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GOES WRONG
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Private foundation status can be as important to
an organization as its Section 501(c)(3) determi-
nation, but a surprising number of organizations
treat Section 509(a) classification as a technical af-
terthought. In addition, the public support tests
under Section 170(b)(1)(A)(vi) and Section
509(a)(2), and the rules for Section 509(a)(3) sup-
porting organizations, can be deceptively intricate
and can pose substantial challenges to public char-
ities as well as their supporters. To avoid finding
themselves tangled in a reclassification contro-
versy or in some uncomfortable conversations
with funders, public charities should ensure that
public support remains a planning priority while
taking into account specific pitfalls and complex-
ities that may arise in their particular situations.

Introduction—A matter that matters.

At a fundamental level, Section 501(c)(3) organi-
zations are presumed to be private foundations
unless they are public charities described in Sec-
tion 509(a)(1), (2), or (3).' Some organizations are
classified as public charities by virtue of their ac-
tivities. Some qualify by meeting one of a series of
tests designed to assess the level of public support
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that the organization receives, and some obtain
their status derivatively.

The distinction is important. First, from an
operational perspective, the Chapter 42 excise
taxes significantly restrict the activities of pri-
vate foundations but do not apply to public
charities. For example, private foundations
must exercise expenditure responsibility over
grants to non-public charities.? They must fol-
low IRS-approved individual grant procedures
in order to make scholarships or similar grants
to individuals.® They cannot engage in any lob-
bying or self-dealing transactions.* And their
impact and mission investing activities can be
subject to complicated and highly technical
rules.® Public charities, on the other hand, do
not face these same limitations or administra-
tive burdens and have a much greater degree of
flexibility in conducting activities.

Second, from a financing/fundraising per-
spective, public charities have some distinctad-
vantages. Generally, individuals can take a de-
duction of up to 50% of adjusted gross income
for cash contributions to public charities and
up to 30% for long-term capital gain property.®
Individual donors, however, can only deduct
up to 30% of adjusted gross income for cash do-
nations to private foundations and up to 20%
for long-term capital gain property.” Moreover,
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Failure to
accurately
calculate public
support and
report public
charity
classification
could result in an
adverse
reclassification
by the IRS when
itis too late to
engage in
planning.



