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ß 4.5 OPERATIONAL TEST
(a) In General
An organization, to qualify as a charitable entity, is regarded as operated exclusively for one or more tax-exempt purposes only if it engages primarily in activities that accomplish one or more of its exempt purposes.  n142 The IRS observed that, to satisfy this operational test, the organization's "resources must be devoted to purposes that qualify as exclusively charitable within the meaning of section 501(c)(3) of the Code and the applicable regulations." n143 An organization will not be so regarded if more than an insubstantial part of its activities is not in furtherance of an exempt purpose.  n144 An organization is not considered as 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.  n145 An organization can be substantially dominated by its founder without, for that reason alone, failing to satisfy the operational test.  n146 A court concluded, however, that an organization cannot qualify for tax exemption where one individual controls all aspects of the organization's operations and "is not checked" by any governing body. n147

Adeficiency in an organization's operations that causes failure of the operational test cannot be cured by language in its governing instruments.  Thus, the IRS stated that an organization "whose activities are not within the statute cannot be exempt by virtue of a well-written charter." n148

An organization may meet the federal tax law requirements for charitable entities even though it operates a trade or business as a substantial part of its activities.  n149 If the organization has as its primary purpose the carrying on of a trade or business, however, it may not be tax-exempt.  n150 The core issue is whether the substantial business activity accomplishes or is in furtherance of an exempt purpose.  n151 (The existence of an operating profit is not conclusive as to a business purpose.  n152) Even though the operation of a business does not deprive an organization of classification as a charitable entity, there may be unrelated trade or business tax consequences. n153

The operational test focuses on the actual purposes the organization advances by means of its activities, rather than on the organization's statement of purposes or the nature of its activities, in recognition of the fact that an organization may conduct a business in furtherance of a tax-exempt purpose and qualify as a charitable entity:

Under the operational test, the purpose towards which an organization's activities are directed, and not the nature of the activities themselves, is ultimately dispositive of the organization's right to be classified as a section 501(c)(3) organization exempt from tax under section 501(a) . . . .  [It] is possible for . . . an activity to be carried on for more than one purpose . . . .  The fact that . . . [an] activity may constitute a trade or business does not, of course, disqualify it from classification under section 501(c)(3), provided the activity furthers or accomplishes an exempt purpose . . . .  Rather, the critical inquiry is whether . . . [an organization's] primary purpose for engaging in its . . . activity is an exempt purpose, or whether its primary purpose is the nonexempt one of operating a commercial business producing net profits for . . . [the organization] . . . .  Factors such as the particular manner in which an organization's activities are conducted, the commercial hue of those activities and the existence and amount of annual or accumulated profits are relevant evidence of a forbidden predominant purpose. n154

This important distinction between activities and purpose is sometimes overlooked by the IRS and the courts.  For example, in one case a court concluded that the operational test was not satisfied because the organization failed to describe its activities in sufficient detail in its application for recognition of tax exemption. n155

Although an organization might be engaged in only a single activity, that activity may be directed toward multiple purposes, both exempt and nonexempt.  If the nonexempt purpose is substantial in nature, the organization will not satisfy the operational test. n156

Whether an organization has a substantial nonexempt purpose is a question of fact, to be resolved on the basis of all the appropriate evidence.  n157 The Tax Court observed: "Factors such as the particular manner in which an organization's activities are conducted, the commercial hue of those activities, and the existence and amount of annual or accumulated profits are relevant evidence of a forbidden predominant purpose." n158

An illustration of the application of the operational test rules was provided by a case concerning the tax-exempt status of an organization established to provide a fund for the purpose of giving scholarships to contestants in a state pageant.  n159 As a condition for qualifying for the scholarships, the organization required the participants to enter into a contract obligating them, in the event they are selected to participate in the pageant, to abide by its rules and regulations.  A court ruled that the ostensible scholarships were compensatory in nature, being payment for the contestants' agreement to perform the requirements of the contract, thus not constituting tax-excludable n160 scholarships.  Because the grant of the scholarships was the organization's sole activity, and because the primary purpose of the payments was to provide compensation, the court concluded that the organization did not qualify for exemption as a charitable organization.

Another illustration of the application of these rules is inherent in a court decision concluding that an organization that principally administered donor-advised funds qualified as a tax-exempt charitable entity.  n161 The government unsuccessfully contended in court that the organization lacked exempt purposes, being instead an association of individuals for which it performs commercial services for fees.  Rejecting the thought that the organization was a mere conduit for its donors, the court -- conceding that the entity's "methods of operating may be somewhat unique and innovative" -- found that its "goal is to create an effective national network to respond to many worthy charitable needs at the local level which in many cases might go unmet" and that its activities "promote public policy and represent the very essence of charitable benevolence as envisioned by Congress in enacting" exempt status for charitable organizations.

Still another example illustrating application of the operational test rules involved a court opinion that invoked the concept of private benefit, holding that when an organization operates to confer a private benefit, where the benefit is more than incidental, it cannot satisfy the test.  The case concerned an otherwise qualifying school that trained individuals for careers as political campaign professionals, because of the benefit accruing to entities of a political party and its candidates, since nearly all of the school's graduates became employed by or consultants to these entities or candidates.  n162 The court was not concerned with the "primary" private benefit accruing to the students but with the "secondary" private benefit accruing to the party's organizations and candidates. n163

The operational test is used to apply the tests of commerciality and competition to charitable and other categories of tax-exempt organizations.  Previously, the test has been used in conjunction with the exclusivity requirement n164 and the rules defining business for unrelated income taxation purposes.  n165 This application of the commerciality doctrine has largely been by the U.S. Tax Court, where, for example, it denied exempt status, as a charitable and religious entity, to an organization associated with the Seventh-day Adventist Church that, in advancement of Church doctrine, operated vegetarian restaurants and health food stores; the court wrote that the organization's activity was "conducted as a business and was in direct competition with other restaurants and health food stores" and that "[competition] with commercial firms is strong evidence of a substantial nonexempt commercial purpose." n166 Likewise, the Tax Court held that an organization that supported religious missionary work properly had its exemption revoked because it conducted a mail order business in tape and electronic equipment, as a substantial part of its activities and purposes, n167 and that an organization cannot be exempt because it functioned the same as a purchasing, brokering, or consulting organization in the private sector.  n168 The only prior opinion from the Tax Court that invoked the commerciality standard is one that looked at the issue from a somewhat different slant, in that the court wrote that the operational test is violated where the organization's "primary purpose is the nonexempt one of operating a commercial business producing net profits for" the organization. n169

