










II EXEMPT

Practice Notes

Private benefit. Under Section 501 (c) (3),
an organization must be both organized
and operated for tax-exempt purposes.
The operational test requires th::t an or­
ganization be operated "exclusively"
for exempt purposes. The presence of a
single nonexempt purpose, if substan­
tial in nature, will destroy the exemp­
tion. 16 An organization is not operated
exclusively for an exempt purpose un­
less it serves a public rather than a pri­
vate interest. Thus, under Reg.
1.501(c)(3)-I(d)(l)(ii) it is necessary
for an organization 10 establish that it
is not organized or operated for the
benefit of private interests.

In Ltr. RuL 200230005, the Service
concluded that no private benefit oc-

arrangement would not constitute pri­
vate inurement, if certain criteria were
met. In evaluating the agreement, the
Service emphasized the following fac­
tors:

The agreement between the parties
was negotiated at arm's length, and
the service provider did not partic­
ipate in the management or control
of the charity.
The agreement served a real and
discernible business purpose of the
charity, independent of any pur­
pose to operate the organization
for the direct or indirect benefit of
the operator.
The amount of compensation did
not principally depend on the in­
coming revenue of the charity
(from the program and other
sources), but rather on the service
provider's accomplishment of its
objectives as described in the
agreement.
No evidence existed of abuse or of
unwarranted benefits being pro­
vided to the fundraising organiza­
tion.

The Service determined thai the
arrangement met the above four fac­
tors and thus did not result in private
inurement. Arguably, other compensa­
tion arrangements between the pro­
cessor and the charity also could meet
the factors. Por example, the processor
might have deducted certain specified
costs from the proceeds before its
share of the proceeds was calculated;
such an arrangement arguably would
still meet these factors.

sation arrangement would result in
private inurement to the processor.
Under the reasoning of United Cancer
Council, Inc., 165 F.3d 1173,83 AFTR2d
99-812 (CA-7, 1999), which held that a
contract with a third-party fundraiser
did not make the fundraiser an insider.
it is arguable whether a vehicle proces­
sor in fact needs to be treated as an in­
sider to a charity.15 Nonetheless, it is
helpful to see the Service's reasoning in
concluding that no inurement oc­
curred.

Pursuant to the agreement between
the parties, the processor was to re­
ceive a specified percentage of gross
proceeds derived from the sale or dis­
position of the donated vehicles. The
IRS recognized that such a contingent
compensation arrangement could cre­
ate a potential connict of interest be­
tween the processor's profit motive
and the charity's interest in maximiz­
ing its donated funds. Nevertheless,
the Service concluded that such an
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Exempt organizations considering the implementation of a vehicle
donation program run by a third-party processor must keep the fol­
lowing in mind:

A valid agency relationship is written
agreement' .

~'The charltymust retain the right to control the processor and
supervise the processor's activity. .

• The charity must be the equitable owner of the property until it
is sold, and then be entitled to the proceeds (less the processor's
fee).

• The proc~ssor and the charity, to avoid allegations of aiding and
abetting a false tax return, must be careful in providing the .
donor with information substantiating the gift; the charity, for
instance, might provide a disclaimer notifying the donor that
the blue book value of the vehicle does not in any way represent
the opinion of the charity as to the FMV of the donation.

• To avoid private inurement and private benefit, the agreement
between the processor and the charity should be negotiated at
arm's length, and the service provider should not control the
charity.

• Since it will be difficult for the charity to establish the FMV of
the donated vehicles when reporting fundraising results to IRS
on Form 990, a good faith approximation may be to report the
gross receipts from the sales of the vehicles as the gross pro­
ceeds from the program.

having a personal and private interest
in the activities of the organization.

The Service and the courts have not
always made it clear who is included in
"private shareholder or individual;' but
generally have included directors, offi­
cers, and trustees as well as other indi­
viduals, including employees and in
some cases independent contractors,
who through their positions play an
important role in the charity or other­
wise have a private connection to the
charity.

In Ltr. Rul. 200230005, the IRS con­
cluded that the processor qualified as
an "insider" of the charity due to its
role as the charity's agent. Thus, the
Service analyzed whether the compen-

15 For more on thiS case, see Hili,

"Deregulating the Exempt Sector? C~-7

Reverses Tax Court in Un/ted Cancer
Council," 90 JTAX 303 (May 19~)9)

16 Better Business Bureau, 326 US 279, 34
,~FTR 5 i1945)
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curred based on the following circum­
stances:

1. The charity was not created by
the private party and was not a "cap­
tive" organization of anyone who
would benefit from the program.

2. No board member or officer of
the charity was a board member or of­
ficer of the processor.

3. The agreement was found to be
negotiated at arm's length.

4. The donation program still
would occur without the processor or
its related entities, because the charity
could appoint another agent to operate
the program.

Thus, the IRS considered any bene­
fit to private parties under these cir­
cumstances to be only incidental to the
operation of a proper vehicle donation
program.

Summary. As a result of the above pri­
vate inurement and private benefit
concerns, a charity must pay careful
attention to any arrangement it negoti­
ates with a processor to handle vehicle
donations. The arrangement must be
negotiated at arm's length and reflect
market terms. The charity also should
confirm and document that the
method of compensation is customary
for the solicitation and disposition of
used vehicles. 1110reover, any propri-

etarv or family relationship between
the ~harity's directors or officers and
the vehicle processor may result in
greater scrutiny of the arrangement by
the Service.

Proper Reporting
The IRS recently also has provided
guidance regarding how proceeds from
fundraising activities of a charity need
to be reported on its Form 990. In Ann.
2002-87,2002-39 IRB 624, the Service
emphasized that it wanted charities to
report the gross fundraising figures, to­
gether with the fundraising expenses,
not just net fundraising proceeds.

Rev. Rul. 2002-67 refers charities to
this announcement for information re­
garding how to properly record pro­
ceeds from a vehicle donation pro­
gram. Applying this requirement to
vehicle donation programs, the charity
arguably should report the value of the
vehicles donated to the charity, togeth­
er with the expenses incurred and the
fees retained by the processor, not just
the net proceeds received from the
processor. Since it will be difficult for
the charity to establish the' FMV of the
vehicles, a good faith approximation
may be to report the gross receipts
from the sales of the vehicles as the
gross proceeds from the program.

EXEMPT

Unrelated BUSiness Income
The Service held in Ur. Rul. 200230005
that, because the charity planned to re­

ceive donated property and resell it to
generate funds, the revenue derived
from the sale of donated property did
not constitute unrelated business in­
come under the "donated goods" ex­
ception. 17 This ruling appears to be a
change in analysis from the earlier
ePE Text, which stated that the donat­
ed goods exception may not be avail­

able for vehicle donation programs.

CONCLUSION
In light of the recent guidance from
the Service, charities now can be more
comfortable in entering into agree­
ments with third-party vehicle proces­
sors to implement vehicle donation
programs. At the same time, the issues
that need to be considered and ad­
dressed appropriately are complex. A
charity should carefully review and
analyze any proposed vehicle donation
program and its agreement with a ve­
hicle processor before moving for­
ward.•
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17 See Section 51]1,,!(3). Reg. 1513-118!131
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