RECENT IRS INTERPRETATIONS
OF CHARTER SCHOOL AND NURSING HOME ORGANIZATION ACTIVITIES 

INTRODUCTION 

On September 6, 2000, the Internal Revenue Service (the "IRS") published an article for its Exempt Organizations Continuing Professional Education Technical Instruction Program Textbook,1 which sets forth the IRS's current position that certain organizations that develop and operate charter schools and nursing homes confer private benefits to their management and development companies and should not be granted exemptions (the "Private Benefit CPE"). 2  This is a reversal of IRS policy. 

BACKGROUND 

In general, educational facilities and nursing homes are considered to be trades or businesses, and organizations that engage in the operation or development of such facilities are subject to tax.  Section 501(c)(3) of the Internal Revenue Code of 1986, as amended (the "Code"), provides, however, that organizations that engage in the foregoing types of activities may be exempt from federal income taxation if, among other things, they are "organized and operated exclusively for . . . charitable . . . educational" and certain other purposes.  Thus, two rules must be complied with in order for an exemption to exist. 

First, the organization must have a charitable purpose (the "Charitable Purpose Test").3  Second, even if an organization meets the Charitable Purpose Test, it must also be organized and operated exclusively for such charitable purpose, rather than for private benefit (the "Private Benefit Test").  The IRS uses the two tests to determine (a) whether an organization should be granted an exemption, and (b) whether an exemption should be revoked. 

THE PRIVATE BENEFIT TEST 

Even if an organization is deemed to have satisfied the Charitable Purpose Test, its organization and operation must still satisfy, on an ongoing basis, the Private Benefit Test.  Under the Private Benefit Test, an organization generally cannot provide "non-incidental benefits . . . [to] disinterested persons that service private interests."4  Consequently, where more than an insubstantial amount of activities of an organization are not in furtherance of its exempt purpose, but rather, further some private benefit, the existence of such private benefit can destroy the organization's exemption regardless of the organization's charitable activities. 

Organizations that are organized to develop and operate charter schools and nursing homes through for-profit service providers confer private benefits to such service providers.  In order to avoid failing the Private Benefit Test, such organizations must be organized and operated so that the private benefit is deemed to be insubstantial or merely incidental to the organization's exempt purpose.  As a matter of practice, this generally has been accomplished by requiring that (a) the organization has an independent board of directors, and (b) the fees paid to developers and managers are reasonable or do not exceed fair market value.  In fact, in an earlier CPE the IRS stated that once reasonable compensation is established, private benefit disappears.5  Consequently, this approach became the industry standard.  Nevertheless, the IRS, pursuant to the Private Benefit CPE, has now reversed its position by indicating that, in certain instances, organizations that develop and operate charter schools and nursing homes fail the Private Benefit Test even though the fees charged by the developers and managers are reasonable and the organization has an independent board of directors. 

EXAMPLES 

In order to illustrate the IRS's conclusions in the Private Benefit CPE, the IRS provided three examples. 

(a) Charter School Example A 

School A was organized by two individuals (the "Organizers") who are two of its three directors.  The third director is an independent individual.  School A entered into a management agreement with Management Company A, a for-profit corporation.  The Organizers are also the directors of Management Company A and have a financial interest therein.  Management Company A provides all labor, materials and supervision for the provision of education to students as well as the management, operation and maintenance of School A.  In addition, Management Company A has sole responsibility and authority for matters relating to staffing, personnel and administration of School A. 

Compensation for Management Company A is equal to a percentage of per pupil expenditures plus a fee of 50% of the excess of revenues over expenditures for each year.  Management Company A can provide additional services or equipment to School A at prevailing rates and keep all revenue arising therefrom.  Management Company A may terminate its agreement with School A if the school makes decisions regarding personnel, curriculum or programs inconsistent with the recommendations of Management Company A. 

The IRS concluded that School A contains a private benefit since Management Company A receives substantial fee income that is not merely incidental to the operation of the school.  In support of this conclusion, the IRS pointed out that even though School A has a potentially independent board of directors, the boards of School A and Management Company A are related and Management Company A, through its management contract, controls School A in all material respects.  Thus, the IRS concluded that the arrangement allows Management Company A to directly operate for profit in an area generally reserved for nonprofit organizations and, as such, it should not be treated as a tax-exempt organization.  

(b) Charter School Example B 

The facts in Example B are similar to those in Example A, except that there are no individuals on the boards of directors of both the management company and the school.  However, the management company, through a web of management agreements, loans and leases, controls the school in all material respects.  Consequently, as was the case in Example A, the IRS concluded that the school failed the Private Benefit Test. 

(c) Nursing Home Example 

M Organization is one of several organizations controlled by P Organization, which has a current exemption under Section 501(c)(3) of the Code and was formed by Individual Z.  M Organization has applied for its own exemption under Section 501(c)(3) of the Code and has indicated in its application that it will develop, own and operate a nursing home financed by tax-exempt bonds.  Individual Z also is engaged in the development, ownership and management of nursing home facilities for profit.  All of the officers and directors of M Organization and P Organization have some prior relationship to Individual Z, whether they be casual acquaintances or former employees. 

The actual development of the facilities will be done by a partnership in which Individual Z is a partner.  Such partnership will acquire the property for the facility from an entity that Individual Z controls.  A management company owned by Individual Z will manage the facility.  M Organization has represented that any dealings with Individual Z or his related companies and partnerships will be at cost or at least at or below fair market value.  Organization M will acquire the facility for a price that equals the estimated value of the completed facility upon reaching stabilized occupancy, taking into consideration the added value of the tax-exempt financing.  No competitive bids were solicited for any of the services or the development, and M Organization did not bargain for the best prices. 

The IRS concluded that M Organization is under the private influence of Individual Z and that, as a result, it will act to benefit his interests.  The IRS further concluded that, even if all of the services and property were supplied at below fair market prices, the transaction still would be deemed to be motivated by private interests.  Consequently, the IRS indicated that a substantial portion of M Organization's purposes is to further the commercial activities of Individual Z and his related entities.  As additional support for its conclusion, the IRS noted that the transfer price of the facilities, which takes into account the value added by tax-exempt bond financing, has the effect of transferring such benefit to Individual Z's for-profit interests.  Consequently, the IRS concluded that M Organization would fail to satisfy the Private Benefit Test and should not receive an exemption. 

CONCLUSION 

The examples set forth in the Private Benefit CPE provide a common theme.  The theme is that organizations that are controlled, either directly or indirectly, by service providers will not be treated as exempt organizations even if they have independent boards and the services are provided at cost or for fair market value consideration.  As a consequence of the Private Benefit CPE, organizations that develop or operate charter schools or nursing homes must take the Private Benefit CPE into consideration when applying for an exemption.  Moreover, where such organizations expect to finance their developments with proceeds from the issuance of tax-exempt bonds, special tax or bond counsel will need to take into consideration how the Private Benefit CPE might affect the organization's tax-exempt status. 

Although the Private Benefit CPE appears to be limited to the types of transactions set forth in the examples, the rationale used by the IRS likely will be applicable to any organization that pays fees to third-party developers, managers or other service providers.  If you have any questions with respect to the Private Benefit CPE or its potential effect, please do not hesitate to contact Kevin Barney (312-739-9100), Mitchell J. Bragin (202-828-2400), Tracy Bridges (402-346-6000), David A. Caprera (303-292-7812), Larry L. Carlile (303-297-2400) or Anthony Giancana (480-429-5000) for additional information. 
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Footnotes:
1.  In general, the IRS Exempt Organizations Continuing Professional Education Technical Instruction Program Textbook is used for continuing professional education for IRS agents.  Although the articles do not constitute precedent in a court of law, they offer very good insight as to how the IRS is applying exempt organization law at any one time.
2.  It should be noted that the Private Benefit CPE is a portion of a CPE that also dealt with organizations that develop and operate low-income housing.  For a discussion of the low-income housing portion of the CPE, please refer to our memorandum entitled "Recent IRS Interpretations of Student Housing and Low-Income Housing Organization Activities" (the "Student and Low-Income Housing Memo"), which is posted at www.kutakrock.com.
3.  For a discussion of the Charitable Purpose Test, please refer to the Student and Low-Income Housing Memo cited in Footnote 2.
4.  See, American Campaign Academy v. Commissioner, 92 TC 1053 (1989).
5.  See, The 1990 Exempt Organization Technical Instruction Program Textbook, Overview of Inurement/Private Benefit Issues in IRC 501(c)(3).
