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On 9/24/09, the IRS released long-awaited proposed
regulations regarding Type I1I supporting organizations
and how the terms “functionally integrated” and “non-
functionally integrated” will be interpreted. The pro-
posed regulations take the place of guidance included
in the 8/2/07 advance notice of proposed rulemaking.?

Supporting organizations generally

Supporting organizations are organizations that are
described in Section 501(c)(3) and that, because of
their relationships to other Section 501(c)(3) organi-
zations, qualify as public charities rather than private
foundations.® Each supporting organization must
meet an organizational test, an operational test, a re-
lationship test, and a disqualified person test.*

For a supporting organization to satisty the requi-
site relationship test, the Code and the regulations
thereunder require that the organization have one of
three types of relationships with the organization it
supports. The relationship of a Type I supporting or-
ganization with its supported organization generally
is analogous to that of a parent and subsidiary, and
the relationship of a Type II supporting organization
and its supported organization is comparable to a
brother-sister relationship.® The relationship of a Type
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[T supporting organization to its supported organiza-
tion(s), however, is looser, requiring only that the sup-
porting organization be operated “in connection
with” its supported organization. Because this rela-
tionship is not as direct as the relationship required
ofa Type I or a Type II supporting organization, reg-
ulations are needed to clarify the scope of the rela-
tionship required.

Responsiveness test—currently. [0 Satisfy the Type
IIT supporting organization relationship test, the reg-
ulations currently require that an organization satisfy
both a “responsiveness test” and an “integral part
test”® The responsiveness test generally requires that
(1) one or more officers, directors, or trustees of the
supporting organization are elected or appointed by
the officers, directors, trustees, or membership of the
supported organization(s); (2) one or more members
of the governing body of the supported organiza-
tion(s) is also an officer, director, or trustee of, or
holds another important office in, the supporting or-
ganization; or (3) the officers, directors, or trustees of
the supporting organization maintain a close contin-
uous working relationship with the officers, directors,
or trustees of the supported organization(s); and (4)
by reason of the three preceding requirements, the of-
ficers, directors, or trustees of the supported organi-
zation(s) have a significant voice in the investment
policies of the supporting organization, the timing of
grants, the manner of making them, the selection of
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recipients by the supporting organization, and in oth-
erwise directing the use of the income or assets of the
supporting organization.”

Prior to the Pension Protection Act of 2006, a sep-
arate responsiveness test applied to supporting organ-
izations organized as charitable trusts under state law.
Pursuant to that earlier test, the responsiveness test
was satisfied if (1) each specified supported organi-
zation was a named beneficiary under the charitable
trust’s governing instrument and (2) the beneficiary
organization had the power to enforce the trust and
compel an accounting under state law®

Integral part test—currently. |he existing integral
part test requires that a Type I11 supporting organiza-
tion maintain significant involvement in the opera-
tions of its supported organization(s) and that the
supported organization(s) in turn be dependent upon
the supporting organization for its support.® A sup-
porting organization generally satisfies the integral
part test if the activities in which it engages for or on
behalf of its supported organization(s) are activities
“to perform the functions of, or to carry out the pur-
poses of, such organizations, and, but for the involve-
ment of the supporting organization, would normally
be engaged in by the [supported organization(s)]
themselves”® This is referred to commonly as the
“but for” test. As an alternative to the “but for” test, a
Type III supporting organization currently may sat-
isfy the integral part test by making distributions of
either (1) substantially all of its income (which has
been interpreted by the Service to mean at least 85%
of its income™) to or for the use of its supported or-
ganization(s) (a substantial amount of which must go
to supported organization(s) that are attentive to the
supporting organization) or (2) an amount that is
necessary to prevent the interruption of a particular
function or activity of the supported organiza-
tion(s)."

Disqualified person test. As is the case with Type
I and Type II supporting organizations, a Type I11
supporting organization must satisty the “disqualified
person test” That test provides that a supporting or-
ganization may not be controlled directly or indi-
rectly by disqualified persons (other than foundation
managers and public charities described in Section
509(a)(1) or (2))."®

Pension Protection Actrequirements affecting
all supporting organizations
The Pension Protection Act of 2006 (the “Act”) im-
posed new requirements and restrictions on all sup-
porting organizations. For example, automatic excess
benefit transactions under the intermediate sanctions
rules now include a variety of financial transactions
between a supporting organization and its disquali-
tied persons,™ and the definition of a “disqualified
person” for purposes of the standard excess benefit
transaction rules was expanded so that a disqualified
person of the supporting organization now is treated
as a disqualified person of the supported organiza-
tion." Further, certain supporting organizations now
are treated as private foundations rather than as pub-
lic charities for purposes of the excess business hold-
ing rules and penalty taxes."® Every supporting
organization now is required to file an annual infor-
mation return, regardless of the amount of the orga-
nizations gross receipts, and the organization must
indicate on such return whether itisa Type I, Type 11,
or Type III supporting organization. Finally, the or-
ganization must identify its supported organizations
onits annual return, and certify annually that it is not
controlled by one or more disqualified persons."”
The Act also imposed new restrictions on the
basic qualifications of certain supporting organiza-
tions. To qualify as supporting organizations, Type I

' The proposed regulations also include guidance regarding how

the excess business holdings rules of Section 4943 will apply to
certain supporting organizations; those provisions are not dis-
cussed in this article.

72 Fed. Reg. 42335 (8/2/07). The proposed regulations can be
read in their entirety at www.irs.gov/pub/irs-tege/rp2009_32.pdf.
Section 509(a)(3).

Reg. 1.509(a)-4(a). The organizational and operational tests re-
main unchanged by the proposed regulations and are not dis-
cussed in this article.

See Reg. 1.509(a)-4(g)(1)(i) (describing the requirements of the
Type | supporting organization relationship); Reg. 1.509(a)-4(h)(1)
(describing the requirements of the Type Il supporting organiza-
tion relationship).

Reg. 1.509(a)-4(i)(1).

Reg. 1.509(a)-4()(2)(i).
Reg. 1.509(a)-4(i)2)(ii). Special rules related to pre-1970 support-
ing organizations are not discussed here.

Reg. 1.509(a)-4()(3)().

1% Reg. 1.509(a)-4()(3)(i).

" Rev. Rul. 76-208, 1976-1 CB 161.
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12 Reg. 1.509(a)-4()3)(ii).
18 Section 509(@)(3)(C).

1% Section 4958(c)(3) (identifying, for example, the entire amount of
a loan from a supporting organization to one of its disqualified
persons as an excess benefit transaction, regardless of the com-
mercial reasonableness of the loan).

15 Section 4958(7)(1)(D).

'8 Section 4943(f) (subjecting non-functionally integrated Type Il
supporting organizations and certain Type Il supporting organiza-
tions to the excess business holdings rules).

17 Section 6033(a)().

18 Section 509(7(2).

19 Sections 4942(g)(4)(C), 4943(7)(5)(B).
20 Section 509((1)(B).

21 Section 4942(g)4)A)).

22 Section 4945(d)(4).

2 pension Protection Act of 2006, PL. 109-280, § 1241(c), 120
Stat. 780, 1103.

2 1d. at § 1241(d)1).
2 72 Fed. Reg. 42335 (8/2/07).
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and Type III supporting organizations now must re-
frain from accepting contributions from persons
(other than from organizations described in Section
509(a)(1), (2), or (4)) who directly or indirectly con-
trol their supported organizations, from family mem-
bers of such persons, and from entities that are
controlled by such persons."

Pension Protection Act requirements affecting
Type lll supporting organizations

In addition to new requirements for all supporting
organizations, the Act created new limitations that
specifically affect Type IIT supporting organiza-
tions. First, two sub-categories of Type III support-
ing organizations have been created: “functionally
integrated” and “non-functionally integrated’™®
The Code also now provides that a Type III sup-
porting organization may support only entities that
are organized in the U.S.* Further, a non-operating
private foundation may not treat a grant to a non-
functionally integrated Type III supporting organ-
ization as going toward the foundations 5%
minimum distribution requirement,® and a grant
by any private foundation to a non-functionally in-
tegrated Type III supporting organization will be
treated as a taxable expenditure unless the private
foundation exercises expenditure responsibility
with respect to the grant.?® A private foundation ac-
cordingly may make a grant to a non-functionally
integrated Type IIT supporting organization if it ex-
ercises expenditure responsibility with respect to
the grant, but the grant will not count towards the
foundation’s minimum distribution requirement.

SUPPORTING ORGANIZATIONS

With respect to a Type I1I supporting organization
that is organized as a charitable trust, the Act speci-
fied that the trust will not meet the responsiveness test
set forth in the existing regulations simply by giving
the supported organization(s) the power to enforce
the terms of the trust under state law; as the existing
regulations had allowed.®

Finally, the Act directed the Service both to con-
sider minimum distribution requirements for Type
IIT supporting organizations and to issue regulations
that define a “functionally integrated” Type IIT sup-
porting organization. The Service issued the pro-
posed regulations in part to satisfy the latter
congressional order, but only after having tested the
waters with an advanced notice.*

Advanced notice of proposed rulemaking

On 8/2/07, the Service issued an advanced notice of

proposed rulemaking (the ‘Advance Notice”) that in-

cluded proposed definitions of “functionally inte-

grated” and “non-functionally integrated” Type III

supporting organizations.?® The Advance Notice

crafted its definitions by relying heavily on the exist-

ing Type I1I supporting organization regulations and

by supplementing them with significant parts of the

tests applicable to private operating foundations.
The Advance Notice provided that a Type III sup-

porting organization would be “functionally inte-

grated” if it satistied four tests:

1. A responsiveness test.

2. A“but for” test.

3. An expenditure test.

4. Anassets test.

California Society
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The responsiveness test proposed in the Advance
Notice mirrored the one already in the regulations,
except that, consistent with the Pension Protection
Act, it did not include any special provision for char-
itable trusts. The Advance Notices “but for” test
adopted part of the “integral part test” in the current
regulations and provided that a supporting organiza-
tion would satisty the new “but for” test if “the activi-
ties engaged in [by the supporting organization] for
or on behalf of the [supported organizations] are ac-
tivities to perform the functions of, or to carry out the
purposes of, such organizations, and, but for the in-
volvement of the supporting organization, would
normally be engaged in by the publicly supported or-
ganizations themselves.”

The expenditure test proposed in the Advance
Notice was similar to an existing private operating
foundation requirement. The expenditure test would
have required a functionally integrated Type I1I sup-
porting organization to use substantially all (i.e., 85%)
of the lesser of (1) its adjusted net income or (2) 5%
of the aggregate fair market value of all its assets (other
than assets used, or held for use, directly in support-
ing the charitable programs of the supported organi-
zations) directly for the active conduct of its
supported organizations exempt purposes.

The assets test proposed in the Advance Notice
also would have been similar to rules currently appli-
cable to private operating foundations. The assets test
would have required a supporting organization to de-
vote at least 65% of the aggregate fair market value of
all its assets directly for the active conduct of activi-
ties that directly further its supported organization’s
exempt purposes.

For Type 111 supporting organizations that did not
meet these four tests and therefore failed to qualify as
functionally integrated, the Advance Notice proposed
that such supporting organizations be required to
meet the responsiveness test and satisfy an annual
payout requirement in order to qualify as non-func-
tionally integrated and avoid private foundation sta-
tus. The payment requirement would have required
anon-functionally integrated Type I1I supporting or-
ganization to distribute annually to or for the use of its
supported organization(s) an amount equal to 5% of
the aggregate fair market value of its assets (other than
assets used or held for use directly in the support of

the charitable programs of its supported organiza-
tion), .., the same amount required to be distributed
by private nonoperating foundations. The Advance
Notice also would have limited a non-functionally in-
tegrated Type III supporting organization generally
to no more than five supported organizations.

The Service received numerous comments in re-
sponse to the proposed definitions and rules set forth
in the Advance Notice. Comments focused particu-
larly on the perceived arbitrary limit on the number
of organizations that a non-functionally integrated
Type III supporting organization could support, the
appropriateness of using the private operating foun-
dation guidelines in the supporting organization con-
text, and the ability of charitable trusts to meet the
existing responsiveness test.?

Proposed regulations

The Service released proposed regulations on 9/24/09

that reflected changes based on some, but not all, of

the comments. Under the proposed regulations, all
supporting organizations must continue to satisfy an
organizational test, an operational test, a disqualified
person control test, and a relationship test. The pro-
posed regulations focus particularly on Type ITI sup-
porting organizations, however, by requiring each

Type III supporting organization to satisfy three cri-

teria as part of the relationship test: (1) a notification

requirement, (2) a responsiveness test, (3) and an in-
tegral part test.”” The proposed regulations also create
specific definitions for “functionally integrated” and

“non-functionally integrated” Type Il supporting or-

ganizations as part of the revised integral part test.?®
Notification requirement. T he notification require-

ment set forth in the proposed regulations requires a

Type III supporting organization to provide each of

the following to each of its supported organizations

annually:

« A written notice addressed to a principal officer
of the supported organization identifying the
amount and type of support provided by the sup-
porting organization to the supported organiza-
tion in the past year.

« A copy of the supporting organizations most re-
cently filed Form 990 (or, if applicable, Form 990-
EZ).

% See, e.g., 74 Fed. Reg. 48672, 48673-48679 (9/24/09) (dlis-
cussing the comments received in response to the Advance No-
tice).

27 Prop. Reg. 1.509(a)-4()(1).

2 Prop. Regs. 1.509(a)-4()(4), (5).

2 Prop. Reg. 1.509(a)-4()(2).

30 Prop. Regs. 1.509(a)-4(i)@)(ii), (iii); compare with Reg. 1.509(a)-
4()(2)(ii) for similarities. There are exceptions to the standard re-
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sponsiveness test requirements for supporting organizations that
were in existence prior to 11/20/70. Prop. Reg. 1.509(a)-4()(3)(v).

8 Prop. Reg. 1.509(a)-4()@3)(iv).

32 A charitable trust in existence on 11/20/70 can satisfy an alter-
nate integral part test not available to other supporting organiza-
tions. Prop. Reg. 1.509(a)-4(i)(9).

33 Prop. Reg. 1.509(a)-4()4)()(A).

34 Prop. Reg. 1.509(a)-4()4)()(B).
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« A copy of the supporting organizations governing
documents, including any amendments (copies of
the governing documents should be provided ini-
tially and then only if amended).

The required notification can be provided elec-
tronically (e.g., via e-mail). Regardless of the method
of delivery, the Type III supporting organization
should retain proof of delivery in its records. The no-
tification must be made by the last day of the fifth
month after the close of the supporting organization’s
tax year.”®

Responsiveness test.Next, the proposed regula-
tions require all Type III supporting organizations,
including those organized as charitable trusts with in-
stitutional trustees, to meet the basic responsiveness
test set forth in the existing regulations without any
special rule for charitable trusts. This means that the
supported organization must have a significant voice
in the supporting organizations investment policies,
grant making, and use of assets. It also means that one
of the following arrangements must exist:

« The supported organization must appoint or elect
one or more officers, directors, or trustees of the
supporting organization.

« One or more members of the supported organi-
zation must also be an officer, director, or trustee
of, or hold another important office in, the sup-
porting organization.

« Theofficers, directors, or trustees of the supporting
organization must maintain a close and continu-
ous working relationship with the officers, direc-
tors, or trustees of the supported organization.*
The proposed regulations include an example

of how a charitable trust with an institutional
trustee can meet this responsiveness test. In that
example, a charitable trust supports a private uni-
versity. A bank serves as the trustee of the charita-
ble trust. The trustee meets with representatives of
the private university on a quarterly basis to dis-
cuss the university’s needs, the ways in which the
charitable trust can support the university, and the
ways in which the charitable trust should invest its
assets. The bank communicates regularly with the
university regarding the charitable trusts invest-
ments and planned distributions and provides the
university with copies of relevant accounting and
investment statements. Based on these facts, the
example concludes that the charitable trust meets
the responsiveness test. In contrast, the proposed
regulations provide an example of a charitable trust
with an institutional trustee that failed to meet the
responsiveness test when it made annual cash pay-
ments and provided the required annual notifica-
tions to its beneficiaries without any other
communications.*

SUPPORTING ORGANIZATIONS

Integral part test.Finally, the proposed regulations
require that a Type III supporting organization meet
an integral part test by complying with either the
“functionally integrated” or “non-functionally inte-
grated” definition.*

Functionally integrated. A Type Il supporting or-
ganization can meet the “functionally integrated” def-
inition set forth in the proposed regulations if it
engages in activities (1) substantially all of which “di-
rectly further” the exempt purposes of its supported
organization(s) to which it is responsive and (2) that,
but for the involvement of the supporting organiza-
tion, would normally be engaged in by the supported
organization(s).*® (In a limited exception, the pro-
posed regulations would treat a supporting organiza-
tion that is the parent of each of its supported
organizations for corporate governance purposes as
functionally integrated.® This is a structure most
commonly seen in the context of health care systems.)

For purposes of this definition, holding title to and
managing exempt-use property ‘directly furthers” the
exempt purposes of the supported organization, but
fundraising, investing and managing non-exempt-use
property, and making grants (whether to the supported
organization or to third parties) do not.* The proposed
regulations provide an important but limited excep-
tion: The investment and management of non-exempt-
use assets and the making of grants to a supported
organization are sufficient to satisty the “functionally
integrated” definition if the supporting organization
supports a single government entity whose assets are
subject to government appropriation.*®®

Non-functionally integrated. An organization that
fails to satisfy the “functionally integrated” definition
still can meet the integral part test if it satisfies the
“non-functionally integrated” definition. A support-
ing organization may qualify as a non-functionally
integrated Type III supporting organization if it satis-
fies an annual distribution requirement and an atten-
tiveness requirement.*’

Distribution requirement. To satisfy the distribu-
tion requirement set out in the proposed regulations,
anon-functionally integrated Type III supporting or-
ganization must distribute its “annual distributable
amount” to or for the use of its supported organiza-
tion(s) each year® The annual distributable amount
is equal to roughly 5% of the fair market value of the
supporting organizations non-exempt-use assets and
is calculated in a manner similar to the method used

35 Prop. Reg. 1.509(a)-4()(4)i).
38 Prop. Reg. 1.509(a)-4())i).
37 Prop. Reg. 1.509(a)-4()(5)(). Special rules apply to pre-1970
trusts and are not discussed here.

% Prop. Reg. 1.509(a)-4()5)(ii).

4
4
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to calculate a private foundations minimum distribu-
tion requirement.® Assets used (or held for use) in
carrying out the exempt purposes of the supported
organization are excluded from the calculation of the
annual distributable amount.* One important differ-
ence between the private foundation rules and the
rules set out in the proposed regulations is that a non-
functionally integrated Type I1I supporting organiza-
tions annual distributable amount for any year can be
reduced by the amount of any excess distribution
made during the prior five-year period, before taking
into account distributions made in the current year.*"

Distributions that count toward the annual dis-
tributable amount include:

- Any amount paid to a supported organization to
accomplish its exempt purposes.

« Anyamount paid to acquire an asset used (or held
for use) to carry out the exempt purposes of a sup-
ported organization.

« Anyamount expended by the supporting organi-
zation for reasonable and necessary administra-
tive expenses.

Significantly, and unlike what is required by the
rules governing the annual distribution requirements
of private foundations, this means that a non-func-
tionally integrated Type III supporting organization
cannot count charitable set-asides towards its distri-
bution requirement. The Service has indicated that
the reason for this difference is that while the applica-
ble private foundation statute permits certain set-
asides to be counted toward a private foundations
annual distribution requirement, no such statutory
authority exists with respect to supporting organiza-
tions.*?

The proposed regulations are ambiguous regard-
ing whether a non-functionally integrated Type I1I
supporting organization can count distributions “for
the benefit of ” its supported organization(s) towards
its annual distribution requirement. The basic distri-
bution requirement states that a non-functionally in-

tegrated Type I1I supporting organization must make
annual distributions “to or for the use of” its sup-
ported organization(s).*® The description of which
distributions count toward the annual distributable
amount, however, states that only distributions “to” a
supported organization are counted toward the dis-
tribution requirement. This leaves unclear whether a
non-functionally integrated Type III supporting or-
ganization can satisfy its annual distribution require-
ment by, for example, paying expenses on behalf of its
supported organization, making grants to other sup-
porting organizations of the same supported organi-
zation, or making distributions to individuals in the
charitable class intended to be benefited by the sup-
ported organization.**

The proposed regulations set out valuation rules
that are consistent with the valuation rules applicable
to private foundations. Accordingly, the aggregate fair
market value of all non-exempt-use assets for pur-
poses of calculating the annual distributable amount
generally is equal to the sum of the following;

« Theaverage of the fair market values on a monthly
basis of the supporting organizations securities for
which market quotations are readily available.

« The average of the supporting organizations cash
balances on a monthly basis.

«  The fair market value of all other assets for the pe-
riod during the tax year for which such assets are
held by the supporting organization.*
Attentiveness requirement. 'To meet the attentive-

ness prong of the “non-functionally integrated” defi-

nition, a Type III supporting organization must
distribute one-third or more of its annual distrib-
utable amount to one or more supported organiza-
tions that (1) are attentive to the operations of the
supporting organization and (2) to which the sup-
porting organization is responsive.*® To demonstrate
that the one-third distribution is made to a supported
organization(s) that is attentive to the operations of

% Prop. Reg. 1.509(a)-4()5)(i)(B). Thus, the annual distributable
amount equals (1) 5% of the excess of the aggregate fair market
value of all non-exempt-use assets over the acquisition indebt-
edness with respect to such non-exempt-use assets, increased
by (2) amounts received or accrued as repayments of amounts
that were taken into account previously by the organization to
meet an annual distribution requirement, increased by (3)
amounts received or accrued from the sale or other disposition
of property to the extent that the acquisition of such property was
taken into account previously by the organization to meet an an-
nual distribution requirement, and reduced by (4) the amount of
taxes imposed on the supporting organization for such tax year.
Prop. Reg. 1.509(a)-4()(8)()(C). Assets used or held for use to
carry out the supported organization’s exempt purposes include
(1) administrative assets that are devoted to and used directly in
the supporting organization’s activities that carry out the exempt
purposes of the supported organization(s); (2) real estate or the
portion of a building used by the supporting organization directly
in its activities to carry out the exempt purposes of the supported
organization(s); (3) physical facilities used in the supporting orga-
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nization’s activities to carry out the exempt purposes of the sup-
ported organization(s), such as paintings or other works of art
owned by the supporting organization that are on public display,
fixtures and equipment in classrooms, and research facilities and
related equipment, which under the facts and circumstances
serve a useful purpose in the conduct of such exempt purpose
activities; and (4) the reasonable cash balances necessary to
cover current administrative expenses and other normal and cur-
rent disbursements directly connected to the supporting organi-
zation’s activities to carry out the exempt purposes of the
supported organization(s). Prop. Reg. 1.509(a)-4(i)8)(i)(C)(2).
Prop. Reg. 1.509(a)-4()(7). In contrast, Section 4942 requires a
private foundation to count its current-year distributions toward
the minimum distribution requirement before counting any ex-
cess carry forwards from prior years.
42 Prop. Reg. 1.509(a)-4(i)(6). Section 4942(g)(2) permits private
foundations to count certain set-asides for charitable purposes
toward the annual distribution requirement.

a3 Prop. Reg. 1.509(a)-4()(5)(ii).

M
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the supporting organization, one of the following

must be true:

« The supporting organization must distribute an-
nually to the supported organization an amount
that is 10% or more of the supported organizations
total support.

« Theamount of support received by the supported
organization from the supporting organization
must be necessary to avoid the interruption of the
carrying on of a particular function or activity of
the supported organization. The support is
deemed necessary if the supporting organization
or the supported organization earmarks the sup-
port for a particular program or activity, provided
that such program or activity is a substantial one
(but not necessarily the primary one) for the sup-

The proposed regulations provide transitional re-
lief to existing Type III supporting organizations. A
Type III supporting organization that on the effective
date of the proposed regulations meets the “but for”
test in the existing regulations will be treated as meet-
ing the new “functionally integrated” definition until
the first day of the organizations first tax year begin-
ning after the effective date.* A Type III supporting
organization that meets the alternative prong of the
integral part test in the existing regulations on the ef-
fective date of the proposed regulations, however, will
be treated as meeting the new “non-functionally inte-
grated” definition until the first day of its second tax
year beginning after the effective date of the proposed

Each supporting organization must meet an
organizational test, an operational test, a
relationship test, and a disqualified person test.

ported organization.
« Based on the consideration of all pertinent factors,

including the number of supported organizations,

the length and nature of the relationship between

the supported organization and supporting organ-
ization, and the purpose to which the funds are
put, the amount of support must be a sufficient

part of a supported organizations total support. A

supported organization is not considered to be at-

tentive solely because it has enforceable rights
against the supporting organization under state
law*

Distributions by a supporting organization to a
donor-advised fund held by the supported organiza-
tion will not demonstrate compliance with the atten-
tiveness requirement.*®

Effective date and transition rules

The proposed regulations will become effective on
the date of publication as final or temporary regula-
tions in the Federal Register and generally will apply
to tax years beginning after that date. The Service has
requested comments on the proposed regulations
through 12/23/09, and therefore final or temporary
regulations are not likely to be published until 2010
at the earliest. This means that if the proposed regu-
lations are published as final or temporary in Febru-
ary 2010, they will not apply to an existing supporting
organization that operates on a calendar year basis
until 2011.#

regulations. Beginning in the first tax year after the
effective date, the organization must value its assets
pursuant to the requirements in the proposed regula-
tions so that, beginning in the second tax year after
the effective date, the organization is able to calculate
and distribute its annual distributable amount appro-
priately. For the first tax year of a non-functionally in-
tegrated Type III supporting organization after the
effective date of the proposed regulations, the annual
distributable amount will be zero.*'

Planning considerations

The proposed regulations present several planning
opportunities for supporting organizations, the or-
ganizations they support, and practitioners.

First, supporting organizations that are organized
as charitable trusts under state law and that have insti-
tutional trustees (such as banks or trust companies)
should review their current practices with respect to
communications with their supported organizations.
As the examples in the proposed regulations suggest,
a charitable trust can meet the responsiveness test if
the trustee engages in regular and meaningful com-
munications with the supported organization(s) re-
garding the timing and amount of distributions to the
supported organization and the investment of the
supporting organizations assets.

a4 Prop. Reg. 1.509(a)-4()(©6); see Reg. 1.509(a)-4(e)(1) for a descrip-
tion of the ways in which such distributions may be permitted within
the operational test that applies to all supporting organizations.

4 Prop. Reg. 1.509()-4()@)H(A.

8 Prop. Reg. 1.509(a)-4()(5)(ii).

a7 Prop. Reg. 1.509(a)-4(i)(5)(iii)(B). Special rules apply if a support-
ing organization supports only a particular department or school
of a hospital, university, or church.

4
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8 prop. Reg. 1.509(a)-4()5)ii)(C).

49 However, the Service will begin applying the provisions of the pro-
posed regulations immediately to organizations in the process of
applying for recognition of exemption.

%0 Prop. Reg. 1.509(a)-4()(11)().
5 Prop. Reg. 1.509(a)-4()(11)(i), (ii).
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Next, all Type 11 supporting organizations should
begin to develop procedures designed to satisfy the
notification requirement in the proposed regulations.
It may be advisable to incorporate the required noti-
fications into the supporting organizations regular
compliance calendar, remembering that the notifica-
tion must be provided no later than the last day of the
fifth month following the close of the supporting or-
ganizations tax year (e.g., May 31st for a calendar-year
supporting organization).

Type III supporting organizations that have been
created primarily to raise funds, hold and manage in-
vestment assets, or make grants on behalf of their sup-
ported organizations, can qualify as “non-functionally
integrated” under the proposed regulations and there-
fore should begin to evaluate how the annual distri-
bution requirement will affect their operations. A
supporting organization that exists solely to invest and
manage assets on behalf of its supported organization,
for example, currently may operate pursuant to a care-
tully crafted spending and distribution policy that per-
mits annual distributions in amounts less than the 5%
that will be required under the proposed regulations.
This type of supporting organization should consider,
in collaboration with its supported organization,
whether it would be advisable to amend its existing
policy to comply with the proposed regulations or
whether it may be possible to restructure in a way that
allows it to qualify as Type T or Type Il supporting or-
ganization (and consequently avoid the annual distri-
bution requirement).

Finally, in publishing the proposed regulations,
the Service stated that until temporary or final regu-

TAXATION OF EXEMPTS . JANUARY/FEBRUARY 2010

lations are published, private foundations may con-
tinue to rely on the guidance set out in section 3.0 of
Notice 2006-109 in connection with making grants
to supporting organizations. That guidance generally
permits a grant-making private foundation to rely on
information contained in the Internal Revenue Serv-
ice Business Master File or in a grantees current deter-
mination letter in determining whether the grantee
is a public charity. In addition, the private foundation
may rely upon certain written representations of the
grantee, or a reasoned, written opinion of legal coun-
sel, in determining whether the grantee is a Type I,
Type II, or functionally integrated Type ITI support-
ing organization (since neither the Master File nor
most existing determination letters list supporting or-
ganization type).

Conclusion

The proposed regulations significantly change the
manner in which Type III supporting organizations
may be organized and operated. Failure to under-
stand the specific application of the proposed regula-
tions to a particular Type I1I supporting organization
may result in the supporting organizations loss of
public charity status and its reclassification as a pri-
vate foundation. Because the proposed regulations
could become effective as early as 2010, organizations
should immediately begin to evaluate the likely im-
pact of the proposed regulations on their current
practices and operations. Where possible, organiza-
tions should take steps now to avoid undesired con-
sequences. M
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