(a)-4(b)).

(3) The trust income is not unreason-
ably accumulated and, if the trust or



§1.501(c)(21)-1

foundation is not an insurance set
aside, a substantial portion of the in-
come is in fact distributed to such post
or organization or for section 170(c)(4)
charitable purposes, and

(4) It is organized exclusively for one
or more of those purposes enumerated
in paragraph (c) of this section.

[T.D. 7438, 41 FR 44392, Oct. 8, 1976]

§1.501(c)(21)-1 Black lung trusts—cer-
tain terms.

(a) Created or organized in the United
States. A trust is not created or orga-
niced in the United States unless it is
maintained at all times as a domestic
trust in the United States. For this
purpose, section 7701(a)(9) limits the
term United States to the District of Co-
lumbia and States of the TUnited
States.

(b) Insurance company. The term in-
surance company means an insurance,
surety, bonding or other company
whose liability for the kinds of claims
to which section 501(c)(21)(A)(i) applies
is as an insurer or guarantor of the li-
abilities of another.

(c) Black Lung Acts. The term Black
Lung Acts includes any State law pro-
viding compensation for disability or
death due to pneumoconiosis even
though the State law compensates for
other kinds of injuries. In such a case,
section 501(c)(21) applies only to the ex-
tent that the liability is attributable
to disability or death due to pneumo-
coniosis. For this purpose, the term
pneumoconiosis has the same meaning
as it has under federal law. See 30
U.S.C. 902.

(d) Insurance exclusively covering such
liability. The term insurance exclusively
covering such liability includes insur-
ance that covers risk for liabilities in
addition to the liabilities to which sec-
tion 501(c)(21)(A)(i) applies. In such a
case, payment for premiums may be
made from the trust only to the extent
of that portion of the premiums that
has been separately allocated and stat-
ed by the insurer as attributable solely
to coverage of the liabilities to which
section 501(c)(21)(A)(i) applies.

(e) Administrative and other incidental
expenses. The term administrative and
other incidental expenses means expendi-
tures that are appropriate and helpful
to the trust making them in carrying
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out the purposes for which its assets
may be used under section 501(c)(21)(B).
The term includes any exicse tax im-
posed on the trust under section 4952
(relating to taxes on taxable expendi-
tures) and reasonable expenses, such as
legal expenses, incurred by the trust in
connection with an assertion against
the trust of liability for a taxable ex-
penditure. The term does not include
an excise tax imposed on the trustee or
on other disqualified persons under sec-
tion 4951 (relating to taxes on self-deal-
ing) or under section 4953 (relating to
tax on excess contributions to black
lung benefit trusts) or any expenses in-
curred in connection with the assertion
of these taxes other than expenses that
are treated as part of reasonable com-
pensation under section 4951(d)(2)(C).
See §§53.4941 (d)-2(f)(3) and (d)-3(c) for
interpretations of similar provisions
under section 4941(d)(2)(E), relating to
reasonable compensation for private
foundation disqualified persons.

(f) Public debt securities of the United
States. The term public debt securities of
the United States means obligations
that are taken into consideration for
purposes of the public debt limit. See,
for example 31 U.S.C. 757b.

(g) Obligations of a State or local gov-
ernment. The term obligations of a State
or local government means the obliga-
tions of a State or local governmental
unit the interest on which is exempt
from tax under section 103(a). See
§1.103-1(a).

(h) Time or demand deposits. The term
time or demand deposits includes check-
ing accounts, savings accounts, certifi-
cates of deposit or other time or de-
mand deposits. The term does not in-
clude common or collective trust funds
such as a common trust fund as defined
in section 584.

[44 FR 52197, Sept. 7, 1979]

§1.501(c)(21)-2 Same—trust
ment.

instru-

As trust does not meet the require-
ments of section 501(c)(21) if it is not
established and maintained pursuant
to a written instrument. The trust in-
strument must definitely and affirma-
tively prohibit a diversion or use of
trust assets that is not permitted
under section 501(c)(21)(B) or section
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4953(c), whether by operation or nat-
ural termination of the trust, by power
of revocation or amendment by the
happening of a contingency by collat-
eral arrangement, or by any other
means. No particular form for the trust
instrument is required. A trust may
meet the requirements of section
501(c)921) although the trust instru-
ment fails to contain provisions the ef-
fects of which are to prohibit acts that
are subject to section 4951 (relating to
taxes on self-dealing), section 4952 (re-
lating to taxes on taxable expendi-
tures) or the retention of contributions
subject to section 4953 (relating to tax
on excess contributions to black lung
benefit trusts).

[44 FR 52197, Sept. 7, 1979]

§1.501(c)(29)-1 CO-OP Health Insur-
ance Issuers.

(a) Organizations must notify the Com-
missioner that they are applying for rec-
ognition of section 501(c)(29) status. An
organization will not be treated as de-
scribed in section 501(c)(29) unless the
organization has given notice to the
Commissioner that it is applying for
recognition as an organization de-
scribed in section 501(c)(29) in the man-
ner prescribed by the Commissioner in
published guidance.

(b) Effective date of recognition of sec-
tion 501(c)(29) status. An organization
may be recognized as an organization
described in section 501(c)(29) as of a
date prior to the date of the notice re-
quired by paragraph (a) of this section
if the notice is given in the manner and
within the time prescribed by the Com-
missioner and the organization’s pur-
poses and activities prior to giving
such notice were consistent with the
requirements for exempt status under
section 501(c)(29). However, an organi-
zation may not be recognized as an or-
ganization described in section
501(c)(29) before the later of its forma-
tion or March 23, 2010.

(c) Effective/applicability date. Para-
graphs (a) and (b) of this section are
applicable beginning February 7, 2012.

[T.D. 9709, 80 FR 4793, Jan. 29, 2015]
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§1.501(d)-1 Religious and apostolic as-
sociations or corporations.

(a) Religious or apostolic associa-
tions or corporations are described in
section 501(d) and are exempt from tax-
ation under section 501(a) if they have
a common treasury or community
treasury, even though they engage in
business for the common benefit of the
members, provided each of the mem-
bers includes (at the time of filing his
return) in his gross income his entire
pro rata share, whether distributed or
not, of the net income of the associa-
tion or corporation for the taxable year
of the association or corporation end-
ing with or during his taxable year.
Any amount so included in the gross
income of a member shall be treated as
a dividend received.

(b) For annual return requirements
of organizations described in section
501(d), see section 6033 and paragraph
(a)(b) of §1.6033-1.

§1.501(e)-1 Cooperative hospital serv-
ice organizations.

(a) General rule. Section 501(e) is the
exclusive and controlling section under
which a cooperative hospital service
organization can qualify as a chari-
table organization. A cooperative hos-
pital service organization which meets
the requirements of section 501(e) and
this section shall be treated as an orga-
nization described in section 501(c)(3),
exempt from taxation under section
501(a), and referred to in section
170(b)(1)(A) (iii) (relating to percentage
limitations on charitable contribu-
tions). In order to qualify for tax ex-
empt status, a cooperative hospital
service organization must—

(1) Be organized and operated on a co-
operative basis,

(2) Perform, on a centralized basis,
only one or more specifically enumer-
ated services which, if performed di-
rectly by a tax exempt hospital, would
constitute activities in the exercise or
performance of the purpose or function
constituting the basis for its exemp-
tion, and

(3) Perform such service or services
solely for two or more patron-hospitals
as described in paragraph (d) of this
section.

(b) Organized and operated on a coop-
erative basis—(1) In general. In order to
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meet the requirements of section
501(e), the organization must be orga-
nized and operated on a cooperative
basis (whether or not under a specific
statute on cooperatives) and must allo-
cate or pay all of its net earnings with-
in 8% months after the close of the tax-
able year to its patron-hospitals on the
basis of the percentage of its services
performed for each patron. To allocate
its net earnings to its patron-hospitals,
the organization must make appro-
priate bookkeeping entries and provide
timely written notice to each patron-
hospital disclosing to the patron-hos-
pital the amount allocated to it on the
books of the organization. For the rec-
ordkeeping requirements of a section
501(e) organization, see §1.521-1(a)(1).

(2) Percentage of services defined. The
percentage of services performed for
each patron-hospital may be deter-
mined on the basis of either the value
or the quantity of the services provided
by the organization to the patron-hos-
pital, provided such basis is realistic in
terms of the actual cost of the services
to the organization.

(3) Retention of met earnings. Exemp-
tion will not be denied a cooperative
hospital service organization solely be-
cause the organization, instead of pay-
ing all net earnings to its patron-hos-
pitals, retains an amount for such pur-
poses as retiring indebtedness, expand-
ing the services of the organization, or
for any other necessary purpose and al-
locates such amounts to its patrons.
However, such funds may not be accu-
mulated beyond the reasonably antici-
pated needs of the organization. See,
§1.537-1(b). Whether there is an im-
proper accumulation of funds depends
upon the particular circumstances of
each case. Moreover, where an organi-
zation retains net earnings for nec-
essary purposes, the organization’s
records must show each patron’s rights
and interests in the funds retained. For
purposes of this paragraph, the term
net earnings does not include capital
contributions to the organization and
such contributions need not satisfy the
allocation or payment requirements.

(4) Nonpatronage and other income. An
organization described in section 501(e)
may, in addition to net earnings, re-
ceive membership dues and related
membership assessment fees, gifts,
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grants and income from nonpatronage
sources such as investment of retained
earnings. However, such an organiza-
tion cannot be exempt if it engages in
any business other than that of pro-
viding the specified services, described
in paragraph (c), for the specified pa-
tron-hospitals, described in paragraph
(d). Thus, an organization described in
section 501(e) generally cannot have
unrelated business taxable income as
defined in section 512, although it may
earn certain interest, annuities, royal-
ties, and rents which are excluded from
unrelated business taxable income be-
cause of the modifications contained in
sections 512(b) (1), (2) or (3). An organi-
zation described in section 501(e) may,
however, have debt-financed income
which is treated as unrelated business
taxable income solely because of the
applicability of section 514. In addition,
exempt status under section 501(e) will
not be affected where rent from per-
sonal property leased with real prop-
erty is treated as unrelated business
taxable income under section
512(b)(3)(A)(ii) solely because the rent
attributable to the personal property is
more than incidental or under section
512(b)(3)(B)(i) solely because the rent
attributable to the personal property
exceeds b0 percent of the total rent re-
ceived or accrued under the lease. Ex-
emption will not be affected solely be-
cause the determination of the amount
of rent depends in whole or in part on
the income or profits derived from the
property leased. See, section
512(b)(3)(B)(ii). An organization de-
scribed in section 501(e) may also de-
rive nonpatronage income from sources
that are incidental to the conduct of
its exempt purposes or functions. For
example, income derived from the oper-
ation of a cafeteria or vending ma-
chines primarily for the convenience of
its employees or the disposition of by-
products in substantially the same
state they were in on completion of the
exempt function (e.g., the sale of silver
waste produced in the processing of x-
ray film) will not be considered unre-
lated business taxable income. See,
section 513(a)(2) and §1.513-1(d)(4)(ii).
The nonpatronage and other income
permitted under this subparagraph (4)
must be allocated or paid as provided
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in subparagraph (1) or retained as pro-
vided in subparagraph (3).

(5) Stock ownership—(i) Capital stock of
organization. An organization does not
meet the requirements of section 501(e)
unless all of the organization’s out-
standing capital stock, if there is such
stock, is held solely by its patron-hos-
pitals. However, no amount may be
paid as dividends on the capital stock
of the organization. For purposes of the
preceding sentence, the term capital
stock includes common stock (whether
voting or nonvoting), preferred stock,
or any other form evidencing a propri-
etary interest in the organization.

(ii) Stock ownership as a condition for
obtaining credit. If by statutory require-
ment a cooperative hospital service or-
ganization must be a shareholder in a
United States or state chartered cor-
poration as a condition for obtaining
credit from that corporate-lender, the
ownership of shares and the payment of
dividends thereon will not for such rea-
son be a basis for the denial of exemp-
tion to the organization. See, e.g., Na-
tional Consumer Cooperative Bank, 12
U.S.C. 3001 et seq.

(c) Scope of services—(1) Permissible
services. An organization meets the re-
quirements of section 501(e) only if the
organization performs, on a centralized
basis, one or more of the following
services and only such services: data
processing, purchasing (including the
purchasing and dispensing of drugs and
pharmaceuticals to patron-hospitals),
warehousing, billing and collection,
food, clinical (including radiology), in-
dustrial engineering (including the in-
stallation, maintenance and repair of
biomedical and similar equipment),
laboratory, printing, communications,
record center, and personnel (including
recruitment, selection, testing, train-
ing, education and placement of per-
sonnel) services. An organization is not
described in section 501(e) if, in addi-
tion to or instead of one or more of
these specified services, the organiza-
tion performs any other service (other
than services referred to under para-
graph (b)(4) that are incidental to the
conduct of exempt purposes or func-
tions).

(2) Illustration. The provisions of this
subparagraph may be illustrated by the
following example.
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Example. An organization performs indus-
trial engineering services on a cooperative
basis solely for patron-hospitals each of
which is an organization described in section
501(c)(3) and exempt from taxation under sec-
tion 501(a). However, in addition to this serv-
ice, the organization operates laundry serv-
ices for its patron-hospitals. This coopera-
tive organization does not meet the require-
ments of this paragraph because it performs
laundry services not specified in this para-
graph.

(d) Patron-hospitals—(1) Defined. Sec-
tion 501(e) only applies if the organiza-
tion performs its services solely for
two or more patron-hospitals each of
which is—

(i) An organization described in sec-
tion 501(c)(3) which is exempt from tax-
ation under section 501(a),

(ii) A constituent part of an organiza-
tion described in section 501(c)(3) which
is exempt from taxation under section
501(a) and which, if organized and oper-
ated as a separate entity, would con-
stitute an organization described in
section 501(c)(3), or

(iii) Owned and operated by the
United States, a State, the District of
Columbia, or a possession of the United
States, or a political subdivision or an
agency or instrumentality of any of
the foregoing.

(2) Business with nonvoting patron-hos-
pitals. Exemption will not be denied a
cooperative hospital service organiza-
tion solely because the organization
(whether organized on a stock or mem-
bership basis) transacts business with
patron-hospitals which do not have
voting rights in the organization and
therefore do not participate in the de-
cisions affecting the operation of the
organization. Where the organization
has both patron-hospitals with voting
rights and patron-hospitals without
such rights, the organization must pro-
vide at least 50 percent of its services
to patron-hospitals with voting rights
in the organization. Thus, the percent-
age of services provided to nonvoting
patrons may not exceed the percentage
of such services provided to voting pa-
trons. A patron-hospital will be deemed
to have voting rights in the coopera-
tive hospital service organization if the
patron-hospital may vote directly on
matters affecting the operation of the
organization or if the patron-hospital
may vote in the election of cooperative
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board members. Notwithstanding that
an organization may have both voting
and nonvoting patron-hospitals, pa-
tronage refunds must nevertheless be
allocated or paid to all patron-hos-
pitals solely on the basis specified in
paragraph (b) of this section.

(3) Services to other organizations. An
organization does not meet the require-
ments of section 501(e) if, in addition to
performing services for patron-hos-
pitals (entities described in subdivi-
sions (i), (ii) or (iii) of subparagraph
(1)), the organization performs any
service for any other organization. For
example, a cooperative hospital service
organization is not exempt if it per-
forms services for convalescent homes
for children or the aged, vocational
training facilities for the handicapped,
educational institutions which do not
provide hospital care in their facilities,
and proprietary hospitals. However,
the provision of the specified services
between or among cooperative hospital
service organizations meeting the re-
quirements of section 501(e) and this
section is permissible. Also permissible
is the provision of the specified serv-
ices to entities which are not patron-
hospitals, but only if such services are
de minimis and are mandated by a gov-
ernmental unit as, for example, a con-
dition for licensing.

(e) Effective dates. An organization,
other than an organization performing
clinical services, may meet the re-
quirements of section 501(e) and be a
tax exempt organization for taxable
yvears ending after June 28, 1968. An or-
ganization performing clinical services
may meet the requirements of section
501(e) and be a tax exempt organization
for taxable years ending after Decem-
ber 31, 1976. However, pursuant to the
authority contained in section 7805(b)
of the Internal Revenue Code, these
regulations shall not become effective
with respect to an organization which
has received a ruling or determination
letter from the Internal Revenue Serv-
ice recognizing its exemption under
section 501(e) until January 2, 1987.

[T.D. 8100, 51 FR 31615, Sept. 4, 1986; 51 FR
33593, Sept. 22, 1986]
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§1.501(h)-1 Application of the expendi-
ture test to expenditures to influ-
ence legislation; introduction.

(a) Scope. (1) There are certain re-
quirements an organization must meet
in order to be a charity described in sec-
tion 501(c)(3). Among other things, sec-
tion 501(c)(3) states that ‘‘no substan-
tial part of the activities of [a charity
may consist of] carrying on propa-
ganda, or otherwise attempting to in-
fluence legislation, (except as other-
wise provided in subsection (h)).”” This
requirement is called the substantial
part test.

(2) Under section 501(h), many public
charities may elect the expenditure test
as a substitute for the substantial part
test. The expenditure test is described
in section 501(h) and this §1.501(h). A
public charity is any charity that is
not a private foundation under section
509(a). (Unlike a public charity, a pri-
vate foundation may not make any lob-
bying expenditures: If a private founda-
tion does make a lobbying expenditure,
it is subject to an excise tax under sec-
tion 4945). Section 1.501(h)-2 lists which
public charities are eligible to make
the expenditure test election. Section
1.501(h)-2 also provides information
about how a public charity makes and
revokes the election to be covered by
the expenditure test.

(3) A public charity that makes the
election may make lobbying expendi-
tures within specified dollar limits. If
an electing public charity’s lobbying
expenditures are within the dollar lim-
its determined under section 4911(c),
the electing public charity will not owe
tax under section 4911 nor will it lose
its tax exempt status as a charity by
virtue of section 501(h). If, however,
that electing public charity’s lobbying
expenditures exceed its section 4911
lobbying limit, the organization is sub-
ject to an excise tax on the excess lob-
bying expenditures. Further, under sec-
tion 501¢(h), if an electing public
charity’s lobbying expenditures nor-
mally are more than 150 percent of its
section 4911 lobbying limit, the organi-
zation will cease to be a charity de-
scribed in section 501(c)(3).

(4) A public charity that elects the
expenditure test may nevertheless lose
its tax exempt status if it is an action
organization under §1.501(c)(3)-
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1(c)(3)(iii) or (iv). A public charity that
does not elect the expenditure test re-
mains subject to the substantial part
test. The substantial part test is ap-
plied without regard to the provisions
of section 501(h) and 4911 and the re-
lated regulations.

(b) Effective date. The provisions of
§1.501(h)-1 through §1.501(h)-3, are ef-
fective for taxable years beginning
after August 31, 1990. An election made
before August 31, 1990, under the provi-
sions of §7.0(c)(4) or the instructions to
Form 5768, will be effective under these
regulations without again filing Form
5768.

[T.D. 8308, 55 FR 35588, Aug. 31, 1990]

§1.501(h)-2 Electing the expenditure
test.

(a) In general. The election to be gov-
erned by section 501(h) may be made by
an eligible organization (as described
in paragraph (b) of this section) for any
taxable year of the organization begin-
ning after December 31, 1976, other
than the first taxable year for which a
voluntary revocation of the election is
effective (see paragraph (d) of this sec-
tion). The election is made by filing a
completed Form 5768, Election/Revoca-
tion of Election by an Eligible Section
501(c)(3) Organization to Make Expend-
itures to Influence Legislation, with
the appropriate Internal Revenue Serv-
ice Center listed on that form. Under
section 501(h)(6), the election is effec-
tive with the beginning of the taxable
year in which the form is filed. For ex-
ample, if an eligible organization
whose taxable year is the calendar year
files Form 5768 on December 31, 1979,
the organization is governed by section
501(h) for its taxable year beginning
January 1, 1979. Once made, the ex-
penditure test election is effective
(without again filing Form 5768) for
each succeeding taxable year for which
the organization is an eligible organi-
zation and which begins before a notice
of revocation is filed under paragraph
(d) of this section.

(b) Organizations eligible to elect the
expenditure test—(1) In general. For pur-
poses of section 501(h) and the regula-
tions thereunder, an organization is an
eligible organization for a taxable year
if, for that taxable year, it is—
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(i) Described in section 501(c)(3) (de-
termined, in any year for which an
election is in effect, without regard to
the substantial part test of section
501(c)(3)),

(ii) Described in section 501(h)(4) and
paragraph (b)(2) of this section, and

(iii) Not a disqualified organization
described in section 501(h)(5) and para-
graph (b)(3) of this section.

(2) Certain organizations listed. An or-
ganization is described in section
501(h)(4) and this paragraph (b)(2) if it
is an organization described in—

(1) Section 170(b)(1)(A)(ii) (relating to
educational institutions),

(ii) Section 170(b)(1)(A)(ii) (relating
to hospitals and medical research orga-
nizations),

(iii) Section 170(b)(1)(A)(iv) (relating
to organizations supporting govern-
ment schools),

(iv) Section 170(b)(1)(A)(vi) (relating
to organizations publicly supported by
charitable contributions),

(v) Section 509(a)(2) (relating to orga-
nizations publicly supported by admis-
sions, sales, etc.), or

(vi) Section 509(a)(3) (relating to or-
ganizations supporting public char-
ities), except that for purposes of this
paragraph (b)(2), section 509(a)(3) shall
be applied without regard to the last
sentence of section 509(a).

(3) Disqualified organications. An orga-
nization is a disqualified organization
described in section 501(h)(5) and this
paragraph (b)(3) if the organization is—

(i) Described in section 170(b)(1)(A)(1)
(relating to churches),

(ii) An integrated auxiliary of a
church or of a convention or associa-
tion of churches see (§1.6033-2(g)(5)), or

(iii) Described in section 501(c)(3) and
affiliated (within the meaning of
§56.4911-7) with one or more organiza-
tions described in paragraph (b)(3) (i)
or (ii) of this section.

(4) Other organizations ineligible to
elect. Under section 501(h)(4), certain
organizations, although not disquali-
fied organizations, are not eligible to
elect the expenditure test. For exam-
ple, organizations described in section
509(a)(4) are not listed in section
501(h)(4) and therefore are not eligible
to elect. Similarly, private foundations
(within the meaning of section 509(a))
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are not eligible to elect. For the treat-
ment of expenditures by a private foun-
dation for the purpose of carrying on
propaganda, or otherwise attempting,
to influence legislation, see §53.4945-2.

(c) New organications. A newly cre-
ated organization may submit Form
5768 to elect the expenditure test under
section 501(h) before it is determined to
be an eligible organization and may
submit Form 5768 at the time it sub-
mits its application for recognition of
exemption (Form 1023). If the newly
created organization is determined to
be an eligible organization, the elec-
tion will be effective under the provi-
sions of paragraph (a) of this section,
that is, with the beginning of the tax-
able year in which the Form 5768 is
filed by the eligible organization. How-
ever, if a newly created organization is
determined by the Service not to be an
eligible organization, the organiza-
tion’s election will not be effective and
the substantial part test will apply
from the effective date of its section
501(c)(3) classification.

(d) Voluntary revocation of expenditure
test election—(1) Revocation effective. An
organization may voluntarily revoke
an expenditure test election by filing a
notice of voluntary revocation with the
appropriate Internal Revenue Service
Center listed on Form 5768. Under sec-
tion 501(h)(6)(B), a voluntary revoca-
tion is effective with the beginning of
the first taxable year after the taxable
year in which the notice is filed. If an
organization voluntarily revokes its
election, the substantial part test of
section 501(c)(3) will apply with respect
to the organization’s activities in at-
tempting to influence legislation be-
ginning with the taxable year for
which the voluntary revocation is ef-
fective.

(2) Re-election of expenditure test. If an
organization’s expenditure test elec-
tion is voluntarily revoked, the organi-
zation may again make the expendi-
ture test election, effective no earlier
than for the taxable year following the
first taxable year for which the revoca-
tion is effective.

(3) Example. X, an organization whose
taxable year is the calendar year, plans
to voluntarily revoke its expenditure
test election effective beginning with
its taxable year 1985. X must file its no-
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tice of voluntary revocation on Form
5768 after December 31, 1983, and before
January 1, 1985. If X files a notice of
voluntary revocation on December 31,
1984, the revocation is effective begin-
ning with its taxable year 1985. The or-
ganization may again elect the expend-
iture test by filing Form 5768. Under
paragraph (d)(2) of this section, the
election may not be made for taxable
year 1985. Under paragraph (a) of this
section, a new expenditure test elec-
tion will be effective for taxable years
beginning with taxable year 1986, if the
Form 5768 is filed after December 31,
1985, and before January 1, 1987.

(e) Involuntary revocation of expendi-
ture test election. If, while an election
by an eligible organization is in effect,
the organization ceases to be an eligi-
ble organization, its election is auto-
matically revoked. The revocation is
effective with the beginning of the first
full taxable year for which it is deter-
mined that the organization is not an
eligible organization. If an organiza-
tion’s expenditure test election is in-
voluntarily revoked under this para-
graph (e) but the organization con-
tinues to be described in section
501(c)(3), the substantial part test of
section 501(c)(3) will apply with respect
to the organization’s activities in at-
tempting to influence legislation be-
ginning with the first taxable year for
which the involuntary revocation is ef-
fective.

(f) Supersession. This section super-
sedes §7.0(c)(4) of the Temporary In-
come Tax Regulations under the Tax
Reform Act of 1976, effective August 31,
1990.

[T.D. 8308, 55 FR 35588, Aug. 31, 1990]

§1.501(h)-3 Lobbying or grass roots
expenditures normally in excess of
ceiling amount.

(a) Scope. This section provides rules
under section 501(h) for determining
whether an organization that has elect-
ed the expenditure test and that is not
a member of an affiliated group of or-
ganizations (as defined in §56.4911-7(e))
either normally makes lobbying ex-
penditures in excess of its lobbying
ceiling amount or normally makes
grass roots expenditures in excess of its



Internal Revenue Service, Treasury

grass roots ceiling amount. Under sec-
tion 501(h) and this section, an organi-
zation that has elected the expenditure
test and that normally makes expendi-
tures in excess of the corresponding
ceiling amount will cease to be exempt
from tax under section 501(a) as an or-
ganization described in section
501(c)(3). For similar rules relating to
members of an affiliated group of orga-
nizations, see §56.4911-9.

(b) Loss of exemption—(1) In general.
Under section 501(h)(1), an organization
that has elected the expenditure test
shall be denied exemption from tax-
ation under section 501(a) as an organi-
zation described in section 501(c)(3) for
the taxable year following a deter-
mination year if—

(i) The sum of the organization’s lob-
bying expenditures for the base years
exceeds 150 percent of the sum of its
lobbying nontaxable amounts for the
base years, or (ii) The sum of the orga-
nization’s grass roots expenditures for
its base years exceeds 150 percent of
the sum of its grass roots nontaxable
amounts for the base years.

The organization thereafter shall not
be exempt from tax under section 501(a)
as an organization described in section
501(c)(3) unless, pursuant to paragraph
(d) of this section, the organization re-
applies for recognition of exemption
and is recognized as exempt.

(2) Special exception for organization’s
first election. For the first, second, or
third consecutive determination year
for which an organization’s first ex-
penditure test election is in effect, no
determination is required under para-
graph (b)(1) of this section, and the or-
ganization will not be denied exemp-
tion from tax by reason of section
501(h) and this section if, taking into
account as base years only those years
for which the expenditure test election
is in effect—

(i) The sum of the organization’s lob-
bying expenditures for such base years
does not exceed 150 percent of the sum
of its lobbying nontaxable amounts for
the same base years, and

(ii) The sum of the organization’s
grass roots expenditure for those base
years does not exceed 150 percent of the
sum of its grass roots nontaxable
amounts for such base years. If an or-
ganization does not satisfy the require-
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ments of this paragraph (b)(2), para-
graph (b)(1) of this section will apply.
(c) Definitions. For purposes of this
section—
(1) The term Ilobbying expenditures
means lobbying expenditures as defined

in section 4911(c)(1) or section
4911(f)(4)(A) and §56.4911-2(a).
(2) The term Iobbying mnontarable

amount is defined in §56.4911-1(c)(1).

(3) An organization’s lobbying ceiling
amount is 150 percent of the organiza-
tion’s lobbying nontaxable amount for
a taxable year.

(4) The term grass roots expenditures
means expenditures for grass roots lob-
bying communications as defined in
section 4911(c)(3) or section 4911(f)(4)(A)
and §§56.4911-2 and 56.4911-3.

(6) The term grass roots montarable
amount is defined in §56.4911-1(c)(2).

(6) An organization’s grass roots ceil-
ing amount is 150 percent of the organi-
zation’s grass roots nontaxable amount
for a taxable year.

(7) In general, the term base years
means the determination year and the
three taxable years immediately pre-
ceding the determination year. The
base years, however, do not include any
taxable year preceding the taxable year
for which the organization is first
treated as described in section 501(c)(3).

(8) A taxable year is a determination
year if it is a year for which the ex-
penditure test election is in effect,
other than the taxable year for which
the organization is first treated as de-
scribed in section 501(c)(3).

(d) Reapplication for recognition of ex-
emption—(1) Time of application. An or-
ganization that is denied exemption
from taxation under section 501(a) by
reason of section 501(h) and this section
may apply on Form 1023 for recognition
of exemption as an organization de-
scribed in section 501(c)(3) for any tax-
able year following the first taxable
year for which exemption is so denied.
See paragraphs (d)(2) and (d)(3) of this
section for material to be included
with an application described in the
preceding sentence.

(2) Section 501(h) calculation. An appli-
cation described in paragraph (d)(1) of
this section must demonstrate that the
organization would not be denied ex-
emption from taxation under section
501(a) by reason of section 501(h) if the
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expenditure test election has been in
effect for all of its last taxable year
ending before the application is made
by providing the calculations, de-
scribed either in paragraphs (b)(1) (i)
and (ii) of this section or in §56.4911-
9(b), that would have applied to the or-
ganization for that year.

(3) Operations not disqualifying. An ap-
plication described in paragraph (d)(1)
of this section must include informa-
tion that demonstrates to the satisfac-
tion of the Commissioner that the or-
ganization will not knowingly operate
in a manner that would disqualify the
organization for tax exemption under
section 501(c)(3) by reason of attempt-
ing to influence legislation.
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(4) Reelection of expenditure test. If an
organization is denied exemption from
tax for a taxable year by reason of sec-
tion 501(h) and this section, and there-
after is again recognized as an organi-
zation described in section 501(c)(3)
pursuant to this paragraph (d), it may
again elect the expenditure test under
section 501(h) in accordance with
§1.501(h)-2(a).

(e) Examples. The provisions of this
section are illustrated by the following
examples, which also illustrate the op-
eration of the tax imposed by section
4911.

Example 1. (1) The following table contains
information used in this example concerning
organization X.

Lobbying
Exempt pur-
Year pose expendi- Calculation Nontaxable Lobbying ex-
tures (EPE) amount penditures
(LNTA) (LE)

$400,000 | (20% of $400,000=) ... $80,000 $100,000
300,000 | (20% of $300,000=) . 60,000 100,000
600,000 | (20% of $500,000 + 15% of $100,000=) .......ccccucucucucucinennnes 115,000 120,000
500,000 | (20% of $500,000=) . 100,000 100,000
Totals ....... 1,800,000 | ..... 355,000 420,000

(2) Organization X, whose taxable year is
the calendar year, was organized in 1971. X
first made the expenditure test election
under section 501(h) effective for taxable
years beginning with 1979 and has not re-
voked the election. None of X’s lobbying ex-
penditures for its taxable years 1979 through
1982 are grass roots expenditures. Under sec-
tion 4911(a) and §56.4911-1(a), X must deter-
mine for each year for which the expenditure
test election is effective whether it is liable
for the 25 percent excise tax imposed by sec-
tion 4911(a) on excess lobbying expenditures.
X is liable for this tax for each of its taxable
years 1979, 1980, and 1981, because in each
yvear its lobbying expenditures exceeded its
lobbying nontaxable amount for the year.
For 1979, the tax imposed by section 4911(a)
is $5,000 {25% x ($100,000—$80,000) = $5,000}.
For 1980, the tax is $10,000. For 1981, the tax
is $1,250.

(3) The taxable years 1979 through 1981 are
all determination years under paragraph
(c)(8) of this section. On its annual return for
determination year 1979, the first year of its
first election, X can demonstrate, under
paragraph (b)(2) of this section, that its lob-
bying expenditures during 1979 ($100,000) do
not exceed 150 percent of its lobbying non-
taxable amount for 1979 ($120,000). For deter-
mination year 1980, under paragraph (b)(2), X
can demonstrate that the sum of its lobbying
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expenditures for 1979 and 1980 ($200,000) does
not exceed 150 percent of the sum of its lob-
bying nontaxable amounts for 1979 and 1980
($210,000). For 1981, under paragraph (b)(2), X
can demonstrate that the sum of its lobbying
expenditures for 1979, 1980, and 1981 ($320,000)
does not exceed 150 percent of the sum of its
lobbying nontaxable amounts for 1979, 1980,
and 1981 ($382,500). For each of the deter-
mination years 1979, 1980, and 1981, the first
three years of its first election, X satisfies
the requirements of paragraph (b)(2). Accord-
ingly, no determination under paragraph
(b)(1) of this section is required for those
years, and X is not denied tax exemption by
reason of section 501(h).

(4) Under paragraph (b)(1) of this section, X
must determine for its determination year
1982 whether it has normally made lobbying
expenditures in excess of the lobbying ceil-
ing amount. This determination takes into
account expenditures in base years 1979
through 1982. The sum of X’s lobbying ex-
penditures for the base years ($420,000) does
not exceed 150 percent of the sum of the lob-
bying nontaxable amounts for the base years
(150% x $355,000 = $532,500). Accordingly, X is
not denied tax exemption by reason of sec-
tion 501(h).

Example 2. (1) The following table contains
information used in this example concerning
w.
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: Grass roots
_ Lobbying non-
Egzrg‘))(t gﬁcrﬁ_ taxable Lobbying ex- Qr?]rgsrff?zlg Grass roots
Year ptures (EPE) Calculation amount penditures percent of expenditures
(dollars) (LN‘:’aAr)S)(doI- (LE) (dollars) LNTA) (dol- (dollars)
lars)
1979 s 700,000 | (20% of $500,000 + 130,000 120,000 32,500 30,000
15% of $200,000=).
1980 .occcciies 800,000 | (20% of $500,000 + 145,000 100,000 36,250 60,000
15% of $300,000=).
1981 i 800,000 | (20% of $500,000 + 145,000 100,000 36,250 65,000
15% of $300,000=).
1982 . 900,000 | (20% of $500,000 + 160,000 150,000 40,000 65,000
15% of $400,000=).
Total ....ccooeeeeee 3,200,000 | .ooviiiiiciceees 580,000 470,000 145,000 220,000

(2) Organization W, whose taxable year is
the calendar year, made the expenditure test
election under section 501(h) effective for
taxable years beginning with 1979 and has
not revoked the election. W has been treated
as an organization described in section
501(c)(3) for each of its taxable years begin-
ning within its taxable year 1974.

(3) Under section 4911(a) and §56.4911-1(a),
W must determine for each year for which
the expenditure test election is effective
whether it is liable for the 25 percent excise
tax imposed by section 4911(a) on excess lob-
bying expenditures. In 1980, 1981, and 1982, W
has excess lobbying expenditures because its
grass roots expenditures in each of those
years exceeded its grass roots nontaxable
amount for the year. Therefore, W is liable
for the excise tax under section 4911(a) for
those years. The tax imposed by section
4911(a) for 1980 is  $5,937.50 {26% X
(860,000 — $36,250)= $5,937.50}. For 1981, the tax
is $7,187.50. For 1982, the tax is $6,250.

(4) On its annual return for its determina-
tion years 1979, 1980, and 1981, the first three
years of its first election, W demonstrates
that it satisfies the requirements of para-
graph (b)(2) of this section. Accordingly, no
determination under paragraph (b)(1) of this
section is required for those years, and W is

not denied tax exemption by reason of sec-
tion 501(h).

(5) On its annual return for its determina-
tion year 1982, W must determine under para-
graph (b)(1) whether it has normally made
lobbying expenditures or grass roots expendi-
tures in excess of the corresponding ceiling
amount. This determination takes into ac-
count expenditures in base years 1979
through 1982. The sum of W’s lobbying ex-
penditures for the base years ($470,000) does
not exceed 150% of the sum of W’s lobbying
nontaxable amounts for those years (150% x
$580,000 = $870,000). However, the sum of W’s
grass roots expenditures for the base years
($220,000) does exceed 150% of the sum of W’s
grass roots nontaxable amonts for those
years (150% x $145,000 = $217,500). Under sec-
tion 501(h), W is denied tax exemption under
section 501(a) as an organization described in
section 501(c)(3) for its taxable year 1983. For
its taxable year 1984 and any taxable year
thereafter, W is exempt from tax as an orga-
nization described in section 501(c)(3) only if
W applies for recognition of its exempt sta-
tus under paragraph (d) of this section and is
recognized as exempt from tax.

Example 3. (1) The following table contains
information used in this example concerning
organization Y.

. Lobbying non- Grass roots
Eé:";gt gg&i_ taxable Lobbying ex- nontaxable Grass roots
Taxable Year ptures (EPE) Calculation amount penditures amount (25 expenditures
(dollars) (LNTA) (dol- (LE)(dollars) percent of (dollars)
lars) LNTA)(dollars)
1977 o 700,000 | (20% of $500,000 + 130,000 182,000 32,500 30,000
15% of $200,000=).
1978 e 800,000 | (20% of $500,000 + 145,000 224,750 36,250 35,000
15% of $300,000=).
Subtotal ... 1,500,000 | .ooocveviiiiieiiiiiiine 275,000 406,750 68,750 65,000
1979 900,000 | (20% of $500,000 + 160,000 264,000 40,000 50,000
15% of $400,000=).
Totals: ............. 2,400,000 | .ooovrererieiinieieres 435,000 670,750 108,750 115,000

(2) Organization Y, whose taxable year is
the calendar year, was first treated as an or-

ganization described in section 501(c)(3) on
February 1, 1977. Y made the expenditure
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test election under section 501(h) effective
for taxable years beginning with 1977 and has
not revoked the election.

(3) For 1977, Y has excess lobbying expendi-
tures of $562,000 because its lobbying expendi-
tures ($182,000) exceed its lobbying non-
taxable amount ($130,000) for the taxable
year. Accordingly, Y is liable for the 25 per-
cent excise tax imposed by section 4911(a).
The amount of the tax is $13,000 [25% X
($182,000 — $130,000) = $13,000].

(4) For 1978, Y again has excess lobbying
expenditures and is again liable for the 25
percent excise tax imposed by section
4911(a). The amount of the tax is $19,937.50
[256% x ($224,750 — $145,000) = $19,937.50].

(5) For 1979, Y’s lobbying expenditures
($264,000) exceed its lobbying nontaxable
amount ($160,000) by $104,000, and its grass
roots expenditures ($50,000) exceed its grass
roots nontaxable amount ($40,000) by $10,000.
Under §56.4911-1(b), Y’s excess lobbying ex-
penditures are the greater of $104,000 or
$10,000. The amount of the tax, therefore, is
$26,000 [25% x $104,000 = $26,000].

(6) Under paragraph (c)(8) of this section,
1977 is not a determination year because it is
the first year for which the organization is
treated as described in section 501(c)(3). For
1977, Y need not determine whether it has
normally made lobbying expenditures or
grass roots expenditures in excess of the cor-
responding ceiling amount for purposes of
determining whether it is denied exemption
under section 501(h) for its taxable year 1978.

(7) For determination year 1978, Y must de-
termine whether it has normally made lob-
bying or grass roots expenditures in excess of
the corresponding ceiling amount, taking
into account expenditures for the base years
1977 and 1978. For Y, the determination under
paragraph (b)(2) of this section considers the
same base years as the determination under
paragraph (b)(1) of this section and is, there-
fore, redundant. Accordingly, Y proceeds to
determine, under (b)(1), whether it is denied
exemption. Y’s grass roots expenditures for
1977 and 1978 ($65,000) did not exceed 150 per-
cent of the sum of its grass roots nontaxable
amounts for those years ($103,125). Y’s lob-
bying expenditures for 1977 and 1978 ($406,750)
did not exceed 150% of its lobbying non-
taxable amount for those years (150% x
$275,000 = $412,500). Therefore, Y is not denied
tax exemption under section 501(h) for its
taxable year 1979.

(8) For determination year 1979, the sum of
Y’s grass roots expenditures in base years
1977, 1978, and 1979 does not exceed 150 per-
cent of its grass roots nontaxable amount
(calculation omitted). However, the sum of
Y’s lobbying expenditures for the base years
($670,750) does exceed 150% of the sum of the
lobbying nontaxable amounts for those years
(150% x $435,000 = $652,500). Since Y was not
described in section 501(c)(3) prior to 1977,
only the years 1977, 1978, and 1979 may be
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considered in determining whether Y has
normally made lobbying expenditures in ex-
cess of its lobbying ceiling. Therefore, Y de-
termines that it has normally made lobbying
expenditures in excess of its lobbying ceil-
ing. Under section 501(h), Y is denied tax ex-
emption under section 501(a) as an organiza-
tion described in section 501(c)(3) for its tax-
able year 1980. For its taxable year 1981, and
any taxable year thereafter, Y is exempt
from tax as an organization described in sec-
tion 501(c)(3) only if Y applies for recognition
of its exempt status under paragraph (d) of
this section and is recognized as exempt
from tax.

Example 4. Organization M made the ex-
penditure test election under section 501(h)
effective for taxable years beginning with
1977 and has not revoked the election. M has
$500,000 of exempt purpose expenditures dur-
ing each of the years 1981 through 1984. In ad-
dition, during each of those years, M spends
$75,000 for direct lobbying and $25,000 for
grass roots lobbying. Since the amount ex-
pended for M’s lobbying (both total lobbying
and grass roots lobbying) is within the re-
spective nontaxable expenditure limitations,
M is not liable for the 25 percent excise tax
imposed under section 4911(a) upon excess
lobbying expenditures, nor is M denied tax-
exempt status by reason of section 501 (h).

Example 5. Assume the same facts as in Ex-
ample 4, except that, on behalf of M, numer-
ous unpaid volunteers conduct substantial
lobbying activities with no reimbursement.
Since the substantial lobbying activities of
the unpaid volunteers are not counted to-
wards the expenditure limitations and the
amount expended for M’s lobbying is within
the respective nontaxable expenditure limi-
tations, M is not liable for the 25 percent ex-
cise tax under section 4911, nor is M denied
tax-exempt status by reason of section
501(h).

[T.D. 8308, 55 FR 35589, Aug. 31, 1990]

§1.501(r)-0 Outline of regulations.

This section lists the table of con-
tents for §§1.501(r)-1 through 1.501(r)-7.

§1.501(r)-1 Definitions.

(a) Application.

(b) Definitions.

(1) Amounts generally billed (AGB).

(2) AGB percentage.

(3) Application period.

(4) Authorized body of a hospital facility.
() Billing and collections policy.

(6) Date provided.

(7) Discharge.

(8) Disregarded entity.

(9) Emergency medical care.

(10) Emergency medical conditions.

(11) Extraordinary collection action (ECA).
(12) Financial assistance policy (FAP).
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(13) FAP application.

(14) FAP application form.

(15) FAP-eligible.

(16) Gross charges.

(17) Hospital facility.

(18) Hospital organization.

(19) Medicaid.

(20) Medicare fee-for-service.

(21) Noncompliant facility income.

(22) Operating a hospital facility.

(23) Partnership agreement.

(24) Plain language summary of the FAP.

(256) Presumptive FAP-eligibility deter-
mination.

(26) Private health insurer.

(27) Referring.

(28) Substantially-related entity.

(29) Widely available on a Web site.

$1.501(r)-2 Failures to satisfy section 501(r).

(a) Revocation of section 501(c)(3) status.

(b) Minor omissions and errors.

(1) In general.

(2) Minor.

(3) Inadvertent.

(4) Reasonable cause.

(c) Excusing certain failures if hospital fa-
cility corrects and discloses.

(d) Taxation of noncompliant hospital fa-
cilities.

(1) In general.

(2) Noncompliant facility income.

(3) No aggregation.

(4) Interaction with other Code provisions.

(e) Instances in which a hospital organiza-
tion is not required to meet section 501(r).

$§1.501(r)-3 Community health needs
assessments.

(a) In general.

(b) Conducting a CHNA.

(1) In general.

(2) Date a CHNA is conducted.

(3) Community served by a hospital facil-
ity.

(4) Assessing community health needs.

(5) Persons representing the broad inter-
ests of the community.

(6) Documentation of a CHNA.

(7)) Making the CHNA report widely avail-
able to the public.

(c) Implementation strategy.

(1) In general.

(2) Description of how the hospital facility
plans to address a significant health need.

(3) Description of why a hospital facility is
not addressing a significant health need.

(4) Joint implementation strategies.

(5) When the implementation strategy
must be adopted.

(d) Exception for acquired, new, and termi-
nated hospital facilities.

(1) Acquired hospital facilities.

(2) New hospital organizations.

(3) New hospital facilities.

(4) Transferred or terminated hospital fa-
cilities.
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(e) Transition rule for CHNAs conducted in
taxable years beginning before March 23,
2012.

§1.501(r)-4 Financial assistance policy and
emergency medical care policy.

(a) In general.

(b) Financial assistance policy.

(1) In general.

(2) Eligibility criteria and basis for calcu-
lating amounts charged to patients.

(3) Method for applying for financial assist-
ance.

(4) Actions that may be taken in the event
of nonpayment.

(6) Widely publicizing the FAP.

(6) Readily obtainable information.

(7) Providing documents electronically.

(8) Medically necessary care.

(c) Emergency medical care policy.

(1) In general.

(2) Interference with provision of emer-
gency medical care.

(3) Relation to federal law governing emer-
gency medical care.

(4) Examples.

(d) Establishing the FAP and other poli-
cies.

(1) In general.

(2) Implementing a policy.

(3) Establishing a policy for more than one
hospital facility.

$§1.501(r)-5 Limitation on charges.

(a) In general.

(b) Amounts generally billed.

(1) In general.

(2) Meaning of charged.

(3) Look-back method.

(4) Prospective Medicare or Medicaid meth-
od.

(5) Examples.

(c) Gross charges.

(d) Safe harbor for certain charges in ex-
cess of AGB.

(e) Medically necessary care.

§1.501(r)-6 Billing and collection.

(a) In general.

(b) Extraordinary collection actions.

(1) In general.

(2) Certain debt sales that are not ECAs.

(3) Liens on certain judgments, settle-
ments, or compromises.

(4) Bankruptcy claims.

(c) Reasonable efforts.

(1) In general.

(2) Presumptive FAP-eligibility determina-
tions based on third-party information or
prior FAP-eligibility determinations.

(3) Reasonable efforts based on notification
and processing of applications.

(4) Notification.

(5) Incomplete FAP applications.

(6) Complete FAP applications.

(7) When no FAP application is submitted.
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(8) Suspending ECAs while a FAP applica-
tion is pending.

(9) Waiver does not constitute reasonable
efforts.

(10) Agreements with other parties.

(11) Clear and conspicuous placement.

(12) Providing documents electronically.

$1.501(r)-7 Effective/applicability date.

(a) Effective/applicability date.

(b) Reasonable interpretation for taxable
years beginning on or before December 29,
2015.

[T.D. 9708, 79 FR 78997, Dec. 31, 2014; 80 FR
12762, Mar. 11, 2015]

§1.501(r)-1 Definitions.

(a) Application. The definitions set
forth in this section apply to §§1.501(r)-
2 through 1.501(r)-7.

(b) Definitions—(1) Amounts generally
billed (AGB) means the amounts gen-
erally billed for emergency or other
medically necessary care to individuals
who have insurance covering such care,
determined in accordance with
§1.501(r)-5(b).

(2) AGB percentage means a percent-
age of gross charges that a hospital fa-
cility uses under §1.501(r)-5(b)(3) to de-
termine the AGB for any emergency or
other medically necessary care it pro-
vides to an individual who is eligible
for assistance under its financial as-
sistance policy (FAP).

(3) Application period means the pe-
riod during which a hospital facility
must accept and process an application
for financial assistance under its FAP
submitted by an individual in order to
have made reasonable efforts to deter-
mine whether the individual is FAP-el-
igible under §1.501(r)-6(c). A hospital
facility may accept and process an in-
dividual’s FAP application submitted
outside of the application period. With
respect to any care provided by a hos-
pital facility to an individual, the ap-
plication period begins on the date the
care is provided and ends on the later
of the 240th day after the date that the
first post-discharge billing statement
for the care is provided or either—

(i) In the case of an individual who
the hospital facility is notifying as de-
scribed in §1.501(r)-6(c)(4), the deadline
specified by a written notice described
in §1.501(r)-6(c)(4); or

(ii) In the case of an individual who
the hospital facility has presumptively
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determined to be eligible for less than
the most generous assistance available
under the FAP as described in §1.501(r)-
6(c)(2), the end of the reasonable period
of time described in §1.501(r)—
6(c)(2)(1)(B).

(4) Authorized body of a hospital facil-
ity means—

(i) The governing body (that is, the
board of directors, board of trustees, or
equivalent controlling body) of the hos-
pital organization that operates the
hospital facility or a committee of, or
other party authorized by, that gov-
erning body to the extent such com-
mittee or other party is permitted
under state law to act on behalf of the
governing body; or

(ii) The governing body of an entity
that is disregarded or treated as a part-
nership for federal tax purposes that
operates the hospital facility or a com-
mittee of, or other party authorized by,
that governing body to the extent such
committee or other party is permitted
under state law to act on behalf of the
governing body.

(5) Billing and collections policy means
a written policy that includes all of the
elements described in §1.501(r)-
4(b)(4)(D).

(6) Date provided means, in the case of
any billing statement, written notice,
or other written communication that
is mailed, the date of mailing. The date
that a billing statement, written no-
tice, or other written communication
is provided can also be the date such
communication is sent electronically
or delivered by hand.

(7) Discharge means to release from a
hospital facility after the care at issue
has been provided, regardless of wheth-
er that care has been provided on an in-
patient or outpatient basis. Thus, a
billing statement for care is considered
“post-discharge’ if it is provided to an
individual after the care has been pro-
vided and the individual has left the
hospital facility.

(8) Disregarded entity means an entity
that is generally disregarded as sepa-
rate from its owner for federal tax pur-
poses under §301.7701-3 of this chapter.
One example of a disregarded entity is
a domestic single member limited li-
ability company that does not elect to
be classified as an association taxable
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as a corporation for federal tax pur-
poses.

(9) Emergency medical care means care
provided by a hospital facility for
emergency medical conditions.

(10) Emergency medical conditions
means emergency medical conditions
as defined in section 1867 of the Social
Security Act (42 U.S.C. 1395dd).

(11) Extraordinary collection action
(ECA) means an action described in
§1.501(r)-6(b)(1).

(12) Financial assistance policy (FAP)
means a written policy that meets the
requirements described in §1.501(r)-
4(b).

(13) FAP application means the infor-
mation and accompanying documenta-
tion that an individual submits to
apply for financial assistance under a
hospital facility’s FAP. An individual
is considered to have submitted a com-
plete FAP application if he or she pro-
vides information and documentation
sufficient for the hospital facility to
determine whether the individual is
FAP-eligible and an incomplete FAP
application if he or she provides some,
but not sufficient, information and
documentation to determine FAP-eli-
gibility. The term ‘‘FAP application”
does not refer only to written submis-
sions, and a hospital facility may ob-
tain information from an individual in
writing or orally (or a combination of
both).

(14) FAP application form means the
application form (and any accom-
panying instructions) that a hospital
facility makes available for individuals
to submit as part of a FAP application.

(15) FAP-eligible means eligible for fi-
nancial assistance under a hospital fa-
cility’s FAP for care covered by the
FAP, without regard to whether an in-
dividual has applied for assistance
under the FAP.

(16) Gross charges, or the chargemaster
rate, means a hospital facility’s full, es-
tablished price for medical care that
the hospital facility consistently and
uniformly charges patients before ap-
plying any contractual allowances, dis-
counts, or deductions.

(17) Hospital facility means a facility
that is required by a state to be li-
censed, registered, or similarly recog-
nized as a hospital. Multiple buildings
operated under a single state license
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are considered to be a single hospital
facility. For purposes of this paragraph
(b)(17), the term ‘‘state’ includes only
the 50 states and the District of Colum-
bia and not any U.S. territory or for-
eign country. References to a hospital
facility taking actions include in-
stances in which the hospital organiza-
tion operating the hospital facility
takes actions through or on behalf of
the hospital facility.

(18) Hospital organization means an or-
ganization recognized (or seeking to be
recognized) as described in section
501(c)(3) that operates one or more hos-
pital facilities. If the section 501(c)(3)
status of such an organization is re-
voked, the organization will, for pur-
poses of section 4959, continue to be
treated as a hospital organization dur-
ing the taxable year in which such rev-
ocation becomes effective.

(19) Medicaid means any medical as-
sistance program administered by the
state in which a hospital facility is li-
censed in accordance with Title XIX of
the Social Security Act (42 U.S.C. 1396
through 1396w-5), including programs
in which such medical assistance is
provided through a contract between
the state and a Medicaid managed care
organization or a prepaid inpatient
health plan.

(20) Medicare fee-for-service means
health insurance available under Medi-
care Part A and Part B of Title XVIII
of the Social Security Act (42 U.S.C.
1395¢ through 1395w-5).

(21) Noncompliant facility income
means income that a hospital organiza-
tion operating more than one hospital
facility derives from a hospital facility
that fails to meet one or more of the
requirements of section 501(r) during a
taxable year as determined in accord-
ance with §1.501(r)-2(d).

(22) Operating a hospital facility—@{) In
general. Operating a hospital facility
includes operating the facility through
the organization’s own employees or
contracting out to another organiza-
tion to operate the facility. For exam-
ple, if an organization hires a manage-
ment company to operate the facility,
the hiring organization is considered to
operate the facility. An organization
also operates a hospital facility if it is
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the sole member or owner of a dis-
regarded entity that operates the hos-
pital facility. In addition, an organiza-
tion operates a hospital facility if it
owns a capital or profits interest in an
entity treated as a partnership for fed-
eral tax purposes that operates the
hospital facility, unless paragraph
(b)(22)(ii) of this section applies. For
purposes of this paragraph (b)(22), an
organization is considered to own a
capital or profits interest in an entity
treated as a partnership for federal tax
purposes if it owns such an interest di-
rectly or indirectly through one or
more lower-tier entities treated as
partnerships for federal tax purposes.

(i1) Exception for certain partnerships.
An organization does not operate a
hospital facility despite owning a cap-
ital or profits interest in an entity
treated as a partnership for federal tax
purposes that operates the hospital fa-
cility if—

(A) The organization does not have
control over the operation of the hos-
pital facility operated by the partner-
ship sufficient to ensure that the oper-
ation of the hospital facility furthers
an exempt purpose described in section
501(c)(3) and thus treats the operation
of the hospital facility, including the
facility’s provision of medical care, as
an unrelated trade or business de-
scribed in section 513 with respect to
the hospital organization; or

(B) At all times since March 23, 2010,
the organization has been organized
and operated primarily for educational
or scientific purposes and has not en-
gaged primarily in the operation of one
or more hospital facilities and, pursu-
ant to a partnership agreement entered
into before March 23, 2010—

(I) Does not own more than 35 per-
cent of the capital or profits interest in
the partnership (determined in accord-
ance with section 707(b)(3));

(2) Does not own a general partner in-
terest, managing-member interest, or
similar interest in the partnership; and

(3) Does not have control over the op-
eration of the hospital facility suffi-
cient to ensure that the hospital facil-
ity complies with the requirements of
section 501(r).

(23) Partnership agreement means, for
purposes of paragraph (b)(22)(ii)(B) of
this section, all written agreements
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among the partners, or between one or
more partners and the partnership, and
concerning affairs of the partnership
and responsibilities of the partners,
whether or not embodied in a docu-
ment referred to by the partners as the
partnership agreement. A partnership
agreement also includes any modifica-
tions to the agreement agreed to by all
partners, or adopted in any other man-
ner provided by the partnership agree-
ment, except for modifications adopted
on or after March 23, 2010, that affect
whether or not the agreement is de-
scribed in paragraph (b)(22)(ii)(B) of
this section. In addition, a partnership
agreement includes provisions of fed-
eral, state, or local law that were in ef-
fect before March 23, 2010, and continue
to be in effect that govern the affairs of
the partnership or are considered under
such law to be part of the partnership
agreement.

(24) Plain language summary of the
FAP means a written statement that
notifies an individual that the hospital
facility offers financial assistance
under a FAP and provides the following
additional information in language
that is clear, concise, and easy to un-
derstand:

(i) A brief description of the eligi-
bility requirements and assistance of-
fered under the FAP.

(ii) A brief summary of how to apply
for assistance under the FAP.

(iii) The direct Web site address (or
URL) and physical locations where the
individual can obtain copies of the FAP
and FAP application form.

(iv) Instructions on how the indi-
vidual can obtain a free copy of the
FAP and FAP application form by
mail.

(v) The contact information, includ-
ing telephone number and physical lo-
cation, of the hospital facility office or
department that can provide informa-
tion about the FAP and of either—

(A) The hospital facility office or de-
partment that can provide assistance
with the FAP application process; or

(B) If the hospital facility does not
provide assistance with the FAP appli-
cation process, at least one nonprofit
organization or government agency
that the hospital facility has identified
as an available source of assistance
with FAP applications.
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(vi) A statement of the availability
of translations of the FAP, FAP appli-
cation form, and plain language sum-
mary of the FAP in other languages, if
applicable.

(vii) A statement that a FAP-eligible
individual may not be charged more
than AGB for emergency or other
medically necessary care.

(25) Presumptive FAP-eligibility deter-
mination means a determination that
an individual is FAP-eligible based on
information other than that provided
by the individual or based on a prior
FAP-eligibility determination, as de-
scribed in §1.501(r)-6(c)(2).

(26) Private health insurer means any
organization that is not a govern-
mental unit that offers health insur-
ance, including nongovernmental orga-
nizations administering a health insur-
ance plan under Medicare Advantage
(Part C of Title XVIII of the Social Se-
curity Act, 42 U.S.C. 1395w-21 through
1395w-29). For purposes of §1.501(r)-5(b),
medical assistance provided through a
contract between the state and a Med-
icaid managed care organization or a
prepaid inpatient health plan is not
considered to be a reimbursement from
or a claim allowed by a private health
insurer.

(27) Referring an individual’s debt to a
debt collection agency or other party
means contracting with, delegating to,
or otherwise using the debt collection
agency or other party to collect
amounts owed by the individual to the
hospital facility while still maintain-
ing ownership of the debt.

(28) Substantially-related entity means,
with respect to a hospital facility oper-
ated by a hospital organization, an en-
tity treated as a partnership for federal
tax purposes in which the hospital or-
ganization owns a capital or profits in-
terest, or a disregarded entity of which
the hospital organization is the sole
member or owner, that provides emer-
gency or other medically necessary
care in the hospital facility, unless the
provision of such care is an unrelated
trade or business described in section
513 with respect to the hospital organi-
zation. Notwithstanding the preceding
sentence, a partnership that qualifies
for the exception described in para-
graph (b)(22)(ii)(B) of this section is not
considered a substantially-related enti-
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ty within the meaning of this para-
graph (b)(28).

(29) Widely available on a Web site
means—

(i) The hospital facility conspicu-
ously posts a complete and current
version of the document on—

(A) The hospital facility’s Web site;

(B) If the hospital facility does not
have its own Web site separate from
the hospital organization that operates
it, the hospital organization’s Web site;
or

(C) A Web site established and main-
tained by another entity, but only if
the Web site of the hospital facility or
hospital organization (if the facility or
organization has a Web site) provides a
conspicuously-displayed link to the
Web page where the document is post-
ed, along with clear instructions for ac-
cessing the document on that Web site;

(i1) Individuals with access to the
Internet can access, download, view,
and print a hard copy of the document
from the Web site—

(A) Without requiring special com-
puter hardware or software (other than
software that is readily available to
members of the public without pay-
ment of any fee);

(B) Without paying a fee to the hospi-
tality facility, hospital organization,
or other entity maintaining the Web
site; and

(C) Without creating an account or
being otherwise required to provide
personally identifiable information;
and

(iii) The hospital facility provides in-
dividuals who ask how to access a copy
of the document online with the direct
Web site address, or URL, of the Web
page where the document is posted.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014; 80 FR
12762, Mar. 11, 2015]

§1.501(r)-2 Failures to satisfy section
501(r).

(a) Revocation of section 501(c)(3) sta-
tus. Except as otherwise provided in
paragraphs (b) and (c) of this section, a
hospital organization failing to meet
one or more of the requirements of sec-
tion 501(r) separately with respect to
one or more hospital facilities it oper-
ates may have its section 501(c)(3) sta-
tus revoked as of the first day of the
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taxable year in which the failure oc-
curs. In determining whether to con-
tinue to recognize the section 501(c)(3)
status of a hospital organization that
fails to meet one or more of the re-
quirements of section 501(r) with re-
spect to one or more hospital facilities,
the Commissioner will consider all rel-
evant facts and circumstances includ-
ing, but not limited to, the following:

(1) Whether the organization has pre-
viously failed to meet the require-
ments of section 501(r), and, if so,
whether the same type of failure pre-
viously occurred.

(2) The size, scope, nature, and sig-
nificance of the organization’s fail-
ure(s).

(3) In the case of an organization that
operates more than one hospital facil-
ity, the number, size, and significance
of the facilities that have failed to
meet the section 501(r) requirements
relative to those that have complied
with these requirements.

(4) The reason for the failure(s).

(5) Whether the organization had,
prior to the failure(s), established prac-
tices or procedures (formal or infor-
mal) reasonably designed to promote
and facilitate overall compliance with
the section 501(r) requirements.

(6) Whether the practices or proce-
dures had been routinely followed and
the failure(s) occurred through an over-
sight or mistake in applying them.

(7) Whether the organization has im-
plemented safeguards that are reason-
ably calculated to prevent similar fail-
ures from occurring in the future.

(8) Whether the organization cor-
rected the failure(s) as promptly after
discovery as is reasonable given the na-
ture of the failure(s).

(9) Whether the organization took
the measures described in paragraphs
(a)(7) and (a)(8) of this section before
the Commissioner discovered the fail-
ure(s).

(b) Minor omissions and errors—(1) In
general. A hospital facility’s omission
of required information from a policy
or report described in §1.501(r)-3 or
§1.501(r)-4, or error with respect to the
implementation or operational require-
ments described in §§1.501(r)-3 through
1.501(r)-6, will not be considered a fail-
ure to meet a requirement of section
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501(r) if the following conditions are
satisfied:

(i) Such omission or error was minor
and either inadvertent or due to rea-
sonable cause.

(ii) The hospital facility corrects
such omission or error as promptly
after discovery as is reasonable given
the nature of the omission or error.
Such correction must include estab-
lishment (or review and, if necessary,
revision) of practices or procedures
(formal or informal) that are reason-
ably designed to promote and facilitate
overall compliance with the require-
ments of section 501(r).

(2) Minor. In the case of multiple
omissions or errors, the omissions or
errors are considered minor for pur-
poses of this paragraph (b) only if they
are minor in the aggregate.

(3) Inadvertent. For purposes of this
paragraph (b), the fact that the same
omission or error has been made and
corrected previously is a factor tending
to show that an omission or error is
not inadvertent.

(4) Reasonable cause. For purposes of
this paragraph (b), the fact that a hos-
pital facility has established practices
or procedures (formal or informal) rea-
sonably designed to promote and facili-
tate overall compliance with the sec-
tion 501(r) requirements prior to the
occurrence of an omission or error is a
factor tending to show that the omis-
sion or error is due to reasonable
cause.

(c) Excusing certain failures if hospital
facility corrects and discloses. A hospital
facility’s failure to meet one or more
of the requirements described in
§§1.501(r)-3 through 1.501(r)-6 that is
neither willful nor egregious shall be
excused for purposes of this section if
the hospital facility corrects and
makes disclosure in accordance with
rules set forth by revenue procedure,
notice, or other guidance published in
the Internal Revenue Bulletin. For pur-
poses of this paragraph (c), a ‘“‘willful”
failure includes a failure due to gross
negligence, reckless disregard, or will-
ful neglect, and an ‘‘egregious’ failure
includes only a very serious failure,
taking into account the severity of the
impact and the number of affected per-
sons. Whether a failure is willful or
egregious will be determined based on



Internal Revenue Service, Treasury

all of the facts and circumstances. A
hospital facility’s correction and dis-
closure of a failure in accordance with
the relevant guidance is a factor tend-
ing to show that the failure was not
willful.

(d) Tazxation of moncompliant hospital
facilities—(1) In general. Except as oth-
erwise provided in paragraphs (b) and
(c) of this section, if a hospital organi-
zation that operates more than one
hospital facility fails to meet one or
more of the requirements of section
501(r) separately with respect to a hos-
pital facility during a taxable year, the
income derived from the noncompliant
hospital facility (‘‘noncompliant facil-
ity income’’) during that taxable year
will be subject to tax computed as pro-
vided in section 11 (or as provided in
section 1(e) if the hospital organization
is a trust described in section 511(b)(2)),
but substituting the term ‘‘noncompli-
ant facility income” for ‘‘taxable in-
come,” if—

(i) The hospital organization con-
tinues to be recognized as described in
section 501(c)(3) during the taxable
year; but

(ii) The hospital organization would
not continue to be recognized as de-
scribed in section 501(c)(3) during the
taxable year based on the facts and cir-
cumstances described in paragraph (a)
of this section (but disregarding para-
graph (a)(3) of this section) if the non-
compliant hospital facility were the
only hospital facility operated by the
organization.

(2) Noncompliant facility income—(@i) In
general. For purposes of this paragraph
(d), the noncompliant facility income
derived from a hospital facility during
a taxable year will be the gross income
derived from that hospital facility dur-
ing the taxable year, less the deduc-
tions allowed by chapter 1 that are di-
rectly connected to the operation of
that hospital facility during the tax-
able year, excluding any gross income
and deductions taken into account in
computing any unrelated business tax-
able income described in section 512
that is derived from the facility during
the taxable year.

(i1) Directly connected deductions. For
purposes of this paragraph (d), to be di-
rectly connected with the operation of
a hospital facility that has failed to
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meet the requirements of section 501(r),
an item of deduction must have proxi-
mate and primary relationship to the
operation of the hospital facility. Ex-
penses, depreciation, and similar items
attributable solely to the operation of
a hospital facility are proximately and
primarily related to such operation,
and therefore qualify for deduction to
the extent that they meet the require-
ments of section 162, section 167, or
other relevant provisions of the Inter-
nal Revenue Code (Code). Where ex-
penses, depreciation, and similar items
are attributable to a noncompliant
hospital facility and other hospital fa-
cilities operated by the hospital orga-
nization (and/or to other activities of
the hospital organization unrelated to
the operation of hospital facilities),
such items shall be allocated among
the hospital facilities (and/or other ac-
tivities) on a reasonable basis. The por-
tion of any such item so allocated to a
noncompliant hospital facility is proxi-
mately and primarily related to the op-
eration of that facility and shall be al-
lowable as a deduction in computing
the facility’s noncompliant facility in-
come in the manner and to the extent
it would meet the requirements of sec-
tion 162, section 167, or other relevant
provisions of the Code.

(3) No aggregation. In computing the
noncompliant facility income of a hos-
pital facility, the gross income from
(and the deductions allowed with re-
spect to) the hospital facility may not
be aggregated with the gross income
from (and the deductions allowed with
respect to) the hospital organization’s
other noncompliant hospital facilities
subject to tax under this paragraph (d)
or its unrelated trade or business ac-
tivities described in section 513.

(4) Interaction with other Code provi-
sions—(i) Hospital organization operating
a noncompliant hospital facility continues
to be treated as tax-exempt. A hospital
organization operating a noncompliant
hospital facility subject to tax under
this paragraph (d) shall continue to be
treated as an organization that is ex-
empt from tax under section 501(a) be-
cause it is described in section 501(c)(3)
for all purposes of the Code. In addi-
tion, the application of this paragraph
(d) shall not, by itself, result in the op-
eration of the noncompliant hospital
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facility being considered an unrelated
trade or business described in section
513 with respect to the hospital organi-
zation. Thus, for example, the applica-
tion of this paragraph (d) shall not, by
itself, affect the tax-exempt status of
bonds issued to finance the noncompli-
ant hospital facility.

(ii) Noncompliant hospital facility oper-
ated by a tax-exempt hospital organiza-
tion is subject to taxr. A noncompliant
hospital facility described in paragraph
(d)(1) of this section is subject to tax
under this paragraph (d), notwith-
standing the fact that the hospital or-
ganization operating the hospital facil-
ity is otherwise exempt from tax under
section 501(a) and subject to tax under
section 511(a) and that §1.11-1(a) of this
chapter states such organizations are
not liable for the tax imposed under
section 11.

(iii) Noncompliant hospital facility not
a business entity. A noncompliant hos-
pital facility subject to tax under this
paragraph (d) is not considered a busi-
ness entity for purposes of §301.7701-
2(b)(7) of this chapter.

(e) Instances in which a hospital orga-
nization is not required to meet section
501(r). A hospital organization is not
required to meet the requirements of
section 501(r) (and, therefore, is not
subject to any consequence described
in this section for failing to meet the
requirements of section 501(r)) with re-
spect to—

(1) Any hospital facility it is not
“‘operating’® within the meaning of
§1.501(r)-1(b)(22);

(2) The operation of a facility that is
not required by a state to be licensed,
registered, or similarly recognized as a
hospital; or

(3) Any activities that constitute an
unrelated trade or business described
in section 513 with respect to the hos-
pital organization.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014, 80 FR
12762, Mar. 11, 2015]

§1.501(r)-3 Community health needs
assessments.

(a) In general. With respect to any
taxable year, a hospital organization
meets the requirements of section
501(r)(3) with respect to a hospital fa-
cility it operates only if—
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(1) The hospital facility has con-
ducted a community health needs as-
sessment (CHNA) that meets the re-
quirements of paragraph (b) of this sec-
tion in such taxable year or in either of
the two taxable years immediately pre-
ceding such taxable year (except as
provided in paragraph (d) of this sec-
tion); and

(2) An authorized body of the hospital
facility (as defined in §1.501(r)-1(b)(4))
has adopted an implementation strat-
egy to meet the community health
needs identified through the CHNA, as
described in paragraph (c) of this sec-
tion, on or before the 15th day of the
fifth month after the end of such tax-
able year.

(b) Conducting a CHNA—(1) In general.
To conduct a CHNA for purposes of
paragraph (a) of this section, a hospital
facility must complete all of the fol-
lowing steps:

(i) Define the community it serves.

(ii) Assess the health needs of that
community.

(iii) In assessing the health needs of
the community, solicit and take into
account input received from persons
who represent the broad interests of
that community, including those with
special knowledge of or expertise in
public health.

(iv) Document the CHNA in a written
report (CHNA report) that is adopted
for the hospital facility by an author-
ized body of the hospital facility.

(v) Make the CHNA report widely
available to the public.

(2) Date a CHNA is conducted. For pur-
poses of this section, a hospital facility
will be considered to have conducted a
CHNA on the date it has completed all
of the steps described in paragraph
(b)(1) of this section. Solely for pur-
poses of determining the taxable year
in which a CHNA has been conducted
under this paragraph (b)(2), a hospital
facility will be considered to have com-
pleted the step of making a CHNA re-
port widely available to the public on
the date it first makes the CHNA re-
port widely available to the public as
described in paragraph (b)(7)(i) of this
section.

(3) Community served by a hospital fa-
cility. In defining the community it
serves for purposes of paragraph
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(b)(1)(@) of this section, a hospital facil-
ity may take into account all of the
relevant facts and circumstances, in-
cluding the geographic area served by
the hospital facility, target popu-
lation(s) served (for example, children,
women, or the aged), and principal
functions (for example, focus on a par-
ticular specialty area or targeted dis-
ease). However, a hospital facility may
not define its community to exclude
medically underserved, low-income, or
minority populations who live in the
geographic areas from which the hos-
pital facility draws its patients (unless
such populations are not part of the
hospital facility’s target patient popu-
lation(s) or affected by its principal
functions) or otherwise should be in-
cluded based on the method the hos-
pital facility uses to define its commu-
nity. In addition, in determining its pa-
tient populations for purposes of defin-
ing its community, a hospital facility
must take into account all patients
without regard to whether (or how
much) they or their insurers pay for
the care received or whether they are
eligible for assistance under the hos-
pital facility’s financial assistance pol-
icy. In the case of a hospital facility
consisting of multiple buildings that
operate under a single state license and
serve different geographic areas or pop-
ulations, the community served by the
hospital facility is the aggregate of
such areas or populations.

(4) Assessing community health needs.
To assess the health needs of the com-
munity it serves for purposes of para-
graph (b)(1)(ii) of this section, a hos-
pital facility must identify significant
health needs of the community,
prioritize those health needs, and iden-
tify resources (such as organizations,
facilities, and programs in the commu-
nity, including those of the hospital fa-
cility) potentially available to address
those health needs. For these purposes,
the health needs of a community in-
clude requisites for the improvement
or maintenance of health status both
in the community at large and in par-
ticular parts of the community (such
as particular neighborhoods or popu-
lations experiencing health dispari-
ties). These needs may include, for ex-
ample, the need to address financial
and other barriers to accessing care, to
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prevent illness, to ensure adequate nu-
trition, or to address social, behav-
ioral, and environmental factors that
influence health in the community. A
hospital facility may determine wheth-
er a health need is significant based on
all of the facts and circumstances
present in the community it serves. In
addition, a hospital facility may use
any criteria to prioritize the signifi-
cant health needs it identifies, includ-
ing, but not limited to, the burden,
scope, severity, or urgency of the
health need; the estimated feasibility
and effectiveness of possible interven-
tions; the health disparities associated
with the need; or the importance the
community places on addressing the
need.

(b) Persons representing the broad inter-
ests of the community—(@i) In general. For
purposes of paragraph (b)(1)(iii) of this
section, a hospital facility must solicit
and take into account input received
from all of the following sources in
identifying and prioritizing significant
health needs and in identifying re-
sources Dpotentially available to ad-
dress those health needs:

(A) At least one state, local, tribal,
or regional governmental public health
department (or equivalent department
or agency), or a State Office of Rural
Health described in section 338J of the
Public Health Service Act (42 U.S.C.
254r), with knowledge, information, or
expertise relevant to the health needs
of that community.

(B) Members of medically under-
served, low-income, and minority popu-
lations in the community served by the
hospital facility, or individuals or or-
ganizations serving or representing the
interests of such populations. For pur-
poses of this paragraph (b), medically
underserved populations include popu-
lations experiencing health disparities
or at risk of not receiving adequate
medical care as a result of being unin-
sured or underinsured or due to geo-
graphic, language, financial, or other
barriers.

(C) Written comments received on
the hospital facility’s most recently
conducted CHNA and most recently
adopted implementation strategy.

(ii) Additional sources of input. In ad-
dition to the sources described in para-
graph (b)(5)(i) of this section, a hospital
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facility may solicit and take into ac-
count input received from a broad
range of persons located in or serving
its community, including, but not lim-
ited to, health care consumers and con-
sumer advocates, nonprofit and com-
munity-based organizations, academic
experts, local government officials,
local school districts, health care pro-
viders and community health centers,
health insurance and managed care or-
ganizations, private businesses, and
labor and workforce representatives.

(6) Documentation of a CHNA—@{) In
general. For purposes of paragraph
(b)(1)(iv) of this section, the CHNA re-
port adopted for the hospital facility
by an authorized body of the hospital
facility must include—

(A) A definition of the community
served by the hospital facility and a de-
scription of how the community was
determined;

(B) A description of the process and
methods used to conduct the CHNA;

(C) A description of how the hospital
facility solicited and took into account
input received from persons who rep-
resent the broad interests of the com-
munity it serves;

(D) A prioritized description of the
significant health needs of the commu-
nity identified through the CHNA,
along with a description of the process
and criteria used in identifying certain
health needs as significant and
prioritizing those significant health
needs;

(E) A description of the resources po-
tentially available to address the sig-
nificant health needs identified
through the CHNA; and

(F) An evaluation of the impact of
any actions that were taken, since the
hospital facility finished conducting
its immediately preceding CHNA, to
address the significant health needs
identified in the hospital facility’s
prior CHNAC(S).

(i1) Process and methods used to con-
duct the CHNA. A hospital facility’s
CHNA report will be considered to de-
scribe the process and methods used to
conduct the CHNA for purposes of para-
graph (b)(6)(i)(B) of this section if the
CHNA report describes the data and
other information used in the assess-
ment, as well as the methods of col-
lecting and analyzing this data and in-
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formation, and identifies any parties
with whom the hospital facility col-
laborated, or with whom it contracted
for assistance, in conducting the
CHNA. In the case of data obtained
from external source material, the
CHNA report may cite the source ma-
terial rather than describe the method
of collecting the data.

(iii) Input from persons who represent
the broad interests of the community
served by the hospital facility. A hospital
facility’s CHNA report will be consid-
ered to describe how the hospital facil-
ity took into account input received
from persons who represent the broad
interests of the community it serves
for purposes of paragraph (b)(6)(i)(C) of
this section if the CHNA report sum-
marizes, in general terms, any input
provided by such persons and how and
over what time period such input was
provided (for example, whether through
meetings, focus groups, interviews, sur-
veys, or written comments and be-
tween what approximate dates); pro-
vides the names of any organizations
providing input and summarizes the
nature and extent of the organization’s
input; and describes the medically un-
derserved, low-income, or minority
populations being represented by orga-
nizations or individuals that provided
input. A CHNA report does not need to
name or otherwise identify any specific
individual providing input on the
CHNA. In the event a hospital facility
solicits, but cannot obtain, input from
a source described in paragraph (b)(5)(Q)
of this section, the hospital facility’s
CHNA report also must describe the
hospital facility’s efforts to solicit
input from such source.

(iv) Separate CHNA reports. While a
hospital facility may conduct its CHNA
in collaboration with other organiza-
tions and facilities (including, but not
limited to, related and unrelated hos-
pital organizations and facilities, for-
profit and government hospitals, gov-
ernmental departments, and nonprofit
organizations), every hospital facility
must document the information de-
scribed in this paragraph (b)(6) in a sep-
arate CHNA report to satisfy para-
graph (b)(1)(iv) of this section unless it
adopts a joint CHNA report as de-
scribed in paragraph (b)(6)(v) of this
section. However, if a hospital facility
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is collaborating with other facilities
and organizations in conducting its
CHNA or if another organization (such
as a state or local public health depart-
ment) has conducted a CHNA for all or
part of the hospital facility’s commu-
nity, portions of the hospital facility’s
CHNA report may be substantively
identical to portions of a CHNA report
of a collaborating hospital facility or
other organization conducting a CHNA,
if appropriate under the facts and cir-
cumstances. For example, if two hos-
pital facilities with overlapping, but
not identical, communities are collabo-
rating in conducting a CHNA, the por-
tions of each hospital facility’s CHNA
report relevant to the shared areas of
their communities might be identical.
Similarly, if the state or local public
health department with jurisdiction
over the community served by a hos-
pital facility conducts a CHNA for an
area that includes the hospital facili-
ty’s community, the hospital facility’s
CHNA report might include portions of
the state or local public health depart-
ment’s CHNA report that are relevant
to its community.

(v) Joint CHNA reports—(A) In general.
A hospital facility that collaborates
with other hospital facilities or other
organizations (such as state or local
public health departments) in con-
ducting its CHNA will satisfy para-
graph (b)(1)(iv) of this section if an au-
thorized body of the hospital facility
adopts for the hospital facility a joint
CHNA report produced for the hospital
facility and one or more of the collabo-
rating facilities and organizations, pro-
vided that the following conditions are
met:

(I) The joint CHNA report meets the
requirements of paragraph (b)(6)(i) of
this section.

(2) The joint CHNA report is clearly
identified as applying to the hospital
facility.

(3) All of the collaborating hospital
facilities and organizations included in
the joint CHNA report define their
community to be the same.

(B) Example. The following example
illustrates this paragraph (b)(6)(v):

Example. P is one of 10 hospital facilities
located in and serving the populations of a
particular Metropolitan Statistical Area
(MSA). P and seven other facilities in the
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MSA, some of which are unrelated to P, de-
cide to collaborate in conducting a CHNA for
the MSA and to each define their community
as constituting the entire MSA. The eight
hospital facilities work together with the
state and local health departments of juris-
dictions in the MSA to assess the health
needs of the MSA and collaborate in con-
ducting surveys and holding public forums to
solicit and receive input from the MSA’s
residents, including its medically under-
served, low-income, and minority popu-
lations. The hospital facilities also consider
the written comments received on their most
recently conducted CHNAs and most re-
cently adopted implementation strategies.
The hospital facilities then work together to
prepare a joint CHNA report documenting
this joint CHNA process that contains all of
the elements described in paragraph (b)(6)(i)
of this section. The joint CHNA report iden-
tifies all of the collaborating hospital facili-
ties included in the report, including P, by
name, both within the report itself and on
the cover page. The board of directors of the
hospital organization operating P adopts the
joint CHNA report for P. P has complied
with the requirements of this paragraph
(b)(6)(v) and, accordingly, has satisfied para-
graph (b)(1)(iv) of this section.

(7)) Making the CHNA report widely
available to the public—(i) In general.
For purposes of paragraph (b)(1)(v) of
this section, a hospital facility’s CHNA
report is made widely available to the
public only if the hospital facility—

(A) Makes the CHNA report widely
available on a Web site, as defined in
§1.501(r)-1(b)(29), at least until the date
the hospital facility has made widely
available on a Web site its two subse-
quent CHNA reports; and

(B) Makes a paper copy of the CHNA
report available for public inspection
upon request and without charge at the
hospital facility at least until the date
the hospital facility has made avail-
able for public inspection a paper copy
of its two subsequent CHNA reports.

(ii) Making draft CHNA reports widely
available. Notwithstanding paragraph
(b)(7)(1) of this section, if a hospital fa-
cility makes widely available on a Web
site (and/or for public inspection) a
version of the CHNA report that is ex-
pressly marked as a draft on which the
public may comment, the hospital fa-
cility will not be considered to have
made the CHNA report widely available
to the public for purposes of deter-
mining the date on which the hospital
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facility has conducted a CHNA under
paragraph (b)(2) of this section.

(c) Implementation strategy—(1) In gen-
eral. For purposes of paragraph (a)(2) of
this section, a hospital facility’s imple-
mentation strategy to meet the com-
munity health needs identified through
the hospital facility’s CHNA is a writ-
ten plan that, with respect to each sig-
nificant health need identified through
the CHNA, either—

(i) Describes how the hospital facility
plans to address the health need; or

(ii) Identifies the health need as one
the hospital facility does not intend to
address and explains why the hospital
facility does not intend to address the
health need.

(2) Description of how the hospital fa-
cility plans to address a significant health
need. A hospital facility’s implementa-
tion strategy will have described a plan
to address a significant health need
identified through a CHNA for purposes
of paragraph (c)(1)(i) of this section if
the implementation strategy—

(i) Describes the actions the hospital
facility intends to take to address the
health need and the anticipated impact
of these actions;

(ii) Identifies the resources the hos-
pital facility plans to commit to ad-
dress the health need; and

(iii) Describes any planned collabora-
tion between the hospital facility and
other facilities or organizations in ad-
dressing the health need.

(3) Description of why a hospital facil-
ity is not addressing a significant health
need. In explaining why it does not in-
tend to address a significant health
need for purposes of paragraph (c)(1)(ii)
of this section, a brief explanation of
the hospital facility’s reason for not
addressing the health need is suffi-
cient. Such reasons may include, for
example, resource constraints, other
facilities or organizations in the com-
munity addressing the need, a relative
lack of expertise or competency to ef-
fectively address the need, the need
being a relatively low priority, and/or a
lack of identified effective interven-
tions to address the need.

(4) Joint implementation strategies. A
hospital facility may develop an imple-
mentation strategy in collaboration
with other hospital facilities or other
organizations, including, but not lim-
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ited to, related and unrelated hospital
organizations and facilities, for-profit
and government hospitals, govern-
mental departments, and nonprofit or-
ganizations. In general, a hospital fa-
cility that collaborates with other fa-
cilities or organizations in developing
its implementation strategy must still
document its implementation strategy
in a separate written plan that is tai-
lored to the particular hospital facil-
ity, taking into account its specific re-
sources. However, a hospital facility
that adopts a joint CHNA report de-
scribed in paragraph (b)(6)(v) of this
section may also adopt a joint imple-
mentation strategy that, with respect
to each significant health need identi-
fied through the joint CHNA, either de-
scribes how one or more of the collabo-
rating facilities or organizations plan
to address the health need or identifies
the health need as one the collabo-
rating facilities or organizations do not
intend to address and explains why
they do not intend to address the
health need. For a collaborating hos-
pital facility to meet the requirements
of paragraph (a)(2) of this section, such
a joint implementation strategy adopt-
ed for the hospital facility must—

(i) Be clearly identified as applying
to the hospital facility;

(ii) Clearly identify the hospital fa-
cility’s particular role and responsibil-
ities in taking the actions described in
the implementation strategy and the
resources the hospital facility plans to
commit to such actions; and

(iii) Include a summary or other tool
that helps the reader easily locate
those portions of the joint implementa-
tion strategy that relate to the hos-
pital facility.

(5) When the implementation strategy
must be adopted—(i) In general. For pur-
poses of paragraph (a)(2) of this sec-
tion, an authorized body of the hospital
facility must adopt the implementa-
tion strategy on or before the 15th day
of the fifth month after the end of the
taxable year in which the hospital fa-
cility completes the final step for the
CHNA described in paragraph (b)(1) of
this section, regardless of whether the
hospital facility began working on the
CHNA in a prior taxable year.

(ii) Example. The following example
illustrates this paragraph (c)(5):
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Example. M is a hospital facility that last
conducted a CHNA and adopted an imple-
mentation strategy in Year 1. In Year 3, M
defines the community it serves, assesses the
significant health needs of that community,
and solicits and takes into account input re-
ceived from persons who represent the broad
interests of that community. In Year 4, M
documents its CHNA in a CHNA report that
is adopted by an authorized body of M,
makes the CHNA report widely available on
a Web site, and makes paper copies of the
CHNA report available for public inspection.
To meet the requirements of paragraph (a)(2)
of this section, an authorized body of M must
adopt an implementation strategy to meet
the health needs identified through the
CHNA completed in Year 4 by the 15th day of
the fifth month of Year 5.

(d) Exception for acquired, mew, and
terminated hospital facilities—(1) Ac-
quired hospital facilities. A hospital or-
ganization that acquires a hospital fa-
cility (whether through merger or ac-
quisition) must meet the requirements
of section 501(r)(3) with respect to the
acquired hospital facility by the last
day of the organization’s second tax-
able year beginning after the date on
which the hospital facility was ac-
quired. In the case of a merger between
two organizations that results in the
liquidation of one organization and the
survival of the other organization, the
hospital facility or facilities formerly
operated by the liquidated organization
will be considered ‘‘acquired’ for pur-
poses of this paragraph (d)(1).

(2) New hospital organizations. An or-
ganization that becomes newly subject
to the requirements of section 501(r)
because it is recognized as described in
section 501(c)(3) and is operating a hos-
pital facility must meet the require-
ments of section 501(r)(3) with respect
to any hospital facility by the last day
of the second taxable year beginning
after the later of the effective date of
the determination letter or ruling rec-
ognizing the organization as described
in section 501(c)(3) or the first date
that a facility operated by the organi-
zation was licensed, registered, or simi-
larly recognized by a state as a hos-
pital.

(3) New hospital facilities. A hospital
organization must meet the require-
ments of section 501(r)(3) with respect
to a new hospital facility it operates by
the last day of the second taxable year
beginning after the date the facility
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was licensed, registered, or similarly
recognized by its state as a hospital.

(4) Transferred or terminated hospital
facilities. A hospital organization is not
required to meet the requirements of
section 501(r)(3) with respect to a hos-
pital facility in a taxable year if, be-
fore the end of that taxable year, the
hospital organization transfers all own-
ership of the hospital facility to an-
other organization or otherwise ceases
its operation of the hospital facility or
the facility ceases to be licensed, reg-
istered, or similarly recognized as a
hospital by a state.

(e) Transition rule for CHNAs con-
ducted in taxable years beginning before
March 23, 2012. A hospital facility that
conducted a CHNA described in section
501(r)(3) in either its first taxable year
beginning after March 23, 2010, or its
first taxable year beginning after
March 23, 2011, does not need to meet
the requirements of section 501(r)(3)
again until the third taxable year fol-
lowing the taxable year in which the
hospital facility conducted that CHNA,
provided that the hospital facility
adopted an implementation strategy to
meet the community health needs
identified through that CHNA on or be-
fore the 15th day of the fifth calendar
month following the close of its first
taxable year beginning after March 23,
2012.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014; 80 FR
12762, Mar. 11, 2015]

§1.501(r)-4 Financial assistance policy
and emergency medical care policy.

(a) In general. A hospital organization
meets the requirements of section
501(r)(4) with respect to a hospital fa-
cility it operates only if the hospital
organization establishes for that hos-
pital facility—

(1) A written financial assistance pol-
icy (FAP) that meets the requirements
of paragraph (b) of this section; and

(2) A written emergency medical care
policy that meets the requirements of
paragraph (c¢) of this section.

(b) Financial assistance policy—(1) In
general. To satisfy paragraph (a)(1) of
this section, a hospital facility’s FAP
must—

(i) Apply to all emergency and other
medically necessary care provided by
the hospital facility, including all such
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care provided in the hospital facility
by a substantially-related entity (as
defined in §1.501(r)-1(b)(28));

(ii) Be widely publicized as described
in paragraph (b)(5) of this section; and

(iii) Include—

(A) The eligibility criteria for finan-
cial assistance and whether such as-
sistance includes free or discounted
care;

(B) The basis for calculating amounts
charged to patients;

(C) The method for applying for fi-
nancial assistance;

(D) In the case of a hospital facility
that does not have a separate billing
and collections policy, the actions that
may be taken in the event of non-
payment;

(E) If applicable, any information ob-
tained from sources other than an indi-
vidual seeking financial assistance
that the hospital facility uses, and
whether and under what circumstances
it uses prior FAP-eligibility deter-
minations, to presumptively determine
that the individual is FAP-eligible, as
described in §1.501(r)-6(c)(2); and

(F) A list of any providers, other
than the hospital facility itself, deliv-
ering emergency or other medically
necessary care in the hospital facility
that specifies which providers are cov-
ered by the hospital facility’s FAP and
which are not.

(2) Eligibility criteria and basis for cal-
culating amounts charged to patients—(i)
In general. To satisfy paragraphs
(b)(1)({ii)(A) and (b)(1)({ii)(B) of this
section, the FAP must specify the fol-
lowing:

(A) All financial assistance available
under the FAP, including all discounts
and free care available under the FAP
and, if applicable, the amount(s) (for
example, gross charges) to which any
discount percentages available under
the FAP will be applied.

(B) The eligibility criteria that an in-
dividual must satisfy to receive each
discount, free care, or other level of as-
sistance available under the FAP.

(C) The method under §1.501(r)-5(b)
the hospital facility uses to determine
the amounts generally billed to indi-
viduals who have insurance covering
emergency or other medically nec-
essary care (AGB). If the hospital facil-
ity uses the look-back method de-
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scribed in §1.501(r)-5(b)(3), the FAP also
must state the AGB percentage(s) that
the hospital facility uses to determine
AGB and describe how the hospital fa-
cility calculated such percentage(s) or,
alternatively, explain how members of
the public may readily obtain such per-
centage(s) and accompanying descrip-
tion of the calculation in writing and
free of charge. In addition, the FAP
must indicate that, following a deter-
mination of FAP-eligibility, a FAP-eli-
gible individual may not be charged
more than AGB for emergency or other
medically necessary care.

(ii) Examples. The following examples
illustrate this paragraph (b)(2):

Example 1. (i) Q is a hospital facility that
establishes a FAP that provides assistance
to all uninsured and underinsured individ-
uals whose family income is less than or
equal to x% of the Federal Poverty Level
(FPL), with the level of discount for which
an individual is eligible under Q’s FAP deter-
mined based upon the individual’s family in-
come as a percentage of FPL. Q's FAP de-
fines the meaning of ‘‘uninsured,” ‘‘under-
insured,” ‘‘family income,” and ‘‘Federal
Poverty Level.” Q’s FAP also states that Q
determines AGB by multiplying the gross
charges for any emergency or other medi-
cally necessary care it provides to a FAP-eli-
gible individual by an AGB percentage of
56%. The FAP states, further, that Q cal-
culated the AGB percentage of 56% based on
all claims allowed by Medicare and private
health insurers over a specified 12-month pe-
riod, divided by the associated gross charges
for those claims. Q’'s FAP contains the fol-
lowing chart, specifying each discount avail-
able under the FAP, the amounts (gross
charges) to which these discounts will be ap-
plied, and the specific eligibility criteria for
each such discount:

Family income as % of FPL | Discount off of gross charges

50%.
75%.
Free.

>Y% — X% ...
>2% — Y%
<z%

(ii) Q’s FAP also contains a statement that
no FAP-eligible individual will be charged
more for emergency or other medically nec-
essary care than AGB because Q’s AGB per-
centage is 56% of gross charges and the most
a FAP-eligible individual will be charged is
50% of gross charges. Qs FAP satisfies the
requirements of this paragraph (b)(2).

Example 2. (i) R is a hospital facility that
establishes a FAP that provides assistance
based on household income. R’s FAP defines
the meaning of ‘household income.” R’s
FAP contains the following chart specifying
the assistance available under the FAP and



Internal Revenue Service, Treasury

the specific eligibility criteria for each level
of assistance offered, which R updates occa-
sionally to account for inflation:

Household in- Maximum amount individual will be re-
come sponsible for paying
>$b — $a ......... 40% of gross charges, up to the lesser of

AGB or x% of household income.

20% of gross charges, up to the lesser of
AGB or y% of household income.

$0 (free).

(ii) R’s FAP contains a statement that no
FAP-eligible individual will be charged more
for emergency or other medically necessary
care than AGB. R’s FAP also states that R
determines AGB by multiplying the gross
charges for any emergency or other medi-
cally necessary care it provides by AGB per-
centages, which are based on claims allowed
under Medicare. In addition, the FAP pro-
vides a Web site address individuals can
visit, and a telephone number they can call,
if they would like to obtain an information
sheet stating R’s AGB percentages and ex-
plaining how these AGB percentages were
calculated. This information sheet, which R
makes available on its Web site and provides
to any individual who requests it, states that
R’s AGB percentages are 35% of gross
charges for inpatient care and 61% of gross
charges for outpatient care. It also states
that these percentages were based on all
claims allowed for R’s emergency or other
medically necessary inpatient and out-
patient care by Medicare over a specified 12-
month period, divided by the associated
gross charges for those claims. R’s FAP sat-
isfies the requirements of this paragraph
(0)(2).

(8) Method for applying for financial
assistance—(i) In general. To satisfy
paragraph (b)(1)(iii)(C) of this section,
a hospital facility’s FAP must describe
how an individual applies for financial
assistance under the FAP. In addition,
either the hospital facility’s FAP or
FAP application form (including ac-
companying instructions) must de-
scribe the information and documenta-
tion the hospital facility may require
an individual to provide as part of his
or her FAP application and provide the
contact information described in
§1.501(r)-1(b)(24)(v). A hospital facility
may not deny financial assistance
under its FAP based on an applicant’s
failure to provide information or docu-
mentation unless that information or
documentation is described in the FAP
or FAP application form. However, a
hospital facility may grant financial
assistance under its FAP notwith-
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standing an applicant’s failure to pro-
vide information or documentation de-
scribed in the FAP or FAP application
form and may, for example, rely on
other evidence of eligibility or an at-
testation by the applicant to determine
that the applicant is FAP-eligible.

(ii) Example. The following example
illustrates this paragraph (b)(3):

Example. S is a hospital facility with a
FAP that bases eligibility solely on an indi-
vidual’s household income. S’s FAP provides
that an individual may apply for financial
assistance by completing and submitting S’s
FAP application form. S’s FAP also de-
scribes how individuals can obtain copies of
the FAP application form. S’s FAP applica-
tion form contains lines on which the appli-
cant lists all items of household income re-
ceived by the applicant’s household over the
last month and the names of the applicant’s
household members. The instructions to S’s
FAP application form tell applicants where
to submit the application and provide that
an applicant must attach to his or her FAP
application form proof of household income
in the form of payroll check stubs from the
last month or, if last month’s wages are not
representative of the applicant’s annual in-
come, a copy of the applicant’s most recent
federal tax return. Alternatively, the in-
structions state that an applicant may pro-
vide documentation of his or her qualifica-
tion for certain specified state means-tested
programs. The instructions also state that if
an applicant does not have any of the listed
documents proving household income, he or
she may call S’s financial assistance office
and discuss other evidence that may be pro-
vided to demonstrate eligibility. S does not
deny financial assistance to FAP applicants
based on a failure to submit any information
or documentation not mentioned in the FAP
application form or instructions. S’s FAP ap-
plication form instructions also provide the
contact information of the hospital facility
office that can provide an applicant with in-
formation about the FAP and assistance
with the FAP application process. S’s FAP
satisfies the requirements of this paragraph
(0)(3).

(4) Actions that may be taken in the
event of nonpayment—(@Gi) In general. To
satisfy paragraph (b)(1)(iii)(D) of this
section, either a hospital facility’s
FAP or a separate written billing and
collections policy established for the
hospital facility must describe—

(A) Any actions that the hospital fa-
cility (or other authorized party) may
take related to obtaining payment of a
bill for medical care, including, but not
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limited to, any extraordinary collec-
tion actions (ECAs) described in
§1.501(r)-6(b);

(B) The process and time frames the
hospital facility (or other authorized
party) uses in taking the actions de-
scribed in paragraph (b)(4)(i)(A) of this
section, including, but not limited to,
the reasonable efforts it will make to
determine whether an individual is
FAP-eligible before engaging in any
ECAs, as described in §1.501(r)-6(c); and

(C) The office, department, com-
mittee, or other body with the final au-
thority or responsibility for deter-
mining that the hospital facility has
made reasonable efforts to determine
whether an individual is FAP-eligible
and may therefore engage in ECAs
against the individual.

(ii) Separate billing and collections pol-
icy. In the case of a hospital facility
that satisfies paragraph (b)(1)(iii)(D) of
this section by establishing a separate
written billing and collections policy,
the hospital facility’s FAP must state
that the actions the hospital facility
may take in the event of nonpayment
are described in a separate billing and
collections policy and explain how
members of the public may readily ob-
tain a free copy of this separate policy.

() Widely publicizing the FAP—@{) In
general. To satisfy the requirement in
paragraph (b)(1)(ii) of this section to
widely publicize its FAP, a hospital fa-
cility must—

(A) Make the FAP, FAP application
form, and plain language summary of
the FAP (as defined in §1.501(r)-1(b)(24))
widely available on a Web site (as de-
fined in §1.501(r)-1(b)(29));

(B) Make paper copies of the FAP,
FAP application form, and plain lan-
guage summary of the FAP available
upon request and without charge, both
by mail and in public locations in the
hospital facility, including, at a min-
imum, in the emergency room (if any)
and admissions areas;

(C) Notify and inform members of the
community served by the hospital fa-
cility about the FAP in a manner rea-
sonably calculated to reach those
members who are most likely to re-
quire financial assistance from the hos-
pital facility; and
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(D) Notify and inform individuals
who receive care from the hospital fa-
cility about the FAP by—

(1) Offering a paper copy of the plain
language summary of the FAP to pa-
tients as part of the intake or dis-
charge process;

(2) Including a conspicuous written
notice on billing statements that noti-
fies and informs recipients about the
availability of financial assistance
under the hospital facility’s FAP and
includes the telephone number of the
hospital facility office or department
that can provide information about the
FAP and FAP application process and
the direct Web site address (or URL)
where copies of the FAP, FAP applica-
tion form, and plain language summary
of the FAP may be obtained; and

(3) Setting up conspicuous public dis-
plays (or other measures reasonably
calculated to attract patients’ atten-
tion) that notify and inform patients
about the FAP in public locations in
the hospital facility, including, at a
minimum, the emergency room (if any)
and admissions areas.

(ii) Accessibility to limited English pro-
ficient individuals. To widely publicize
its FAP, a hospital facility must ac-
commodate all significant populations
that have limited English proficiency
(LEP) by translating its FAP, FAP ap-
plication form, and plain language
summary of the FAP into the primary
language(s) spoken by such popu-
lations. A hospital facility will satisfy
this translation requirement in a tax-
able year if it makes available trans-
lations of its FAP, FAP application
form, and plain language summary of
the FAP in the language spoken by
each LEP language group that con-
stitutes the lesser of 1,000 individuals
or 5 percent of the community served
by the hospital facility or the popu-
lation likely to be affected or encoun-
tered by the hospital facility. For pur-
poses of this paragraph (b)(5)(ii), a hos-
pital facility may determine the per-
centage or number of LEP individuals
in the hospital facility’s community or
likely to be affected or encountered by
the hospital facility using any reason-
able method.

(iii) Meaning of notify and inform. For
purposes of paragraphs (b)(5)(1)(C) and
(b)(B)(HA)(D)(3) of this section, a measure
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will notify and inform members of a
community or patients about the hos-
pital facility’s FAP if the measure, at
a minimum, notifies the reader or lis-
tener that the hospital facility offers
financial assistance under a FAP and
informs him or her about how or where
to obtain more information about the
FAP and FAP application process and
to obtain copies of the FAP, FAP appli-
cation form, and plain language sum-
mary of the FAP.

(iv) Meaning of reasonably calculated.
Whether one or more measures to wide-
ly publicize a hospital facility’s FAP
are reasonably calculated to notify and
inform members of a community or pa-
tients about the hospital facility’s FAP
in the manner described in paragraphs
(b)(B)(A)(C) and (b)(5)(I)(D)(3) of this sec-
tion will depend on all of the facts and
circumstances, including the primary
language(s) spoken by the members of
the community served by the hospital
facility and other attributes of the
community and the hospital facility.

(v) Examples. The following examples
illustrate this paragraph (b)(5):

Example 1. (i) Z is a hospital facility. The
home page and main billing page of Z’s Web
site conspicuously display the following mes-
sage: ‘‘Need help paying your bill? You may
be eligible for financial assistance. Click here
for more information.” When readers click
on the link, they are taken to a Web page
that explains the various discounts available
under Z’s FAP and the specific eligibility
criteria for each such discount. This Web
page also provides all of the other informa-
tion required to be included in a plain lan-
guage summary of the FAP (as defined in
§1.501(r)-1(b)(24)), including a telephone num-
ber of Z that individuals can call and a room
number of Z that individuals can visit for
more information about the FAP and assist-
ance with FAP applications. In addition, the
Web page contains prominently-displayed
links that allow readers to download PDF
files of the FAP and the FAP application
form, free of charge and without being re-
quired to create an account or provide per-
sonally identifiable information. Z provides
any individual who asks how to access a
copy of the FAP, FAP application form, or
plain language summary of the FAP online
with the URL of this Web page. By imple-
menting these measures, Z has made its FAP
widely available on a Web site within the
meaning of paragraph (b)(5)(1)(A) of this sec-
tion.

(ii) Z distributes copies of the plain lan-
guage summary of its FAP and its FAP ap-
plication form to all of its referring staff
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physicians and to the community health cen-
ters serving its community. Z also distrib-
utes copies of these documents to the local
health department and to numerous public
agencies and nonprofit organizations in its
community that address the health issues
and other needs of low-income populations,
in quantities sufficient to meet demand. In
addition, every issue of the quarterly news-
letter that Z mails to the individuals in its
customer database contains a prominently-
displayed advertisement informing readers
that Z offers financial assistance and that
people having trouble paying their hospital
bills may be eligible for financial assistance.
The advertisement provides readers with the
URL of the Web page where Z’s FAP and
FAP application form can be accessed and a
telephone number of Z that individuals can
call and a room number of Z that individuals
can visit with questions about the FAP or
assistance with the FAP application process.
By implementing these measures, Z notifies
and informs members of its community
about the FAP within the meaning of para-
graph (b)(5)(1)(C) of this section.

(iii) Z makes paper copies of the FAP, FAP
application form, and plain language sum-
mary of the FAP available upon request and
without charge, both by mail and in its ad-
missions areas and emergency room. Z also
conspicuously displays a sign in large font
regarding the FAP in its admissions areas
and emergency room. The sign says: “Unin-
sured? Having trouble paying your hospital
bill? You may be eligible for financial assist-
ance.” The sign also provides the URL of the
Web page where Z’s FAP and FAP applica-
tion form can be accessed. In addition, the
sign provides a telephone number of Z that
individuals can call and a room number of Z
that individuals can visit with questions
about the FAP or assistance with the FAP
application process. Underneath each sign, Z
conspicuously displays copies of a brochure
that contains all of the information required
to be included in a plain language summary
of the FAP (as defined in §1.501(r)-1(b)(24)). Z
makes these brochures available in quan-
tities sufficient to meet visitor demand. Z
also offers a plain language summary of the
FAP as part of its intake process. Z’s billing
statements include a conspicuously-placed
statement in large font containing the same
information that Z includes on its signs. By
implementing these measures, Z makes a
paper copy of the FAP, FAP application
form, and plain language summary of the
FAP available upon request within the
meaning of paragraph (b)(56)(i)(B) of this sec-
tion and notifies and informs individuals
who receive care from the hospital facility
about the FAP within the meaning of para-
graph (b)(5)(1)(D) of this section.

(iv) Because Z takes measures to widely
publicize the FAP described in paragraphs
OGO,  GH®B),  BD)G)ENC), and
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(b)(5)(I)(D) of this section, Z meets the re-
quirement to widely publicize its FAP under
paragraph (b)(1)(ii) of this section.

Example 2. Assume the same facts as Exam-
ple 1, except that Z serves a community in
which 6% of the members speak Spanish and
have limited proficiency in English. Z trans-
lates its FAP, FAP application form, and
FAP brochure (which constitutes a plain lan-
guage summary of the FAP) into Spanish,
and displays and distributes both Spanish
and English versions of these documents in
its hospital facility using all of the measures
described in Example 1. Z also distributes
Spanish versions of its FAP application form
and FAP brochure to organizations serving
Spanish-speaking members of its commu-
nity. Moreover, the home page and main bill-
ing page of Z’s Web site conspicuously dis-
play an ‘‘¢Habla Espanol?” link that takes
readers to a Web page that summarizes the
FAP in Spanish and contains links that
allow readers to download PDF files of the
Spanish versions of the FAP and FAP appli-
cation form, free of charge and without being
required to create an account or provide per-
sonally identifiable information. Z meets the
requirement to widely publicize its FAP
under paragraph (b)(1)(ii) of this section.

(6) Readily obtainable information. For
purposes of paragraphs (b)(2)(i)(C) and
(b)(4)(ii1) of this section, information is
readily obtainable by members of the
public if a hospital facility—

(i) Makes the information available
free of charge on a Web site and via a
paper copy upon request in a manner
similar to that described in paragraphs
(b)(B)HA)(A) and (b)(B)(I)(B) of this sec-
tion; and

(ii) Provides translations of the infor-
mation as described in paragraph
(b)(5)(ii) of this section.

(7T) Providing documents electronically.
A hospital facility may provide elec-
tronically (for example, on an elec-
tronic screen, by email, or by providing
the direct Web site address, or URL, of
the Web page where the document or
information is posted) any document or
information that is required by this
paragraph (b) to be provided in the
form of a paper copy to any individual
who indicates he or she prefers to re-
ceive or access the document or infor-
mation electronically.

(8) Medically mecessary care. For pur-
poses of meeting the requirements of
this section, a hospital facility may
(but is not required to) use a definition
of medically necessary care applicable
under the laws of the state in which it
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is licensed, including the Medicaid defi-
nition, or a definition that refers to the
generally accepted standards of medi-
cine in the community or to an exam-
ining physician’s determination.

(c) Emergency medical care policy—(1)
In general. To satisfy paragraph (a)(2)
of this section, a hospital organization
must establish a written policy for a
hospital facility that requires the hos-
pital facility to provide, without dis-
crimination, care for emergency med-
ical conditions to individuals regard-
less of whether they are FAP-eligible.

(2) Interference with provision of emer-
gency medical care. A hospital facility’s
emergency medical care policy will not
be described in paragraph (c)(1) of this
section unless it prohibits the hospital
facility from engaging in actions that
discourage individuals from seeking
emergency medical care, such as by de-
manding that emergency department
patients pay before receiving treat-
ment for emergency medical conditions
or by permitting debt collection activi-
ties that interfere with the provision,
without discrimination, of emergency
medical care.

(3) Relation to federal law governing
emergency medical care. Subject to para-
graph (c)(2) of this section, a hospital
facility’s emergency medical care pol-
icy will be described in paragraph (c)(1)
of this section if it requires the hos-
pital facility to provide the care for
emergency medical conditions that the
hospital facility is required to provide
under Subchapter G of Chapter IV of
Title 42 of the Code of Federal Regula-
tions (or any successor regulations).

(4) Examples. The following examples
illustrate this paragraph (c):

Example 1. F is a hospital facility with a
dedicated emergency department that is sub-
ject to the Emergency Medical Treatment
and Labor Act (EMTALA) and is not a crit-
ical access hospital. F establishes a written
emergency medical care policy requiring F
to comply with EMTALA by providing med-
ical screening examinations and stabilizing
treatment and referring or transferring an
individual to another facility, when appro-
priate, and providing emergency services in
accordance with 42 CFR 482.55 (or any suc-
cessor regulation). F’s emergency medical
care policy also states that F prohibits any
actions that would discourage individuals
from seeking emergency medical care, such
as by demanding that emergency department
patients pay before receiving treatment for
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emergency medical conditions or permitting
debt collection activities that interfere with
the provision, without discrimination, of
emergency medical care. F’s emergency med-
ical care policy is described in paragraph
(c)(1) of this section.

Example 2. G is a rehabilitation hospital fa-
cility. G does not have a dedicated emer-
gency department, nor does it have special-
ized capabilities that would make it appro-
priate to accept transfers of individuals who
need stabilizing treatment for an emergency
medical condition. G establishes a written
emergency medical care policy that address-
es how it appraises emergencies, provides
initial treatment, and refers or transfers an
individual to another facility, when appro-
priate, in a manner that complies with 42
CFR 482.12(f)(2) (or any successor regulation).
G’s emergency medical care policy also pro-
hibits G from engaging in actions that dis-
courage individuals from seeking emergency
medical care, such as by demanding that pa-
tients pay before receiving initial treatment
for emergency medical conditions or permit-
ting debt collection activities that interfere
with the facility’s appraisal and provision,
without discrimination, of such initial treat-
ment. G’s emergency medical care policy is
described in paragraph (c)(1) of this section.

(d) Establishing the FAP and other poli-
cies—(1) In general. A hospital organiza-
tion has established a FAP, a billing
and collections policy, or an emer-
gency medical care policy for a hos-
pital facility only if an authorized body
of the hospital facility (as defined in
§1.501(r)-1(b)(4)) has adopted the policy
for the hospital facility and the hos-
pital facility has implemented the pol-
icy.

(2) Implementing a policy. For pur-
poses of this paragraph (d), a hospital
facility will be considered to have im-
plemented a policy if the hospital facil-
ity has consistently carried out the
policy.

(3) Establishing a policy for more than
one hospital facility. A hospital organi-
zation may establish a FAP, billing
and collections policy, and/or emer-
gency medical care policy for a hos-
pital facility that is identical to that
of other hospital facilities or a joint
policy that is shared with multiple hos-
pital facilities provided that any joint
policy clearly identifies each facility
to which it applies. However, hospital
facilities that have different AGB per-
centages or use different methods to
determine AGB must include in their
FAPs (or, in the case of information re-
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lated to AGB percentages, otherwise
make readily obtainable) different in-
formation regarding AGB to meet the
requirements of paragraph (b)(2)(A)(C)
of this section.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014]

§1.501(r)-5 Limitation on charges.

(a) In general. A hospital organization
meets the requirements of section
501(r)(b) with respect to a hospital fa-
cility it operates only if the hospital
facility (and any substantially-related
entity, as defined in §1.501(r)-1(b)(28))
limits the amount charged for care it
provides to any individual who is eligi-
ble for assistance under its financial
assistance policy (FAP) to—

(1) In the case of emergency or other
medically necessary care, not more
than the amounts generally billed to
individuals who have insurance cov-
ering such care (AGB), as determined
under paragraph (b) of this section; and

(2) In the case of all other medical
care covered under the FAP, less than
the gross charges for such care, as de-
scribed in paragraph (c) of this section.

(b) Amounts generally billed—(1) In
general. For purposes of meeting the re-
quirements of paragraph (a)(1) of this
section, a hospital facility must deter-
mine AGB for emergency or other
medically necessary care using a meth-
od described in paragraph (b)(3) or
(b)(4) of this section or any other meth-
od specified in regulations or other
guidance published in the Internal Rev-
enue Bulletin. A hospital facility may
use only one of these methods to deter-
mine AGB at any one time, but dif-
ferent hospital facilities operated by
the same hospital organization may
use different methods. A hospital facil-
ity may change the method it uses to
determine AGB at any time.

(2) Meaning of charged. For purposes
of paragraph (a)(1) of this section, a
FAP-eligible individual is considered
to be ‘‘charged’ only the amount he or
she is personally responsible for pay-
ing, after all deductions, discounts (in-
cluding discounts available under the
FAP), and insurance reimbursements
have been applied. Thus, in the case of
a FAP-eligible individual who has
health insurance coverage, a hospital
facility will meet the requirements of
paragraph (a)(1) of this section if the
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FAP-eligible individual is not person-
ally responsible for paying (for exam-
ple, in the form of co-payments, co-in-
surance, and deductibles) more than
AGB for the care after all reimburse-
ments by the health insurer have been
applied, even if the total amount paid
by the FAP-eligible individual and his
or her health insurer together exceeds
AGB.

(3) Look-back method—(i) In general. A
hospital facility may determine AGB
for any emergency or other medically
necessary care it provides to a FAP-eli-
gible individual by multiplying the
hospital facility’s gross charges for the
care by one or more percentages of
gross charges (AGB percentage(s)). A
hospital facility using this method
must calculate its AGB percentage(s)
at least annually by dividing the sum
of the amounts of all of its claims for
emergency and other medically nec-
essary care that have been allowed by
health insurers described in paragraph
(b)(3)(ii) of this section during a prior
12-month period by the sum of the as-
sociated gross charges for those claims.
Whether a claim is used in calculating
a hospital facility’s AGB percentage(s)
depends on whether the claim was al-
lowed by a health insurer during the
12-month period used in the calcula-
tion, not on whether the care resulting
in the claim was provided during that
12-month period. If the amount a
health insurer will allow for a claim
has not been finally determined as of
the last day of the 12-month period
used to calculate the AGB percent-
age(s), a hospital facility should ex-
clude the amount of the claim from
that calculation and include it in the
subsequent 12-month period during
which the amount allowed is finally de-
termined. When including allowed
claims in calculating its AGB percent-
age(s), the hospital facility should in-
clude the full amount that has been al-
lowed by the health insurer, including
both the amount the insurer will pay
or reimburse and the amount (if any)
the individual is personally responsible
for paying in the form of co-payments,
co-insurance, and deductibles, regard-
less of whether or when the full
amount allowed is actually paid and
disregarding any discounts applied to
the individual’s portion.
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(ii) Health insurers used in calculating
AGB percentage(s). In calculating its
AGB percentage(s), a hospital facility
must include the claims allowed during
a prior 12-month period by—

(A) Medicare fee-for-service;

(B) Medicare fee-for-service and all
private health insurers that pay claims
to the hospital facility; or

(C) Medicaid, either alone or in com-
bination with the insurer(s) described
in paragraph (b)(3)(ii)(A) or (b)(3)(ii)(B)
of this section.

(iii) One or multiple AGB percentages.
A hospital facility’s AGB percentage
that is calculated using the method de-
scribed in this paragraph (b)(3) may be
one average percentage of gross
charges for all emergency and other
medically necessary care provided by
the hospital facility. Alternatively, a
hospital facility may calculate mul-
tiple AGB percentages for separate cat-
egories of care (such as inpatient and
outpatient care or care provided by dif-
ferent departments) or for separate
items or services, as long as the hos-
pital facility calculates AGB percent-
ages for all emergency and other medi-
cally necessary care provided by the
hospital facility.

(iv) Start date for applying AGB per-
centages. For purposes of determining
AGB under this paragraph (b)(3), with
respect to any AGB percentage that a
hospital facility has calculated, the
hospital facility must begin applying
the AGB percentage by the 120th day
after the end of the 12-month period
the hospital facility used in calcu-
lating the AGB percentage.

(v) Use of all claims for medical care. A
hospital facility determining AGB
under this paragraph (b)(3) may use
claims allowed for all medical care dur-
ing a prior 12-month period rather than
just those allowed for emergency and
other medically necessary care.

(vi) Determining AGB percentages for
more than one hospital facility. Although
generally a hospital organization must
calculate AGB percentage(s) separately
for each hospital facility it operates,
hospital facilities that are covered
under the same Medicare provider
agreement (as defined in 42 CFR 489.3
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or any successor regulations) may cal-
culate one AGB percentage (or mul-
tiple AGB percentages for separate cat-
egories of care or for separate items or
services) using the method described in
this paragraph (b)(3) based on the
claims and gross charges for all such
hospital facilities and implement the
AGB percentage(s) across all such hos-
pital facilities.

(4) Prospective Medicare or Medicaid
method. A hospital facility may deter-
mine AGB for any emergency or other
medically necessary care provided to a
FAP-eligible individual by using the
billing and coding process the hospital
facility would use if the FAP-eligible
individual were a Medicare fee-for-serv-
ice or Medicaid beneficiary and setting
AGB for the care at the amount the
hospital facility determines would be
the total amount Medicare or Medicaid
would allow for the care (including
both the amount that would be reim-
bursed by Medicare or Medicaid and
the amount the beneficiary would be
personally responsible for paying in the
form of co-payments, co-insurance, and
deductibles). A hospital facility using
the method described in this paragraph
(b)(4) may base AGB on Medicare fee-
for-service or Medicaid or both, pro-
vided that, if it uses both, its FAP de-
scribes the circumstance under which
it will use Medicare fee-for-service or
Medicaid in determining AGB.

(5) Examples. The following examples
illustrate this paragraph (b):

Example 1. On March 15 of Year 1, Y, a hos-
pital facility, generates data on the amount
of all of Y’s claims for emergency and other
medically necessary care that were allowed
by all private health insurers and Medicare
fee-for-service over the immediately pre-
ceding calendar year. Y determines that the
private health insurers allowed a total
amount of $250 million and Medicare fee-for-
service allowed a total amount of $150 mil-
lion, with the total allowed amounts includ-
ing both the portion the insurers agreed to
reimburse and the portion that the insured
patients were personally responsible for pay-
ing. Y’s gross charges for these claims to-
taled $800 million. Y calculates that its AGB
percentage is 50% of gross charges ($400 mil-
lion/$800 million). Y updates its FAP to re-
flect the new AGB percentage of 50% and
makes the updated FAP widely available
(both on its Web site and via paper copies
upon request) on April 1 of Year 1. Between
April 1 of Year 1 (less than 120 days after the
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end of the preceding calendar year) and
March 31 of Year 2, Y determines AGB for
any emergency or other medically necessary
care it provides to a FAP-eligible individual
by multiplying the gross charges for the care
provided to the individual by 50%. Y has de-
termined AGB between April 1 of Year 1 and
March 31 of Year 2 in accordance with this
paragraph (b) by using the look-back method
described in paragraph (b)(3) of this section.

Example 2. On August 20 of Year 1, X, a hos-
pital facility, generates data on the amount
of all of X’s claims for emergency and other
medically necessary care that were allowed
by Medicare fee-for-service over the 12
months ending on July 31 of Year 1. X deter-
mines that, of these claims for inpatient
services, Medicare allowed a total amount of
$100 million (including both the portion
Medicare agreed to reimburse and the por-
tion Medicare beneficiaries were personally
responsible for paying). X’s gross charges for
these inpatient claims totaled $250 million.
Of the claims for outpatient services, Medi-
care allowed a total amount of $125 million.
X’s gross charges for these outpatient claims
totaled $200 million. X calculates that its
AGB percentage for inpatient services is 40%
of gross charges ($100 million/$250 million)
and its AGB percentage for outpatient serv-
ices is 62.5% of gross charges ($125 million/
$200 million). Y discloses its AGB percent-
ages and describes how they were calculated
on the Web page where its FAP can be
accessed, and it updates this Web page to re-
flect the new AGB percentages on November
1. Y also starts making an updated informa-
tion sheet with the new AGB percentages
available upon request on and after Novem-
ber 1. Between November 1 of Year 1 (less
than 120 days after the end of the 12-month
claim period) and October 31 of Year 2, X de-
termines AGB for any emergency or other
medically necessary inpatient care it pro-
vides to a FAP-eligible individual by multi-
plying the gross charges for the inpatient
care it provides to the individual by 40% and
AGB for any emergency or other medically
necessary outpatient care it provides to a
FAP-eligible individual by multiplying the
gross charges for the outpatient care it pro-
vides to the individual by 62.5%. X has deter-
mined AGB between November 1 of Year 1
and October 31 of Year 2 in accordance with
this paragraph (b) by using the look-back
method described in paragraph (b)(3) of this
section.

Example 3. Whenever Z, a hospital facility,
provides emergency or other medically nec-
essary care to a FAP-eligible individual, Z
determines the AGB for the care by using
the billing and coding process it would use if
the individual were a Medicare fee-for-serv-
ice beneficiary and setting AGB for the care
at the amount it determines Medicare and
the Medicare beneficiary together would be
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expected to pay for the care. Z has deter-
mined AGB in accordance with this para-
graph (b) by using the prospective Medicare
method described in paragraph (b)(4) of this
section.

Example 4. Using the look-back method de-
scribed in paragraph (b)(3) of this section, W,
a hospital facility, calculates that its AGB
percentage for Year 1 is 60% of gross charges.
Under W’s FAP, which applies to all emer-
gency and other medically necessary care
provided by W and which has been updated to
reflect the AGB percentage for Year 1, the
most that W charges a FAP-eligible indi-
vidual is 50% of gross charges. W properly
implements its FAP and charges no FAP-eli-
gible individual more for emergency or other
medically necessary care than 50% of gross
charges in Year 1. W has met the require-
ments of paragraphs (a)(1) and (b) of this sec-
tion in Year 1.

Example 5. A, an individual, receives medi-
cally necessary care from hospital facility V
for which the AGB is $3y. A is insured by U,
a health insurer. Under U’s contracts with V
and A, the amount allowed for the care V
provided to A is $5y. Of that amount allowed,
A 1is personally responsible for paying $1y (in
co-payments and deductibles) while U is re-
sponsible for paying $4y. Based on the eligi-
bility criteria specified in its FAP, V deter-
mines that A is FAP-eligible. Pursuant to
paragraph (b)(2) of this section, V may
charge U and A collectively $5y while still
meeting the requirements of paragraph (a)(1)
of this section because the amount A is per-
sonally responsible for paying in co-pay-
ments and deductibles ($1y) is less than the
AGB for the care ($3y).

Example 6. Assume the same facts as Exam-
ple 5, except that under U’s contracts with V
and A, A is personally responsible for paying
$4y (in co-payments and deductibles) for the
care while U is responsible for paying V $ly.
Because A is FAP-eligible under V’s FAP,
paragraph (a)(1) of this section requires that
A not be personally responsible for paying V
more than $3y (the AGB for the care pro-
vided).

(c) Gross charges. A hospital facility
must charge a FAP-eligible individual
less than the gross charges for any
medical care covered under the hos-
pital facility’s FAP. A billing state-
ment issued by a hospital facility to a
FAP-eligible individual for medical
care covered under the FAP may state
the gross charges for such care and

apply contractual allowances, dis-
counts, or deductions to the gross
charges, provided that the actual

amount the individual is personally re-
sponsible for paying is less than the
gross charges for such care.
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(d) Safe harbor for certain charges in
ercess of AGB. A hospital facility will
be deemed to meet the requirements of
paragraph (a) of this section, even if it
charges more than AGB for emergency
or other medically necessary care (or
gross charges for any medical care cov-
ered under the FAP) provided to a
FAP-eligible individual, if—

(1) The charge in excess of AGB was
not made or requested as a pre-condi-
tion of providing medically necessary
care to the FAP-eligible individual (for
example, an upfront payment that a
hospital facility requires before pro-
viding medically necessary care);

(2) As of the time of the charge, the
FAP-eligible individual has not sub-
mitted a complete FAP application to
the hospital facility to obtain financial
assistance for the care or has not oth-
erwise been determined by the hospital
facility to be FAP-eligible for the care;
and

(3) If the individual subsequently sub-
mits a complete FAP application and
is determined to be FAP-eligible for
the care, the hospital facility refunds
any amount the individual has paid for
the care (whether to the hospital facil-
ity or any other party to whom the
hospital facility has referred or sold
the individual’s debt for the care) that
exceeds the amount he or she is deter-
mined to be personally responsible for
paying as a FAP-eligible individual,
unless such excess amount is less than
$5 (or such other amount set by notice
or other guidance published in the In-
ternal Revenue Bulletin).

(e) Medically necessary care. For pur-
poses of meeting the requirements of
this section, a hospital facility may
(but is not required to) use a definition
of medically necessary care applicable
under the laws of the state in which it
is licensed, including the Medicaid defi-
nition, or a definition that refers to the
generally accepted standards of medi-
cine in the community or to an exam-
ining physician’s determination.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014]

§1.501(r)-6 Billing and collection.

(a) In general. A hospital organization
meets the requirements of section
501(r)(6) with respect to a hospital fa-
cility it operates only if the hospital
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facility does not engage in extraor-
dinary collection actions (ECAs), as de-
fined in paragraph (b) of this section,
against an individual to obtain pay-
ment for care before the hospital facil-
ity has made reasonable efforts to de-
termine whether the individual is eligi-
ble for assistance for the care under its
financial assistance policy (FAP), as
described in paragraph (c) of this sec-
tion. For purposes of this section, with
respect to any debt owed by an indi-
vidual for care provided by a hospital
facility—

(1) ECAs against the individual in-
clude ECAs to obtain payment for the
care against any other individual who
has accepted or is required to accept
responsibility for the individual’s hos-
pital bill for the care; and

(2) The hospital facility will be
deemed to have engaged in an ECA
against the individual to obtain pay-
ment for the care, or to have taken one
or more of the steps necessary to have
made reasonable efforts to determine
whether the individual is FAP-eligible
for the care, if any purchaser of the in-
dividual’s debt, any debt collection
agency or other party to which the
hospital facility has referred the indi-
vidual’s debt, or any substantially-re-
lated entity (as defined in §1.501(r)-
1(b)(28)) has engaged in such an ECA or
taken such steps (whichever is applica-
ble).

(b) Extraordinary collection actions—(1)
In general. Except as otherwise pro-
vided in this paragraph (b), the fol-
lowing actions taken by a hospital fa-
cility against an individual related to
obtaining payment of a bill for care
covered under the hospital facility’s
FAP are ECAs:

(i) Selling an individual’s debt to an-
other party (other than debt sales de-
scribed in paragraph (b)(2) of this sec-
tion).

(ii) Reporting adverse information
about the individual to consumer cred-
it reporting agencies or credit bureaus.

(iii) Deferring or denying, or requir-
ing a payment before providing, medi-
cally necessary care because of an indi-
vidual’s nonpayment of one or more
bills for previously provided care cov-
ered under the hospital facility’s FAP
(which is considered an ECA to obtain
payment for the previously provided
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care, not the care being potentially de-
ferred or denied). If a hospital facility
requires a payment before providing
medically necessary care to an indi-
vidual with one or more outstanding
bills for previously provided care, such
a requirement for payment will be pre-
sumed to be because of the individual’s
nonpayment of such bill(s) unless the
hospital facility can demonstrate that
it required the payment from the indi-
vidual based on factors other than, and
without regard to, the individual’s non-
payment of past bills.

(iv) Actions that require a legal or
judicial process, including but not lim-
ited to—

(A) Placing a lien on an individual’s
property (other than a lien described in
paragraph (b)(3) of this section);

(B) Foreclosing on an individual’s
real property;

(C) Attaching or seizing an individ-
ual’s bank account or any other per-
sonal property;

(D) Commencing
against an individual;

(E) Causing an individual’s arrest;

(F) Causing an individual to be sub-
ject to a writ of body attachment; and

(G) Garnishing an individual’s wages.

(2) Certain debt sales that are not ECAs.
A hospital facility’s sale of an individ-
ual’s debt for care provided by the hos-
pital facility will not be considered an
ECA if, prior to the sale, the hospital
facility has entered into a legally bind-
ing written agreement with the pur-
chaser of the debt pursuant to which—

(i) The purchaser is prohibited from
engaging in any ECAs to obtain pay-
ment for the care;

(ii) The purchaser is prohibited from
charging interest on the debt in excess
of the rate in effect under section
6621(a)(2) at the time the debt is sold
(or such other interest rate set by no-
tice or other guidance published in the
Internal Revenue Bulletin);

(iii) The debt is returnable to or re-
callable by the hospital facility upon a
determination by the hospital facility
or the purchaser that the individual is
FAP-eligible; and

(iv) If the individual is determined to
be FAP-eligible and the debt is not re-
turned to or recalled by the hospital fa-
cility, the purchaser is required to ad-
here to procedures specified in the

a civil action
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agreement that ensure that the indi-
vidual does not pay, and has no obliga-
tion to pay, the purchaser and the hos-
pital facility together more than he or
she is personally responsible for paying
as a FAP-eligible individual.

(3) Liens on certain judgments, settle-
ments, or compromises. Any lien that a
hospital facility is entitled to assert
under state law on the proceeds of a
judgment, settlement, or compromise
owed to an individual (or his or her
representative) as a result of personal
injuries for which the hospital facility
provided care is not an ECA.

(4) Bankruptcy claims. The filing of a
claim in any bankruptcy proceeding is
not an ECA.

(c) Reasonable efforts—(1) In general. A
hospital facility will have made rea-
sonable efforts to determine whether
an individual is FAP-eligible for care
only if the hospital facility meets the
requirements described in paragraph
(¢)(2) or (c)(3) of this section.

(2) Presumptive FAP-eligibility deter-
minations based on third-party informa-
tion or prior FAP-eligibility determina-
tions—(i) In general. With respect to
any care provided by a hospital facility
to an individual, the hospital facility
will have made reasonable efforts to
determine whether the individual is
FAP-eligible for the care if it deter-
mines that the individual is FAP-eligi-
ble for the care based on information
other than that provided by the indi-
vidual or based on a prior FAP-eligi-
bility determination and, if the indi-
vidual is presumptively determined to
be eligible for less than the most gen-
erous assistance available under the
FAP, the hospital facility—

(A) Notifies the individual regarding
the basis for the presumptive FAP-eli-
gibility determination and the way to
apply for more generous assistance
available under the FAP;

(B) Gives the individual a reasonable
period of time to apply for more gen-
erous assistance before initiating ECAs
to obtain the discounted amount owed
for the care; and

(C) If the individual submits a com-
plete FAP application seeking more
generous assistance during the applica-
tion period (as defined in §1.501(r)-
1(b)(3)), determines whether the indi-
vidual is eligible for a more generous
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discount and otherwise meets the re-
quirements described in paragraph
(c)(6) of this section with respect to
that complete FAP application.

(ii) Examples. The following examples
illustrate this paragraph (c)(2):

Example 1. V is a hospital facility with a
FAP under which the specific assistance for
which an individual is eligible depends exclu-
sively upon that individual’s household in-
come. The most generous assistance offered
for care under V’s FAP is free care. V's FAP
states that V uses enrollment in certain
specified means-tested public programs to
presumptively determine that individuals
are FAP-eligible. D, an individual, receives
care from V. Although D does not submit a
FAP application to V, V learns that D is eli-
gible for certain benefits under a state pro-
gram that bases eligibility on household in-
come. Based on this knowledge, V presump-
tively determines that D is eligible to re-
ceive free care under its FAP. V notifies D
that it has determined he is eligible for free
care based on his eligibility for the benefits
under the state program and therefore does
not owe V anything for the care he received.
V has made reasonable efforts to determine
whether D is FAP-eligible under this para-
graph (c)(2).

Example 2. X is a hospital facility with a
FAP that describes the data, including both
hospital and publicly-available data, X uses
to make presumptive FAP-eligibility deter-
minations. On January 16, F, an individual,
receives care from X. Using the hospital and
publicly-available data described in its FAP,
X presumptively determines that F is eligi-
ble for a 50% discount under its FAP, a dis-
count that is not the most generous discount
available under the FAP. The first billing
statement that X sends to F indicates that F
has been given a 50% discount under X’s
FAP, explains the basis for this presumptive
FAP-eligibility determination, and informs
F that she may apply for financial assistance
if she believes she is eligible for a more gen-
erous discount. The billing statement indi-
cates that F may call 1-800-888-xxxx or visit
X’s Web site at www.hospitalX.org/FAP to
learn more about the FAP or the FAP appli-
cation process. X sends F three more billing
statements, each of which contains the
standard written notice about the FAP that
X includes on all of its billing statements in
accordance with §1.501(r)-4(b)(5), but F nei-
ther pays the amount she is personally re-
sponsible for paying nor applies for more
generous financial assistance. The time be-
tween the first and fourth billing statement
constitutes a reasonable period of time for F
to apply for more generous assistance. V has
made reasonable efforts to determine wheth-
er D is FAP-eligible under this paragraph
(©)(2).
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(3) Reasonable efforts based on notifica-
tion and processing of applications. With
respect to any care provided by a hos-
pital facility to an individual, the hos-
pital facility will have made reason-
able efforts to determine whether the
individual is FAP-eligible for the care
if it—

(i) Notifies the individual about the
FAP as described in paragraph (c)(4) of
this section before initiating any ECAs
to obtain payment for the care and re-
frains from initiating such ECAs (with
the exception of an ECA described in
paragraph (b)(1)(iii) of this section) for
at least 120 days from the date the hos-
pital facility provides the first post-
discharge billing statement for the
care;

(ii) In the case of an individual who
submits an incomplete FAP applica-
tion during the application period, no-
tifies the individual about how to com-
plete the FAP application and gives
the individual a reasonable oppor-
tunity to do so as described in para-
graph (c)(b) of this section; and

(iii) In the case of an individual who
submits a complete FAP application
during the application period, deter-
mines whether the individual is FAP-
eligible for the care and otherwise
meets the requirements described in
paragraph (c)(6) of this section.

(4) Notification—(@{) In general. With
respect to any care provided by a hos-
pital facility to an individual and ex-
cept as provided in paragraph (c)(4)(iii)
of this section, a hospital facility will
have notified an individual about its
FAP for purposes of paragraph (c)(3)(i)
of this section only if the hospital fa-
cility does the following at least 30
days before first initiating one or more
ECA(s) to obtain payment for the care:

(A) Provides the individual with a
written notice that indicates financial
assistance is available for eligible indi-
viduals, that identifies the ECA(s) that
the hospitality facility (or other au-
thorized party) intends to initiate to
obtain payment for the care, and that
states a deadline after which such
ECA(s) may be initiated that is no ear-
lier than 30 days after the date that the
written notice is provided.

(B) Provides the individual with a
plain language summary of the FAP
(as defined in §1.501(r)-1(b)(24)) with the
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written notice described in paragraph
(c)(4)(i)(A) of this section (or, if appli-
cable, paragraph (c)(4)(iii) of this sec-
tion).

(C) Makes a reasonable effort to oral-
ly notify the individual about the hos-
pital facility’s FAP and about how the
individual may obtain assistance with
the FAP application process.

(ii) Notification in the event of multiple
episodes of care. A hospital facility may
satisfy the notification requirements
described in paragraph (c)(4)(i) of this
section simultaneously for multiple
episodes of care and notify the indi-
vidual about the ECA(s) the hospital
facility intends to initiate to obtain
payment for multiple outstanding bills
for care. However, if a hospital facility
aggregates an individual’s outstanding
bills for multiple episodes of care be-
fore initiating one or more ECAs to ob-
tain payment for those bills, it will
have not have made reasonable efforts
to determine whether the individual is
FAP-eligible under paragraph (c)(3) of
this section unless it refrains from ini-
tiating the ECA(s) until 120 days after
it provided the first post-discharge bill-
ing statement for the most recent epi-
sode of care included in the aggrega-
tion.

(iii) Notification before deferring or de-
nying care due to nonpayment for prior
care. In the case of an ECA described in
paragraph (b)(1)(iii) of this section, a
hospital facility may notify the indi-
vidual about its FAP less than 30 days
before initiating the ECA, provided
that the hospital facility does the fol-
lowing:

(A) Otherwise meets the require-
ments of paragraph (c)(4)(i) of this sec-
tion but, instead of the notice de-
scribed in paragraph (¢)(4)(i)(A) of this
section, provides the individual with a
FAP application form and a written
notice indicating that financial assist-
ance is available for eligible individ-
uals and stating the deadline, if any,
after which the hospital facility will no
longer accept and process a FAP appli-
cation submitted (or, if applicable,
completed) by the individual for the
previously provided care at issue. This
deadline must be no earlier than the
later of 30 days after the date that the
written notice is provided or 240 days
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after the date that the first post-dis-
charge billing statement for the pre-
viously provided care was provided.

(B) If the individual submits a FAP
application for the previously provided
care on or before the deadline described
in paragraph (c)(4)(iii)(A) of this sec-
tion (or at any time, if the hospital fa-
cility didn’t provide any such deadline
to the individual), processes the FAP
application on an expedited basis.

(iv) Examples. The following example
illustrates this paragraph (c)(4):

Example 1. A, an individual, receives care
from T, a hospital facility, in February. T
provides A with the first post-discharge bill-
ing statement for that care on March 3. This
and subsequent billing statements that T
sends to A contain the standard written no-
tice about the FAP that X includes on all of
its billing statements in accordance with
§1.501(r)-4(b)(5). A has not paid her bill or
submitted a FAP application when T pro-
vides her with the third billing statement for
the care, postmarked June 1. With this third
billing statement, T includes a plain lan-
guage summary of the FAP and a letter in-
forming A that if she does not pay the
amount owed or submit a FAP application
by July 1, T intends to report A’s delin-
quency to credit reporting agencies. T also
calls A and informs her about the financial
assistance available to eligible patients
under T’s FAP and about how to obtain as-
sistance with the FAP application process. A
does not pay her bill or submit a FAP appli-
cation by July 1. T has made reasonable ef-
forts to determine whether A is FAP-eligi-
ble, and thus may report A’s delinquency to
credit reporting agencies, as of July 2.

Example 2. G, an individual, receives care
from Y, a hospital facility, on May 25 of Year
1. Y also makes numerous attempts to en-
courage G to apply for financial assistance,
including by calling G to inform her about
the financial assistance available to eligible
patients under Y’s FAP and to offer assist-
ance with the FAP application process. By
June 24 of Year 2, Y, which had not pre-
viously initiated any ECAs against G to ob-
tain payment for the care, notifies G in writ-
ing that if G does not pay or complete a FAP
application by July 24 of Year 2, Y intends to
file a lawsuit seeking a judgment for the
amount G owes for the care and to seek
court permission to enforce the judgment by
either seizing G’s bank account or gar-
nishing G’s wages. The written notice also
includes a plain language summary of the
FAP. G fails to pay or submit a FAP applica-
tion by July 24 of Year 2. Y has made reason-
able efforts to determine whether G is FAP-
eligible, and may seek a judgment for the
amount G owes and court permission to en-
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force the judgment by seizing G’s bank ac-
count or garnishing G’s wages, as of July 25
of Year 2.

(5) Incomplete FAP applications—(@i) In
general. With respect to any care pro-
vided by a hospital facility to an indi-
vidual, if an individual submits an in-
complete FAP application during the
application period, the hospital facility
will have notified the individual about
how to complete the FAP application
and given the individual a reasonable
opportunity to do so for purposes of
paragraph (c¢)(3)(ii) of this section only
if the hospital facility—

(A) Suspends any ECAs to obtain
payment for the care as described in
paragraph (c)(8) of this section; and

(B) Provides the individual with a
written notice that describes the addi-
tional information and/or documenta-
tion required under the FAP or FAP
application form that must be sub-
mitted to complete the FAP applica-
tion and that includes the contact in-
formation described in  §1.501(r)-
1(b)(24)(v).

(ii) FAP application completed. If an
individual who has submitted an in-
complete FAP application during the
application period subsequently com-
pletes the FAP application during the
application period (or, if later, within a
reasonable timeframe given to respond
to requests for additional information
and/or documentation), the individual
will be considered to have submitted a
complete FAP application during the
application period, and the hospital fa-
cility will have made reasonable efforts
to determine whether the individual is
FAP-eligible only if it meets the re-
quirements for complete FAP applica-
tions described in paragraph (c)(6) of
this section.

(iii) Examples. The following exam-
ples illustrate this paragraph (c)(5):

Example 1. (i) Assume the same facts as Ex-
ample 1 in paragraph (c)(4)(iv) of this section
and the following additional facts: A submits
an incomplete FAP application to T on July
15, which is before the last day of the appli-
cation period on October 29 but after T has
already initiated ECAs. Eligibility for assist-
ance under T's FAP is based solely on an in-
dividual’s family income and the instruc-
tions to T’s FAP application form require
applicants to attach to their application
forms certain documentation verifying fam-
ily income. The FAP application form that A



Internal Revenue Service, Treasury

submits to T on July 15 includes all of the
required income information, but A fails to
attach the required documentation verifying
her family income. On July 22, a member of
T’s staff calls A to inform her that she failed
to attach any of the required documentation
of her family income and explains what kind
of documentation A needs to submit and how
she can submit it. T indicates that the docu-
mentation should be provided by September
22. T also sends A a letter that describes the
missing documentation that A must submit
by September 22 (and how to submit it) and
provides a telephone number A can call and
room number she can visit to get assistance
with the FAP application process. T does not
initiate any new ECAs against A and does
not take any further action on the ECAs T
previously initiated against A between July
15 and September 22. A does not respond to
T’s letter and does not submit any missing
documentation by September 22. T has made
reasonable efforts to determine whether A is
FAP-eligible, and may initiate or resume
ECAs against A, as of September 23.

(ii) On October 10, before the last day of
the application period on October 29, A pro-
vides T with the missing documentation. Be-
cause A has submitted a complete FAP ap-
plication during the application period, to
meet the requirements of paragraph (a) of
this section, T must process the FAP appli-
cation documentation to determine whether
A is FAP-eligible and otherwise meet the re-
quirements for complete FAP applications
described in paragraph (c)(6) of this section.

Example 2. (i) B, an individual, receives
care from U, a hospital facility, on January
10. U has established a FAP that provides as-
sistance to all individuals whose household
income is less than $y, and the instructions
to U’s FAP application form specify the doc-
umentation that applicants must provide to
verify their household income. Shortly after
receiving care, B submits a FAP application
form to U indicating that he has household
income of less than $y. B’s FAP application
form includes all of the required income in-
formation, but B fails to attach the required
documentation verifying household income.

(ii) On February 9, U sends B the first post-
discharge billing statement for the care that
contains the standard written notice about
the FAP that U includes on all of its billing
statements in accordance with §1.501(r)-
4(b)(5). With this first post-discharge billing
statement, U includes a letter informing B
that the income information he provided on
his FAP application form indicates that he
may be eligible to pay only x% of the
amount stated on the billing statement if he
can provide documentation that verifies his
household income. In addition, this letter de-
scribes the type of documentation (which is
also described in the instructions to U’s FAP
application form) that B needs to provide to
complete his FAP application and provides a
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telephone number that B may call and room
number he may visit if he has questions or
needs assistance with the FAP application
process. By the time U is getting ready to
send B a third billing statement for the care,
B has not provided any response to U’s re-
quest for the missing documentation. Ac-
cordingly, with the third billing statement
postmarked May 10, U includes a plain lan-
guage summary of the FAP plus a written
notice informing B that U intends to report
B’s delinquency to credit reporting agencies
if B does not submit the missing documenta-
tion or pay the amount due by June 9. U also
calls B to inform B about the impending ECA
and to see if he has questions about the miss-
ing documentation that U has requested. B
does not provide any response to U’s request
for the missing documentation by June 9. U
has made reasonable efforts to determine
whether B is FAP-eligible, and thus may re-
port B’s delinquency to credit reporting
agencies, as of June 10.

(6) Complete FAP applications—{) In
general. With respect to any care pro-
vided by a hospital facility to an indi-
vidual, if an individual submits a com-
plete FAP application during the appli-
cation period, the hospital facility will
have made reasonable efforts to deter-
mine whether the individual is FAP-el-
igible for the care only if the hospital
facility does the following in a timely
manner:

(A) Suspends any ECAs to obtain
payment for the care as described in
paragraph (c)(8) of this section.

(B) Makes a determination as to
whether the individual is FAP-eligible
for the care and notifies the individual
in writing of this eligibility determina-
tion (including, if applicable, the as-
sistance for which the individual is eli-
gible) and the basis for this determina-
tion.

(C) If the hospital facility determines
the individual is FAP-eligible for the
care, does the following:

(1) If the individual is determined to
be eligible for assistance other than
free care, provides the individual with
a billing statement that indicates the
amount the individual owes for the
care as a FAP-eligible individual and
how that amount was determined and
that states, or describes how the indi-
vidual can get information regarding,
the AGB for the care.

(2) Refunds to the individual any
amount he or she has paid for the care
(whether to the hospital facility or any
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other party to whom the hospital facil-
ity has referred or sold the individual’s
debt for the care) that exceeds the
amount he or she is determined to be
personally responsible for paying as a
FAP-eligible individual, unless such
excess amount is less than $5 (or such
other amount set by notice or other
guidance published in the Internal Rev-
enue Bulletin).

(3) Takes all reasonably available
measures to reverse any ECA (with the
exception of a sale of debt and an ECA
described in paragraph (b)(1)(iii) of this
section) taken against the individual
to obtain payment for the care. Such
reasonably available measures gen-
erally include, but are not limited to,
measures to vacate any judgment
against the individual, lift any levy or
lien (other than a lien described in
paragraph (b)(3) of this section) on the
individual’s property, and remove from
the individual’s credit report any ad-
verse information that was reported to
a consumer reporting agency or credit
bureau.

(i1) Anti-abuse rule for complete FAP
applications. A hospital facility will not
have made reasonable efforts to deter-
mine whether an individual is FAP-eli-
gible if the hospital facility bases its
determination that the individual is
not FAP-eligible on information that
the hospital facility has reason to be-
lieve is unreliable or incorrect or on in-
formation obtained from the individual
under duress or through the use of co-
ercive practices. For purposes of this
paragraph (c)(6)(ii), a coercive practice
includes delaying or denying emer-
gency medical care to an individual
until the individual has provided infor-
mation requested to determine whether
the individual is FAP-eligible for the
care being delayed or denied.

(iii) Determination based on complete
FAP applications sufficient for reasonable
efforts. A hospital facility will have
made reasonable efforts to determine
whether an individual is FAP-eligible
with respect to any ECAs it initiates to
obtain payment for care if, before initi-
ating any such ECAs, it determines
whether the individual is FAP-eligible
for the care based on a complete FAP
application and otherwise meets the re-
quirements described in this paragraph
(c)(6). If these conditions are satisfied,
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the hospital facility will have made
reasonable efforts to determine wheth-
er the individual is FAP-eligible for
the care regardless of whether it has
notified the individual as described in
paragraph (c)(4) of this section or, if
applicable, in paragraph (c)(5)(i)(B) of
this section.

(iv) Determining Medicaid eligibility. A
hospital facility will not fail to have
made reasonable efforts to determine
whether an individual is FAP-eligible
for care if, upon receiving a complete
FAP application from an individual
who the hospital facility believes may
qualify for Medicaid, the hospital facil-
ity postpones determining whether the
individual is FAP-eligible for the care
until after the individual’s Medicaid
application has been completed and
submitted and a determination as to
the individual’s Medicaid eligibility
has been made.

(v) Examples. The following examples
illustrate this paragraph (c)(6):

Example 1. C, an individual, receives care
from W, a hospital facility, on September 1.
W has established a FAP that provides as-
sistance only to individuals whose family in-
come is less than or equal to x% of the Fed-
eral Poverty Level (FPL), which, in the case
of C’s family size, is $y. Upon discharge, W’s
staff gives C a plain language summary of
the FAP and informs C that if she needs as-
sistance filling out a FAP application form,
W has a social worker on staff who can assist
her. C expresses interest in getting assist-
ance with a FAP application while she is
still on site and is directed to K, one of W’s
social workers. K explains the eligibility cri-
teria in W’s FAP to C, and C realizes that to
determine her family income as a percentage
of FPL she needs to look at her prior year’s
tax returns. On September 20, after return-
ing home and obtaining the necessary infor-
mation, C submits a FAP application to W
that contains all of the information and doc-
umentation required in the FAP application
form instructions. W’s staff promptly exam-
ines C’s FAP application and, based on the
information and documentation therein, de-
termines that C’s family income is well in
excess of $y. On October 1, W sends C her
first post-discharge billing statement for the
care she received on September 1. With the
billing statement, W includes a letter in-
forming C that she is not eligible for finan-
cial assistance because her FAP application
indicates that she has family income in ex-
cess of x% of FPL ($y for a family the size of
C’s family) and W only provides financial as-
sistance to individuals with family income
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that is less than x% of FPL. W has made rea-
sonable efforts to determine whether C is
FAP-eligible as of October 1.

Example 2. E, an individual, receives care
from P, a hospital facility, from February 24
to 28. E pays a co-payment of $30 at dis-
charge and is determined by her insurer to
be personally responsible for paying another
$550 in deductibles. P sends E several billing
statements starting on March 20 indicating
that E owes $550. By July 30, E has not paid
the $550 or submitted a FAP application. On
July 30, P notifies E in writing that if E does
not pay or complete a FAP application by
August 30, P intends to report B’s delin-
quency to credit reporting agencies. The
written notice also includes a plain language
summary of the FAP. In addition, P calls E
and informs her about the financial assist-
ance available to eligible patients under P’s
FAP and about how to obtain assistance
with the FAP application process. E fails to
pay or submit a FAP application by August
30. P subsequently reports E’s delinquency to
credit reporting agencies. E then provides a
complete FAP application to P on November
10, before the last day of the application pe-
riod on November 15. P promptly examines
the application and determines that E is eli-
gible for free care under P’s FAP. P contacts
the credit reporting agencies to which it had
reported E’s delinquency and asks them to
remove the adverse information from E’s
credit report. P also sends E a letter that in-
forms her that she is eligible for free care
under P’s FAP and explains the basis for this
eligibility determination and includes with
this letter a check for $30 (the co-payment E
had paid). P has made reasonable efforts to
determine whether E is FAP-eligible.

Example 3. R, a hospital facility, has estab-
lished a FAP that provides financial assist-
ance only to individuals whose family in-
come is less than or equal to x% of the Fed-
eral Poverty Level (FPL), based on their
prior year’s federal tax return. L, an indi-
vidual, receives care from R. While L is
being discharged from R, she is approached
by M, an employee of a debt collection com-
pany that has a contract with R to handle all
of R’s patient billing. M asks L for her fam-
ily income information, telling L that this
information is needed to determine whether
L is eligible for financial assistance. L tells
M that she does not know what her family
income is and would need to consult her tax
returns to determine it. M tells L that she
can just provide a ‘‘rough estimate’ of her
family income. L states that her family in-
come may be around $y, an amount slightly
above the amount that would allow her to
qualify for financial assistance. M enters $y
on the income line of a FAP application form
with L’s name on it and marks L as not
FAP-eligible. Based on M’s information col-
lection, R determines that L is not FAP-eli-
gible and notifies L. of this determination
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with her first billing statement. Because M
had reason to believe that the income esti-
mate provided by L was unreliable, R has
violated the anti-abuse rule described in
paragraph (c)(6)(ii) of this section. Thus, R
has not made reasonable efforts to determine
whether L is FAP-eligible.

(7) When nmo FAP application is sub-
mitted. Unless and until an individual
submits a FAP application during the
application period, any paragraphs of
this section that are conditioned on an
individual’s submitting a FAP applica-
tion (namely, paragraphs (c)(2)(i)(C),
(¢)(3)(ii), and (c)(3)(iii) of this section)
do not apply, and the hospital facility
will have made reasonable efforts to
determine whether the individual is
FAP-eligible for care, and may initiate
one or more ECAs to obtain payment
for the care, once it has met the re-
quirements of this section that are not
contingent on an individual’s submis-
sion of a FAP application. For exam-
ple, unless and until a hospital facility
receives a FAP application from an in-
dividual during the application period,
the hospital facility has made reason-
able efforts to determine whether the
individual is FAP-eligible for care (and
thus may initiate ECAs to obtain pay-
ment for the care) once it has notified
the individual about the FAP as de-
scribed in paragraph (c)(3)(i) of this
section.

(8) Suspending ECAs while a FAP ap-
plication is pending. With respect to any
care provided by a hospital facility to
an individual, if an individual submits
a FAP application during the applica-
tion period, the hospital facility (or
other authorized party) will have sus-
pended ECAs for purposes of this para-
graph (c) only if, after receiving the ap-
plication, the hospital facility (or
other authorized party) does not ini-
tiate, or take further action on any
previously-initiated, ECAs (with the
exception of an ECA described in para-
graph (b)(1)(iii) of this section) to ob-
tain payment for the care until ei-
ther—

(i) The hospital facility has deter-
mined whether the individual is FAP-
eligible based on a complete FAP appli-
cation and otherwise met the require-
ments of paragraph (c)(6) of this sec-
tion; or

(ii) In the case of an incomplete FAP
application, the individual has failed to
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respond to requests for additional in-
formation and/or documentation with-
in a reasonable period of time given to
respond to such requests.

(9) Waiver does mot constitute reason-
able efforts. For purposes of this para-
graph (c), obtaining a signed waiver
from an individual, such as a signed
statement that the individual does not
wish to apply for assistance under the
FAP or receive the information de-
scribed in paragraphs (c)(4) or (c)(5) of
this section, will not itself constitute a
determination that the individual is
not FAP-eligible and will not satisfy
the requirement to make reasonable ef-
forts to determine whether the indi-
vidual is FAP-eligible before engaging
in ECAs against the individual.

(10) Agreements with other parties.
With the exception of sales described in
paragraph (b)(2) of this section, if a
hospital facility sells or refers an indi-
vidual’s debt related to care to another
party, the hospital facility will have
made reasonable efforts to determine
whether the individual is FAP-eligible
for the care only if it first enters into
(and, to the extent applicable, en-
forces) a legally binding written agree-
ment with the party that is reasonably
designed to ensure that no ECAs are
taken to obtain payment for the care
until reasonable efforts have been
made to determine whether the indi-
vidual is FAP-eligible for the care. At
a minimum, such an agreement must
provide the following:

(i) If the individual submits a FAP
application after the referral or sale of
the debt but before the end of the ap-
plication period, the party will suspend
ECAs to obtain payment for the care as
described in paragraph (c)(8) of this
section.

(ii) If the individual submits a FAP
application after the referral or sale of
the debt but before the end of the ap-
plication period and is determined to
be FAP-eligible for the care, the party
will do the following in a timely man-
ner:

(A) Adhere to procedures specified in
the agreement that ensure that the in-
dividual does not pay, and has no obli-
gation to pay, the party and the hos-
pital facility together more than he or
she is required to pay for the care as a
FAP-eligible individual.
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(B) If applicable and if the party
(rather than the hospital facility) has
the authority to do so, take all reason-
ably available measures to reverse any
ECA (other than the sale of a debt or
an ECA described in paragraph
(b)(1)(iii) of this section) taken against
the individual as described in para-
graph (¢)(6)(1)(C)(3) of this section.

(iii) If the party refers or sells the
debt to yet another party during the
application period, the party will ob-
tain a written agreement from that
other party including all of the ele-
ments described in this paragraph
(¢)(10).

(11) Clear and conspicuous placement.
A hospital facility may print any writ-
ten notice or communication described
in this paragraph (c), including any
plain language summary of the FAP,
on a billing statement or along with
other descriptive or explanatory mat-
ter, provided that the required infor-
mation is conspicuously placed and of
sufficient size to be clearly readable.

(12) Providing documents electronically.
A hospital facility may provide any
written notice or communication de-
scribed in this paragraph (c) electroni-
cally (for example, by email) to any in-
dividual who indicates he or she prefers
to receive the written notice or com-
munication electronically.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014; 80 FR
12762, Mar. 11, 2015]

§1.501(r)-7 Effective/applicability
dates.

(a) Effective/applicability date. The
rules of §§1.501(r)-1 through 1.501(r)-6
apply to taxable years beginning after
December 29, 2015.

(b) Reasonable interpretation for tax-
able years beginning on or before Decem-
ber 29, 2015. For taxable years begin-
ning on or before December 29, 2015, a
hospital facility may rely on a reason-
able, good faith interpretation of sec-
tion 501(r). A hospital facility will be
deemed to have operated in accordance
with a reasonable, good faith interpre-
tation of section 501(r) if it has com-
plied with the provisions of the pro-
posed or final regulations under section
501(r) (REG-130266-11 and/or REG-
106499-12). Accordingly, a hospital facil-
ity may rely on §1.501(r)-3 of the pro-
posed or final regulations, or another
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reasonable interpretation of section
501(r)(3), for any CHNA conducted or
implementation strategy adopted be-
fore the first day of the hospital orga-
nization’s first taxable year beginning
after December 29, 2015.

[T.D. 9708, 79 FR 78998, Dec. 31, 2014]

§1.502-1 Feeder organizations.

(a) In the case of an organization op-
erated for the primary purpose of car-
rying on a trade or business for profit,
exemption is not allowed under section
501 on the ground that all the profits of
such organization are payable to one or
more organizations exempt from tax-
ation under section 501. In determining
the primary purpose of an organiza-
tion, all the circumstances must be
considered, including the size and ex-
tent of the trade or business and the
size and extent of those activities of
such organization which are specified
in the applicable paragraph of section
501.

(b) If a subsidiary organization of a
tax-exempt organization would itself
be exempt on the ground that its ac-
tivities are an integral part of the ex-
empt activities of the parent organiza-
tion, its exemption will not be lost be-
cause, as a matter of accounting be-
tween the two organizations, the sub-
sidiary derives a profit from its deal-
ings with its parent organization, for
example, a subsidiary organization
which is operated for the sole purpose
of furnishing electric power used by its
parent organization, a tax-exempt edu-
cational organization, in carrying on
its educational activities. However, the
subsidiary organization is not exempt
from tax if it is operated for the pri-
mary purpose of carrying on a trade or
business which would be an unrelated
trade or business (that is, unrelated to
exempt activities) if regularly carried
on by the parent organization. For ex-
ample, if a subsidiary organization is
operated primarily for the purpose of
furnishing electric power to consumers
other than its parent organization (and
the parent’s tax-exempt subsidiary or-
ganizations), it is not exempt since
such business would be an unrelated
trade or business if regularly carried
on by the parent organization. Simi-
larly, if the organization is owned by
several unrelated exempt organiza-
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tions, and is operated for the purpose
of furnishing electric power to each of
them, it is not exempt since such busi-
ness would be an unrelated trade or
business if regularly carried on by any
one of the tax-exempt organizations.
For purposes of this paragraph, organi-
zations are related only if they consist
of:

(1) A parent organization and one or
more of its subsidiary organizations; or

(2) Subsidiary organizations having a
common parent organization

An exempt organization is not related
to another exempt organization merely
because they both engage in the same
type of exempt activities.

(c) In certain cases an organization
which carries on a trade or business for
profit but is not operated for the pri-
mary purpose of carrying on such trade
or business is subject to the tax im-
posed under section 511 on its unrelated
business taxable income.

(d) Exception—(1) Tazxable years begin-
ning before January 1, 1970. For purposes
of section 502 and this section, for tax-
able years beginning before January 1,
1970, the term trade or business does not
include the rental by an organization
of its real property (including personal
property leased with the real property).

(2) Taxable years beginning after De-
cember 31, 1969. For purposes of section
502 and this section, for taxable years
beginning after December 31, 1969, the
term trade or business does not include:

(i) The deriving of rents described in
section 512(b)(3)(A),

(ii) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion, or

(iii) Any trade or business (such as a
thrift shop) which consists of the selling
of merchandise, substantially all of
which has been received by the organi-
zation as gifts or contributions

For purposes of the exception described
in subdivision (i) of this subparagraph,
if the rents derived by an organization
would not be excluded from unrelated
business income pursuant to section
512(b)(3) and the regulations there-
under, the deriving of such rents shall
be considered a trade or business.
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(3) Cross references and special rules. (i)
For determination of when rents are
excluded from the tax on unrelated
business income see section 512(b)(3)
and the regulations thereunder.

(ii) The rules contained in §1.513-
1(e)(1) shall apply in determining
whether a trade or business is de-
scribed in section 502(b)(2) and subpara-
graph (2)(ii) of this paragraph.

(iii) The rules contained in §1.513-
1(e)(3) shall apply in determining
whether a trade or business is de-
scribed in section 502(b)(3) and subpara-
graph (2)(iii) of this paragraph.

[T.D. 6500, 25 FR 11737, No. 26, 1960, as amend-
ed by T.D. 6662, 28 FR 6973, July 29, 1963; T.D.
7033, 35 FR 19997, Dec. 31, 1970]

§1.503(a)-1 Denial of exemption to cer-
tain organizations engaged in pro-
hibited transactions.

(a)(1) Prior to January 1, 1970, section
503 applies to those organizations de-
scribed in sections 501(c)(3), 501(c)(17),
and section 401(a) except:

(i) A religious organization (other
than a trust);

(ii) An educational organization
which normally maintains a regular
faculty and curriculum and normally
has a regularly enrolled body of pupils
or students in attendance at the place
where its educational activities are
regularly carried on;

(iii) An organization which normally
receives a substantial part of its sup-
port (exclusive or income received in
the exercise or performance by such or-
ganization of its charitable, edu-
cational, or other purpose or function
constituting the basis for its exemp-
tion under section 501(a)) from the
United States or any State or political
subdivision thereof or from direct of
indirect contributions from the general
public,

(iv) An organization which is oper-
ated, supervised, controlled or prin-
cipally supported by a religious organi-
zation (other than a trust) which is
itself not subject to the provisions of
this section; and

(v) An organization the principal pur-
poses or functions of which are the pro-
viding of medical or hospital care or
medical education or medical research
or agricultural research.
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(2) Effective January 1, 1907, and
prior to January 1, 1975, section 503
shall apply only to organizations de-
scribed in section 501(c) (17) or (18) or
section 401(a).

(3) Effective January 1, 1975, section
503 shall apply only to organization de-
scribed in section 501(c) (17) or (18) or
described in section 401(a) and referred
to in section 4975(g) (2) or (3).

(b) The prohibited transactions enu-
merated in section 503(b) are in addi-
tion to and not in limitation of the re-
strictions contained in section 501(c)
(3), (17), or (18) or section 401(a). Even
though an organization has not en-
gaged in any of the prohibited trans-
actions referred to in section 503(b), it
still may not qualify for tax exemp-
tions in view of the general provisions
of section 501(c) (3), (17), or (18) or sec-
tion 401(a). Thus, if a trustee or other
fiduciary of the organization (whether
or not he is also a creater or such orga-
nization) enters into a transaction
with the organization, such trans-
action will be closely scrutinized in the
light of the fiduciary principle requir-
ing undivided loyalty to ascertain
whether the organization is in fact
being operated for the stated exempt
purpose.

(c) An organization—

(1) Described in section 501(c)(3)
which after July 1, 1950, but before Jan-
uary 1, 1970, has engaged in any prohib-
ited transaction as defined in section
503(b), unless it is excepted by the pro-
visions of paragraph (a)(1) of this sec-
tion;

(2) Described in section 401(a) and re-
ferred to in section 4975(g) (2) or (3)
which after March 1, 1954, has engaged
in any prohibited transaction as de-
fined in section 503(b);

(3) Described in section 401(a) and not
referred to in section 4975(g) (2) or (3)
which after March 1, 1954, but before
January 1, 1975, has engaged in any
prohibited transaction as defined in
section 503(b) or which after December
31, 1962, but before January 1, 1975, has
engaged in any prohibited transaction
as defined in section 503(g) prior to its
repeal by section 2003(b)(5) of the Em-
ployee Retirement Income Security
Act of 1974 (88 Stat. 978);
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(4) Described in section 501(c)(17)
which after December 31, 1959, has en-
gaged in any prohibited transaction as
defined in section 503(b); or

(5) Described in section 501(c)(18)
which after December 31, 1969, has en-
gaged in any prohibited transaction de-
scribed in section 503(b)

Shall not be exempt from taxation
under section 501(a) for any taxable
year subsequent to the taxable year in
which there is mailed to it a notice in
writing by the Commissioner that it
has engaged in such prohibited trans-
actions. Such notification by the Com-
missioner shall be by registered or cer-
tified mail to the last known name and
address of the organization. However,
notwithstanding the requirement of
notification by the Commissioner, the
exemption shall be denied with respect
to any taxable year if such organiza-
tion during or prior to such taxable
year commenced the prohibited trans-
action with the purpose of diverting in-
come or corpus from its exempt pur-
poses and such transaction involved a
substantial party of the income or cor-
pus of such organization. For the pur-
pose of this section, the term taxable
year means the established annual ac-
counting period of the organization; or,
if the organization has no such estab-
lished annual accounting period, the
taxable year of the organizations means
a calendar year. See 26 CFR §1.503(j)-1
(rev. as of Apr. 1, 1974) for provisions
relating to the definition of prohibited
transactions in the case of trusts bene-
fitting certain owner-employees after
December 31, 1962, but prior to January
1, 1975. See also section 2003 (¢)(1)(B) of
the Employee Retirement Income Se-
curity Act of 1974 (88 Stat. 978) in the
case of an organization described in
section 401(a) with respect to which a
disqualified person elects to pay a tax
in the amount and manner provided
with respect to the tax imposed by sec-
tion 4975 of the Code so that the orga-
nization may avoid denial of exemption
under section 503. For further guidance
regarding the definition of last known
address, see §301.6212-2 of this chapter.

(d) The application of section 503(b)
may be illustrated by the following ex-
amples:
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Example 1. A creates a foundation in 1954
ostensibly for educational purposes. B, a
trustee, accumulates the foundation’s in-
come from 1957 until 1959 and then uses a
substantial part of this accumulated income
to send A’s children to college. The founda-
tion would lose its exemption for the taxable
years 1957 through 1959 and for subsequent
taxable years until it regains its exempt sta-
tus.

Example 2. If under the facts in Example 1
such private benefit was the purpose of the
foundation from its inception, such founda-
tion is not exempt by reason of the general
provisions of section 501(c)(3), without regard
to the provisions of section 503, for all years
since its inception, that is, for the taxable
years 1954 through 1959 and subsequent tax-
able years, since under section 501(c)(3) the
organization must be organized and operated
exclusively for exempt purposes. See
§1.501(c)(3)-1.

[T.D. 7428, 41 FR 34621, Aug. 16, 1976, as
amended by T.D. 8939, 66 FR 2819, Jan. 12,
2001]

§1.503(b)-1 Prohibited transactions.

(a) In general. The term prohibited
transaction means any transaction set
forth in section 503(b) engaged in by
any organization described in para-
graph (a) of §1.503(a)-1. Whether a
transaction is a prohibited transaction
depends on the facts and circumstances
of the particular case. This section is
intended to deny tax-exempt status to
such organizations which engage in
certain transactions which inure to the
private advantage of (1) the creator of
such organization (if it is a trust); (2)
any substantial contributor to such or-
ganization; (3) a member of the family
(as defined in section 267(c)(4) of an in-
dividual who is such creator of or such
substantial contributor to such organi-
zation; or (4) a corporation controlled,
as set forth in section 503(b), by such
creator or substantial contributor.

(b) Loans as prohibited transactions
under section 503(b)(1)—(1) Adequate se-
curity. For the purposes of section
503(b)(1), which treats as prohibited
transactions certain loans by an orga-
nization without receipt of adequate
security and a reasonable rate of inter-
est, the term adequate security means
something in addition to and sup-
porting a promise to pay, which is so
pledged to the organization that it may
be sold, foreclosed upon, or otherwise
disposed of in default of repayment of
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the loan, the value and liquidity of
which security is such that it may rea-
sonably be anticipated that loss of
principal or interest will not result
from the loan. Mortgages or liens on
property, accommodation endorse-
ments of those financially capable of
meeting the indebtedness, and stock or
securities issued by corporations other
than the borrower may constitute se-
curity for a loan to the persons or or-
ganizations described in section 503(b).
Stock of a borrowing corporation does
not constitute adequate security. A
borrower’s evidence of indebtedness, ir-
respective of its name, is not security
for a loan, whether or not it was issued
directly to the exempt organization.
However, if any such evidence of in-
debtedness provides for security that
may be sold, foreclosed upon, or other-
wise disposed of in default of repay-
ment of the loan, there may be ade-
quate security for such loan. If an or-
ganization subject to section 503(b)
purchases debentures issued by a per-
son specified in section 503(b), the pur-
chase is considered, for purposes of sec-
tion 503(b)(1), as a loan made by the
purchaser to the issuer on the date of
such purchase. For example, if an ex-
empt organization subject to section
503(b) makes a purchase through a reg-
istered security exchange of debentures
issued by a person described in section
503(b), and owned by an unknown third
party, the purchase will be considered
as a loan to the issuer by the pur-
chaser. For rules relating to loan of
funds to, or investment of funds in
stock or securities of, persons de-
scribed in section 503(b) by an organiza-
tion described in section 401(a), see
paragraph (b)(5) of §1.401-1.

(2) Effective dates. The effective dates
for the application of the definition of
adequate security in paragraph (b)(1) of
this paragraph are:

(i) March 15, 1956, for loans (other
than debentures) made after March 15,
1956;

(ii) January 31, 1957, for loans (other
than debentures) made before March 16,
1956, and continued after January 31,
1957;

(iii) November 8, 1956, for debentures
which were purchased after November
8, 1956;
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(iv) December 1, 1958, for debentures
which were purchased before November
9, 1956, and held after December 1, 1958;

(v) If an employees’ pension, stock
bonus, or profit-sharing trust described
in section 401(a) made a loan before
March 1, 1954, repayable by its terms
after December 31, 1955, and which
would constitute a prohibited trans-
action if made on or after March 1,
1954, the loan shall not constitute a
prohibited transaction if held until ma-
turity (determined without regard to
any extension or renewal thereof);

(vi) January 1, 1960, for loans (includ-
ing the purchase of debentures) made
by supplemental unemployment ben-
efit trusts, described in section 501
(e)(A7);

(vii) January 1, 1970, for loans (in-
cluding the purchase of debentures)
made by employees’ contribution pen-
sion plan trusts described in section

501(c)(18).
(3) Certain exceptions to section
503(b)(1). See section 503(e) and

§1.503(e)-1, 1.503(e)-2, and 1.503(e)-3 for
special rules providing that certain ob-
ligations acquired by trusts described
in section 401(a) or section 501(c) (17) or
(18) shall not be treated as loans made
without the receipt of adequate secu-
rity for purposes of section 503(b)(1).
See section 503(f) and §1.503(f)-1 for an
exception to the application of sections
503(b)(1) for certain loans made by em-
ployees’ trusts described in section
401(a).

(c) Examples. The principles of this
section are illustrated by the following
examples: (Assume that section 503 (e)
and (f) are not applicable.)

Example 1. A, creator of an exempt trust
subject to section 503, borrows $100,000 from
such trust in 1960, giving his unsecured
promissory note. The net worth of A is
$1,000,000. The net worth of A is not security
for such loan and the transaction is a prohib-
ited transaction. If, however, the note is se-
cured by a mortgage on property of suffi-
cient value, or is accompanied by acceptable
collateral of sufficient value, or carries with
it the secondary promise of repayment by an
accommodation endorser financially capable
of meeting the indebtedness, it may be ade-
quately secured. However, subordinated de-
bentures bonds of a partnership which are
guaranteed by the general partners are not
adequately secured since the general part-
ners are liable for the firm’s debt and their
guaranty adds no additional security.
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Example 2. Assume the same facts as in ex-
ample 1 except that A’s promissory note in
the amount of $100,000 to the trust is secured
by property which has a fair market value of
$75,000. A’s promissory note secured to the
extent of $75,000 is not adequately secured
within the meaning of section 503(b)(1) since
the security at the time of the transaction
must be sufficient to repay the indebtedness,
interest, and charges which may pertain
thereto.

Example 3. Corporation M, a substantial
contributor to an exempt organization sub-
ject to section 503, borrows $150,000 from such
organization in 1960, giving its promissory
note accompanied by stock of the borrowing
corporation with a fair market value of
$200,000. Since promissory notes and deben-
tures have priority over stock in the event of
liquidation of the corporation, stock of a
borrowing corporation is not adequate secu-
rity. Likewise, debenture bonds which are
convertible on default into voting stock of
the issuing corporation do not constitute
adequate security under section 503(b)(1).

Example 4. B, creator of an exempt trust
subject to section 503, borrows $100,000 from
such trust in 1960, giving his secured promis-
sory note at the rate of 3 percent interest.
The prevailing rate of interest charged by fi-
nancial institutions in the community where
the transaction takes place is 5 percent for a
loan of the same duration and similarly se-
cured. The loan by the trust to the grantor
is a prohibited transaction since section
503(b)(1) requires both adequate security and
a reasonable rate of interest. Further, a
promise to repay the loan plus a percentage
of future profits which may be greater than
the prevailing rate of interest does not meet
the reasonable rate of interest requirement.

Example 5. N Corporation, a substantial
contributor to an exempt organization sub-
ject to section 503 borrows $50,000 on or after
March 16, 1956, from the organization. If the
loan is not adequately secured, the organiza-
tion has committed a prohibited transaction
at the time the loan was made. If the loan
had been made on or before March 15, 1956,
and is continued after January 31, 1957, it
must be adequately secured on February 1,
1957, or it will be considered a prohibited
transaction on that date. However, if the ex-
empt organization were an employees’ trust,
described in section 401(a), and the loan were
made before March 1, 1954, repayable by its
terms after December 31, 1955, it would not
have to be adequately secured on February 1,
1957. Moreover, if the exempt organization
were a supplemental unemployment benefit
trust, described in section 501(c)(17), and the
loan were made before January 1, 1960, re-
payable by its terms after December 31, 1959,
it would not have to be adequately secured
on January 1, 1960.

Example 6. An exempt organization subject
to section 503 purchases a debenture issued
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by O Corporation, which is a substantial con-
tributor to the organization. The organiza-
tion purchases the debenture in an arm’s
length transaction from a third person on or
after November 9, 1956. The purchase is con-
sidered as a loan by the organization to O
Corporation. The loan must be adequately
secured when it is made, or it is considered
as a prohibited transaction at that time. If
the organization purchased the debenture be-
fore November 9, 1956, and holds it after De-
cember 1, 1958, the debenture must be ade-
quately secured on December 2, 1958, or it
will then be considered as a prohibited trans-
action. However, if the organization were an
employees’ trust described in section 401(a),
and if the debenture were purchased before
March 1, 1954, and its maturity date is after
December 31, 1955, the debenture does not
have to be adequately secured. Moreover, if
the organization were an employees’ con-
tribution pension plan trust described in sec-
tion 501(c)(18), and if the debenture were pur-
chased before January 1, 1970, and its matu-
rity date is after December 31, 1969, the de-
benture does not have to be adequately se-
cured.

[T.D. 7428, 41 FR 34621, Aug. 16, 1976]

§1.503(c)-1 Future status of organiza-
tions denied exemption.

(a) Any organization described in sec-
tion 501(c) (3), (17), or (18), or an em-
ployees’ trust described in section
401(a), which is denied exemption under
section 501(a) by reason of the provi-
sions of section 503(a), may file, in any
taxable year following the taxable year
in which notice of denial was issued, a
claim for exemption. In the case of or-
ganizations described in section 501(c)
(3), (A7), or (18), the appropriate exemp-
tion application shall be used for this
purpose, and shall be filed with the dis-
trict director. In the case of an
enmployees’ trust described in section
401(a), the information described in
§1.404(a)-2 shall be submitted with a
letter claiming exemption. All employ-
ees’ trust described in section 401(a)
shall submit this information to the
district director with whom a request
for a determination as to its qualifica-
tion under section 401 and exemption
under section 501 may be submitted
under paragraph (s) of §601.201 of this
chapter (Statement of Procedural
Rules). A claim for exemption must
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contain or have attached to it, in addi-
tion to the information generally re-
quired of such an organization claim-
ing exemption as an organization de-
scribed in section 501(c) (17), or (18), or
section 401(a) (or section 501(c)(3) prior
to January 1, 1970), a written declara-
tion made under the penalities of per-
jury by principal officer of such organi-
zation authorized to make such dec-
laration that the organization will not
knowingly again engage in a prohibited
transaction, (as defined in section
503(b) (or 4975(c) if such section applies
to such organization)). In the case of
section 501(c)(3) organizations which
have lost their exemption after Decem-
ber 31, 1969, pursuant to section 503, a
claim for exemption must contain or
have attached to it a written agree-
ment made under penalities of perjury
by a principal officer of such organiza-
tion authorized to make such agree-
ment that the organization will not
violate the provisions of chapter 42. In
addition, such organization must com-
ply with the rules for governing instru-
ments as prescribed in §1.508-3. See
§1.501(a)-1 for proof of exemption re-
quirements in general.

(b) If the Commissioner is satisfied
that such organization will not know-
ingly again engage in a prohibited
transaction (as defined under section
503(b) or 4975(c), as applicable to such
organization) or in the case of a section
501(c)(3) organization, will not violate
the provisions of chapter 42, and the or-
ganization also satisfied all the other
requirements under section 501(c) (3),
7), or (18), or section 401(a), the orga-
nization will be so notified in writing.
In such case the organization will be
exempt (subject to the provisions of
section 501(c)(3), or sections 501(c) (17),
(18) or 401(a), and 503, and 504 when ap-
plicable) with respect to the taxable
years subsequent to the taxable year in
which the claim described in section
503(c) is filed. Section 503 contemplates
that an organization denied exemption
because of the terms of such section
will be subject to taxation for at least
one full taxable year. For the purpose
of this section, the term taxable year
means the established annual account-
ing period of the organization; or, if
the organization has no such estab-
lished annual accounting period, the
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taxable year of the organization means
the calendar year.

(c) For taxable years beginning after
December 31, 1969, the denial of an ex-
emption pursuant to this section, for a
taxable year prior to January 1, 1970, of
an organization described in section
501(c)(3) shall not cause such organiza-
tion to cease to be described in section
501(c)(3) for purposes of part II of sub-
chapter F, chapter 1 and for purposes of
the application of chapter 42 taxes.

(d) In the case of an organization de-
scribed in section 501(c)(3), which has
lost its exemption pursuant to section
503, and which has not notified the
Commissioner that it is applying for
recognition of its exempt status under
section 508(a) and this section, no gift
or contribution made after December
31, 1969, which would otherwise be de-
ductible under section 170, 642(c), or
545(b)(2) shall be allowed as a deduc-
tion.

[T.D. 7428, 41 FR 34622, Aug. 16, 1976, as
amended by T.D. 7896, 48 FR 23817, May 27,
1983; T.D. 9849, 84 FR 9235, Mar. 14, 2019]

§1.503(d)-1 Cross references.

For provisions relating to loans de-
scribed in section 503(b)(1) by a trust
described in section 401(a), see
§1.503(b)-1 and section 503 (e) and (f)
and the regulations thereunder.

[T.D. 7428, 41 FR 34623, Aug. 16, 1976]

§1.503(e)-1 Special rules.

(a) In general. (1) Section 503(e) pro-
vides that for purposes of section
503(b)(1) (relating to loans made with-
out the receipt of adequate security
and a reasonable rate of interest) the
acquisition of a bond, debenture, note,
or certificate or other evidence of in-
debtedness shall not be treated as a
loan made without the receipt of ade-
quate security if certain requirements
are met. Those requirements are de-
scribed in §1.503(e)-2.

(2) Section 503(e) does not affect the
requirement in section 503(b)(1) of a
reasonable rate of interest. Thus, al-
though the acquistion of a certificate
of indebtedness which meets all of the
requirements of section 503(e) and of
§1.503(e)-2 will not be considered as a
loan made without the receipt of ade-
quate security, the acquisition of such
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an indebtedness does consitute a pro-
hibited transaction if the indebtedness
does not bear a reasonable rate of in-
terest.

(3) The provisions of section 503(e) do
not limit the effect of section 401(a)
and §1.401-2, section 501(c)(17)(A)(), or
section 501(c)(18)(A), all relating to the
use of diversion of corpus or incopme of
the respective employee trusts. Fur-
thermore, the provisions of section
503(e) do not limit the effect of any of
the provisions of section 503 other than
section 503(b)(1). Thus, for example, al-
though a loan made by employees’
trust described in section 503(a)(1)(B)
meets all the requirements of section
503(e) and therefore is not treated as a
loan made without the receipt of ade-
quate security, such an employees’
trust making such a loan will lose its
exempt status if the loan is not consid-
ered as made for the exclusive benefit
of the employees or their beneficiaries.
Similarly, a loan which meets the re-
quirements of section 503(e) will con-
stitute a prohibited transaction within
the meaning of section 503(b)(6) if it re-
sults in a substantial diversion of the
trust’s income or corpus to a person de-
scribed in section 503(b).

(b) Definitions. For purposes of sec-
tion 503(e):

(1) The term obligation means bond,
debenture, note, or certificate or other
evidence of indebtedness.

(2) The term issuer includes any per-
son described in section 503(b) who
issues an obligation.

(3)(1) The term person independent of
the issuer means a person who is not re-
lated to the issuer by blood, by mar-
riage, or by reason of any substantial
business interests. Persons who will be
considered not to be independent of the
issuer include but are not limited to:

(a) The spouse, ancestor, lineal de-
scendant, or brother or sister (whether
by whole or half blood) of an individual
who is the issuer of an obligation;

(b) A corporation controlled directly
or indirectly by an individual who is
the issuer, or directly or indirectly by
the spouse, ancestor, lineal descendant,
or brother or sister (whether by whole
or half blood) of an individual who is
the issuer;
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(¢) A corporation which directly or
indirectly controls, or is controlled by,
a corporate issuer;

(d) A controlling shareholder of a
corporation which is the issuer, or
which controls the issuer;

(e) An officer, director, or other em-
ployee of the issuer, of a corporation
controlled by the issuer, or of a cor-
poration which controls the issuer;

(f) A fiduciary of any trust created by
the issuer, by a corporation which con-
trols the issuer, or by a corporation
which is controlled by the issuer; or

(g9) A corporation controlled by a per-
son who controls a corporate issuer.

(ii) For purposes of paragraph (b)(3)(i)
of this section, the term control means,
with respect to a corporation, direct or
indirect ownership of 50 percent or
more of the total combined voting
power of all voting stock or 50 percent
or more of the total value of shares of
all classes of stock. If the aggregate
amount of stock in a corporation
owned by an individual and by the
spouse, ancestors, lineal descendants,
brothers and sisters (whether by whole
of half blood) of the individual is 50
percent or more of the total combined
voting power of all voting stock or is 50
percent or more of the total value of
all classes of stock, then each of these
persons shall be considered as the con-
trolling shareholder of the corporation.

(iii) In determining family relation-
ships for purposes of paragraph (b)(3)(i)
of this section, a legally adopted child
of an individual shall be treated as a
child of such individual by blood.

(4) The term issue means all the obli-
gations of an issuer which are offered
for sale on substantially the same
terms. Obligations shall be considered
offered for sale on substantially the
same terms if such obligation would, at
the same time and under the same cir-
cumstances, be traded on the market
at the same price. On the other hand, if
the terms on which obligations are of-
fered for sale differ in such manner as
would cause such obligations to be
traded on the market at different
prices, then such obligations are not
part of the same issue. The following
are examples of terms which, if dif-
ferent, would cause obligations to be
traded on the market at different
prices: (i) Interest rate; (ii) Maturity
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date; (iii) Collateral; and (iv) Conver-
sion provisions

The fact that obligations are offered
for sale on different dates will not pre-
clude such obligations from being part
of the same issue if they all mature on
the same date and if the terms on
which they are offered for sale are oth-
erwise the same, since such obligations
would, at the same time and under the
same conditions, be traded on the mar-
ket at the same price. Obligations shall
not be considered part of the same
issue merely because they are part of
the same authorization or because they
are registered as part of the same issue
with the Securities and Exchange Com-
mission.

[T.D. 7428, 41 FR 34623, Aug. 16, 1976]

§1.503(e)-2 Requirements.

(a) In general. The requirements
which must be met under section 503(e)
for an obligation not to be treated as a
loan made without the receipt of ade-
quate security for purposes of section
503(b)(1) are described in paragraphs
(b), (c), and (d) of this section. For pur-
poses of this section, the term employee
trust shall mean any of the three kinds
of organizations described in section
503(a)(1).

(b) Methods of acquisition—(1) In gen-
eral. The employee trust must acquire
the obligation of the market, by pur-
chase from an underwriter, or by pur-
chase from the issuer, in the manner
described in subparagraph (2), (3), or (4)
of this paragraph.

(2) On the market. (i) An obligation is
acquired on the market when it is pur-
chased through a national securities
exchange which is registered with the
Securities and Exchange Commission,
or when it is purchased in an over-the-
counter transaction. For purposes of
the preceding sentence, securities pur-
chased through an exchange which is
not a national securities exchange reg-
istered with the Securities and Ex-
change Commission shall be treated as
securities purchased in an over-the-
counter transaction.

(ii)(a) If the obligation is listed on a
national securities exchange registered
with the Securities and Exchange Com-
mission, it must be purchased through
such an exchange or in an over-the-
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counter transaction at a price not
greater than the price of the obligation
prevailing on such an exchange at the
time of the purchase by the employee
trust.

(b) For purposes of section 503(e), the
price of the obligation prevailing at
the time of the purchase means the
price which accurately reflects the
market value of the obligation. In the
case of an obligation purchased
through a national securities exchange
which is registered with the Securities
and Exchange Commission, the price
paid for the obligation will be consid-
ered the prevailing price of the obliga-
tion. In the case of an obligation pur-
chased in an over-the-counter trans-
action, the prevailing price may be the
price at which the last sale of the obli-
gation was affected on such national
securities exchange immediately before
the employee trust’s purchase of such
obligation on the same day or may be
the mean between the highest and low-
est prices at which sales were effected
on such exchange on the same day or
on the immediately preceding day or
on the last day during which there
were sales of such obligation or may be
a price determined by any other meth-
od which accurately reflects the mar-
ket value of the obligation.

(iii)(a) If the obligation is not listed
on a national securities exchange
which is registered with the Securities
and Exchange Commission, it must be
purchased in an over-the-counter
transaction at a price not greater than
the offering price for the obligation as
established by current bid and asked
prices quoted by persons independent
of the issuer.

(b) For purposes of section 503(e) the
offering price for the obligation at the
time of the purchase means the price
which accurately reflects the market
value of the obligation. The offering
price may be the price at which the
last sale of the obligation to a person
independent of the issuer was effected
immediately before the employee
trust’s purchase of such obligation on
the same day or may be the mean be-
tween the highest and lowest prices at
which sales to persons independent of
the issuer were effected on the same
day or on the last day during which
they were sales of such obligation or
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may be a price determinated by any
other method which accurately reflects
the market value of the obligation. The
offering price for an obligation must be
a valid price for the amount of the obli-
gations which the trust is purchasing.
For example, if an employees’ trust de-
scribed in section 503(a)(1)(B) purchases
1,000 bonds of the employer corporation
at the offering price established by cur-
rent prices for a lot of 10 such bonds,
such offering price may not be a valid
price for 1,000 bonds and the purchase
may therefore not meet the require-
ments of this subdivision. For a pur-
chase of an obligation to qualify under
this subdivision, there must be suffi-
cient current prices quoted by persons
independent of the issuer to establish
accurately the current value of the ob-
ligation. Thus, if there are no current
prices quoted by persons independent
of the issuer, an over-the-counter
transaction will not qualify under this
subparagraph even though the obliga-
tion was purchased in an arms’s length
transaction from a person independent
of the issuer.

(iv) For purposes of this section, an
over-the-counter transaction is one not
executed on a national securities ex-
change which is registered with the Se-
curities and Exchange Commission. An
over-the-counter transaction may be
made through a dealer or an exchange
which is not such a national securities
exchange or may be made directly from
the seller to the purchaser.

(3) From an underwriter. An obligation
may be purchased from an underwriter
if it is purchased at a price not greater
than:

(i) The public offering price for the
obligation as set forth in a prospectus
or offering circular filed with the Secu-
rities and Exchange Commission, or

(ii) The price at which a substantial
portion of the issue including such ob-
ligation is acquired by persons inde-
pendent of the issuer

whichever is the lesser price. For pur-
poses of this subparagraph, a portion of
the issue will be considered substantial
if the purchasers of such portion by
persons independent of the issuer are
sufficient to establish that fair market
value of the obligations included in
such issue. In determining whether the
purchases are sufficient to establish
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the fair market value, all the sur-
rounding facts and circumstances will
be considered, including the number of
independent purchasers, the aggregate
amount purchased by each such inde-
pendent purchaser, and the number of
transactions. In the case of a large
issue, purchases of a small percentage
of the outstanding obligations may be
considered purchases of a substantial
portion of the issue; whereas, in the
case of a small issue, purchases of a
larger percentage of the outstanding
obligations will ordinarily be required.
The requirement in paragraph (b)(3)(ii)
of this section contemplates purchase
of the obligations by persons inde-
pendent of the issuer contempora-
neously with the purchase by the em-
ployee trust. If a substantial portion
has been purchased at different prices,
the price of the portion may be based
on the average of such prices, and if
several substantial portions have been
sold to persons independent of the
issuer, the price of any of the substan-
tial portions may be used for pusposes
of this subparagraph.

(4) From the issuer. An obligation may
be purchased directly from the issuer
at a price not greater than the price
paid currently for a substantial portion
of the same issue by persons inde-
pendent of the issuer. This requirement
contemplates purchase of a substantial
portion of the same issue by persons
independent of the issuer contempora-
neously with the purchase by the em-
ployee trust. For purposes of this sub-
paragraph, a portion of the issue will
be considered substantial if the pur-
chases of such portion by persons inde-
pendent of the issuer are sufficient to
establish the fair market value of the
obligations included in such issue. In
determining whether the purchases are
sufficient to establish the fair market
value, all the surrounding facts and
circumstances will be considered, in-
cluding the number of independent pur-
chasers, the aggregage amount pur-
chased by each such independent pur-
chaser, and the number of trans-
actions. In the case of a large issue,
purchases of a small percentage of the
outstanding obligations may be consid-
ered purchases of a substantial portion
of the issue; whereas, in the case of a
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small issue, purchases of a larger per-
centage of the outstanding obligations
will ordinarily be required. The price
paid for a substantial portion of the
issue may be determined in the manner
privided in paragraph (b)(3) of this sec-
tion.

(c) Limitations on holdings of obliga-
tions. (1) Immediately following acqui-
sition of the obligation by the em-
ployee trust:

(i) Not more than 25 percent of the
aggregate amount of the obligations
issued in such issue and outstanding
immediately after acquisition by the
trust may be held by the trust, and

(ii) At least 50 percent of such aggre-
gate amount must be held by persons
independent of the issuer.

(2)(1) For purposes of paragraph (c)(1)
of this section, an obligation is not
considered as outstanding if it is held
by the issuer. For example, if an obli-
gation which has been issued and out-
standing is repurchased and held by the
issuer, without cancellation or retire-
ment, such an obligation is not consid-
ered outstanding.

(ii) For purposes of paragraph (c)(1)
of this section, the amounts of the obli-
gations held by the trust and by per-
sons independent of the issuer shall be
computed on the basis of the face
amount of the obligations.

(d) Limitation on amount invested in
obligations. (1)(i) Immediately following
acquisition of the obligation, not more
25 percent of the assets of the employee
trust may be invested in all obligations
of all persons described in section
503(b). For purposes of determining the
amount of the trust’s assets which are
invested in obligations of persons de-
scribed in section 503(b) immediately
following acquisition of the obligation,
those obligations shall be valued as fol-
lows:

(a) Those obligations included in the
acquisition in respect of which the per-
centage test in the first sentence of
this subdivision is being applied shall
be valued at their adjusted basis, as
provided in section 1011, relating to ad-
justed basis for determining gain or
loss; and

(b) All other obligations of persons
described in section 503(b) which were
part of the trust’s assets immediately
before the acquisition of the obliga-
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tions described in (d)(1)(i)(a) of this
section shall be valued at their fair
market value on the day that the obli-
gations described in (d)(1)(i)(a) of this
section were acquired. For purposes of
determining the total amount of the
assets of the trust (including obliga-
tions of persons described in section
503(b)), there shall be used the fair mar-
ket value of those assets on the day the
obligation is acquired.

(ii) The application of the rules in
paragraph (d)(1)(i) of this section may
be illustrated by the following exam-
ple:

Example. On February 1, 1960, an exempt
employees’ trust described in section 401(a)
purchases unsecured debentures issued by
the employer corporation for $1,000. At the
time of this purchase, such debentures have
a fair market value of $1,200. Immediately
after the purchase of such unsecured deben-
tures, the assets of the trust consist of the
following:

Eair mlar-
et value
Cost on Feb. 1,
1960

(a) Assets other than obligations

of persons described in sec.

503(D) v $5,000 $7,800
(b) Obligations of persons de-

scribed in sec. 503(b) acquired

before Feb. 1, 1960 .................. 500 1,000
(c) Unsecured debentures of em-

ployer purchased on Feb. 1,

1960 ..o 1,000 1,200

Immediately following acquisition of the
unsecured debentures by the trust, the per-
cent of the assets of the trust that are in-
vested in all obligations of all persons de-
scribed in section 503(b) is computed as fol-
lows:

(1) Obligations of persons described in section

503(b) acquired before Feb. 1, 1960 (valued

at fair market value)
(2) Unsecured debentures of employer pur-

chased on Feb. 1, 1960 (valued at cost)

$1,000

......... 1,000
(3) Total amount of trust’s assets invested in ob-
ligations of persons described in section
503(b) ((1) PIUS (2)) vevevererrreirieieieceecces 2,000
(4) Assets of the trust other than obligations of
persons described in section 503(b) (valued at
fair market value on Feb. 1, 1960)
(5) Obligations of persons described in section
503(b) acquired before Feb. 1, 1960 (valued
at fair market value on Feb. 1, 1960)
(6) Unsecured debentures of employer
chased on Feb. 1, 1960 (valued at fair market
value on Feb. 1, 1960)

7,800

1,000

$1,200

(7) Total assets of the trust valued at fair market
value on Feb. 1, 1960 (sum of (4), (5), and

(6) 10,000
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(8) Percent of assets of the trust invested in all
obligations of all persons described in section
503(b) immediately following purchase of un-
secured debentures on Feb. 1, 1960 ((3) +

(7), that is, $2,000 -+ $10,000) 20%

(2) In determining for purposes of
subparagraph (1) of this paragraph the
amount invested in obligations of per-
sons described in section 503(b), there
shall be included amounts invested in
any obligations issued by any such per-
son, irrespective of whether the obliga-
tion is secured, and irrespective of
whether the obligation meets the con-
ditions of section 503(e) or section
503(f). Obligations of persons described
in section 503(b) other than the issuer
of the obligation to which section
503(e) applies are also included within
the 25 percent limitation. For example,
if on February 19, 1959, an exempt em-
ployees’ trust described in section
401(a) purchases unsecured debentures
issued by the employer corporation in
a transaction effected on the New York
Stock Exchange, and if immediately
after the purchase 10 percent of the
trust’s assets is invested in such deben-
tures and 20 percent of its assets is in-
vested in a loan made with adequate
security on January 12, 1959, to the
wholly-owned subsidiary of the em-
ployer corporation, then the purchase
of the employer’s debentures will not
qualify under section 503(e), since 30
percent of the trust’s assets are then
invested in obligations of persons de-
scribed in section 503(b).

(e) Change of terms of an obligation. A
change in terms of an obligation is con-
sidered as the acquisition of a new obli-
gation. If such new obligation is not
adequately secured, the requirements
of section 503(e) must be met at the
time the terms of the obligation are
changed for such section to be applica-
ble to such new loan.

[T.D. 7428, 41 FR 34624, Aug. 16, 1976]

§1.503(e)-3 Effective dates.

(a) Section 503(e) and §§1.503(e)-1 and
1.503(e)-3 are effective in the case of an
employees’ trust described in section
401(a) for taxable years ending after
March 15, 1956. Thus, if during a tax-
able year ending before March 16, 1956,
an employees’ trust made a loan which
meets the requirements of section
503(e), such loan will not be treated as
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made without the receipt of adequate
security and will not cause the loss of
exemption for taxable years ending
after March 15, 1956, although such loan
was not considered adequately secured
when made. (However, section 503 does
not apply to organizations described in
section 401(a) not referred to in section
4975(g) (2) or (3) for transactions occur-
ring after December 31, 1974.)

(b)(1) In the case of obligations ac-
quired by an employees’ trust described
in section 401(a) before September 2,
1958, which were held on that date, the
requirements described in paragraphs
(c) and (d) of §1.503(e)-2 which were not
satisfied immediately following the ac-
quisition shall be treated as satisfied
at that time if those requirements
would have been satisfied had the obli-
gations been acquired on September 2,
1958. For example, on January 3, 1955,
an employees’ trust described in sec-
tion 401(a) purchased through the New
York Stock Exchange unsecured deben-
tures issued by the employer corpora-
tion. Under section 503(e) the acquisi-
tion of such debentures by the trust
will not be treated for taxable years
ending after March 15, 1956, as a loan
made without the receipt of adequate
security if the debentures were held by
the employees’ trust on September 2,
1958, and if the requirements of para-
graphs (c¢) and (d) of §1.503(e)-2 which
were not met on January 3, 1955, were
met on September 2, 1958, as if that
date were the date of acquisition.

(2) In the case of obligations acquired
before September 2, 1958, which were
not held by the employees’ trust de-
scribed in section 401(a) on that date,
only the requirements described in
paragraph (b) of §1.503(e)-2 must be sat-
isfied for section 503(e) to be applicable
to such acquisition. For example, if on
December 5, 1956, an employees’ trust
lent money to the employer corpora-
tion by purchasing a debenture issued
by the employer and if the trust sold
the debenture on August 1, 1958, such
loan would not be treated as made
without the receipt of adequate secu-
rity if the requirement described in
paragraph (b) of §1.503(e)-2 was met on
December 5, 1956.

(c) Section 503(e) and §§1.503(e)-1 and
1.503(e)-2 are effective in the case of
trusts described in section 501(c)(17)
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with respect to loans made, renewed,
or, in the case of demand loans, contin-
ued after December 31, 1959, and in the
case of trusts described in section
501(c)(18) with respect to loans made,
renewed or, in the case of demand
loans, continued after December 31,
1969.

(d) See paragraph (b)(2) of §1.503(b)-1
for the effective dates for the applica-
tion of the definition of adequate secu-
rity.

[T.D. 7428, 41 FR 34626, Aug. 16, 1976]

§1.503(f)-1 Loans by employers who
are prohibited from pledging assets.

(a) In general. (1) Section 503(f) pro-
vides that section 503(b)(1) shall not
apply to a loan made to the employer
by an employees’ trust described in
section 401(a) if the loan bears a rea-
sonable rate of interest and certain
conditions are met. Section 503(f) also
applies to the renewal of loans to the
employer and, in the case of demand
loans, to the continuation of such
loans.

(2) The provisions of section 503(f) do
not limit the effect of section 401(a)
and §1.401-2, relating to use or diver-
sion of corpus or income of an employ-
ees’ trust, or the effect of any of the
provisions of section 503 other than
section 503(b)(1). Consequently, al-
though a loan made by an employees’
trust described in section 503(a)(1)(B)
meets all the requirements of section
503(f) and therefore is not treated as a
loan made without the receipt of ade-
quate security, an employees’ trust
making such a loan will lose its exempt
status if the loan is not considered as
made for the exclusive benefit of the
employees or their beneficiaries. Simi-
larly, a loan which meets the require-
ments of section 503(f) will constitute a
prohibited transaction within the
meaning of section 503(b)(6) if it results
in a substantial diversion of the trust’s
income or corpus to a person described
in section 503(b).

(b) Conditions. (1) Section 503(f) ap-
plies to a loan only if, with respect to
the making or renewal of the loan, the
conditions described in paragraphs (b)
(2), (3), and (4) of this section are met.
For purpose of this paragraph, the
mere continuance of a demand loan is
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not considered as the making or re-
newal of such a loan.

(2) The employer must be prohibited
(at the time of the making or renewal
of the loan) by any law of the United
States or regulations thereunder from
directly or indirectly pledging, as secu-
rity for such a loan, a particular class
or classes of his assets the value of
which (at such time) represents more
than one-half of the value of all his as-
sets. If a loan is made or renewed when
the employer is prohibited by a law of
the United States (or the regulations
thereunder) from pledging a class of his
assets, the qualification of such a loan
under section 503(f) will not be affected
by a subsequent change in such law or
regulations permitting the employer to
pledge such assets, unless such loan is
renewed after such change. See section
8(a) of the Securities Exchange Act of
1934, as amended (15 U.S.C. 78h(a)),
which prohibits certain persons from
pledging a class of assets as security
for loans, and 12 CFR 220.5(a) (credit by
brokers, dealers, and members of na-
tional securities exchanges).

(3) The making or renewal, as the
case may be, must be approved in writ-
ing as an investment which is con-
sistent with the exempt purposes of the
trust by a trustee who is independent
of the employer, and such written ap-
proval must not have been previously
refused by any other such trustee. A
trustee is independent of the employer,
for purposes of this subparagraph, if he
is entirely free of influence or con-
trolled by the employer. For example,
if the employer is a partnership, then a
partner in such partnership, or a mem-
ber of a partner’s family would not be
considered independent of the em-
ployer. Similarly, an employee of the
employer would not be considered inde-
pendent of the employer. For purposes
of this subparagraph, the term trustee
means, with respect to any trust for
which there are two trustees who are
independent of the employer, both of
such trustees and, with respect to any
trust for which there are more than
two such independent trustees, a ma-
jority of the trustees independent of
the employer.

(4)(i) Immediately following the mak-
ing or renewal, as the case may be, the
aggregate amount lent by the trust to
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the employer, without the receipt of
adequate security must not exceed 25
percent of the value of all the assets of
the trust.

(ii) For purposes of paragraph (b)(4)(i)
of this section, the determination as to
whether any amount lent by the trust
to the employer is a loan made without
the receipt of adequate security shall
be made without regard to section
503(e). Thus, if an employees’ trust
makes a loan on January 2, 1959, to the
employer without adequate security
(but which loan is not considered as
made without adequate security under
section 503(e)), and if immediately
after making such loan 10 percent of
the value of all its assets is invested in
such loan, then the trust may on that
day invest not more than an additional
15 percent of its assets in a loan which
would be considered made without ade-
quate security if it were not for the
provisions of section 503(f).

(iii) For purposes of paragraph
(b)(4)(i) of this section, in determining
the value of all the assets of the trust,
there shall be used the fair market
value of those assets on the day of the
making or renewal.

(c) Reasonable rate of interest. Section
503(f) only applies if, in addition to
meeting the conditions described in
paragraph (b) of this section, the loan
bears a reasonable rate of interest
when it is made, renewed, or, in the
case of demand loans, during the period
of its existence.

(d) Change of terms of loan. A change
in the terms of a loan (including a re-
duction in the security for a loan) is
considered as the making of a new
loan. If such a new loan is not ade-
quately secured, the requirements of
section 503(f) must be met at the time
the terms of the loan are changed for
such section to be applicable to such
new loan.

(e) Effective date. (1) This section and
section 503(f) are effective for taxable
years ending after September 2, 1958,
but only with respect to periods after
such date. Thus, if a loan was made on
or before September 2, 1958, without
the receipt of adequate security and if,
when such loan was made, it met all of
the requirements of section 503(f) and
this section, then the loan is not sub-
ject to section 503(b)(1) after Sep-
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tember 2, 1958, and would not consitite
a prohibited transaction after that
date because of a lack of adequate se-
curity.

(2) See paragraph (b)(2) of §1.503(b)-1
for the effective dates for application
of the definition of adequate security.

[T.D. 7428, 41 FR 34626, Aug. 16, 1976]

§1.504-1 Attempts to influence legisla-
tion; certain organizations formerly
described in section 501(c)(3) de-
nied exemption.

Section 504(a) and this section apply
to an organization that is exempt from
taxation at any time after October 4,
1976, as an organization described in
section 501(c)(3), and that ceases to be
described in that section because it—

(a) Is an action organization within
the meaning of §1.501(c)(3)-1(c)(3)(ii) or
(iv), on account of activities occurring
after October 4, 1976, or

(b) Is denied exemption under the
provisions of section 501(h) (see
§1.501(h)-3 or §56.4911-9).

This section does not apply, however,
to an organization that was described
in section 501(h)(5) and §1.501(h)-2(b)(3)
(relating generally to churches) for its
taxable year immediately preceding
the first taxable year for which it is no
longer an organization described in sec-
tion 501(c)(3). An organization to which
section 504(a) and this section apply
shall not be treated as described in sec-
tion 501(c)(4) at any time after the or-
ganization ceases to be described in
section 501(c)(3). Further, an organiza-
tion denied treatment as an organiza-
tion described in section 501(c)(4) under
this section may not be treated as an
organization described in section 501(c)
other than as an organization described
in section 501(c)(3). For rules relating
to recognition of exemption after ex-
emption is denied under section 501(h),
§1.501(h)-3(d).

[T.D. 8308, 55 FR 35592, Aug. 31, 1990]

§1.504-2 Certain transfers made to
avoid section 504(a).

(a) Scope. Under section 504(b), a
transfer described in paragraph (b) or
(c) of this section to an organization
exempt from tax under section 501(a)
may result in loss of exemption by the
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transferee unless the Commaissioner de-
termines, under paragraph (e) of this
section, that the original transfer did
not effect an avoidance of section
504(a). For purposes of this section, the
term transfer includes any use by, or
for the benefit of, the recipient of the
transfer, but does not include any
transfer made for adequate and full
consideration.

(b) Transferor and transferee commonly
controlled—(1) Loss of exemption. A
transfer is described in this paragraph
(b) if it is described in paragraphs (b)(2)
through (b)(6). The transferee of a
transfer described in this paragraph
will cease to be exempt from tax under
section 501(a), unless the provisions of
paragraph (e) of this section apply.

(2) Transferor organization. A transfer
is described in this paragraph (b)(2)
only if it is from an organization
that—

(i) Is or was described in section
501(c)(3), but not in section 501(h)(5),
and

(ii) Is determined to be an ‘‘action”
organization (as defined in §1.501(c)(3)-
1(c)(3)(ii) or (iv)), or is denied exemp-
tion from tax by reason of section
501(h) and either §1.501(h)-3 or §56.4911-
9.

(3) Transferor and transferee commonly
controlled. A transfer is described in
this paragraph (b)(3) only if, at the
time of the transfer or at any time dur-
ing the transferee’s ten taxable years
following the year in which the trans-
fer was made, the transferee is con-
trolled (directly or indirectly), as de-
fined in paragraph (f) of this section,
by the same person or persons who con-
trol the transferor.

(4) Time of transfer. A transfer is de-
scribed in this paragraph (b)(4) only if
the transfer is made—

(i) After the date that is 24 months
before the earliest of the effective date
of the determination under section
501(h) that the transferor is not ex-
empt, the effective date of the Commis-
sioner’s determination that the trans-
feror is an ‘‘action” organization (as
defined in §1.501(c)(3)(ii) or (iv)), or the
date on which the Commissioner pro-
poses to treat it as no longer described
in section 501(c)(3), and
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(ii) Before the transferor again is rec-
ognized as an organization described in
section 501(c)(3).

(5) Transferee. A transfer is described
in this paragraph (b)(6) only if the
transferee is exempt from tax under
section 501(a) but the transferee is nei-
ther—

(i) An organization described in sec-
tion 501(c)(3), nor

(ii) An organization described in sec-
tion 401(a) to which the transferor con-
tributes as an employer.

(6) Amount of transfer. A transfer is
described in this paragraph (b)(6) only
if the amount of the transfer exceeds
the lesser of 30 percent of the net fair
market value of the transferor’s assets
or 50 percent of the net fair market
value of the transferee’s assets, com-
puted immediately before the transfer.
For purposes of this paragraph (b)(6)—

(i) The amount of a transfer by a
transferor is the sum of the amounts
transferred to any number of trans-
ferees in any number of transfers, all of
which are described in paragraphs (b)(2)
through (b)(5) of this section, and the
time of the transfer is the time of the
first transfer so taken into account;
and

(ii) The amount of a transfer to a
transferee is the sum of the amounts
transferred by a transferor to the
transferee in any number of transfers,
all of which are described in para-
graphs (b)(2) through (b)(5) of this sec-
tion, and the time of the transfer is the
time of the first transfer so taken into
account.

(c) Other transfers—(1) Transfers in-
cluded. A transfer is described in this
paragraph (c¢) if it would be described in
paragraph (b) of this section except
that either—

(i) The amount of the transfer is less
than the amount determined in para-
graph (b)(6) of this section, or

(ii) The transferor and transferee are
not commonly controlled as described
in paragraph (b)(3) of this section, or

(iii) The transferee is an organization
described in sections 501(c)(3) and
501(h)(4).

(2) Loss of exemption. The transferee
of a transfer described in this para-
graph (c) will cease to be exempt under
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section 501(a) if the Commissioner de-
termines on all the facts and cir-
cumstances that the transfer effected
an avoidance of section 504(a). In deter-
mining whether a transfer effected an
avoidance of section 504(a), the Com-
missioner may consider whether the
transferee engages, or has engaged, in
attempts to influence legislation and
may also consider any factors enumer-
ated in paragraph (e) of this section.

(d) Date of loss of exempt status. A
transferee of a transfer described in
paragraph (b), (¢)(1)(ii), or (c)(1)(iii) of
this section will cease to be exempt
from tax under section 501(a) on the
date that all requirements of para-
graph (b), (¢c)(1)(ii), or (c)(1)(iii) (other
than the determination by the Com-
missioner) are satisfied. A transferee of
a transfer described in paragraph
(c)(1)(i) of this section will cease to be
exempt from tax under section 501(a)
on the date of the last transfer pre-
ceding notification of the transferee
that the Commissioner proposes to
treat the transferee as other than an
exempt organization.

(e) Transfers not in avoidance of section
504(a). Notwithstanding paragraph (b)
of this section, if, based on all the facts
and circumstances, the Commissioner
determines that a transfer described in
paragraph (b) did not effect an avoid-
ance of section 504(a), the transferee
will not be denied exemption from tax
by reason of section 504(b) and this sec-
tion. In making the determination
called for in the preceding sentence,
the Commissioner may consider all rel-
evant factors including:

(1) Whether enforceable and effective
conditions on the transfer preclude use
of any of the transferred assets for any
purpose that, if it were a substantial
part of an organization’s activities,
would be inconsistent with exemption
as an organization described in section
501(c)(3);

(2) In the absence of conditions de-
scribed in paragraph (e)(1) of this sec-
tion, whether the transferred assets are
used exclusively for purposes that are
consistent with the transferor’s exemp-
tion as an organization described in
section 501(c)(3);

(3) Whether the assets transferred
would be describe in §53.4942(a)(-2(c)(3)
before, as well as after, the transfer if
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both the transferor and transferee were
private foundations;

(4) Whether and to what extent the
transfer would satisfy the provisions of
§1.507-2(a) (7) and (8) if the transferor
were a private foundation;

(5) Whether all of the transferred as-
sets have been expended during a pe-
riod when the transferee was not con-
trolled (directly or indirectly) by the
same person or persons who controlled
the transferor; and

(6) Whether the entire amount of the
transferred assets were in turn trans-
ferred, before the close of the trans-
feree’s taxable year following the tax-
able year in which the transferred as-
sets were received, to one or more or-
ganizations described in section
507(b)(1)(A) none of which are con-
trolled (directly or indirectly) by the
same persons who control either the
original transferor or transferee.

(f) Control. For purposes of section 504
and the regulations thereunder—

(1) The transferor will be presumed to
control any organization with which it
is affiliated within the meaning of
§56.4911-7(a), or would be if both orga-
nizations were described in section
501(c)(3), and

(2) The transferee will be treated as
controlled (directly of indirectly) by
the same person or persons who control
the transferor if the transferee would
be treated as controlled under
§53.4942(a)-3(a)(3), for which purpose
the transferor shall be treated as a pri-
vate foundation.

[T.D. 8308, 55 FR 35592, Aug. 31, 1990]

§1.505(c)-1T Questions and answers
relating to the notification require-
ment for recognition of exemption
under paragraphs (9), (17) and (20)
of Section 501(c) (temporary).

Q-1: What does section 505(c) of the Inter-
nal Revenue Code provide?

A-1: Section 505(c) provides that an organi-
zation will not be recognized as exempt
under section 501(c)(9) as a voluntary em-
ployees’ beneficiary association, under sec-
tion 501(c)(17) as a trust forming part of a
plan providing for the payment of supple-
mental unemployment compensation bene-
fits, or under section 501(c)(20) as a trust
forming part of a qualified group legal serv-
ices plan unless notification is given to the
Internal Revenue Service. The notification
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required of a trust created pursuant to sec-
tion 501(c)(20) and forming part of a qualified
group legal services plan is set forth in Q&A-
2. The notification required of an organiza-
tion organized after July 18, 1984, and apply-
ing for exempt status as an organization de-
scribed in section 501(c) (9) or (17) is set forth
in Q&A-3 through Q&A-8. The notification
required of an organization organized on or
before July 18, 1984, and claiming exemption
as an organization described in section 501(c)
(9) or (17) is set forth in Q&A-9 through Q&A-
11. However, an organization that has pre-
viously notified the Internal Revenue Serv-
ice of its claim to exemption under section
501(c) (9), (17), or (20) or its claim to exemp-
tion under those sections pursuant to an-
other provision of the Code, is not required,
under section 505(c), to submit a renotifica-
tion (See Q&A-2 and Q&A-12).

SECTION 501(c)(20) TRUSTS

Q-2: What is the notice required of a trust
created pursuant to section 501(c)(20) and
forming part of a qualified group legal serv-
ices plan under section 120?

A-2: (a) A trust claiming exemption as an
organization described in section 501(c)(20)
will be recognized as exempt if the exclusive
function of the trust is to form part of a
qualified group legal services plan or plans.
Exemption of the trust under section
501(c)(20) will generally be dependent upon
and coextensive with recognition of the plan
as a qualified group legal services plan.
Therefore, a trust organized pursuant to sec-
tion 501(c)(20) after July 18, 1984, need not
file a separate notice with the Internal Rev-
enue Service of its claim to exemption be-
cause the notice required by section 120(c)(4)
will suffice for purposes of section 505(c),
provided a copy of the trust instrument is
filed with the Form 1024 submitted by the
group legal services plan. If the trust instru-
ment has not been filed with the Form 1024
submitted by the group legal services plan,
the trust must comply with (and exemption
will be dependent upon) the filing applicable
to a trust organized on or before July 18,
1984. For the notice required and effective
dates of exemption of a qualified group legal
services plan under section 120, see §1.120-3.

(b) A trust organized on or before July 18,
1984, that claims exempt status as a trust de-
scribed in section 501(c)(20) and that forms
part of a qualified group legal services plan
which has been recognized as exempt under
section 120, must file a copy of its trust in-
strument with the Internal Revenue Service
before February 4, 1987. If a copy of the trust
instrument is filed within the time provided,
the trust’s exemption will be recognized
retroactively to the date the qualified group
legal services plan was recognized as exempt
under section 120. However, if a copy of the
trust instrument is filed after the time pro-
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vided, exemption will be recognized only for
the period after the copy of the trust instru-
ment is filed with the Internal Revenue
Service. See Q&A-T7 for a further discussion
of date of filing. A trust that has previously
filed a copy of its trust instrument with the
Service need not refile that document.

SECTION 501(c)(9) AND (17) ORGANIZATIONS
ORGANIZED AFTER JULY 18, 1984

Q-3: What is the notice required of an orga-
nization or trust, organized after July 18,
1984, that is applying for recognition of tax
exempt status under section 501(c) (9) or (17)?

A-3: An organization or trust that is orga-
nized after July 18, 1984, will not be treated
as described in paragraphs (9) or (17) of sec-
tion 501(c), unless the organization notifies
the Internal Revenue Service that it is ap-
plying for recognition of exemption. In addi-
tion, unless the required notice is given in
the manner and within the time prescribed
by these regulations, an organization will
not be treated as exempt for any period be-
fore the giving of the required notice. The
notice is filed by submitting a properly com-
pleted and executed Form 1024, ‘‘Application
for Recognition of Exemption Under Section
501(a) or for Determination Under Section
120 together with the additional informa-
tion required under Q&A-4 and Q&A-5. The
notice is filed with the district director for
the key district in which the organization’s
principal place of business or principal office
is located.

The notice may be filed by either the plan
administrator (as defined in section 414(g))
or the trustee. The Internal Revenue Service
will not accept a Form 1024 for any organiza-
tion or trust before such entity has been or-
ganized.

Q—4: What information, in addition to the
information required by Form 1024, must be
submitted by an organization or trust seek-
ing recognition of exemption under section
501(c) (9) or (17)?

A-4: A notice will not be considered com-
plete unless, in addition to a properly com-
pleted and executed Form 1024, the organiza-
tion or trust submits a full description of the
benefits available to participants under sec-
tion 501(c) (9) or (17). Moreover, both the
terms and conditions of eligibility for mem-
bership and the terms and conditions of eli-
gibility for benefits must be set forth. This
information may be contained in a separate
document, such as a plan document, or it may
be contained in the creating document of the
entity (e.g., the articles of incorporation or
association, or a trust indenture). For bene-
fits provided through a policy or policies of
insurance, all such policies must be included
with the notice. Where individual policies of
insurance are provided to the participants,
single exemplar copies, typical of policies
generally issued to participants, are accept-
able, provided they adequately describe all
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forms of insurance available to participants.
In providing a full description of the benefits
available, the benefits provided must be suf-
ficiently described so that each benefit is
definitely determinable. A benefit is defi-
nitely determinable if the amount of the
benefit, its duration, and the persons eligible
to receive it are ascertainable from the plan
document or other instrument. Thus, a ben-
efit is not definitely determinable if the
rules governing either its amount, its dura-
tion, or its recipients are not ascertainable
from the plan document or other instrument
but are instead subject to the discretion of a
person or committee. Likewise, a benefit is
not definitely determinable if the amount
for any individual is based upon a percentage
share of any item that is within the discre-
tion of the employer. However, a disability
benefit will not fail to be considered defi-
nitely determinable merely because the de-
termination of whether an individual is dis-
abled is made under established guidelines
by an authorized person or committee.

Q-5: What is the notice required of collec-
tively bargained plans?

A-5: If an organization or trust claiming
exemption under section 501(c) (9) or (17) is
organized and maintained pursuant to a col-
lective bargaining agreement between em-
ployee representatives and one or more em-
ployer, only one Form 1024 is required to be
filed for the organization or trust, regardless
of the number of employers originally par-
ticipating in the agreement. Moreover, once
a Form 1024 is filed pursuant to a collective
bargaining areement, an additional Form
1024 is not required to be filed by an em-
ployer who thereafter participates in that
agreement. When benefits are provided pur-
suant to a collective bargaining agreement,
the notice will not be considered complete
unless, in addition to a properly completed
and executed Form 1024, a copy of the collec-
tive bargaining agreement is also submitted
together with the additional information de-
lineated in Q&A-4.

Q-6: When must the required notice be filed
by an organization or trust, organized after
July 18, 1984, that seeks recognition of ex-
emption under section 501(c) (9) or (17)?

A-6: An organization or trust applying for
exemption must file the required notice by
the later of February 4, 1987 or 15 months
from the end of the month in which the orga-
nization or trust was organized. An exten-
sion of time for filing the required notice
may be granted by the district director if the
request is submitted before the end of the ap-
plicable period and it is demonstrated that
additional time is needed.

Q-7: What is the effective date of exemp-
tion for a new organization or trust, orga-
nized after July 18, 1984, that has submitted
the required notice?

A-T: If the required notice is filed within
the time provided by these regulations, the
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organization’s exemption will be recognized
retroactively to the date the organization
was organized, provided its purpose, organi-
zation and operation (including compliance
with the applicable nondiscrimination re-
quirements) during the period prior to the
date of the determination letter are in ac-
cordance with the applicable law. However,
if the required notice is filed after the time
provided by these regulations, exemption
will be recognized only for the period after
the application is filed with the Internal
Revenue Service. The date of filing is the
date of the United States postmark on the
cover in which an exemption application is
mailed or, if no postmark appears on the
cover, the date the application is stamped as
received by the Service. If an extension for
filing the required notice has been granted to
the organization, a notice filed on or before
the last day specified in the extension will be
considered timely and not the otherwise ap-
plicable date under Q&A-6.

Q-8: What is the effect on exemption of the
filing of an incomplete notice?

A-8: Although a properly completed and
executed Form 1024 together with the re-
quired additional information (See Q&A-4
and Q&A-5) must be submitted to satisfy the
notice required by section 505(c), the failure
to file, within the time specified, all of the
information necessary to complete such no-
tice will not alone be sufficient to deny rec-
ognition of exemption from the date of orga-
nization to the date the completed informa-
tion is submitted to the Service. If the no-
tice which is filed with the Service within
the required time is substantially complete,
and the organization supplies the necessary
additional information requested by the
Service within the additional time allowed,
the original notice will be considered timely.
However, if the notice is not substantially
complete or the additional information is
not provided within the additional time al-
lowed, exemption will be recognized only
from the date of filing of the additional in-
formation.

SECTION 501(c)(9) AND (17) ORGANIZATIONS
ORGANIZED ON OR BEFORE JULY 18, 1984

Q-9: What is the notice required of an orga-
nization or trust organized on or before July
18, 1984, that claims exempt status as an or-
ganization described in section 501(c) (9) or
an?

A-9: Section 505(c) provides a special rule
for existing organizations and trusts orga-
nized on or before July 18, 1984. Such an or-
ganization or trust will not be treated as de-
scribed in paragraphs (9) or (17) of section
501(c) unless the organization or trust noti-
fies the Internal Revenue Service in the
manner and within the time prescribed in
these regulations that it is claiming exemp-
tion under the particular section. The type
of notice, the manner for filing that notice,
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and the additional information required is
the same as that set forth in Q&A-3 through
Q&A-5 for new organizations.

Q-10: When must the required notice be
filed by an organization or trust organized
on or before July 18, 1984?

A-10: An organization or trust organized on
or before July 18, 1984, that claims exempt
status as an organization described in sec-
tion 501(c) (9) or (17), must file the required
notice before February 4, 1987. An extension
of time for filing the required notice may be
granted by the district director if the re-
quest is submitted before the due date of the
notice and it is demonstrated that additional
time is needed.

Q-11: What is the effective date of exemp-
tion for an organization or trust organized
on or before July 18, 1984, that has submitted
the required notice?

A-11: If the required notice is filed within
the time provided by these regulations, the
organization’s exemption will be recognized
retroactively to the date the organization
was organized, provided its purpose, organi-
zation and operation (including compliance
with the applicable nondiscrimination re-
quirements) during the period prior to the
date of the determination letter are in ac-
cordance with the applicable law. If, on the
other hand, the required notice is filed after
the time provided by these regulations, ex-
emption will be recognized only for the pe-
riod after the notice is received by the Inter-
nal Revenue Service. See Q&A-T for a further
discussion of date of filing. See also Q&A-8
for the effect on exemption of a notice that
has been timely filed but is incomplete.

EXCEPTIONS TO NOTICE REQUIREMENT

Q-12: Are any organizations or trusts
claiming recognition of exemption as an or-
ganization described in section 501(c) (9) or
(17) excepted from the notice requirement of
section 505(c)?

A-12: An organization or trust that has
previously notified the Internal Revenue
Service of its claim to exemption by filing
Form 1024 is not required, under section
505(c), to renotify the Service. Thus, an orga-
nization that has filed a Form 1024 that is
pending with the Service need not refile that
form. Also, an organization that has received
a ruling or determination letter from the
Service recognizing its exemption from tax-
ation need not submit the notification re-
quired by section 505(c).

[T.D. 8073, 51 FR 4330, Feb. 4, 1986]

§1.506-1 Organizations required to no-
tify Commissioner of intent to oper-
ate under section 501(c)(4).

(a) Notification requirement—(1) In gen-
eral. Except as provided in paragraph
(b) of this section, an organization
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(whether domestic or foreign) described
in section 501(c)(4) must, no later than
60 days after the date the organization
is organized, notify the Commissioner
that it is operating as an organization
described in section 501(c)(4) by submit-
ting a completed Form 8976, ‘‘Notice of
Intent to Operate Under Section
501(c)(4),” or its successor (the notifica-
tion). The notification must be sub-
mitted in accordance with the form
and its instructions. The notification
must include the information specified
in paragraph (a)(2) of this section and
be accompanied by payment of the user
fee described in paragraph (a)(3) of this
section. Additional guidance on the
procedure for submitting the notifica-
tion may be provided in published guid-
ance in the Internal Revenue Bulletin
(see §601.601(d)(2) of this chapter) or in
other guidance, such as forms or in-
structions, issued with respect to the
notification.

(2) Contents of the notification. The no-
tification must include the following
information:

(i) The name, address, and taxpayer
identification number of the organiza-
tion.

(ii) The date on which, and the state
or other jurisdiction under the laws of
which, the organization was organized
(that is, formed as a legal entity). For
an organization formed outside the
United States, the jurisdiction is the
foreign country under the laws of
which it is organized.

(iii) A statement of the purpose of
the organization.

(iv) Such additional information as
may be specified in published guidance
in the Internal Revenue Bulletin (see
§601.601(d)(2) of this chapter) or in
other guidance, such as forms or in-
structions, issued with respect to the
notification.

(3) User fee. The notification must be
accompanied by payment of the user
fee set forth by published guidance in
the Internal Revenue Bulletin (see
§601.601(d)(2) of this chapter) or in
other guidance, such as forms or in-
structions, issued with respect to the
notification.

(4) Extension for reasonable cause. The
Commissioner may, for reasonable
cause, extend the 60-day period for sub-
mitting the notification.
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(b) Special rules for organizations that
were organized on or before July 8, 2016—
(1) Notification requirement does not
apply to organizations that filed with the
IRS on or before December 18, 2015. The
requirement to submit the notification
does not apply to any organization de-
scribed in section 501(c)(4) that, on or
before December 18, 2015, either—

(i) Applied for a written determina-
tion of recognition as an organization
described in section 501(c)(4) in accord-
ance with §1.501(a)-1 and all applicable
guidance published in the Internal Rev-
enue Bulletin (see §601.601(d)(2) of this
chapter), forms, and instructions; or

(ii) Filed at least one annual infor-
mation return or annual electronic no-
tification required under section
6033(a)(1) or (i).

(2) Transition relief available for orga-
nizations that filed with the IRS on or be-
fore July 8, 2016. An organization de-
scribed in section 501(c)(4) is not re-
quired to submit the notification if, on
or before July 8, 2016, the organization
either—

(i) Applied for a written determina-
tion of recognition as an organization
described in section 501(c)(4) in accord-
ance with §1.501(a)-1 and all applicable
guidance published in the Internal Rev-
enue Bulletin (see §601.601(d)(2) of this
chapter), forms, and instructions; or

(ii) Filed at least one annual infor-
mation return or annual electronic no-
tification required under section
6033(a)(1) or (i).

(3) Extended due date. An organization
that was organized on or before July 8,
2016, and is not described in paragraph
(b)(1) or (2) of this section, satisfies the
requirement to submit the notification
if the notification was submitted on or
before September 6, 2016.

(¢c) Failure to submit the notification.
For information on the penalties for
failure to submit the notification, the
applicable reasonable cause exception,
and applicable special rules, see section
6652(c)(4) through (6).

(d) Acknowledgment of receipt. Within
60 days after receipt of the notifica-
tion, the Commissioner will send the
organization an acknowledgment of
such receipt. This acknowledgment is
not a determination by the Commis-
sioner that the organization qualifies
for exemption under section 501(a) as
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an organization described in section
501(c)(4). See paragraph (e) of this sec-
tion.

(e) Separate procedure by which an or-
ganization may request an IRS determina-
tion that it qualifies for section 501(c)(4)
tax-exempt status. Submission of the no-
tification does not constitute a request
by an organization for a determination
by the Commissioner that the organi-
zation qualifies for exemption under
section 501(a) as an organization de-
scribed in section 501(c)(4). An organi-
zation seeking IRS recognition of its
tax-exempt status must separately re-
quest such a determination in accord-
ance with §1.501(a)-1 and all applicable
guidance published in the Internal Rev-
enue Bulletin (see §601.601(d)(2) of this
chapter), forms, and instructions.

(f) Applicability date. This section ap-
plies on and after July 8, 2016.

[T.D. 9873, 84 FR 35306, July 23, 2019]
PRIVATE FOUNDATIONS

§1.507-1 General rule.

(a) In general. Except as provided in
§1.507-2, the status of any organization
as a private foundation shall be termi-
nated only if:

(1) Such organization notifies the dis-
trict director of its intent to accom-
plish such termination, or

(2)(1) With respect to such organiza-
tion, there have been either willful re-
peated acts (or failures to act), or a
willful and flagrant act (or failure to
act), giving rise to liability for tax
under chapter 42, and

(ii) The Commissioner notifies such
organization that, by reason of subdivi-
sion (i) of this subparagraph, such or-
ganization is liable for the tax imposed
by section 507(c)

and either such organization pays the
tax imposed by section 507(c) (or any
portion not abated under section 507(g))
or the entire amount of such tax is
abated under section 507(g).

(b) Termination under section 507(a)(1).
(1) In order to terminate its private
foundation status under paragraph
(a)(1) of this section, an organization
must submit a statement to the dis-
trict director of its intent to terminate
its private foundation status under sec-
tion 507(a)(1). Such statement must set
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forth in detail the computation and
amount of tax imposed under section
507(c). Unless the organization requests
abatement of such tax pursuant to sec-
tion 507(g), full payment of such tax
must be made at the time the state-
ment is filed under section 507(a)(1). An
organization may request the abate-
ment of all of the tax imposed under
section 507(c), or may pay any part
thereof and request abatement of the
unpaid portion of the amount of tax as-
sessed. If the organization requests
abatement of the tax imposed under
section 507(c) and such request is de-
nied, the organization must pay such
tax in full upon notification by the In-
ternal Revenue Service that such tax
will not be abated. For purposes of sub-
title F of the Code, the statement de-
scribed in this subparagraph, once
filed, shall be treated as a return.

(2) Termination of private foundation
status under section 507(a)(1) does not
relieve a private foundation, or any
disqualified person with respect there-
to, of liability for tax under chapter 42
with respect to acts or failures to act
prior to termination or for any addi-
tional taxes imposed for failure to cor-
rect such acts or failures to act. See
subparagraph (8) of this paragraph as
to the possible imposition of transferee
liability in cases not involving termi-
nation of private foundation status.

(3) In the case of an organization
which has terminated its private foun-
dation status under section 507(a) and
continues in operation thereafter, if
such organization wishes to be treated
as described in section 501(c)(3), then
pursuant to section 509(c) and §1.509(c)—
1 such organization must apply for rec-
ognition of exemption as an organiza-
tion described in section 501(c)(3) in ac-
cordance with the provisions of section
508(a).

(4) See §53.4947-1(c)("7) of this chapter
as to the application of section 507(a)
to certain split-interest trusts.

(5) For purposes of section 508(d)(1),
the Internal Revenue Service shall
make notice to the public (such as by
publication in the Internal Revenue
Bulletin) of any notice received from a
private foundation pursuant to section
507(a)(1) or of any notice given to a pri-
vate foundation pursuant to section
507(a)(2).
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(6) If a private foundation transfers
all or part of its assets to one or more
other private foundations (or one or
more private foundations and one or
more section 509(a) (1), (2), (3), or (4) or-
ganizations) pursuant to a transfer de-
scribed in section 507(b)(2) and §1.507-
3(c), such transferor foundation will
not have terminated its private founda-
tion status under section 507(a)(1). See
§1.507-3, however, for the special rules
applicable to private foundations par-
ticipating in section 507(b)(2) transfers.

(7) Neither a transfer of all of the as-
sets of a private foundation nor a sig-
nificant disposition of assets (as de-
fined in §1.507-3(c)(2)) by a private
foundation (whether or not any portion
of such significant disposition of assets
is made to another private foundation)
shall be deemed to result in a termi-
nation of the transferor private founda-
tion under section 507(a) unless the
transferor private foundation elects to
terminate pursuant to section 507(a)(1)
or section 507(a)(2) is applicable. Thus,
if a private foundation transfers all of
its assets to one or more persons, but
less than all of its net assets to one or
more organizations described in sec-
tion 509(a)(1) which have been in exist-
ence and so described for a continuous
period of 60 calendar months, for pur-
poses of this paragraph such transferor
foundation will not be deemed by rea-
son of such transfer to have terminated
its private foundation status under sec-
tion 507 (a) or (b) unless section
507(a)(2) is applicable. Such foundation
will continue to be treated as a private
foundation for all purposes. For exam-
ple, if a private foundation transfers all
of its net assets to a section 509(a)(2)
organization in 1971 and receives a be-
quest in 1973, the bequest will be re-
garded as having been made to a pri-
vate foundation and the foundation
will be subject to the provisions of
chapter 42 with respect to such funds.
If a private foundation makes a trans-
fer of all of its net assets to a section
509(a) (2) or (3) organization, for exam-
ple, it must retain sufficient income or
assets to pay the tax imposed under
section 4940 for that portion of its tax-
able year prior to such transfer. For
additional rules applicable to a trans-
fer by a private foundation of all of its
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net assets to a section 509(a)(1) organi-
zation which has not been in existence
and so described for a continuous pe-
riod of 60 calendar months, see §1.507—
3(e).

(8) If a private foundation makes a
transfer described in subparagraph (7)
of this paragraph and prior to, or in
connection with, such transfer, liabil-
ity for any tax under chapter 42 is in-
curred by the transferor foundation,
transferee liability may be applied
against the transferee organization for
payment of such taxes. For purposes of
this subparagraph, liability for any tax
imposed under chapter 42 for failure to
correct any act or failure to act shall
be deemed incurred on the date on
which the act or failure to act giving
rise to the initial tax liability oc-
curred.

(9) A private foundation which trans-
fers all of its net assets is required to
file the annual information return re-
quired by section 6033, and the founda-
tion managers are required to file the
annual report of a private foundation
required by section 6056, for the taxable
year in which such transfer occurs.
However, neither such foundation nor
its foundation managers will be re-
quired to file such returns for any tax-
able year following the taxable year in
which the last of any such transfers oc-
curred, if at no time during the subse-
quent taxable years in question the
foundation has either legal or equitable
title to any assets or engages in any
activity.

(c) Involuntary termination under sec-
tion 507(a)(2). (1) For purposes of sec-
tion 507(a)(2)(A), the term willful re-
peated acts (or failures to act) means at
least two acts or failures to act both of
which are voluntary, conscious, and in-
tentional.

(2) For purposes of section
507(a)(2)(A), a willful and flagrant act (or
failure to act) is one which is volun-
tarily, consciously, and knowingly
committed in violation of any provi-
sion of chapter 42 (other than section
4940 or 4948(a)) and which appears to a
reasonable man to be a gross violation
of any such provision.

(3) An act (or failure to act) may be
treated as an act (or failure to act) by
the private foundation for purposes of
section 507(a)(2) even though tax is im-
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posed upon one or more foundation
managers rather than upon the founda-
tion itself.

(4) For purposes of section 507(a)(2),
the failure to correct the act or acts
(or failure or failures to act) which
gave rise to liability for tax under any
section of chapter 42 by the close of the
correction period for such section may
be a willful and flagrant act (or failure
to act).

(56) No motive to avoid the restric-
tions of the law or the incurrence of
any tax is necessary to make an act (or
failure to act) willful. However, a foun-
dation’s act (or failure to act) is not
willful if the foundation (or a founda-
tion manager, if applicable) does not
know that it is an act of self-dealing, a
taxable expenditure, or other act (or
failure to act) to which chapter 42 ap-
plies. Rules similar to the regulations
under chapter 42 (see, for example,
§53.4945-1(a)(2)(iii) of this chapter)
shall apply in determining whether a
foundation or a foundation manager
knows that an act (or failure to act) is
an act of self-dealing a taxable expend-
iture or other such act (or failure to
act).

[T.D. 7233, 37 FR 28157, Dec. 21, 1972, as
amended by T.D. 7290, 38 FR 31833, Nov. 19,
1973]

§1.507-2 Special rules; transfer to, or
operation as, public charity.

(a) Transfer to public charities—(1)
General rule. Under section 507(b)(1)(A)
a private foundation, with respect to
which there have not been either will-
ful repeated acts (or failures to act) or
a willful and flagrant act (or failure to
act) giving rise to liability for tax
under Chapter 42, may terminate its
private foundation status by distrib-
uting all of its net assets to one or
more organizations described in sec-
tion 170(b)(1)(A) (other than in clauses
(vii) and (viii)) each of which has been
in existence and so described for a con-
tinuous period of at least 60 calendar
months immediately preceding such
distribution. Because section 507(a)
does not apply to such a termination, a
private foundation which makes such a
termination is not required to give the
notification described in section
507(a)(1). A private foundation that ter-
minates its private foundation status
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under section 507(b)(1)(A) does not
incur tax under section 507(c) and,
therefore, no abatement of such tax
under section 507(g) is required.

(2) Effect of current ruling. A private
foundation seeking to terminate its
private foundation status pursuant to
section 507(b)(1)(A) may rely on a rul-
ing or determination letter issued to a
potential distributee organization that
such distributee organization is an or-

ganization described in section
170(b)(1)(A)(D), 170(b)(1)(A)(ii),
170(b)(1)(A) (i), 170(b)(L)(A)({Ev),

170(b)(1)(A)(V), or 170(b)(1)(A)(vi) in ac-
cordance with the provisions of
§1.509(a)-17.

(3) Organications described in more
than one clause of section 170(b)(1)(A).
For purposes of this paragraph and sec-
tion 507(b)(1)(A), the parenthetical
term ‘‘other than in clauses (vii) and
(viii)”’ shall refer only to an organiza-
tion that is described only in section
170(b)(1)(A)(vii) or section 170(b)(1)(A)
(viii). Thus, an organization described
in section 170(b)(1)(A)({), 170(b)(1)(A)(i),
170(b)(1)(A) (i), 170(0)(D(A)EW),
170(b)(D)(A)(V), or 170(b)(1)(A)(vi) will
not be precluded from being a dis-
tributee described in section
507(b)(1)(A) merely because it also ap-
pears to meet the description of an or-

ganization described in section
170(b)(1)(A)(vii) or section
170(b)(1)(A)(viii).

(4) Applicability of Chapter 42 to foun-
dations terminating under section

507(b)(1)(A). An organization that ter-
minates its private foundation status
pursuant to section 507(b)(1)(A) will re-
main subject to the provisions of Chap-
ter 42 until the distribution of all of its
net assets to distributee organizations
described in section 507(b)(1)(A) has
been completed.

(5) Return required from organizations
terminating private foundation status
under section 507(b)(1)(A)—(i) An organi-
zation that terminates its private foun-
dation status under section 507(b)(1)(A)
is required to file a return under the
provisions of section 6043(b).

(ii) An organization that terminates
its private foundation status under sec-
tion 507(b)(1)(A) is not required to com-
ply with section 6104(d) for the taxable
year in which such termination occurs.
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(6) Distribution of net assets. A private
foundation will meet the requirement
to ‘‘distribute all of its net assets”
within the meaning of section
507(b)(1)(A) only if it transfers all of its
right, title, and interest in and to all of
its net assets to one or more organiza-
tions referred to in section 507(b)(1)(A).

(T) Effect of restrictions and conditions
upon distributions of met assets—(i) In
general. In order to effectuate a trans-
fer of ‘‘all of its right, title, and inter-
est in and to all of its net assets’ with-
in the meaning of paragraph (a)(6) of
this section, a transferor private foun-
dation may not impose any material
restriction or condition that prevents
the transferee organization referred to
in section 507(b)(1)(A) (herein some-
times referred to as the ‘“‘public char-
ity”’) from freely and effectively em-
ploying the transferred assets, or the
income derived therefrom, in further-
ance of its exempt purposes. Whether
or not a particular condition or restric-
tion imposed upon a transfer of assets
is material (within the meaning of this
paragraph (a)(7)) must be determined
from all of the facts and circumstances
of the transfer. Some of the more sig-
nificant facts and circumstances to be
considered in making such a deter-
mination are—

(A) Whether the public charity (in-
cluding a participating trustee, custo-
dian, or agent in the case of a commu-
nity trust) is the owner in fee of the as-
sets it receives from the private foun-
dation;

(B) Whether such assets are to be
held and administered by the public
charity in a manner consistent with
one or more of its exempt purposes;

(C) Whether the governing body of
the public charity has the ultimate au-
thority and control over such assets,
and the income derived therefrom; and

(D) Whether, and to what extent, the
governing body of the public charity is
organized and operated so as to be
independent from the transferor.

(i1) Independent governing body. As
provided in paragraph (a)(7)(i)(D) of
this section, one of the more signifi-
cant facts and circumstances to be con-
sidered in making the determination
whether a particular condition or re-
striction imposed upon a transfer of as-
sets is material within the meaning of
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this paragraph (a)(7) is whether, and
the extent to which, the governing
body is organized and operated so as to
be independent from the transferor. In
turn, the determination as to such fac-
tor must be determined from all of the
facts and circumstances. Some of the
more significant facts and cir-
cumstances to be considered in making
such a determination are—

(A) Whether, and to what extent,
members of the governing body are
comprised of persons selected by the
transferor private foundation or dis-
qualified persons with respect thereto
or are themselves such disqualified per-
sons;

(B) Whether, and to what extent,
members of the governing body are se-
lected by public officials acting in
their capacities as such; and

(C) How long a period of time each
member of the governing body may
serve in such capacity. In the case of a
transfer that is to a community trust,
the community trust shall meet this
paragraph (a)(7)(ii)(C) if—

(1) Its governing body is comprised of
members who may serve a period of not
more than ten consecutive years; and

(2) Upon completion of a period of
service (beginning before or after the
date of transfer), no member may serve
again within a period consisting of the
lesser of five years or the number of
consecutive years the member has im-
mediately completed serving.

(iii) Factors not adversely affecting de-
termination. The presence of some or all
of the following factors will not be con-
sidered as preventing the transferee
“from freely and effectively employing
the transferred assets, or the income
derived therefrom, in furtherance of its
exempt purposes’ (within the meaning
of paragraph (a)(7)(i) of this section):

(A) Name. The fund is given a name
or other designation which is the same
as or similar to that of the transferor
private foundation or otherwise memo-
rializes the creator of the foundation
or his family.

(B) Purpose. The income and assets of
the fund are to be used for a designated
purpose or for one or more particular
section 509(a)(1), section 509(a)(2), or
section 509(a)(3) organization, and such
use is consistent with the charitable,
educational, or other basis for the ex-
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empt status of the public charity under
section 501(c)(3).

(C) Administration. The transferred
assets are administered in an identifi-
able or separate fund, some or all of
the principal of which is not to be dis-
tributed for a specified period, if the
public charity (including a partici-
pating trustee, custodian, or agent in
the case of a community trust) is the
legal and equitable owner of the fund
and the governing body exercises ulti-
mate and direct authority and control
over such fund, as, for example, a fund
to endow a chair at a university or a
medical research fund at a hospital. In
the case of a community trust, the
transferred assets must be adminis-
tered in or as a component part of the
community trust within the meaning
of §1.170A-9(f)(11).

(D) Restrictions on disposition. The
transferor private foundation transfers
property the continued retention of
which by the transferee is required by
the transferor if such retention is im-
portant to the achievement of chari-
table or other similar purposes in the
community because of the peculiar fea-
tures of such property, as, for example,
where a private foundation transfers a
woodland preserve which is to be main-
tained by the public charity as an arbo-
retum for the benefit of the commu-
nity. Such a restriction does not in-
clude a restriction on the disposition of
an investment asset or the distribution
of income.

(iv) Adwverse factors. The presence of
any of the following factors will be
considered as preventing the transferee
“from freely and effectively employing
the transferred assets, or the income
derived therefrom, in furtherance of its
exempt purposes’ (within the meaning
of paragraph (a)(7)(i) of this section):

(A) Distributions. (1) With respect to
distributions made after April 19, 1977,
the transferor private foundation, a
disqualified person with respect there-
to, or any person or committee des-
ignated by, or pursuant to the terms of
an agreement with, such a person
(hereinafter referred to as donor), re-
serves the right, directly or indirectly,
to name (other than by designation in
the instrument of transfer of particular
section 509(a)(1), section 509(a)(2), or
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section 509(a)(3) organizations) the per-
sons to which the transferee public
charity must distribute, or to direct
the timing of such distributions (other
than by direction in the instrument of
transfer that some or all of the prin-
cipal, as opposed to specific assets, not
be distributed for a specified period) as,
for example, by a power of appoint-
ment. The IRS will examine carefully
whether the seeking of advice by the
transferee from, or the giving of advice
by, any donor after the assets have
been transferred to the transferee con-
stitutes an indirect reservation of a
right to direct such distributions. In
any such case, the reservation of such
a right will be considered to exist
where the only criterion considered by
the public charity in making a dis-
tribution of income or principal from a
donor’s fund is advice offered by the
donor. Whether there is a reservation
of such a right will be determined from
all of the facts and circumstances, in-
cluding, but not limited to, the factors
contained in paragraphs (a)(7)(iv)(A)(2)
and (a)(T)(Av)(A)(3) of this section.

(2) The presence of some or all of the
following factors will indicate that the
reservation of a right to direct dis-
tributions does not exist:

(1) There has been an independent in-
vestigation by the staff of the public
charity evaluating whether the donor’s
advice is consistent with specific chari-
table needs most deserving of support
by the public charity (as determined by
the public charity).

(ii) The public charity has promul-
gated guidelines enumerating specific
charitable needs consistent with the
charitable purposes of the public char-
ity and the donor’s advice is consistent
with such guidelines.

(iii) The public charity has instituted
an educational program publicizing to
donors and other persons the guidelines
enumerating specific charitable needs
consistent with the charitable purposes
of the public charity.

(iv) The public charity distributes
funds in excess of amounts distributed
from the donor’s fund to the same or
similar types of organizations or chari-
table needs as those recommended by
the donor.

(v) The public charity’s solicitations
(written or oral) for funds specifically
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state that such public charity will not
be bound by advice offered by the
donor.

(3) The presence of some or all of the
following factors will indicate the res-
ervation of a right to direct distribu-
tions does exist:

(i) The solicitations (written or oral)
of funds by the public charity state or
imply, or a pattern of conduct on the
part of the public charity creates an
expectation, that the donor’s advice
will be followed.

(ii) The advice of a donor (whether or
not restricted to a distribution of in-
come or principal from the donor’s
trust or fund) is limited to distribu-
tions of amounts from the donor’s
fund, and the factors described in para-
graph (a)(T({v)(A)(2)(i) or paragraph
(a)(M(AV)(A)(2)(i1) of this section are not
present.

(7i1) Only the advice of the donor as
to distributions of such donor’s fund is
solicited by the public charity and no
procedure is provided for considering
advice from persons other than the
donor with respect to such fund.

(iv) For the taxable year and all prior
taxable years the public charity fol-
lows the advice of all donors with re-
spect to their funds substantially all of
the time.

(B) Other action or withholding of ac-
tion. The terms of the transfer agree-
ment, or any expressed or implied un-
derstanding, required the public char-
ity to take or withhold action with re-
spect to the transferred assets which is
not designed to further one or more of
the exempt purposes of the public char-
ity, and such action or withholding of
action would, if performed by the
transferor private foundation with re-
spect to such assets, have subjected the
transferor to tax under Chapter 42
(other than with respect to the min-
imum investment return requirement
of section 4942(e)).

(C) Assumption of leases, contractual
obligations, or liabilities. The public
charity assumes leases, contractual ob-
ligations, or liabilities of the trans-
feror private foundation, or takes the
assets thereof subject to such liabil-
ities (including obligations under com-
mitments or pledges to donees of the
transferor private foundation), for pur-
poses inconsistent with the purposes or
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best interests of the public charity,
other than the payment of the trans-
feror’s Chapter 42 taxes incurred prior
to the transfer to the public charity to
the extent of the value of the assets
transferred.

(D) Retention of investment assets. The
transferee public charity is required by
any restriction or agreement (other
than a restriction or agreement im-
posed or required by law or regulatory
authority), express or implied, to re-
tain any securities or other investment
assets transferred to it by the private
foundation. In a case where such trans-
ferred assets consistently produce a
low annual return of income, the IRS
will examine carefully whether the
transferee is required by any such re-
striction or agreement to retain such
assets.

(E) Right of first refusal. An agree-
ment is entered into in connection
with the transfer of securities or other
property which grants directly or indi-
rectly to the transferor private founda-
tion or any disqualified person with re-
spect thereto a right of first refusal
with respect to the transferred securi-
ties or other property when and if dis-
posed of by the public charity, unless
such securities or other property was
acquired by the transferor private
foundation subject to such right of
first refusal prior to October 9, 1969.

(F) Relationships. An agreement is en-
tered into between the transferor pri-
vate foundation and the transferee pub-
lic charity which establishes irrev-
ocable relationships with respect to the
maintenance or management of assets
transferred to the public charity, such
as continuing relationships with banks,
brokerage firms, investment coun-
selors, or other advisors with regard to
the investments or other property
transferred to the public charity (other
than a relationship with a trustee, cus-
todian, or agent for a community trust
acting as such). The transfer of prop-
erty to a public charity subject to con-
tractual obligations which were estab-
lished prior to November 11, 1976, be-
tween the transferor private founda-
tion and persons other than disquali-
fied persons with respect to such foun-
dation will not be treated as prohibited
under the preceding sentence, but only
if such contractual obligations were
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not entered into pursuant to a plan to
terminate the private foundation sta-
tus of the transferor under section
507(b)(1)(A) and if the continuation of
such contractual obligations is in the
best interests of the public charity.

(G) Other conditions. Any other condi-
tion is imposed on action by the public
charity which prevents it from exer-
cising ultimate control over the assets
received from the transferor private
foundation for purposes consistent
with its exempt purposes.

(v) Examples. The provisions of this
paragraph (a)(7) may be illustrated by
the following examples:

Example 1. The M Private Foundation
transferred all of its net assets to the V Can-
cer Institute, a public charity described in
section 170(b)(1)(A)(iii). Prior to the transfer,
M’s activities consisted of making grants to
hospitals and universities to further research
into the causes of cancer. Under the terms of
the transfer, V is required to keep M’s assets
in a separate fund and use the income and
principal to further cancer research. Al-
though the assets may be used only for a
limited purpose, this purpose is consistent
with and in furtherance of V’s exempt pur-
poses, and does not prevent the transfer from
being a distribution for purposes of section
507(b)(1)(A).

Example 2. The N Private Foundation
transferred all of its net assets to W Univer-
sity, a public charity described in section
170(b)(1)(A)(ii). Under the terms of the trans-
fer, W is required to use the income and prin-
cipal to endow a chair at the university to be
known as the ‘““John J. Doe Memorial Profes-
sorship,”” named after N’s creator. Although
the transferred assets are to be used for a
specified purpose by W, this purpose is in fur-
therance of W’s exempt educational pur-
poses, and there are no conditions on invest-
ment or reinvestment of the principal or in-
come. The use of the name of the founda-
tion’s creator for the chair is not a restric-
tion which would prevent the transfer from
being a distribution for purposes of section
507(b)(1)(A).

Example 3. The O Private Foundation
transferred all of its net assets to X Bank as
trustee for the Q Community Trust, a com-
munity trust that is a public charity de-
scribed in section 170(b)(1)(A)(vi). Under the
terms of the transfer, X is to hold the assets
in trust for Q and is directed to distribute
the income annually to the Y Church, a pub-
lic charity described in section
170(b)(1)(A)(i). The distribution of income to
Y Church is consistent with Q’s exempt pur-
poses. If the trust created by this transfer
otherwise meets the requirements of §1.170A—
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9(f)(11) as a component part of the Q@ Commu-
nity Trust, the assets transferred by O to X
will be treated as distributed to one or more
public charities within the meaning of sec-
tion 507(b)(1)(A). The direction to distribute
the income to Y Church meets the conditions
of paragraph (a)(7)(iii)(B) of this section and
will therefore not disqualify the transfer
under section 507(b)(1)(A).

Example 4. (i) The P Private Foundation
transferred all of its net assets to Z Bank as
trustee for the R Community Trust, a com-
munity trust that is a public charity de-
scribed in section 170(b)(1)(A)(vi). Under the
terms of the transfer, Z is to hold the assets
in trust for R and distribute the income to
those public charities described in section
170(b)(1)(A)(i) through (b)(1)(A)(vi) that are
designated by B, the creator of P. R’s gov-
erning body has no authority during B’s life-
time to vary B’s direction. Under the terms
of the transfer, it is intended that Z retain
the transferred assets in their present form
for a period of 20 years, or until the date of
B’s death if it occurs before the expiration of
such period. Upon the death of B, R will have
the power to distribute the income to such
public charities as it selects and may dispose
of the corpus as it sees fit.

(ii) Under paragraph (a)(7)(iv)(A) or para-
graph (a)(7)(v)(D) of this section, as a result
of the restrictions imposed with respect to
the transferred assets, there has been no dis-
tribution of all P’s net assets within the
meaning of section 507(b)(1)(A) at the time of
the transfer. In addition, P has not trans-
ferred its net assets to a component part of
R Community Trust, but rather to a separate
trust described in §1.170A-9(f)(12).

(b) Operation as a public charity—(1)
In general. Under section 507(b)(1)(B),
an organization can terminate its pri-
vate foundation status if the organiza-
tion—

(i) Meets the requirements of section
509(a)(1), section 509(a)(2) or section
509(a)(3) for a continuous period of 60
calendar months beginning with the
first day of any taxable year that be-
gins after December 31, 1969;

(ii) In compliance with section
507(b)(1)(B)(ii) and paragraph (b)(3) of
this section, properly notifies the IRS,
in such manner as may be provided by
published guidance, publication, form
or instructions, before the commence-
ment of such 60-month period, that it
is terminating its private foundation
status; and

(iii) Properly establishes imme-
diately after the expiration of such 60-
month period that such organization
has complied with the requirements of
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section 509(a)(1), section 509(a)(2) or
section 509(a)(3) during the 60-month
period, in the manner described in
paragraph (b)(4) of this section.

(2) Relationship of section 507(b)(1)(B)
to sections 507(a), 507(c), and 507(g). Be-
cause section 507(a) does not apply to a
termination described in section
507(b)(1)(B), a private foundation’s noti-
fication that it is commencing a termi-
nation pursuant to section 507(b)(1)(B)
will not be treated as a notification de-
scribed in section 507(a) even if the pri-
vate foundation does not successfully
terminate its private foundation status
pursuant to section 507(b)(1)(B). A pri-
vate foundation that terminates its
private foundation status under section
507(b)(1)(B) does not incur tax under
section 507(c) and, therefore, no abate-
ment of such tax under section 507(g) is
required.

(3) Notification of termination. In order
to comply with the requirements under
section 507(b)(1)(B)(ii), an organization
shall before the commencement of the
60-month period under section
507(b)(1)(B)(i) notify the IRS, in such
manner as may be provided by pub-
lished guidance, publication, form or
instructions, of its intention to termi-
nate its private foundation status.
Such notification shall contain the fol-
lowing information—

(i) The name and address of the pri-
vate foundation;

(ii) Its intention to terminate its pri-
vate foundation status;

(iii) The Code section under which it
seeks classification (section 509(a)(1),
section 509(a)(2) or section 509(a)(3));

(iv) If section 509(a)(1) is applicable,
the clause of section 170(b)(1)(A) in-
volved;

(v) The date its regular taxable year
begins; and

(vi) The date of commencement of
the 60-month period.

(4) Establishment of termination. In
order to comply with the requirements
under section 507(b)(1)(B)(iii), an orga-
nization shall within 90 days after the
expiration of the 60-month period file
such information with the IRS, in such
manner as may be provided by pub-
lished guidance, publication, form or
instructions, as is necessary to make a
determination as to the organization’s
status as an organization described
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under section 509(a)(1), section 509(a)(2)
or section 509(a)(3) and the related reg-
ulations. See paragraph (c) of this sec-
tion as to the information required to
be submitted under this paragraph
()(4).

(5) Incomplete information. The failure
to supply, within the required time, all
of the information required by para-
graph (b)(3) or paragraph (b)(4) of this
section is not alone sufficient to con-
stitute a failure to satisfy the require-
ments of section 507(b)(1)(B). If the in-
formation that is submitted within the
required time is incomplete and the or-
ganization supplies the necessary addi-
tional information at the request of
the Commissioner within the addi-
tional time period allowed by him, the
original submission will be considered
timely.

(6) Application of special rules and fil-
ing requirements. An organization that
has terminated its private foundation
status under section 507(b)(1)(B) is not
required to comply with the special
rules set forth in sections 508(a) and
508(b). Such organization is also not re-
quired to file a return under the provi-
sions of section 6043(b) by reason of ter-
mination of its private foundation sta-
tus under the provisions of section
507(b)(1)(B).

(7T) Extension of time to assess defi-
ciencies. If a private foundation files a
notification (described in paragraph
(b)(3) of this section) that it intends to
begin a 60-month termination pursuant
to section 507(b)(1)(B) and does not file
a request for an advance ruling pursu-
ant to paragraph (d) of this section,
such private foundation may file with
the notification described in paragraph
(b)(3) of this section a consent under
section 6501(c)(4) to the effect that the
period of limitation upon assessment
under section 4940 for any taxable year
within the 60-month termination pe-
riod shall not expire prior to one year
after the date of expiration of the time
prescribed by law for the assessment of
a deficiency for the last taxable year
within the 60-month period. Such con-
sents, if filed, will ordinarily be accept-
ed by the Commissioner. See paragraph
(e)(3) of this section for an illustration
of the procedure required to obtain a
refund of the tax imposed by section
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4940 in a case where such a consent is
not in effect.

(c) Sixty-month terminations—(1) Meth-
od of determining normal sources of sup-
port. (i) In order to meet the require-
ments of section 507(b)(1)(B) for the 60-
month termination period as a section
509(a)(1) or section 509(a)(2) organiza-
tion, an organization must meet the re-
quirements of section 509(a)(1) or sec-
tion 509(a)(2), as the case may be, for a
continuous period of at least 60 cal-
endar months. In determining whether
an organization seeking status under
section 509(a)(1) as an organization de-
scribed in section 170(b)(1)(A)(iv) or
section 170(b)(1)(A)(vi) or under section
509(a)(2) normally meets the require-
ments set forth under such sections,
support received in taxable years prior
to the commencement of the 60-month
period shall not be taken into consider-
ation, except as otherwise provided in
this section.

(ii) For purposes of section
507(b)(1)(B), an organization will be
considered to be a section 509(a)(1) or-
ganization described in section
170(b)(1)(A)(vi) for a continuous period
of 60 calendar months only if the orga-
nization satisfies the provisions of
§1.170A-9(%), other than §1.170A-
9(f)(4)(v), based upon aggregate data for
such entire period. The calculation of
public support shall be made over the
period beginning with the date of the
commencement of the 60-month period,
and ending with the last day of the 60-
month period.

(iii) For purposes of section
507(b)(1)(B), an organization will be
considered to be a section 509(a)(2) or-
ganization only if such organization
meets the support requirements set
forth in sections 509(a)(2)(A) and
509(a)(2)(B) and the related regulations,
other than §1.509(a)-3(d), for the con-
tinuous period of 60 calendar months
prescribed under section 507(b)(1)(B).
The calculation of public support shall
be made over the period beginning with
the date of the commencement of the
60-month period, and ending with the
last day of the 60-month period.

(2) Organizational and operational
tests. In order to meet the requirements
of section 507(b)(1)(B) for the 60-month
termination period as an organization
described in section 170(b)(1)(A)(),
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170(b)(1)(A)(ii), 170(b)(1)(A) (i),
170(b)(1)(A)(iv), or 170(b)(1)(A)(V) or sec-
tion 509(a)(3), as the case may be, an
organization must meet the require-
ments of the applicable provisions for a
continuous period of at least 60 cal-
endar months. For purposes of section
507(b)(1)(B), an organization will be
considered to be such an organization
only if it satisfies the requirements of
the applicable provision (including
with respect to section 509(a)(3), the or-
ganizational and operational test set
forth in section 509(a)(3)(A)) at the
commencement of such 60-month pe-
riod and continuously thereafter dur-
ing such period.

(d) Advance rulings for 60-month termi-
nations—(1) In general. An organization
that files the notification required by
section 507(b)(1)(B)(ii) that it is com-
mencing a 60-month termination may
obtain an advance ruling from the
Commissioner that it can be expected
to satisfy the requirements of section
507(b)(1)(B)(i1) during the 60-month pe-
riod. Such an advance ruling may be
issued if the organization can reason-
ably be expected to meet the require-
ments of section 507(b)(1)(B)(i) during
the 60-month period. The issuance of a
ruling will be discretionary with the
Commissioner.

(2) Basic consideration. In determining
whether an organization can reason-
ably be expected (within the meaning
of paragraph (d)(1) of this section) to
meet the requirements of section
507(b)(1)(B)(i) for the 60-month period,
the basic consideration is whether its
organizational structure (taking into
account any revisions made prior to
the beginning of the 60-month period),
current or proposed programs or activi-
ties, actual or intended method of oper-
ation, and current or projected sources
of support are such as to indicate that
the organization is likely to satisfy the
requirements of section 509(a)(1), sec-
tion 509(a)(2), or section 509(a)(3) and
paragraph (c) of this section during the
60-month period. In making such a de-
termination, all pertinent facts and
circumstances shall be considered.

(3) Reliance by grantors and contribu-
tors. For purposes of sections 170,
545(b)(2), 642(c), 4942, 4945, 4966, 2055,
2106(a)(2), and 2522, grants or contribu-
tions to an organization which has ob-
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tained a ruling referred to in this para-
graph will be treated as made to an or-
ganization described in section
509(a)(1), section 509(a)(2), or section
509(2)(3), as the case may be, until the
IRS publishes notice that such advance
ruling is being revoked (such as by pub-
lication in the Internal Revenue Bul-
letin). However, a grantor or contrib-
utor may not rely on such an advance
ruling if the grantor or contributor was
responsible for, or aware of, the act or
failure to act that resulted in the orga-
nization’s failure to meet the require-
ments of section 509(a)(1), section
509(a)(2), or section 509(a)(3), or ac-
quired knowledge that the IRS had
given notice to such organization that
its advance ruling would be revoked.
Prior to the making of any grant or
contribution which allegedly will not
result in the grantee’s failure to meet
the requirements of section 509(a)(1),
section 509(a)(2), or section 509(a)(3), a
potential grantee organization may re-
quest a ruling whether such grant or
contribution may be made without
such failure. A request for such ruling
may be filed by the grantee organiza-
tion with the IRS. The issuance of such
ruling will be at the sole discretion of
the Commissioner. The organization
must submit all information necessary
to make a determination on the factors
referred to in paragraph (d)(2) of this
section. If a favorable ruling is issued,
such ruling may be relied upon by the
grantor or contributor of the par-
ticular contribution in question for
purposes of sections 170, 507, 545(b)(2),
642(c), 4942, 4945, 4966, 2055, 2106(a)(2),
and 2522.

(4) Reliance by organization. An orga-
nization obtaining an advance ruling
pursuant to this paragraph cannot rely
on such a ruling. Consequently, if the
organization does not pay the tax im-
posed by section 4940 for any taxable
year or years during the 60-month pe-
riod, and it is subsequently determined
that such tax is due for such year or
years (because the organization did not
in fact complete a successful termi-
nation pursuant to section 507(b)(1)(B)
and was not treated as an organization
described in section 509(a)(1), section
509(a)(2), or section 509(a)(3) for such
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year or years), the organization is lia-
ble for interest in accordance with sec-
tion 6601 if any amount of tax under
section 4940 has not been paid on or be-
fore the last date prescribed for pay-
ment. However, because any failure to
pay such tax during the 60-month pe-
riod (or prior to the revocation of such
ruling) is due to reasonable cause, the
penalty under section 6651 with respect
to the tax imposed by section 4940 shall
not apply.

(5) Extension of time to assess defi-
ciencies. The advance ruling described
in paragraph (d)(1) of this section shall
be issued only if such organization’s re-
quest for an advance ruling is filed
with a consent under section 6501(c)(4)
to the effect that the period of limita-
tions upon assessment under section
4940 for any taxable year within the ad-
vance ruling period shall not expire
prior to one year after the date of the
expiration of the time prescribed by
law for the assessment of a deficiency
for the last taxable year within the 60-
month period.

(e) Effect on grantors or contributors
and on the organization itself—(1) Effect
of satisfaction of requirements for termi-
nation,; treatment during the termination
period. In the event that an organiza-
tion satisfies the requirements of sec-
tion 507(b)(1)(B) for termination of its
private foundation status during the
continuous 60-month period, such orga-
nization shall be treated for such en-
tire 60-month period in the same man-
ner as an organization described in sec-
tion 509(a)(1), section 509(a)(2), or sec-
tion 509(a)(3), as the case may be.

(2) Failure to meet termination require-
ments—(i) In general. Except as other-
wise provided in paragraphs (d) and
(e)(2)(ii) of this section, any organiza-
tion that fails to satisfy the require-
ments of section 507(b)(1)(B) for termi-
nation of its private foundation status
during the continuous 60-month period
shall be treated as a private foundation
for the entire 60-month period, for pur-
poses of sections 507 through 509 and
Chapter 42, and grants or contributions
to such an organization shall be treat-
ed as made to a private foundation for
purposes of sections 170, 507(b)(1)(A),
4942, and 4945.

(i1) Certain 60-month terminations. Not-
withstanding paragraph (e)(2)(i) of this
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section, if an organization fails to sat-
isfy the requirements of section
509(a)(1), section 509(a)(2), or section
509(a)(3) for the continuous 60-month
period but does satisfy the require-
ments of section 509(a)(1), section
509(a)(2), or section 509(a)(3), as the
case may be, for any taxable year or
years during such 60-month period, the
organization shall be treated as a sec-
tion 509(a)(1), section 509(a)(2), or sec-
tion 509(a)(3) organization for such tax-
able year or years, and grants or con-
tributions made during such taxable
year or years shall be treated as made
to an organization described in section
509(a)(1), section 509(a)(2), or section
509(2)(3). In addition, sections 507
through 509 and Chapter 42 shall not
apply to such organization for any tax-
able year within such 60-month period
for which it does meet such require-
ments. For purposes of determining
whether an organization satisfies the
requirements of section 509(a)(1), sec-
tion 509(a)(2), or section 509(a)(3) for
any taxable year in the 60-month pe-
riod, the calculation of public support
shall be made over the period begin-
ning with the date of the commence-
ment of the 60-month period, and end-
ing with the last day of the taxable
year being tested. The organization
shall not be treated as a section
509(a)(1) or section 509(a)(2) organiza-
tion for any taxable year during the 60-
month period solely by reason of hav-
ing met a public support test for the
preceding year. In addition, the transi-
tion rules in §§1.170-9(f)(14)(iii) and
1.509(a)-3(n)(iii) shall not apply.

(iii) Aggregate tax benefit. For pur-
poses of section 507(d), the organiza-
tion’s aggregate tax benefit resulting
from the organization’s section
501(c)(3) status shall continue to be
computed from the date from which
such computation would have been
made, but for the notice filed under
section 507(b)(1)(B)(ii), except that any
taxable year within such 60-month pe-
riod for which such organization meets
the requirements of section 509(a)(1),
section 509(a)(2), or section 509(a)(3)
shall be excluded from such computa-
tions.

(iv) Excess business holdings. See sec-
tion 4943 and the related regulations
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for rules relating to decreases in a pri-
vate foundation’s holdings in a busi-
ness enterprise which are caused by the
foundation’s failure to terminate its
private foundation status after giving
the notification for termination under
section 507(b)(1)(B)(ii).

(3) Example. The provisions of this
paragraph (e) may be illustrated by the
following example:

Example 1. Y, a calendar year private foun-
dation, notifies the IRS that it intends to
terminate its private foundation status by
converting into a publicly supported organi-
zation described in section 170(b)(1)(A)(vi)
and that its 60-month termination period
will commence on January 1, 2010. Y does not
obtain a ruling described in paragraph (d) of
this section. Based upon its support for 2010,
Y does not qualify as a publicly supported
organization within the meaning of §1.170A-
9(f) and this paragraph for 2010. Con-
sequently, in order to avoid the risks of pen-
alties and interest if Y fails to terminate
within the 60-month period, Y files its 2010
return as a private foundation and pays the
tax imposed by section 4940. Because a con-
sent (described in paragraph (b)(7) of this
section), which would prevent the period of
limitations for all years in the 60-month pe-
riod from expiring, is not in effect, in order
to be able to file a claim for refund, Y and
the IRS must agree to extend the period of
limitation for all taxes imposed under Chap-
ter 42 for 2010. Based on the aggregate data
for the entire 60-month period (2010 through
2014), Y does qualify as a publicly-supported
organization for the entire 60-month period.
Consequently, Y is treated as a publicly-sup-
ported organization for the entire 60-month
period. Y files a claim for refund for the
taxes paid under section 4940 for 2010, and
such taxes are refunded.

(f) Effective/applicability date—(1) Ef-
fective date. These regulations are effec-
tive on September 8, 2011.

(2) Applicability date. The regulations
in this section shall apply to tax years
beginning on or after January 1, 2008.
For taxable years beginning after De-
cember 31, 1969, and beginning before
January 1, 2008, see §1.507-2 (as con-
tained in 26 CFR part 1 revised April 1,
2008).

[T.D. 9549, 76 FR 55760, Sept. 8, 2011]

§1.507-3 Special
foundations.

(a) General rule. (1) For purposes of
part II, subchapter F, chapter 1 of the
Code, in the case of a transfer of assets
of any private foundation to another

rules; transferee
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private foundation pursuant to any lig-
uidation, merger, redemption, recapi-
talization, or other adjustment, organi-
zation, or reorganization, the trans-
feree organization shall not be treated
as a newly created organization. Thus,
in the case of a significant disposition
of assets to one or more private foun-
dations within the meaning of para-
graph (c¢) of this section, the transferee
organization shall not be treated as a
newly created organization. A trans-
feree organization to which this para-
graph applies shall be treated as pos-
sessing those attributes and character-
istics of the transferor organization
which are described in subparagraphs
(2), (3), and (4) of this paragraph.

(2)(i) A transferee organization to
which this paragraph applies shall suc-
ceed to the aggregate tax benefit of the
transferor organization in an amount
determined as follows: Such amount
shall be an amount equal to the
amount of such aggregate tax benefit
multiplied by a fraction the numerator
of which is the fair market value of the
assets (less encumbrances) transferred
to such transferee and the denominator
of which is the fair market value of the
assets of the transferor (less encum-
brances) immediately before the trans-
fer. Fair market value shall be deter-
mined as of the time of the transfer.

(ii) Notwithstanding subdivision (i) of
this subparagraph, a transferee organi-
zation which is not effectively con-
trolled (within the meaning of §1.482—
1(a)(3)), directly or indirectly, by the
same person or persons who effectively
control the transferor organization
shall not succeed to an aggregate tax
benefit in excess of the fair market
value of the assets transferred at the
time of the transfer.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. Pursuant to a transfer described
in section 507(b)(2), F, a private foundation,
transfers to G, a private foundation, all of its
assets, which have a fair market value of
$400,000. Immediately before the transfer F’s
aggregate tax benefit was $200,000, and G’s
aggregate tax benefit was $300,000. After the
transfer G’s aggregate tax benefit is $500,000
($200,000 + $300,000).

Example 2. Pursuant to a transfer described
in section 507(b)(2), M, a private foundation,
transfers all of its assets, which immediately
prior to the transfer have a fair market
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value of $100,000. The assets were transferred
to the following organizations at the fol-
lowing fair market values (determined at the
time of transfer) $40,000 to N, a private foun-
dation, $30,000 to O, a private foundation, and
$30,000 to P, an organization described in sec-
tion 170(b)(1)(A)(vi). Immediately before the
transfer M’s aggregate tax benefit was
$560,000. Therefore, N succeeds to M’s aggre-
gate tax benefit to the extent of $20,000
(850,000 x $40,000/$100,000) and O succeeds to
M’s aggregate tax benefit to the extent of
$15,000 ($50,000 x $30,000/$100,000). The remain-
ing $15,000 of M’s aggregate tax benefit is re-
tained by M as M has not terminated under
section 507.

Example 3. Assume the same facts as in Ex-
ample 2 except that the transfers were made
as follows: M transferred $30,000 to N on Jan-
uary 1, 1972, $40,000 to P on July 1, 1972, and
$30,000 to O on December 31, 1972. Further,
assume that the fair market value of the as-
sets and the aggregate tax benefit do not
change during 1972 and that O is not effec-
tively controlled (directly or indirectly) by
the same person or persons who effectively
control M. N succeeds to M’s aggregate tax
benefit to the extent of $15,000 ($50,000 x
$30,000/$100,000). However, since $40,000 of the
remaining $70,000 ($100,000—$30,000) of assets
of M was transferred to P on July 1, 1972, im-
mediately before the transfer to O, the fair
market value of the assets held by M is
$30,000 ($70,000—$40,000). On the other hand,
because P is not a private foundation, M’s
aggregate tax benefit immediately before the
transfer to (6] remains $35,000
(850,000 — $15,000). Therefore, before applying
subdivision (ii) of this subparagraph, O would
succeed to $35,000 ($35,000 x $30,000/$30,000) of
M’s aggregate tax benefit. However, applying
subdivision (ii) of this subparagraph since M
transferred only $30,000 to O, O shall succeed
to only $30,000 of M’s aggregate tax benefit.
The remaining $5,000 ($35,000—$30,000) of M’s
aggregate tax benefit is retained by M as M
has not terminated under section 507.

(3) For purposes of section 507(d)(2),
in the event of a transfer of assets de-
scribed in section 507(b)(2), any person
who is a substantial contributor (within
the meaning of section 507(d)(2)) with
respect to the transferor foundation
shall be treated as a substantial contrib-
utor with respect to the transferee
foundation, regardless of whether such
person meets the $5,000-two percent
test with respect to the transferee or-
ganization at any time. If a private
foundation makes a transfer described
in section 507(b)(2) to two or more
transferee private foundations, any
person who is a substantial contributor
with respect to the transferor founda-
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tion prior to such transfer shall be con-
sidered a substantial contributor with re-
spect to each transferee private foun-
dation.

(4) If a private foundation incurs li-
ability for one or more of the taxes im-
posed under chapter 42 (or any penalty
resulting therefrom) prior to, or as a
result of, making a transfer of assets
described in section 507(b)(2) to one or
more private foundations, in any case
where transferee liability applies each
transferee foundation shall be treated
as receiving the transferred assets sub-
ject to such liability to the extent that
the transferor foundation does not sat-
isfy such liability.

(6) Except as provided in subpara-
graph (9) of this paragraph, a private
foundation is required to meet the dis-
tribution requirements of section 4942
for any taxable year in which it makes
a section 507(b)(2) transfer of all or part
of its net assets to another private
foundation. Such transfer shall itself
be counted toward satisfaction of such
requirements to the extent the amount
transferred meets the requirements of
section 4942(g). However, where the
transferor has disposed of all of its as-
sets, the recordkeeping requirements of
section 4942(g)(3)(B) shall not apply
during any period in which it has no
assets. Such requirements are applica-
ble for any taxable year other than a
taxable year during which the trans-
feror has no assets.

(6) For purposes of section 4943(c) (4),
(5), and (6), whenever a private founda-
tion makes a section 507(b)(2) transfer
of all or part of its net assets to an-
other private foundation, the applica-
ble period of time described in section
4943(c) (4), (b), or (6) shall include both
the period during which the transferor
foundation held such assets and the pe-
riod during which the transferee foun-
dation holds such assets.

(7) Except as provided in subpara-
graph (9) of this paragraph, where the
transferor has disposed of all of its as-
sets, during any period in which the
transferor has no assets, section 4945
(d)(4) and (h) shall not apply to the
transferee or the transferor with re-
spect to any expenditure responsibility
grants made by the transferor. How-
ever, the exception contained in this
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subparagraph shall not apply with re-
spect to any information reporting re-
quirements imposed by section 4945 and
the regulations thereunder for any
yvear in which any such transfer is
made.

(8)(1) Except as provided in subdivi-
sion (ii) of this subparagraph or sub-
paragraph (6) or (9) of this paragraph or
whenever a private foundation makes a
transfer of assets described in section
507(b)(2) to one or more private founda-
tions, the transferee foundation:

(a) Will not be treated as being in ex-
istence prior to January 1, 1970, with
respect to any transferred assets;

(b) Will not be treated as holding the
transferred assets prior to January 1,
1970; and

(c) Will not be treated as having en-
gaged in, or become subject to, any
transaction, lease, contract, or other
obligation with respect to the trans-
ferred assets prior to January 1, 1970.

(ii) Notwithstanding subdivision (i) of
this subparagraph, the provisions enu-
merated in (a) through (g) of this sub-
division shall apply to the transferee
foundation with respect to the assets
transferred to the same extent and in
the same manner that they would have
applied to the transferor foundation
had the transfer described in section
507(b)(2) not been effected:

(a) Section 4940(c)(4)(B) and the regu-
lations thereunder with respect to
basis of property,

(b) Section 4942(f)(4) and the regula-
tions thereunder with respect to dis-
tributions of income,

(c) Section 101(1)(2) of the Tax Reform
Act of 1969 (83 Stat. 533), as amended by
sections 1301 and 1309 of the Tax Re-
form Act of 1976 (90 Stat. 1713, 1729),
with respect to the provisions of sec-
tion 4941,

(d) Section 101(1)(3)(A) of the Tax Re-
form Act of 1969 (83 Stat. 534) with re-
spect to the provisions of section 4942,
but only if the transferor qualified for
the application of such section imme-
diately before the transfer, and at least
85 percent of the fair market value of
the net assets of the transferee imme-
diately after the transfer was received
pursuant to the transfer,

(e) Section 101()(3) (B) through (E) of
the Tax Reform Act of 1969 (83 Stat.
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534) with respect to the provisions of
section 4942,

(f) Section 101(1)(5) of the Tax Reform
Act of 1969 (83 Stat. 535) with respect to
the provisions of section 4945, and

(g9) Section 101(7)(6) of the Tax Reform
Act of 1969 (83 Stat. 535) with respect to
the provisions of section 508(e).

9) (i) If a private foundation trans-
fers all of its net assets to one or more
private foundations which are effec-
tively controlled (within the meaning
of §1.482-1(a)(3)), directly or indirectly,
by the same person or persons which
effectively controlled the transferor
private foundation, for purposes of
chapter 42 (section 4940 et seq.) and part
II of subchapter F of chapter 1 of the
Code (sections 507 through 509) such a
transferee private foundation shall be
treated as if it were the transferor.
However, where proportionality is ap-
propriate, such a transferee private
foundation shall be treated as if it were
the transferor in the proportion which
the fair market value of the assets (less
encumbrances) transferred to such
transferee bears to the fair market
value of the assets (less encumbrances)
of the transferor immediately before
the transfer.

(ii) Subdivision (i) of this subpara-
graph shall not apply to the require-
ments under sections 6033, 6056, and
6104 which must be complied with by
the transferor private foundation, nor
to the requirement under section 6043
that the transferor file a return with
respect to its liquidation, dissolution,
or termination.

(iii) This subparagraph may be illus-
trated by the following examples:

Example 1. The trustees of X charitable
trust, a private foundation, form the Y char-
itable corporation, also a private foundation,
in order to facilitate the conduct of their ac-
tivities. The trustees of X are also the direc-
tors of Y. Y has the same charitable purposes
as X. All of the assets of X are transferred to
Y, and Y continues to carry on X’s charitable
activities. Under such circumstances, Y shall
be treated as if it were X for the purposes of
subdivision (i) of this subparagraph. Thus,
for example, Y will be permitted to take ad-
vantage of any special rules or savings provi-
sions with respect to chapter 42 to the same
extent as X could have if X had continued in
existence.

Example 2. A and B are the trustees of the
P charitable trust, a private foundation, and
are the only substantial contributors to P.
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On July 1, 1973, in order to facilitate accom-
plishment of diverse charitable purposes, A
and B create and control the R Foundation,
the S Foundation and the T Foundation and
transfer the net assets of Pto R, S, and T. As
of the end of 1973, P has an outstanding grant
to Foundation W and has been required to
exercise expenditure responsibility with re-
spect to this grant under sections 4945 (d)(4)
and (h). Under these circumstances, R, S,
and T shall each be treated as if they are P
in the proportion the fair market value of
the assets transferred to each bears to the
fair market value of the assets of P imme-
diately before the transfer. Since R, S, and T
are treated as P, absent a specific provision
for exercising expenditure responsibility
with respect to the grant to W, each of them
is required to exercise expenditure responsi-
bility with respect to such grant. If, as a part
of the transfer to R, P assigned, and R as-
sumed, P’s duties with respect to the expend-
iture responsibility grant to W, only R would
be required to exercise expenditure responsi-
bility with respect to the grant to W. Since
R, S, and T are treated as P rather than as
recipients of erpenditure responsibility grants,
there are no expenditure responsibility re-
quirements which must be exercised under
sections 4945 (d)(4) and (h) with respect to
the transfers of assets to R, S, and T.

(10) For certain rules relating to fil-
ing requirements where a private foun-
dation has transferred all its net as-
sets, see §1.507-1(b)(9).

(b) Status of transferee organization
under section 507(b)(2). Since a transfer
of assets pursuant to any liquidation,
merger, redemption, recapitalization,
or other adjustment, organization or
reorganization to an organization not
described in section 501(c)(3) (other
than an organization described in sec-
tion 509(a)(4)) or 4947 is a taxable ex-
penditure under section 4945(d)(5), in
order for such a transfer of assets not
to be a taxable expenditure, it must be
to an organization described in section
501(c)(3) (other than an organization
described in section 509(a)(4)) or treat-
ed as described in section 501(c)(3)
under section 4947. See §53.4945-6(c)(3)
of this chapter. Consequently, unless
such a transferee is an organization de-
scribed in section 509(a) (1), (2), or (3),
the transferee is a private foundation
and the rules of section 507(b)(2) and
paragraph (a) of this section apply. On
the other hand, if such a transfer of as-
sets is made to a transferee organiza-
tion which is not described in either
section 501(c)(3) (other than an organi-
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zation described in section 509(a)(4)) or
4947, and in order to correct the mak-
ing of a taxable expenditure, such as-
sets are transferred to a private foun-
dation, section 507(b)(2) and paragraph
(a) of this section shall apply as if the
transfer of assets had been made di-
rectly to such private foundation.

(c) Section 507(b)(2) transfers. (1) A
transfer of assets is described in sec-
tion 507(b)(2) if it is made by a private
foundation to another private founda-
tion pursuant to any liquidation, merg-
er, redemption, recapitalization, or
other adjustment, organization, or re-
organization. This shall include any or-
ganization or reorganization described
in subchapter C of chapter 1. For pur-
poses of section 507(b)(2), the terms
other adjustment, organization, or reorga-
nization shall include any partial liq-
uidation or any other significant dis-
position of assets to one or more pri-
vate foundations, other than transfers
for full and adequate consideration or
distributions out of current income.
For purposes of this paragraph, a dis-
tribution out of current income shall
include any distribution described in
section 4942(h)(1) (A) and (B).

(2) The term significant disposition of
assets to one or more private foundations
shall include any disposition for a tax-
able year where the aggregate of:

(i) The dispositions to one or more
private foundations for the taxable
year, and

(ii) Where any disposition to one or
more private foundations for the tax-
able year is part of a series of related
dispositions made during prior taxable
years, the total of the related disposi-
tions made during such prior taxable
years, is 25 percent or more of the fair
market value of the net assets of the
foundation at the beginning of the tax-
able year (in the case of subdivision (i)
of this subparagraph) or at the begin-
ning of the first taxable year in which
any of the series of related dispositions
was made (in the case of subdivision
(ii) of this subparagraph). A significant
disposition of assets may occur in a sin-
gle taxable year (as in subdivision (i) of
this subparagraph) or over the course
of two or more taxable years (as in sub-
division (ii) of this subparagraph). The
determination whether a significant
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disposition has occurred through a se-
ries of related distributions (within the
meaning of subdivision (ii) of this sub-
paragraph) will be made on the basis of
all the facts and circumstances of the
particular case. However, if one or
more persons who are disqualified per-
sons (within the meaning of section
4946) with respect to the transferor pri-
vate foundation are also disqualified
persons with respect to any of the
transferee private foundations, such
fact shall be evidence that the transfer
is part of a series of related disposi-
tions (within the meaning of subdivi-
sion (ii) of this subparagraph). In the
case of a series of related dispositions
described in subdivision (ii) of this sub-
paragraph, each transferee private
foundation shall (on any date) be sub-
ject to the provisions of section
507(b)(2) (with respect to all such dis-
positions made to it on or before such
date) to the extent described in para-
graphs (a) and (b) of this section.

(3) A private foundation which fails
to meet the requirements of section
507(b)(1)(A) for a taxable year may be
required to file a return under section
6043(b) by reason of a transfer of assets
to one or more sections 509(a) (1), (2), or
(3) organizations. Hence, such filing
does not necessarily mean that a sec-
tion 507(b)(2) transfer has occurred. See
§1.6043-3(£)(1).

(4) This paragraph applies to any sec-
tion 507(b)(2) transfer made by a pri-
vate foundation referred to in section
170(b)(1)(E) (1), (ii), or (iii).

(5) The provisions of this paragraph
may be illustrated by the following ex-
amples:

Example 1. M is a private foundation on the
calendar year basis. It has net assets worth
$100,000 as of January 1, 1971. In 1971, in addi-
tion to distributions out of current income,
M transfers $10,000 to N, $10,000 to O, and
$10,000 to P. N, O, and P are all private foun-
dations. Under subparagraph (2)(i) of this
paragraph, M has made a significant disposi-
tion of its assets in 1971 since M has disposed
of more than 25 percent of its net assets
(with respect to the fair market value of
such assets as of January 1, 1971). M has
therefore made section 507(b)(2) transfers
within the meaning of this paragraph, and
section 507(b)(2) applies to the transfers
made to N, O, and P.

Example 2. U, a tax-exempt private founda-
tion on the calendar year basis, has net as-
sets worth $100,000 as of January 1, 1971. As
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part of a series of related dispositions in 1971
and 1972, U transfers in 1971, in addition to
distributions out of current income, $10,000
to private foundation X and $10,000 to private
foundation Y, and in 1972, in addition to dis-
tributions out of current income, U transfers
$10,000 to private foundation Z. Under sub-
paragraph (2)(ii) of this paragraph, U is
treated as having made a series of related
dispositions in 1971 and 1972. The aggregate
of the 1972 disposition (under subparagraph
(2)(i) of this paragraph) and the series of re-
lated dispositions (under subparagraph (2)(ii)
of this paragraph) is $30,000, which is more
than 25 percent of the fair market value of
U’s net assets as of the beginning of 1971
($100,000), the first year in which any such
disposition was made. Thus, U has made a
significant disposition of its assets and has
made transfers described in section 507(b)(2).
The provisions of paragraphs (a) and (b) of
this section apply to each of the transferees
as of the date on which it received assets
from U.

(d) Inapplicability of section 507(a) to
section 507(b)(2) transfers. Unless a pri-
vate foundation voluntarily gives no-
tice pursuant to section 507(a)(1), a
transfer of assets described in section
507(b)(2) will not constitute a termi-
nation of the transferor’s private foun-
dation status under section 507(a)(l).
Such transfer must, nevertheless, sat-
isfy the requirements of any pertinent
provisions of chapter 42. See subpara-
graphs (5) through (7) of paragraph (a)
of this section. However, if such trans-
fer constitutes an act or failure to act
which is described in section
507(a)(2)(A), then such transfer will be
subject to the provisions of section
507(a)(2) rather than section 507(b)(2).
For example, X, a private nonoperating
foundation, transfers all of its net as-
sets to Y, a private operating founda-
tion, in 1971. X does not file the notice
referred to in section 507(a)(1) and the
transfer does not constitute either a
willful and flagrant act (or failure to
act), or one of a series of willful re-
peated acts (or failures to act), giving
rise to liability for tax under chapter
42. Under these circumstances, the
transfer is described in section 507(b)(2)
and the provisions of paragraph (a) of
this section apply with respect to Y.
The private foundation status of X has
not been terminated under section
507(a).

(e) Transfers to certain section 509(a)
(1), (2), or (3) organizations. If a private
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foundation transfers all or part of its
assets to one or more organizations de-
scribed in section 509(a) (1), (2), or (3)
and, within a period of 3 years from the
date of such transfers, one or more of
the transferee organizations lose their
section 509(a) (1), (2), or (3) status and
become private foundations, then for
purposes of this section, a transfer of
assets within the meaning of paragraph
(c) of this section to such an organiza-
tion which becomes a private founda-
tion will be treated as a transfer de-
scribed in section 507(b)(2), and the pro-
visions of paragraph (a) of this section
shall be treated as applying to such a
transferee organization from the date
on which any such transfer was made
to it.

(f) Certain transfers made during sec-
tion 507(b)(1)(B) terminations. If:

(1) During the course of the 12-month
or 60-month period described in section
507(b)(1)(B), a private foundation
makes one or more transfers to one or
more private foundations;

(2) Such transfers are described in
§1.507-3(c)(1); and

(3) Even though the transferor foun-
dation thereafter meets the require-
ments of section 507(b)(1)(B)

then for purposes of this section, the
provisions of §1.507-2(e) shall not apply
with respect to such transfers, and
such transfers will be treated as trans-
fers described in section 507(b)(2) and
§1.507-3 rather than as transfers from
an organization described in section
509(a) (1), (2), or (3).

[T.D. 7233, 37 FR 28158, Dec. 21, 1972; 38 FR

3189, Feb. 2, 1973, as amended by T.D. 7678, 45
FR 12415, Feb. 26, 1980]

§1.507-4 Imposition of tax.

(a) General rule. Section 507(c) im-
poses on each organization the private
foundation status of which is termi-
nated under section 507(a) a tax equal
to the lower of:

(1) The amount which such organiza-
tion substantiates by adequate records
(or other corroborating evidence which
may be required by the Commissioner)
as the aggregate tax benefit (as defined
in section 507(d)) resulting from the
section 501(c)(3) status of such organi-
zation, or

(2) The value of the net assets of such
organization.

§1.507-5

(b) Transfers mnot subject to section
507(c). Private foundations which make
transfers described in section
507(b)(1)(A) or (2) are not subject to the
tax imposed under section 507(c) with
respect to such transfers unless the
provisions of section 507(a) become ap-
plicable. See §§1.507-1(b), 1.507-2(a)(6)
and 1.507-3(d).

[T.D. 7233, 37 FR 28161, Dec. 21, 1972]

§1.507-5 Aggregate tax benefit; in gen-
eral.

(a) General rule. For purposes of sec-
tion 507(c)(1), the aggregate tax benefit
resulting from the section 501(c)(3) sta-
tus of any private foundation is the
sum of:

(1) The aggregate increases in tax
under chapters 1, 11, and 12 (or the cor-
responding provisions of prior law)
which would have been imposed with
respect to all substantial contributors
to the foundation if deductions for all
contributions made by such contribu-
tors to the foundation after February
28, 1913, had been disallowed,

(2) The aggregate increases in tax
under chapter 1 (or the corresponding
provisions of prior law) which would
have been imposed with respect to the
income of the private foundation for
taxable years beginning after Decem-
ber 31, 1912, if (i) it had not been ex-
empt from tax under section 501(a) (or
the corresponding provisions of prior
law), and (ii) in the case of a trust, de-
ductions under section 642(c) (or the
corresponding provisions of prior law)
had been limited to 20 percent of the
taxable income of the trust (computed
without the benefit of section 642(c)
but with the benefit of section
170(b)(1)(A)),

(3) The amount succeeded to from
transferors under §1.507-3(a) and sec-
tion 507(b)(2), and

(