
Philanthropy: Voluntary Action for the Public Good (Macmillan Pub. Co., 1998); O'Connell, Philanthropy in Action (The
Foundation Center, 1987).

n11 The complexity of the federal tax law is such that the charitable sector (using the term in its broadest sense)
is also divided into two segments: charitable organizations that are considered private (private foundations) and
charitable organizations that are considered public (all charitable organizations other than those that are considered
private); these nonprivate charities are frequently referred to as public charities. See Chapter 11.

See Image

§ 1.2 TAX-EXEMPT ORGANIZATIONS

For the most part in this book, the term tax-exempt organization refers to a nonprofit organization that is exempt from
(excused from paying) the federal income tax. There are, of course, other federal taxes (such as excise and employment taxes),
and there are categories of exemptions from them. At the state level, there are exemptions associated with income, sales, use,
excise, and property taxes.

Nonetheless, there is no category of nonprofit organization that is not subject to some form of federal tax. The income tax
that is potentially applicable to nearly all tax-exempt organizations is the tax on unrelated business income. n12 Exempt
entities can be taxed for engaging in political activities; n13 public charities are subject to tax in the case of substantial
efforts to influence legislation n14 or participation in political campaign activities; n15 and some exempt organizations, such
as social clubs, are taxable on their investment income. n16 Associations and like organizations can be subject to a proxy tax
when engaged in attempts to influence legislation or engage in political activities. n17 Private foundations can be caught up
in a variety of excise taxes. n18

n12 See Part Five.

n13 See § 17.5.

n14 See § 20.5.

n15 See § 21.4.

n16 See § 14.3.

n17 See §§ 20.7, 21.7.

n18 See § 11.3.

There is no entitlement in a nonprofit organization to tax exemption; there is no entity that has some inherent right to
exempt status. The existence of tax exemption and the determination of entities that have it are essentially the whim of the
legislature involved. There is no constitutional law principle mandating tax exemption. n19

n19 Nonetheless, see supra note 1.

An illustration of this point is the grant by Congress of tax-exempt status to certain mutual organizations -- albeit with
the stricture that to qualify for the exemption, an organization must be organized before September 1, 1957. n20 Prior to that
date, exemption was available for all savings and loan associations. This exemption was repealed because Congress determined
that the purpose of the exemption, which was to afford savings institutions that did not have capital stock the benefit of
exemption so that a surplus could be accumulated to provide the depositors with greater security, was no longer appropriate,
because the savings and loan industry had developed to the point where the ratio of capital account to total deposits was
comparable to nonexempt commercial banks. A challenge to this law by an otherwise qualified organization formed in 1962 failed,
with the U.S. Supreme Court holding that Congress did not act in an arbitrary and unconstitutional manner in declining to extend
the exemption beyond the particular year. n21

n20 IRC § 501(c)(14)(B).

n21 Maryland Sav.-Share Ins. Corp. v. United States, 400 U.S. 4 (1970).

There are other illustrations of this point. For years, organizations like Blue Cross and Blue Shield entities were
tax-exempt; n22 Congress, however, determined that these organizations had evolved to be essentially no different from
commercial health insurance providers and thus generally legislated this exemption out of existence. n23 (Later, Congress
realized that it had gone too far in this regard and restored exemption for some providers of insurance that function as
charitable risk pools. n24) Congress allowed the exempt status for group legal services organizations n25 to expire without
ceremony in 1992; it also created a category of exemption for state-sponsored workers' compensation reinsurance organizations,
with the stipulation that they be established before June 1, 1996. n26 Indeed, in 1982, Congress established exemption for a
certain type of veterans' organization, with one of the criteria being that the entity be established before 1880. n27

n22 By reason of IRC § 501(c)(4).

n23 See § 22.1.

n24 See § 10.6.

n25 See § 16.6.

n26 See § 18.5.
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n27 See § 18.10(b).

There is a main list of tax-exempt organizations, n28 to or from which Congress periodically adds or deletes categories of
organizations. Occasionally, Congress extends the list of organizations that are exempt as charitable entities. n29 Otherwise,
it may create a new provision describing the particular exemption criteria. n30

n28 IRC § 501(c).

n29 IRC §§ 501(e), 501(f), 501(k), 501(m), 501(n).

n30 IRC §§ 521, 526-529.

A compendium of tax law containing an analysis of the law of tax-exempt organizations proclaims that exempt status is the
"most prized of all tax concessions sanctioned by Congress." n31 That bit of hyperbole, intending to confer momentum and stature
to the exempt organizations field, is in fact a considerable overstatement. For example, in the case of some charitable
organizations, the eligibility to receive tax-deductible contributions is a far more prized attribute than tax exemption. From
an economic viewpoint, there are several tax expenditures that are worth more (in terms of revenue losses to the federal fisc)
than the charitable contribution deduction or the federal tax exemption for nonprofit organizations. n32

n31 8 Stand. Fed. Tax Rep. (CCH) P 22, 604.01 (1996).

n32 The staff of the Joint Committee on Taxation and the Department of the Treasury measure the economic value
(revenue "losses") of various tax preferences, such as tax deductions, credits, and exclusions (termed tax expenditures).
Although the income tax charitable contribution deduction tends to be the fifth or sixth largest tax expenditure, the
ones that are greater than it include the net exclusions for pension plan contributions and earnings, the exclusion from
gross income of employer contributions for health insurance premiums and health care, the deductibility of mortgage
interest on personal residences, the reduced rates of tax on long-term capital gains, and the deduction for state and
local governments' income and personal property taxes. The Joint Committee on Taxation staff estimated that, for the
federal government's fiscal years 2003-2007, the tax expenditure for the income tax charitable deduction is $ 248
billion, of which $ 38 billion is for gifts to educational institutions and $ 27 billion is for gifts to health
organizations (Estimates of Federal Tax Expenditures for Fiscal Years 2003-2007 (JCS-5-02)).

Tax exemption for qualified nonprofit organizations is not considered a tax expenditure. There are two rationales
for this approach. One is that exempt status is not a tax expenditure because the nonbusiness activities of these
organizations, such as charities, generally must predominate and their unrelated business activities are subject to tax.
The exemption of certain nonprofit cooperative business organizations, including trade and business associations, is not
treated as a tax expenditure because the tax benefits are available to any entity that chooses to organize itself and
operate in the required manner to avoid the entity-level tax.

§ 1.3 PRINCIPLES OF EXEMPT ORGANIZATIONS LAW PHILOSOPHY

The definition in the law of the term nonprofit organization and the concept of the nonprofit sector as critical to the
creation and functioning of a civil society do not distinguish nonprofit organizations that are tax-exempt from those that are
not. This is because the tax aspect of nonprofit organizations is not relevant to either subject. Indeed, rather than defining
either the term nonprofit organization or its societal role, the federal tax law principles respecting tax exemption of these
entities reflect and flow out of the essence of these subjects.

This is somewhat unusual; many provisions of the federal tax laws are based on some form of rationale that is inherent in
tax policy. The law of tax-exempt organizations has very little to do with any underlying tax policy. Rather, this aspect of
the tax law is grounded in a body of thought far distant from tax policy: political philosophy as to the proper construct of a
democratic society.

This raises, then, the matter of the rationale for the eligibility of nonprofit organizations for tax-exempt status. That
is, what is the fundamental characteristic that enables a nonprofit organization to qualify as an exempt organization? In fact,
there is no single qualifying feature; the most common one is, as noted, the doctrine of private inurement. This circumstance
mirrors the fact that the present-day statutory exemption rules are not the product of a carefully formulated plan. Rather,
they are a hodgepodge of statutory law that has evolved over 90 years, as various Congresses have deleted from (infrequently)
and added to (frequently) the roster of exempt entities, causing it to grow substantially over the decades. One observer wrote
that the various categories of exempt organizations "are not the result of any planned legislative scheme" but were enacted over
the decades "by a variety of legislators for a variety of reasons." n33

n33 McGovern, "The Exemption Provisions of Subchapter F," 29 Tax Law 523 (1976). Other overviews of the various tax
exemption provisions are in Hansmann, "The Rationale for Exempting Nonprofit Organizations from Corporate Income
Taxation," 91 Yale L. J. 69 (1981); Bittker & Rahdert, "The Exemption of Nonprofit Organizations from Federal Income
Taxation," 85 Yale L. J. 299 (1976).

There are six basic rationales underlying qualification for tax-exempt status for nonprofit organizations. On a simplistic
plane, a nonprofit entity is exempt because Congress wrote a provision in the Internal Revenue Code according exemption to it.
Thus, some organizations are exempt for no more engaging reason than that Congress said so. Certainly, there is no grand
philosophical construct buttressing this type of exemption.

Some of the federal income tax exemptions were enacted in the spirit of being merely declaratory of, or furthering,
then-existing law. The House Committee on Ways and Means, in legislating a forerunner to the provision that exempts certain
voluntary employees' beneficiary associations, n34 commented that "these associations are common today [1928] and it appears
desirable to provide specifically for their exemption from ordinary corporation tax." n35 The exemption for nonprofit cemetery
companies n36 was enacted to parallel then-existing state and local property tax exemptions. n37 The exemption for farmers'
cooperatives n38 has been characterized as an element of the federal government's policy of supporting agriculture. n39 The
provision exempting certain U.S. corporate instrumentalities from tax n40 was deemed declaratory of the exemption simultaneously
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