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INTRODUCTION

It is a rule of singular and aged importance that a section
501(c)(3) entity's' "net earnings" may not "inure" to the benefit of
private individuals. 2 So significant is the rule that at one time, a
tax-exempt social club lost its exempt status because it served
lunch and a snack to its members. 3 The rule, known as the
1
2

A section 501(c) entity is exempt from federal income taxes. I.R.C. § 501(c)(3).
I.R.C. § 501(c)(3) provides tax-exemption for:
Corporations, and any community chest, fund, or foundation, organized
and operated exclusively for religious, charitable, scientific, testing for
public safety, literary, or educational purposes, or to foster national or
international amateur sports competition (but only if no part of its
activities involve the provision of athletic facilities or equipment), or for
the prevention of cruelty to children or animals, no part of the net
earnings of which inures to the benefit of any private shareholder or

individual,no substantial part of the activities of which is carrying on
propaganda, or otherwise attempting, to influence legislation (except as
otherwise provided in subsection (h)), and which does not participate in,
or intervene in (including the publishing or distributing of statements),
any political campaign on behalf of (or in opposition to) any candidate
for public office.
(emphasis added). The prohibition applies only to transactions between an exempt entity
and those commonly referred to as "insiders." See United Cancer Council, Inc. v.
Commissioner, 165 F.3d 1173, 1176 (7th Cir. 1999). An insider is generally described as
someone with ownership-like control over the entity, such as a director or trustee, chief
executive officer, chief financial officer, or other high level manager. See id. Unless
otherwise stated, all transactions discussed in this article are presumed to occur between
an insider and an exempt entity.
See Spokane Motorcycle Club v. United States, 222 F. Supp. 151, 154 (E.D. Wash.
1963). Cases in which profit-taking is relatively minimal are more common than those
involving huge amounts and greater public attention and outcry. See Deborah A. DeMott,
Self-Dealing Transactions in Nonprofit Corporations, 59 BROOK. L. REV. 131, 133 (1993)

(discussing well-publicized incidences of personal profiteering involving the United Way,
the Olympics, and Boston University and the negative effect such cases have on the entire
nonprofit sector). Spokane Motorcycle Club involved an organization exempt from federal
income tax under section 501(c)(7), which provides exemption for:
Clubs organized for pleasure, recreation, and other nonprofitable
purposes, substantially all of the activities of which are for such
purposes and no part of the net earnings of which inures to the benefit
of any private shareholder.

(emphasis added). Note, however, that the italicized language is almost identical to the
italicized language in section 501(c)(3). In fact, the prohibition appears nine times
throughout section 501(c). See I.R.C. § 501(c)(3); I.R.C. § 501(c)(4) (social welfare
organizations); I.R.C. § 501(c)(6) (business leagues); I.R.C. § 501(c)(7) (pleasure and
recreation clubs); I.R.C. § 501(c)(9) (voluntary employees' beneficiary associations); I.R.C.
§ 501(c)(11) (teachers' retirement funds); I.R.C. § 501(c)(13) (cemetery companies); I.R.C.
§ 501(c)(19) (veterans' organizations); I.R.C. § 501(c)(26) (high risk state medical insurance
plans). In adding the prohibition to section 501(c)(4) in 1996, Congress implied that the
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prohibition against private inurement,4 embodies the primary
distinction between taxable and tax-exempt entities. Tax-exempt
entities may not distribute profits to their owners.5 For purposes

prohibition has the same meaning whenever it is used in section 501. See Taxpayer Bill
of Rights 2, Pub. L. No. 104-168, §§ 1311-14, 110 Stat. 1452, 1477-78 (1996) (adding the
prohibition against private inurement to section 501(c)(4)); see also H.R. REP. No. 104-506,
at 54 (1996), reprintedin 1996 U.S.C.C.A.N. 1143, 1177 (noting that several organizations
established in I.R.C. § 501 are subject to a single private inurement test). It may be,
however, that the prohibition has a different meaning within the subdivisions of section
501. Compare Mill Lane Club, Inc. v. Commissioner, 23 T.C. 433 (1954) (the sale of a
section 501(c)(7)'s assets and distribution of the proceeds thereof to members does not
constitute private inurement) with Treas. Reg. § 1.501(c)(3)-1(b)(4) (an entity organized
under section 501(c)(3) may not distribute its assets or the proceeds therefrom to its
members). Obviously, a variable meaning to an identical prohibition within a single statute
only adds to the confusion.
See, e.g., American Campaign Academy v. Commissioner, 92 T.C. 1053, 1068 (1989).
5 "A nonprofit entity is ordinarily understood to differ from a for-profit corporation
principally because it is 'barred from distributing its net earnings, if any, to individuals who
exercise control over it, such as members, officers, directors, or trustees.'" Camps
Newfound/Owatonna, Inc. v. Town of Harrison, 520 U.S. 564, 585 (1997) (citing Henry B.
Hansmann, The Role of Nonprofit Enterprise, 89 YALE L. J. 835, 838 (1980)). Professor
Hansmann refers to the prohibition against distributing profits as the "nondistribution
constraint" and that phrase has been widely cited. Id. See, e.g., Austin v. Michigan State
Chamber of Commerce, 494 U.S. 652, 675 n. 6 (Brennan, J., concurring); see also DeMott,
supra note 3, at 132 ("The defining difference between a nonprofit and a for-profit
corporation is the nondistribution constraint, which prohibits a nonprofit corporation from
paying dividends or otherwise distributing any part of its net income or earnings to the
persons who control it."). One commentator almost wistfully describes the phrase, its
underlying theory, and the following it has generated:
Indeed, the economics literature rests its conception of the nonprofit
sector on the centuries-old rule, imposed by law, that forbids a charity
from distributing profits to owners. Indelibly named fifteen years ago
by economist and law professor Henry Hansmann, this "nondistribution
constraint" constitutes, to its admirers, the elixir of life for the nonprofit
sector. According to this school, the constraint against distributing
profits both explains the existence of the nonprofit sector and keeps it
honest, ensuring the dedication of assets and effort towards performing
good deeds. Professor Hansmann's compelling construct has even
caught the attention of the United States Supreme Court.
Evelyn Brody, Agents Without Principals: The Economic Convergence of the Nonprofit and
For-Profit OrganizationalForms, 40 N.Y.L. SCH. L. REV. 457, 458-59 (1995) (citations
omitted). The Internal Revenue Service (Service) also acknowledged the primary
distinction of nonprofit organizations about the same time as Hansmann's oft-cited article:
"[A] principal hall mark of a nonprofit organization in [sic] that no part of its net income or
other receipts is distributable to its members, directors, or officers except as proper
compensation for services rendered or goods supplied to it." G.C.M. 38283,1980 WL 131275
(Feb. 15, 1980). As a general matter, of course, nonprofit entities do not have "owners" in
the sense that individuals may legitimately divide profits or alienate the entity's assets
without limitation. See Brody, supra, at 466. I use the term "owners" with respect to
nonprofit entities to designate those who exercise management control of the entity.
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of tax-exempt jurisprudence and this article, "owners" include
directors and other persons possessing ownership-like authority
with respect to the entity and are colloquially referred to as
"insiders."6 Accordingly, taxable entities recognized under the
Internal Revenue Code (Code) are presumed to exist exclusively for
producing and distributing profits to their owners.7 On the other
hand, a tax-exempt entity is presumed to exist for various
purposes, none of which may include distributing profit to
insiders.' In that sense, the prohibition against private inurement

The term "any private shareholder or individual" in the inurement
clause of section 501(c)(3) of the Internal Revenue Code has been
interpreted to mean an insider of the charity... .A charity is not to
siphon its earnings to its founder, or the members of its board, or their
families, or anyone else fairly to be described as an insider, that is, as
the equivalent of an owner or manager. The test is functional. It looks
to the reality of control rather than to the insider's place in a formal
table of organization. The insider could be a "mere" employee....
United Cancer Council, 165 F.3d at 1176 (citations omitted).
Except with respect to trusts and certain statutorily-created entities, the Code does not
recognize the existence of entities for tax purposes unless a joint venture or other
arrangement has as one of its purposes the division of profits from some trade, business or
financial operation. See Treas. Reg. § 301.7701-1(a)(2); Treas. Reg. § 301.7701-2(a).
' See I.R.C. § 501(c)(3). From a purely statutory or regulatory standpoint, this rather
axiomatic conclusion is the result of labyrinthine reasoning: Nonprofit organizations are
examples of certain ventures which, because of the lack of profit-dividing motive, would not
be recognized separately from their owners for tax purposes but for the special statutory
recognition embodied in section 501(c)(3). See supra note 7. In the absence of section
501(c)(3), nonprofit entities would be disregarded for federal tax purposes and the associates
thereof would be taxable in their individual capacities, although it is difficult to
conceptualize how tax liability would be measured or imposed with respect to individuals
who engage in activities exclusively for the pecuniary or other benefit of others. See Treas.
Reg. §§ 301.7701-1(a)(2), (b) (to be an entity, venture must include a profit-dividing
purpose); 301.7701-2(a) (ventures must be within the definition of "entity," to be treated
separately from individual owners).
Thus, if nonprofits are recognized at all, such
recognition must arise from the initial presumption that they exist for profit-making and
distribution purposes. See Treas. Reg. § 301.7701-1(a)(2) (a joint venture merely to share
expenses is insufficient to achieve recognition, there must be a motive to divide profits
therefrom). For tax purposes, nonprofit organizations claiming section 501(c)(3) status are
treated as associations taxable as corporations, i.e., a profit dividing venture, whether
incorporated under state law or not, until such time as they file application for taxexemption. See Treas. Reg. § 301.7701-3(c)(v)(A) (treating nonprofits organizations claiming
tax-exemption as corporations for tax purposes); Treas. Reg. § 1.501(a)-1(a)(2) (conditioning
tax-exemption upon the filing of application therefore, even if the nonprofit meets the
description contained in section 501(c)(3)). Thus, the application for and grant of taxexemption under section 501(c)(3) defeats the profit-dividing presumption.
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therefore means that an exempt entity's wealth may not be
rendered synonymous with individual wealth.9
Indeed, the prohibition against private inurement is of such
significance that it underlies all but one of the emerging
theoretical justifications for tax-exemption.'" In the absence of the
prohibition, at least according to those theories, no logical reason
exists for exempting a class of manifestly commercial-like"
endeavors from taxation, 2 yet this linchpin of tax-exempt status
9 The best examples of synonymity of wealth with respect to entities and individuals are
seen in partnerships and S corporations, whose items of gain or loss are attributed to
individual owners even in the absence of a distribution to owners. See, e.g., I.R.C. § 702
(income of partners); Treas. Reg. § 1.702-1; I.R.C. § 1366 (income of shareholders of S
corporations). In partnerships and S corporations, increases or decreases in the entity's
wealth are treated as increases or decreases in the wealth of the partner and shareholder,
respectively, regardless of'whether an actual distribution occurs. The synonymity ofwealth
between a shareholder and a C corporation is less precise but present nevertheless. For tax
purposes, the stockholder is not considered wealthier at the exact moment the entity
becomes wealthier. However, as the entity becomes wealthier, the value of stock increases,
making the shareholder wealthier in an economic sense, even though no distribution yet
occurs.
10 For sake of clarity, the specific theories are introduced later in this introduction. See
infra notes 29-35 and accompanying text.
I1
In addressing whether the U.S. Constitution's Commerce Clause applies to nonprofit
organizations, the Supreme Court noted the similarities between nonprofit and for profit
entities:
There are a number of lines of commerce in which both for-profit and
nonprofit entities participate. Some educational institutions, some
hospitals, some child care facilities, some research organizations, and
some museums generate significant earnings; and some are operated
by not-for-profit corporations .... Whether operated on a for-profit or
nonprofit basis, they purchase goods and services in competitive
markets, offer their facilities to a variety of patrons, and derive
revenues from a variety of sources, some of which are local and some
out of State.... Entities in both categories are major participants in
interstate markets. And, although the summer camp involved in this
case may have a relatively insignificant impact on the commerce of the
entire Nation, the interstate commercial activities of nonprofit entities
as a class are unquestionably significant.
Camps Newfound/Owatonna, Inc. v. Town of Harrison, 520 U.S. 568, 585-86 (1997)
(citations omitted). It is not entirely clear whether nonprofits are encroaching upon the
traditional domain of for-profits or vice-versa. For a brief but interesting discussion of forprofit encroachment into the traditional domain of nonprofits, see William P. Ryan, The
New Landscapefor Nonprofits, 77 HARV. Bus. REV. 127, 127 (Jan.-Feb. 1999) ("The entry
of for-profits into social services raises fundamental questions about the mission and future
of nonprofits.").
12 One interesting new theory is not based on the lack of profit distribution, but instead
based upon the theory that the nonprofit sector is analogous to an independent sovereign
and for that reason should not be subjected to the tax of any other sovereign. See generally
Evelyn Brody, OfSovereignty and Subsidy: Conceptualizingthe Charity Tax Exemption, 23
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has proven elusive in terms of a definitional standard and overall
purpose. Since its explicit adoption, 3 through its history of
uncertain consideration and reconsideration, 4 and even in the
wake of a contemporary attempt at refining the prohibition
through the enactment of section 4958,15 there continues to be a
recurring suspicion that the statutory articulation of the private
inurement doctrine hardly captures all that is or ought to be
prohibited. 6 Hence, the most enduring and significant rule with
J. CORP. L. 585 (1998).
13 The prohibition against private inurement was first explicitly adopted in 1909. See
Corporation Excise Tax Act of 1909, ch. 6, § 38, 36 Stat. 11, 112 (1909) (current version at
I.R.C. § 501(c)(3)). As originally enacted the prohibition stated, "no part of the net income
[rather than "earnings"] of which inures to the benefit of any private stockholder [rather
than "shareholder"] or individual." Id. at 113. The statutory and regulatory history of the
prohibition is discussed in greater detail in Part II of this article. See infra notes 51-60 and
accompanying text.
" Despite its seemingly straight-forward articulation, the prohibition against private
inurement has been the subject of evolving interpretation and uncertainty throughout its
entire history. See Peter L. Faber, The Effect of Intermediate Sanctions on the Ultimate
Sanction for Tax Exempt Organizations,16 EXEMPT ORG. TAX REV. 587, 587 (1997) ("The
development of the private inurement proscription is a classic example of statutory
language being expanded (and, arguably, distorted) to play a role for which it was not
intended."). The Service suggested the ambiguity in the prohibition in a very early Revenue
Ruling. Rev. Rul. 33, 1 C.B. 199, 200 (1919) (suggesting that ownership of stock, alone, in
a tax-exempt entity might be private inurement, despite the fact that the prohibition
implicitly referred to stockholders). Almost 90 years later, it has finally become the subject
of the first real effort at regulatory interpretation. See Prop. Treas. Reg. §§ 53.4958-4, -5,
63 Fed. Reg. at 41500-03 (Aug. 4, 1998).
1s I.R.C. § 4958 was added by Taxpayer Bill of Rights 2, Pub. L. No. 104-168, § 1311, 110
Stat. 1452, 1475-77 (1996).
6 'In United CancerCouncil v. Commissioner,the court held that the Service incorrectly
sought to apply the private inurement prohibition, stating that the Service's theory in that
case:
threatens to unsettle the charitable sector by empowering the IRS to
yank a charity's tax-exemption simply because the Service thinks the
charity's contract with its major fundraiser too one-sided in favor of the
fundraiser, even though the charity has not been found to have violated
any duty of faithful and careful management that the law of nonprofit
corporations may have laid upon it ....
It is hard enough for new,
small, weak, or marginal charities to survive, because they are likely
to have a high expense ratio, and many potential donors will be put off
by that. The Tax Court's decision if sustained would make the survival
of such charities even more dubious, by enveloping them in doubt about
their tax-exemption.
165 F.3d 1173, 1179 (7th Cir. 1999). In its succinct opinion, the court nevertheless
speculated that the Service was seeking to impose a standard that ought to apply but
nevertheless was not a part of the prohibition against private inurement. See id. at 117879. ("Maybe desperate charities should be encouraged to fold rather than to embark on
expensive campaigns to raise funds. But that too is a separate issue from inurement ....
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respect to the grant of tax-exempt status," and indeed the
avoidance of personal tax liability,18 remains one of elusive, elastic,
and evolving theory rather than a safely articulated standard.
The genesis of the problem, apparently, is contained in the use
of the phrase "net earnings," 9 and the word "inure." ° The former
suggests a quantitative standard by which the prohibition might
be measured. 2' The latter term is archaic but nevertheless
[M]aybe tax law has a role to play in assuring the prudent management of charities.").
Surprisingly, there are very few articles devoted to an exploration of the meaning and
purpose of the private inurement doctrine. See Faber, supra note 14; see also Richard L.
Sevcik, Inurement of Net Earnings To Shareholdersor Individuals: A Challenge and a
Danger to Exempt Organizations, 65 TAXES 519 (Aug. 1987); Note, The Inurement of
Earnings to Private Benefit Clause of Section 501(c): A Standard Without Meaning? 48
MINN. L. REV. 1149 (1964). These few articles agree that the doctrine is applied in vague,
non-literal, and inconsistent ways.
11 The other rules pertaining to the grant of tax-exemption are that "no substantial part"
of the entity's activities may be for the purpose of carrying on propaganda or attempting to
influence legislation and that the entity may not participate or intervene in political
campaigns on behalf or in opposition to a candidate for public office. See I.R.C. § 501(c)(3).
Those restrictions were not in the original statute but were added much later. See Revenue
Act of 1934, ch. 277, § 10 1(6), 48 Stat. 680, 700 (adding the prohibition against propaganda
or attempting to influence legislation); Revenue Act of 1954, ch. 736, § 501(c)(3), 68A Stat.
163 (adding the prohibition against intervening in political campaigns).
ii
The enactment of section 4958 in 1996 created personal liability for private inurement.
See supra note 15
9 Although it is not helpful to cite each instance, the phrase "net earnings" appears 79
times throughout the Code but is specifically defined only once, and that definition is sui
generis. See I.R.C. § 1402(a) (defining net earnings from self employment).
11 The words "inure," "inurement," and "inures" appear 31 times throughout the Code.
See, e.g., I.R.C. § 170(c)(2)(C) (charitable contributions); I.R.C. § 276(a)(1) (disallowed
deductions); I.R.C. § 501(c) (tax-exempt organizations); I.R.C. § 526 (shipowners'
associations); I.R.C. § 528(c)(1)(D) (homeowner's associations); I.R.C. § 833(c)(3)(A)(vi) (Blue
Cross and Blue Shield organizations); I.R.C. § 2053(d)(2) (estate tax deduction for state and
foreign death taxes); I.R.C. § 2055(a)(2) (charitable bequests); I.R.C. § 2105(c)(2) (property
outside of the United States); I.R.C. § 2106(a)(2)(A)(ii) (taxable estate); I.R.C. § 2522(a)(4)
(charitable gifts); I.R.C. § 4958(c)(2) (excess benefit transactions). In several instances,
either the Code or Regulations attempt to define what is actually intended by the words.
See, e.g., I.R.C. § 276(b)(2); Treas. Reg. § 1.276-1(f)(3) (stating the manner in which certain
deductible expenses may inure to the use of political candidates); I.R.C. § 503(b); Treas.
Reg. § 1.503(b)-1 (1976) (stating the manner in which certain transactions engaged in by
private foundations inure to the benefit of certain persons); Treas. Reg. § 1.501(c)(9)-4
(1980) (stating how the net earnings of an entity exempt under section 501(c)(9) may inure
to the benefit of a private shareholder or individual); Treas. Reg. § 1.528-7 (1980) (stating
the means by which inurement occurs within tax-exempt homeowners associations); Temp.
Treas. Reg. § 1.892-2T (1988) (stating how the net earnings of a foreign government's
integral part may inure to the benefit of private persons); Treas. Reg. § 20.2053-9(e), ex. 1-5
(demonstrating how a decrease in taxes resulting from a deduction allowed under section
2053(d) inures to the benefit of someone other than a charitable transferee).
21 The term "net earnings" is foreign to nonprofit entities both in an accounting and a tax
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suggests the receipt of some quantity in more ways than a direct
hand-to-hand transfer.2 2 The prohibition is designed to prevent
the conversion of a tax-exempt endeavor into a personal wealthcreating endeavor. That is, the prohibition prohibits the private
taking of
the entity's wealth. Of course, in an economic sense,
"wealth"2 3 might be defined generally as assets minus liabilities,
but in a tax accounting sense, liabilities are not included in the
equation unless they are "ordinary and necessary."2 4 The result is
an amount for which the term "net earnings" is apt. Thus, an
individual might provide ordinary and necessary goods or services
to an exempt entity in exchange for the cash equivalent value and
not infringe upon the entity's net earnings. In a strict accounting
or economic sense, there has occurred an equal exchange resulting
in no diminution of the entity's wealth. From a broader tax

reporting sense. Under Generally Accepted Accounting Principals (GAAP), a nonprofit
entity's financial statements should show: (1) the value of all assets (permanently
restricted, temporarily restricted and unrestricted) on hand at the end of a given period (net
asset value); (2) the change in the value of net assets from a preceding period to the present
period (change in net asset value); and (3) income and output of cash and cash equivalents
during the reporting period and the amount of cash or cash equivalent on hand at the end
of that period (cash flow and cash on hand). See Financial Accounting Standards Board,
Statement of FinancialAccounting StandardsNo. 117, FinancialStatements of Not-for.
Profit Organizations, in FINANCIAL ACCOUNTING STANDARDS BOARD ORIGINAL
PRONOUNCEMENTS: ACCOUNTING STANDARDS AS OF JUNE 1, 1999 (VOL. 1)1610, 1612 (1999).
Likewise, tax accounting seeks to identify "changes in net assets or fund balances." IRS
Form 990 (1998). The problem, as we shall see, with the phrase "net earnings" is that it
calls to mind an accounting concept suggesting a strictly quantitative measurement, while
the prohibition against private inurement, rightly or wrongly, has been applied in
quantitative as well as nonquantitative ways. See infra Parts II(A)-(C), III.
Perhaps because of its relative absence from common discourse, authors frequently
pause to provide a dictionary definition of the word "inure." See, e.g., BRUCE R. HOPKINS,
THE LAW OF TAX-EXEMPT ORGANIZATIONS 428 (7th ed. 1998) ("The word inure means to
gravitate toward, flow to or through, or transfer to something."); Faber, supra note 14, at
592 ("One dictionary defines "inure" as "to become of advantage.") (citing MERRIAM
WEBSTER'S COLLEGIATE DICTIONARY (10th ed. 1996)). Faber goes on to note that inurement
may arise in "situations that do not necessarily involve direct transfers from one party to
another." Id.
11 This article's use of the term "wealth" encourages the reader to refer to the classic
definition of income - an accession to wealth. Commissioner v. Glenshaw Glass Co., 348
U.S. 426, 431 (1955). Inurement requires an "accession" to an entity's wealth and, as
confirmed in Glenshaw Glass, "wealth" and "accessions" may occur in an almost infinite
variety of ways. Moreover, wealth is qualitative as well as quantitative. See infra Parts
11, III.
7A
See I.R.C. § 162; See also Carterv. United States, 973 F.2d 1479, 1487 (9th Cir. 1992)
(stating "[clourts have defined 'net earnings' fairly broadly to signify funds used for
expenses over and above expenses that are 'ordinary and necessary'....") (citation omitted).
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standpoint, wealth is better defined as the exchange value of
transferable rights consumed or accumulated during a given
period of time, less rights transferred in production of those
consumed or accumulated.25 For example, if exempt entity A has
$10x and transfers $3x in exchange for services worth $3x, it
suffers no diminution in wealth since $10x plus $3x (services
consumed) minus $3x (rights transferred in production of
consumed services) equals $10x. Thus, there is no infringement
upon wealth and no private inurement.
Consider, though, an individual who provides ordinary and
necessary goods or services in exchange for a variable amount
contingent upon the entity's net earnings.
For example, an
individual performs entertainment services for an exempt entity
in exchange for 15% of the entity's net earnings resulting from
each show. One way of viewing the arrangement is simply to
compare it to the exact language of the prohibition, declare it a
literal infringement upon the entity's wealth and thereby settle
upon a finding of private inurement. In an accounting or economic
sense, though, one would be compelled to compare the value of the
services with what is eventually paid to the performer under the
variable compensation arrangement. Thus, private inurement
would be present only if the value of the service performed is less
than the actual variable amount eventually expressed as a definite
sum and paid to the performer. If the comparison shows that the
entity paid no more than equivalent value, albeit fortuitously (by
application of the percentage rate to net earnings), the entity
suffers no greater diminution in wealth than it would had it paid
a fixed value as compensation. The entity has no less than what
it should have had left.2" One might legitimately determine that
'
See HENRY C. SIMONS, PERSONAL INCOME TAxATION 50 (1938). "Thus, income can be
described as the sum of accumulation (that is, the change in the taxpayer's net wealth) plus
consumption during the taxable period." Victor Thuronyi, The Concept of Income, 46 TAX
L. REV. 45, 48 (1990). Wealth is defined as "all goods and resources having value in terms
of exchange or use." AMERICAN HERITAGE COLLEGE DICTIONARY (3d ed. 1993). Black's
defines wealth as "[tihe aggregate of all things, whether material or immaterial, which
contribute to comfort and enjoyment, which cannot be obtained without more or less labor,
and which are objects of frequent sale." BLACK'S LAW DICTIONARY(5th ed. 1979). The key
concept in either definition is that some commodity is subject to market demand.
' Faber offers the following example:
Assume, for example, that an organization has net earnings without
regard to the compensation paid to its president of $300,000.
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there has been no infringement upon the entity's wealth. On the
other hand, one could conclude that the arrangement per se,
creates an improper synonymity of wealth regarding the performer
and the entity. As the entity's wealth increases, so must the
individual's, although perhaps to no greater extent than if the
performer were compensated via a fixed fair market amount. In
that case, the synonymity is much like that existing between a
partner and partnership. To the extent the performer is the
invariable recipient of wealth, whenever it might occur, she is ipso
facto wealthier from the entity's existence. Thus, the theory of
private inurement - the improper synonymity of entity and
individual wealth - rather than its literal articulation, dictates a
finding of private inurement if such a finding is to be had.
Still another concern involves neither the danger of strict
quantitative infringement upon wealth nor the synonymity
exemplified above. Suppose an exempt entity enters into an
agreement with a vendor whereby the vendor obtains the exclusive
rights to provide food service to the entity's constituents.
Assuming the food service is ordinary and necessary and is
provided in consideration of equivalent value, one may conclude
that there is no infringement upon the entity's wealth. Nor does
the granting of an exclusive franchise create the same synonymity
that would occur between an entity and a person whose
compensation is explicitly contingent upon the entity's net
revenue. Economically, the vendor must provide quid pro quo for
each incremental increase on his return. But if the franchise is

Reasonable compensation to the president would be $90,000. Instead
of paying the president a fixed salary of $90,000, however, the
organization defines his compensation as 30 percent of the corporation's
net earnings without regard to his pay. Since the organization would
have to pay someone else $90,000 to get the same services, an argument
can be made that the corporation's real net earnings are $210,000 and
that the president's salary does not represent a sharing of those
earnings.
Faber, supra note 14, at 596. The point was implicitly raised, although perhaps too
simplistically, in National Foundation,Inc. u. United States, 13 Ct. Cl. 486 (1987). In that
case, the court stated that paying a portion of earnings as compensation was not private
inurement because net income could not be determined until after the variable salary was
paid. See id. at 494. (stating "[the [service provider's] commission is paid as a fundraising
expense before there is a determination of net income. Thus [the service provider does] not
participate in the net income...." ).
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granted to a vendor controlled by the same person who controls the
exempt entity, perhaps there results a synonymity and an other
than hand-to-hand transfer harmful to the charitable purpose. An28
27
analysis of the private benefit and private business use rules
proves useful in determining whether the result should be labeled
private inurement in this example. Suffice it to say for now that
it is perhaps in this instance, more than any other, that the
private inurement prohibition manifests the elasticity, elusiveness,
and continuing evolution by which it is characterized and which
make it more than an economic equation.
There are, in fact, four modern schools of thought regarding
when tax-exemption should be granted, each of which revolves
around the assumption that individual profit is and must be
absent for one reason or another.29 The first is Hansmann's
contract failure theory which holds that certain endeavors should
not be taxed because as a matter of economic theory such
endeavors cannot produce wealth sufficient to sustain the
nonetheless socially desirable endeavor.3 ° The second is Atkinson's
The private benefit rule requires that an organization must exist to benefit charitable
rather than private noncharitable goals to be tax-exempt. See Treas. Reg. § 1.501(c)(3)1(d)(1)(ii). The rule is closely related but subtly distinguishable from the prohibition
against private inurement. See infra notes 122-30 and accompanying, text.
The private business use test is helpful because it attempts to distinguish
governmental and tax-exempt organizations' use of tax-exempt bond proceeds from
improper private use of those proceeds. See Treas. Reg. § 1.141-2(a). The word "use" in the
phrase "private business use" has a meaning beyond the actual physical handling or receipt
of tax-exempt bond proceeds by a private individual. It also conveys a "special legal
entitlement" or "some type of preferential arrangement in connection with tax-exempt bond
proceeds." Treas. Reg. § 1. 141-3(b)(1) (private benefit results from the allowance of some
"special legal entitlement" to a private individual); Michael Livingston, Reform or
Revolution? Tax-Exempt Bonds, The Legislative Process,and The Meaningof Tax Reform,
22 U.C. DAVIS L. REV. 1165, 1192 (1989) (discussing the term "use" as "connoting some type
of preferential arrangement.").
' These theories are those which have arisen in the wake of the increasingly businesslike activities of nonprofit organizations. These theories do not include Bittker and
Rahdert's "income definition theory," which essentially views tax-exemption as mandated
by the fact that revenues and expenditures of exempt organizations do not fit within any
definition provided in the tax code. See generally Boris I. Bittker & George K Rahdert, The
Exemption of Nonprofit Organizationsfrom the FederalIncome Taxation, 85 YALE L. J. 299
(1976).
" Hansmann's theory is set forth and fine-tuned in a series of articles. See, e.g., Henry
B. Hansmann, The Role of Nonprofit Enterprise, 89 YALE L. J. 835 (1980); Henry B.
Hansmann, Reforming Nonprofit CorporationLaw, 129 U. PA. L. REV. 497 (1981); Henry
B. Hansmann, The Rationale for Exempting Nonprofit Organizations from Corporate
Income Taxation, 91 YALE L. J. 54 (1981).
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altruism theory, which holds that the law should not tax certain
endeavors because individual wealth is voluntarily forsaken as
part of the undertaking and such altruism should be encouraged.3 '
The third is Colombo and Hall's3 2 donative theory, which holds
that the Code should not impose tax on certain endeavors because
individual wealth is voluntarily forsaken as part of the
undertaking and probably would not occur in any event sufficient
to sustain the endeavor.3 3 The fourth is Crimm's theory of risk
compensation, which states that tax-exemption acts as
compensation for certain economically risky endeavors which,
34
although socially desirable, otherwise would not be undertaken.
Although each theory is different in significant ways, each relies
upon the assumption that tax-exempt endeavors will not result in
individual economic wealth and therefore are worthy of taxexemption.3 5
The enactment of section 495836 contains a contrary
implication even as it purports to do nothing more than impose
new tax penalties with respect to existing law.37 That provision
informs our search for private inurement by coining the phrase
31 See generally Rob Atkinson, Altruism in Nonprofit Organizations,31 B.C. L. REV. 501
(1990).
32 See generally JOHN D. COLOMBO & MARK A. HALL, THE CHARITABLE TAx-EXEMPTION
(1995).
3
Both the Atkinson and Colombo-Hall theories are based upon the notion that the tax
code should reward altruism, but the two theories differ on what constitutes altruism.
3
See generally Nina J. Crimm, An Explanationof the FederalIncome Tax Exemption for
CharitableOrganizations: A Theory of Risk Compensation, 50 FLA. L. REV. 419 (1998).
For an attempt at synthesizing the different theories, see generally Rob Atkinson,
Theories of the Federal Income Tax Exemption for Charities: Thesis, Antithesis, and
Syntheses, 27 STETSON L. REV. 395 (1997).
7 I.R.C. § 4958.
37

Ostensibly, the proposed legislation [eventually resulting in enactment
of I.R.C. § 4958] addresses the issue of how to enforce the [private
inurement] prohibitions applicable to tax-exempt entities without
harming charitable beneficiaries by revoking tax-exempt status
altogether; a procedural provision that should not change the workings
of tax-exempt organizations except to the extent it portends better
enforcement of substantive law. On closer examination, though, the
proposal raises a more basic and immediate issue - whether a taxexempt organization that pledges all or part of its gross or net revenue
to purchase goods or services necessarily subjects itself to sanctions or
revocation of its tax-exempt status.
Darryll K. Jones, IntermediateSanctions, Revenue Sharing, and Too Many EOs Anyway,
69 TAx NOTES (TA) 1529, 1529-30 (1995) (italics in original) (footnote omitted).

20001 In Search of PrivateInurement and Excess Benefit

587

"excess benefit transaction."38 In the first instance, an excess
benefit transaction is defined as a purely economic occurrence. An
excess benefit transaction occurs when an exempt entity transfers
value for less-than-equal value,3 9 which is to say that the recipient
has infringed upon the entity's wealth in a strict economic or
accounting sense. Congress addresses the elusiveness of the
private inurement prohibition, although it fails to define the limits
of that elusiveness, in section 4958(c)(2). That provision also
includes as an excess benefit any transaction in which the value
provided by the entity is based upon any segment of the entity's
revenues, provided such "revenue-sharing" transactions
constituted private inurement prior to the enactment of section
4958.40 The proviso, that a revenue sharing arrangement must
constitute private inurement under section 501 if it is to be
improper under section 4958, suggests that some such explicit
revenue sharing arrangements exist which do not result in an
infringement upon an entity's wealth.4 ' In doing so, the provision

I.R.C. § 4958(a)(1).
39 I.R.C. § 4958(c)(1)(A) states in pertinent part:

The term "excess benefit transaction" means any transaction in which
an economic benefit is provided by an applicable tax-exempt
organization directly or indirectly to or for the use of any disqualified
person if the value of the economic benefit provided exceeds the value
of the consideration (including the performance of services) received for
providing such benefit.
Id. 'Thus 'excess benefit transactions' subject to excise taxes include transactions in which
a disqualified person engages in a non-fair-market-value transaction with an
organization...." H.R. REP. No. 104-506, at 56 (1996), reprintedin 1996 U.S.C.C.A.N. 1143,
1179.
I.R.C. § 4958(c)(2) states:
(2) Authority to include certain other private inurement.
To the extent provided in regulations prescribed by the Secretary, the
term "excess benefit transaction" includes any transaction in which the
amount of any economic benefit provided to or for the use of a
disqualified person is determined in whole or in part by the revenues
of 1 or more activities of the organization but only if such transaction
results in inurement not permitted under paragraph (3) or (4) of section
501(c), as the case may be. In the case of any such transaction, the
excess benefit shall be the amount of the inurement not so permitted.
1
The committee report relating to section 4958 instructed the Treasury Department "to
issue prompt guidance providing examples of revenue-sharing arrangements that violate
the private inurement prohibition...." H.R. REP. No. 104-506, at 56 (1996), reprintedin 1996
U.S.C.C.A.N. 1143, 1179. In a footnote, the committee report made this point explicit:
Under present law, certain revenue sharing arrangements have been
determined not to constitute private inurement (see e.g., GCM 38283;
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confirms that the prohibition against private inurement has as
much to do with unstated theory as with strict economics. Indeed,
the classification of this second type of excess benefit transaction,
without explicit reference to value-for-value economic standards,
suggests that a variable compensation arrangement in which the
variable equation's result does not exceed the fixed value of the
good or service provided may nevertheless result in an
infringement upon an entity's wealth. In other words, the entity
may have received precisely the value given and therefore suffered
no diminution in wealth, but there might still be a finding of
private inurement. The opposite implication is also present in
Congress' enactment of section 4958. The second definition of an
excess benefit transaction suggests that private inurement may be
absent even if a variable compensation arrangement results in an
amount which is greater than what might reasonably have been
transferred using a fixed compensation method. Indeed, defining
excess benefit in the first instance, as a function of equivalent
value,42 and then in the second instance, as a function of something
else, suggests a much broader implication than that private
inurement is an economic construct. It suggests that individual
profit-taking is not inherently inconsistent with tax-exemption. 43
Private inurement certainly manifests itself in "protean"
ways, but regardless of form, the prohibition against private
inurement must be rendered consistent with the generally
accepted notion that exempt entities are singularly distinguishable
from taxable entities by the act of forbearance with respect to
individual profit, since that is the distinction the prohibition was
Rendering the prohibition
originally intended to enforce. 4 '
GCM 38905; and GCM 39674) and, under [I.R.C. § 4958], it would
continue to be the case that not all revenue sharing arrangements
would be improper private inurement. However, the Committee
intends no inference that Treasury or the Internal Revenue Service are
bound by any particular prior unpublished rulings in this area.
Id. at 57 n.4, reprintedin 1996 U.S.C.C.A.N. 1143, 1179.
42

See supra note 39.

4' "Protean" is one of those archaic, yet provocative words a few authors use to describe
the nature of charitable organizations or the prohibition against private inurement. See
Atkinson, supra note 35, at 400 (stating that charity is "multiform and Protean"); see also
Brody, supra note 5, at 460 (referring to the prohibition against private inurement as
"protean").
" The prohibition's original intent is discussed in the next part. See infra notes 55-57

2000

In Search of Private Inurement and Excess Benefit

589

consistent with the single notion underlying the existence and
theories of tax-exemption will resolve much of its elasticity,
elusiveness, and long-lasting evolution.4
Such a result is
necessary and good not only because of the imposition of personal
liability under section 4958, but also because the effectiveness of
the charitable delivery of goods and services is at stake. As a
practical matter, the uncertainty inherent in a protean prohibition
acts to discourage efficiency and ultimately harms charitable
beneficiaries.4" Alternatively, the private inurement prohibition
should be questioned and perhaps discarded. Determining
whether the prohibition against private inurement is the necessary
linchpin of tax-exemption will have the same resolving effect and
will also allow the evolution of a more appropriate theory upon
which exemption from tax ought to be granted.
Part II seeks out the several ways in which private inurement
manifests itself according to judicial and, to a lesser extent,
administrative determinations.
This article analyzes those
manifestations in light of the characterization of exempt entities
as those which may not distribute profits. Part III then examines
the phrase "excess benefit transaction" particularly as it is defined
with reference to revenue sharing arrangements. In this regard,
this article addresses the Service's proposed regulations with
regard to the phrase.4 7 Part IV raises and addresses the notion
that distribution of wealth is neither practically nor theoretically
inconsistent with "charitable" endeavors. Part V concludes that
the prohibition against private inurement and its embodiment of
a prohibition against individual wealth might instead make the
benefits thought to be conveyed by tax-exempt entities
unnecessarily expensive and thereby serve to reduce,
quantitatively and qualitatively, the efficiency ultimately flowing
to favored causes or needy beneficiaries.

and accompanying text.
' "The prohibition on distributions of net earnings to controlling individuals is the
essential defining feature of a nonprofit organization. If nonprofits are to fulfill their
appropriate role, this constraint must be well defined and well policed." Hansmann,
Reforming Nonprofit CorporationLaw, supra note 30, at 553.
" See supra note 16.
' See Prop. Treas. Reg. §§ 53.4958-4, -5.
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II. CATEGORIZING PRIVATE INUREMENT
It speaks to the lack of fidelity to statutory words and literal
meaning, perhaps, that neither the judiciary nor the Service
search for original intent when interpreting or applying the
prohibition against private inurement. There has generally been
no effort to explain, by reference to the fair meaning of the statute,
why that which seemingly involves the distribution of profit is not
private inurement4 8 and that which involves no obvious
distribution of profit is private inurement.4 9 Instead, the courts
and the Service are content to proceed as though private
inurement is as incapable of definition, but as easily recognizable,
as pornography. The result is a chameleon-like doctrine that
seemingly defies precise identification or prediction. Contrast this
doctrine with the simply-stated prohibition in section 501 that no
part of the net earnings shall inure to the benefit of a private
shareholder or individual.50
The prohibition was not contained in the Act that first
exempted certain corporations from income taxation.5 ' As if to
confirm that such organizations were readily known and
distinguishable by their lack of profit distribution, the original
exemption applied in a matter-of-fact fashion to "corporations,
companies, or associations organized and conducted solely for
See, for example, IndustrialAid to the Blind u. Commissioner,73 T.C. 96 (1979), which
dealt with blind employees receiving bonuses payable from net earnings of an exempt
organization formed to provide business and employment opportunities to blind persons.
The court determined that the bonuses did not result in private inurement because they
were not very large. See id. at 102. The court could have explained, though, that the
bonuses to the employees were not private inurement because the employees were also
charitable beneficiaries and therefore payments to them were ordinary and necessary to the
achievement of the charitable goal. In NationalFoundation,Inc. v. United States,the court
justified its finding of no private inurement in part on the basis that the amount paid to a
service provider was designated as cost "before there [was] a determination of net income."
13 Ct. Cl. 486, 494 (1987). If individual accounting techniques determined the presence or
absence of private inurement, there would never be a violation since an entity could simply
designate all payments to insiders as "costs" rather than profit.
"' See, e.g., KJ's Fund Raisers, Inc. v. Commissioner, 74 T.C.M. (CCH) 669 (1997). In
KJ's Fund Raisers, the Tax Court refers to and arguably (the court's opinion is ambiguous)
finds private inurement based upon the fact that insiders' taxable concern received a benefit
via its association with the exempt entity even though none of the exempt entity's wealth
was transferred to the taxable concern or to the insiders. See id. at 672.
' See I.R.C. § 501(c)(3).
"' Tariff Act of 1894, ch. 349, § 32, 28 Stat. 509, 556 (1894).
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charitable, religious, or educational purposes.... "2 The word
"solely" might easily have been interpreted to mean that the
wealth of an organization could not be divided amongst those
standing in the relationship of owner to the organization. In any
event, when the exemption was reenacted,5 3 it was accompanied by
the prohibition against private inurement. 54 The legislative debate
on the provision provides perfunctory insight at best. One senator
asked whether the prohibition would apply to a church with
significant profits, but which did not divide those profits among
stockholders.5" The measure's proponent responded that entitylevel profit was not prohibited.5 6 Instead, the prohibition was
intended to exclude any "element of personal gain," and to provide
exemption to entities "in which no man receives a scintilla of
individual profit., 57 Except for minor changes not affecting its
meaning, the prohibition has remained unchanged since its
original enactment.58
Perhaps, too, it was because the prohibition was so simply
stated that the Service never issued regulations other than those
merely repeating the statutory language. 59 Instead, the Service

52

Id.

The Tariff Act of 1894 was declared unconstitutional in Pollock v. Farmers' Loan &
Trust Co., 157 U.S. 429, 583 (1895).
See Tariff Act of 1909, ch. 6, § 38, 36 Stat. 11, 113 (1909).
See 44 CONG. REC. S4149 (1909) (statement of Sen. Clark).
See id. at 4151 (statement of Sen. Bacon).
"
Id. at 4150-51 (statement of Sen. Bacon).
See supra note 13. In 1918, the language of the prohibition was changed to prohibit
the inurement of net "earnings" rather than net "income." See Revenue Act of 1918, ch. 18,
§ 231(6), 40 Stat. 1057, 1076. In 1924, the language of the prohibition was further changed
to prohibit the inurement of net earnings to private 'shareholders" rather than
.stockholders." See Revenue Act of 1924, ch. 234, § 231(6), 43 Stat. 253, 282. The changes
did not alter the prohibition's meaning. See Variety Club Tent No. 6 Charities, Inc. v.
Commissioner, 74 T.C.M. (CCH) 1485, 1492 (1997).
"' From 1914 to 1960, the Regulations merely stated that net income must not inure in
whole or in part to the benefit of a private shareholder or individual. See, e.g., Treas. Reg.
§ 33, Art. 87 (1914); Treas. Reg. § 45, Art. 517 (1920); Treas. Reg. § 62 Art. 517 (1922);
Treas. Reg. § 65, Art. 517 (1924); Treas. Reg. § 69, Art. 517 (1926); Treas. Reg. § 74, Art. 527
(1931); Treas. Reg. § 77, Art. 527 (1933); Treas. Reg. § 86, Art. 101(6)-i (1935); Treas. Reg.
§ 94, Art. 101(6)-i (1936); Treas. Reg. § 101, Art. 101(6)-i (1939); Treas. Reg. § 111, Sec.
19.101(6)-i (1940); Treas. Reg. § 111, Sec. 29.101(6)-i (1943); Treas. Reg. § 118, Sec.
39.101(6)-l (1951). In 1960, the Service promulgated what is now the present regulatory
prohibition against private inurement. That regulation, too, merely repeats the statutory
prohibition. See T.D. 6500, 25 Fed. Reg. 11737, 11739 (1960) (codified as Treas. Reg. §
1.501(c)(3)-1(c)(2) (1960)). Until the introduction of proposed regulations under section
'

592

Virginia Tax Review

[Vol. 19:575

relied primarily on revenue rulings to express the meaning of
private inurement within the context of individual cases, and even
those rulings were essentially devoid of theoretical thread from one
ruling to the next."° This approach, of course, left much to be
desired with respect to the articulation of an overall theory.
In fact, the conspicuous absence of articulated theory became
an issue in a recent case. During oral argument, the Service
asserted that a key determination regarding the existence of
private inurement depends upon the "facts and circumstances" of
each case.6 1 Judge Posner responded, exasperatingly it seems, that
such a test was "no standard at all."62 But his frustration is
neither new nor justified, except to the extent that neither
Congress, the courts, nor the Service has ever taken the time to
explicate the particular categories of private inurement or state
their defining principles."
Judge Posner might have done so
4958, there had been no further regulations issued with regard to private inurement. See
Prop. Treas. Reg. § 53-4958-4, -5, 63 Fed. Reg. 41,500-03 (Aug. 4, 1998).
6
This assertion is based upon my reading of revenue rulings pertaining to private
inurement issued between the years 1954 to 1997. The most extreme example of a revenue
ruling containing no discussion of theory or principle is Revenue Ruling 55-610, the entirety
of which states:
An organization is formed to operate the activities which its principal
founder conducted as his personal undertaking or hobby in prior years.
The organization plans to reimburse its founder for the expenses
incurred by him in prior years in the conduct of these activities. Held,
since a portion of the net earnings of the organization will inure to the
benefit of the founder, the organization is not entitled to exemption
from income tax under section 501(c)(3) of the Internal Revenue Code
of 1954.
1955-2 C.B. 262.
" See United Cancer Council v. Commissioner, 165 F. 3d 1173, 1179 (7th Cir. 1999).
62
We were not reassured when the government's lawyer, in response to a question
from the bench as tb what standard he was advocating to guide decision in this
area, said that it was the 'facts and circumstances' of each case. That is no
standard at all, and makes the tax status of charitable organizations and their
donors a matter of the whim of the IRS.
Id. Although the case primarily dealt with the definition of "private shareholder or
individual" for purposes of the private inurement prohibition, Judge Posner's opinion raised
many theoretical issues with respect to private inurement, in general. Significant portions
of his well-articulated opinion are therefore quoted throughout this article.
' As discussed above, Congress has hardly spoken on the definition of private inurement
since the prohibition was originally enacted in 1909. See supra notes 51-58 and
accompanying text. Courts are content only to state vague generalities with regard to
private inurement, usually to the extent that net earnings includes more than items
actually designated as profits or dividends, or that the prohibition against private
inurement is intended to prevent certain persons from siphoning off the earnings from an
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himself. While the cases seem to rely upon an "I know it when I
see it" standard, and thereby create the need for tedious fact
pattern study, the myriad "facts and circumstances" nevertheless
revolve around implicit yet identifiable principles which ultimately
create an articulable standard.
Though without explicitly saying so, the judiciary has
identified three categories of private inurement.6 4 The first is
exempt organization. See, e.g., Hall v. Commissioner, 729 F.2d 632, 634 (9th Cir. 1984)
(stating "net earnings has been given a fairly broad definition by the courts."); Harding
Hosp., Inc. v. United States, 505 F.2d 1068, 1072 (6th Cir. 1974) (stating "[net elarnings
may inure to an individual in ways other than through the distribution of dividends."); Alive
Fellowship of Harmonious Living v. Commissioner, 47 T.C.M. (CCH) 1134, 1142-43 (1984)
(stating '[tihe forbidden inurement may take the form of a cash dividend[,] ... the provision
of goods and services[,]... [or] the payment of excessive rent... [or] salaries...."); United
Cancer Council, 165 F.3d at 1176 (stating l[a] charity is not to siphon its earnings to its
founder, or the members of its board, or their families, or anyone else fairly to be described
as an insider...."); Maynard Hosp., Inc. v. Commissioner, 52 T.C. 1006, 1033 (1969) (insiders
engaging in "siphoning off" of charity's income); Estate of Howes v. Commissioner, 30 T.C.
909, 925 (noting that insider did not "siphon off' earnings and profits under the guise of
capital gains). The Service, too, has failed to articulate an underlying principle. See supra
notes 59-60 and accompanying text. Instead, the Service has indulged the same
generalities as those relied upon by the Courts via its informal nonprecedential guidance.
See e.g., G.C.M. 39862, 1991 WL 776308 (Nov. 21, 1991) (stating "[tlhe inurement
prohibition serves to prevent anyone in a position to do so from siphoning off any of a
charity's income or assets for personal use."). At a recent seminar, a panelist remarked on
the absence of settled meaning with regard to private inurement:
The initial constraint is section 4952(c)(2), which refers to "inurement
and revenue sharing." This appears to be a conjunctive test requiring
that we figure out what inurement might be. We have resisted doing
that for half-a-century now, and this may be the time... Historically,
it was used mainly as an anti-abuse provision in cases of individual
enrichment. As inurement came to apply more broadly, the absence of
any guidance on inurement has become a serious practical problem.
Edited TranscriptFrom the January 15, 1999 ABA Exempt Organizations Committee
Meeting, 24 ExEMPT ORG. TAX REV. 67, 82 (1999) (comments of Francis Hill, Professor of
Law, University of Miami).
" The term "categories" is used to convey the three generic forms of private inurement,
not the manner in which those generic forms manifest themselves. By contrast, the leading
practitioner treatise on tax-exempt organization identifies certain transactions which result
in private inurement, without distinguishing between generic types of private inurement:
Although the concepts of private inurement and private foundation selfdealing are by no means precisely the same, the following summary of
self-dealing transactions offers a useful sketch of the scope of
transactions that may, in appropriate circumstances, amount to
instances of private inurement: (1) sale or exchange, or leasing, of
property between an organization and a private individual; (2) lending
of money or other extension of credit between an organization and a
private individual; (3) furnishing of goods, services, or facilities between
an organization and a private individual; (4) payment of compensation
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literal and the others nonliteral, in the sense that in the two latter
types a finding of private inurement is not dependent upon the
strict economic or accounting application of the phrase "net
earnings." Instead, private inurement may occur even though the
entity receives a benefit roughly equal to the value provided.to the
private individual 65 or seemingly when nothing is actually
transferred from the entity.6 6 Stated in the language used earlier,
a person may run afoul of the prohibition against private
inurement without ever actually infringing, in a strict accounting
or economic sense, upon an exempt entity's wealth if a synonymity
of individual and entity wealth exists. Hence, literal private
inurement deals with the objective, quantitative circumstances of
an exchange or transfer involving an exempt organization.
(or payment or reimbursement of expenses) by an organization to a
private individual; and (5) transfer to, or use by or for the benefit of, a
private individual of the income or assets of an organization.
HOPKINS, supra note 22, at 435. Thus, the five self-dealing transactions may fit within any
one of the three categories of private inurement identified below but do not identify
separate categories of private inurement nor the underlying principle of each category.
See Founding Church of Scientology v. United States, 412 F.2d 1197, 1202 (Ct. Cl.
1969) (inurement may result even though value of services provided to charity is equal to
or less than value of benefits provided to insider).
See Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1078 (6th Cir. 1974)
("Although the Hospital did not pay over any of its net earnings to the Associates, .. . this
virtual monopoly by the Associates of the patients permitted benefits to inure to the
Associates within the intendment of the statute."). That private inurement can occur
without an actual transfer of the entity's wealth is, at best, a tentative conclusion within
the case law. See, e.g. KJ's Fund Raisers, Inc. v. Commissioner, 74 T.C.M. (CCH) 669 (1997)
(insider received private benefit, in this case publicity, via its close connection to charitable
organization, even though the publicity cost the charity nothing); Hancock Academy of
Savannah, Inc. v. Commissioner, 69 T.C. 488 (1977) (insider received private benefit
resulting from exempt school's requirement that parents of students make interest-free
loan to the charity's for-profit predecessor, even though the loans cost the charity nothing).
In KJ's Fundraiserand Hancock Academy, the courts either implicitly or explicitly declined
to determine finally whether there is private inurement even though there was no actual
transfer from the tax-exempt organization. 74 T.C.M. (CCH) 669 (court's opinion is vague
as to whether it applies to private inurement or private benefit); 69 T.C. 488, 496 n.ll
(court explicitly declines to decide whether benefit received by insiders, costing charity
nothing, constitutes private inurement). In Lowry Hospital Ass'n v. Commissioner,
however, the Tax Court's opinion could be read as implying that private inurement may
result even though the benefit received by an insider is roughly equivalent to the benefit
provided to the charitable organization. 66 T.C. 850, 859 (1976) (insiders dominating the
affairs of a charity such that the charity acts as a source of business solely for insiders may
result in private inurement). There were other instances of private inurement in Lowry,
however, which made that implication unnecessary to the result, e.g., the charity made
unsecured loans to insiders. See id. at 855. Thus, Lowry cannot be cited as strong
authority for the proposition.
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Nonliteral private inurement deals with the subjective, qualitative
circumstances of such an exchange or transfer.
A.

Strict Accounting Private Inurement

In the first type of private inurement, which I call "strict
accounting" private inurement, an insider realizes an accession to
wealth greater than the value of goods or services provided to the
entity. Strict accounting private inurement presumes the entity's
transfer of some good or service in a transaction related to the
entity's tax-exempt mission. That is, strict accounting private
inurement occurs only within the context of a transaction that can
be considered ordinary and necessary. The violation occurs not
because the entity is engaging in a transaction unrelated to its taxexempt goal for the benefit of an insider," but because the entity
has received goods or services less in value than the consideration
paid to the insider. The violation occurs even though the
transaction may otherwise be related to the entity's tax-exempt
goal. In simple terms, the entity has either paid too much or
charged too little for some commodity conducive to the tax-exempt
goal.6 8 In a strict tax accounting framework, there occurs an
accession to wealth that is not a function of roughly equal labor or
capital.6 9
"
I refer to such cases where an entity engages, in transactions unrelated to its exempt
purpose in my discussion of the second type of private inurement. See infra Part II(B).
" This is not to suggest that an exempt entity must pay the lowest available price or sell
to the highest bidder in every case:
While nonprofit directors and officers keep economic matters in mind,
they are principally concerned about the effective performance of the
nonprofit's mission. It would be entirely in accordance with their duty
of care and business judgment responsibilities, for example, for the
directors of a nonprofit hospital to accept a low bid from one of several
suitors because the chosen bidder would provide a far higher level of
public benefit or service to the community.
Harvey J. Goldschmid, The Fiduciary Duties of Nonprofit Directors and Officers:
Paradoxes, Problems, and Proposed Reforms, 23 J. CORP. L. 631, 641 (1998). Thus, the
exempt entity need not obtain or charge the best price, but instead one which best achieves
the exempt goal.
For cases which demonstrate strict accounting private inurement, see generally Mabee
Petroleum Corp. v. United States, 203 F.2d 872 (5th Cir. 1953) (finding that the entity paid
too much for employee's services); General Contractors' Ass'n of Milwaukee v. United
States, 202 F.2d 633 (7th Cir. 1953) (finding that the entity charged too little for services
provided to insiders); Anclote Psychiatric Center, Inc. v. Commissioner, 76 T.C.M. (CCH)
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While facts and circumstances are frustrating without explicit
reference to guiding principle, they also serve to exemplify the
subtle machinations inherent in the principles underlying private
inurement. Hence, the following example:
Hypothetical 1
Exempt'Organization, Inc. (EO), a section 501(c)(3)
organization, provides counseling services for drugaddicted persons. Five Good Samaritans founded
EO and serve without compensation as the
organization's sole trustees. The trustees hire three
social workers who, in addition to providing the
actual treatment services, serve as officers of the
corporation.
The social workers use a team
approach to assist clients, which was developed via
on-the-job "clinical" research during the early years
of their employment by EO. Over time, the method
developed and employed by the social workers
proves highly effective and demand for EO's drug
counseling services skyrockets.
As demand
increases, EO's client base shifts from mostly
destitute homeless persons to more affluent persons
able to pay a significant fee for the services.
Nevertheless, EO continues to provide its services
for a significant number, of homeless persons and
uses most of the fee income to increase the quantity
and quality of its services for those persons. As
EO's cash intake and net asset value increases, the
social workers, too, experience significant raises in
salary until such time as they are receiving an
amount
at the upper limit of that which is
considered reasonable. At the end of EO's tenth
year of existence, EO has on hand a large cash
175 (1998) (finding that the insider paid too little for charitable asset); Variety Club Tent
No. 6 Charities v. Commissioner, 74 T.C.M. (CCH) 1485 (1997) (finding that the entity paid
too much as rent); Hancock Academy, 69 T.C. 488 (finding that the entity paid too much for
insider's asset); Texas Trade Sch. v. Commissioner, 30 T.C. 642 (1958) (finding that the
entity paid too much as rent).
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surplus attributable to the devotion and expertise of
the social workers. Sensing their growing financial
worth, the social workers ask for significant raises
from the trustees. In doing so, the social workers
admit that their salaries are higher than what other
counseling centers would pay, but they candidly
make the trustees aware that they are fully capable
of creating their own competing counseling service.
In an effort to retain the social workers' services,
the trustees agree to pay a "retention" increase
equal to 15% of the social workers' stated salary.
The primary observation with regard to strict accounting
private inurement is that the recipient's contribution does not
necessarily shield the organization from a finding of private
inurement. It might, for example, be asserted in Hypothetical 1
that the increase provided to the social workers is merely a return
on their labor or contributed assets, i.e., that the organization
would not have any wealth to give were it not for the social
workers' personal investment in the entity's financial success, and
therefore, such wealth ought to have been paid.7 ° Such an
assertion is less a function of the relatively static valuation of
employee labor or assets and more a matter of volatile return on
labor or capital such as is appropriate to a proprietorship or
investment interest.7 1
70 See, e.g., Lorain Ave. Clinic v. Commissioner, 31 T.C. 141 (1958) (finding that
compensation based upon the amount of revenues earned by each employee results in
private inurement); Mabee Petroleum Corp., 203 F.2d at 872. In Mabee, a charitable
organization was funded by a wealthy oil and cattle baron who admittedly "dispensed
millions to aid his fellow man in religious, scientific, and educational activities, and to
relieve human suffering in the treatment of diseases." 203 F.2d at 877 (Holmes, J.,
dissenting). Although the charity would not have existed but for the baron's huge
endowment, nor would the causes identified by the dissent have been funded as they were,
the majority nevertheless found that payment of a $100,000 salary to the baron was
unreasonable and indicative of private inurement. See id. at 876.
71 In Mabee, the Fifth Circuit adopted the lower court's reasoning that the $100,000
salary was a function of the recipient's ownership rather than the value of his services:
The testimony... does disclose that the Foundation did receive two and
a half million dollars from [the President], and, that a number of
bequests, quite worthy ones, indeed, were made by the Foundation.
However, at this same time, [the President] was receiving one hundred
thousand dollars a year. That is a lot of money. And, if we look at that
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In the traditional sense, compensation for employee labor or
fixed assets does not include a premium attributable to
entrepreneurial innovation or other forms of investor risk
assumption. 72
Ignoring the grant of tax-exemption for the
moment, it might be fair in an overall economic sense to transfer
wealth to those whose contribution is most responsible for
generating it, just as it might be fair that an investor or owneroperator reap the gain from her investment or ownership. But
such economic fairness will not shield the exempt organization
from a finding of private inurement. The "owners" of a section
501(c)(3) entity have, in effect, traded the right to receive owner or
investor returns for the privilege of tax-exemption.73 Because the
exempt organization agrees to devote its earnings to its tax-exempt
mission, it must restrict its distributions to that which is fair in a
retail or wholesale market for goods and services and avoid
distributions which would be appropriate in an investor market
where returns on labor or capital include a premium for the
acceptance of risks attendant to investment ownership.

a moment, we must discover that it did not arise, probably, so much
from a superlative business ability, but, it did arise from the hidden
gold in the earth of his land, oil, cattle that grazed from the land.
203 F.2d at 875 n.11. The Tax Court made a similar observation with respect to the
purported sale of land to a tax-exempt cemetery company:
When, as here, the alleged "purchase price" bears no reasonable
relationship to the fair market value of the assets conveyed, it is
stretching normal definition beyond its breaking point to regard the
transaction as a sale. The transaction was a contribution to capital
placed at the risk of the business, and as such no debt was created;
payments to landshare holders, "investors" in the cemetery enterprise,
were distributions with respect to their proprietary interests.
Knollwood Mem'l Gardens v. Commissioner, 46 T.C. 764, 783 (1966) (citations omitted).
72 That compensation for the performance of services for another should not include or
potentially include a premium seems to underlie the analysis with respect to "disguised
payments" under section 707(a)(2)(A). In order to avoid the capitalization rules under
section 263, a partnership might characterize a fee for services as an allocation. Section
707(a)(2)(A) focuses on whether the payment is subject to a risk of loss (and by opposite
implication, the chance of a premium) in determining whether the allocation is to be
respected or instead to be recharacterized as a fixed fee payment. See Joint Committee on
Taxation, General Explanation of the Deficit Reduction Act of 1984, 98th Cong., 2d Sess.
226-29 (1984).
" "[The exemption is made in recognition of the benefit which the public derives from
corporate activities of the class named, and is intended to aid them when not conducted for
private gain." Trinidad v. Sagrada Orden De Predicadores, 263 U.S. 578, 581 (1924)
(emphasis added).
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Explicit private ownership of exempt entity stock is a prime
but not so obvious example of strict accounting private
inurement.7 4 Indeed, whether an exempt entity may issue stock
and avoid violating the prohibition against private inurement is an
issue addressed yet left unresolved in two instances occurring fifty
years apart.7 5 In both instances, the Service and the Tax Court
separately expressed doubt but did not actually hold that stock
ownership per se results in private inurement.7 6 Of course, the
answer depends upon what rights are conferred by stock. 7 If stock
conveys a transferable right in property, as opposed to a fiduciary
right of management, it must necessarily result in strict
accounting private inurement.7 8
The value of such stock,
It is generally assumed that most state laws explicitly prohibit nonprofit organizations
from issuing stock. Actually, many state nonprofit statutes are silent on the issue, although
most explicitly prohibit 'distributions." See, e.g., CAL. CORP. CODE § 5410 (West Supp.
2000). The Revised Model Nonprofit Corporation Act is also silent on the issue, although
distributions are explicitly prohibited. See REVISED MODEL NONPROFIT CORP. ACT, § 13.01
(1987). New York is one of the few states which explicitly prohibit stock. See N.Y. NOT-FORPROFIT CORP. LAW § 501 (McKinney 1999). Illinois' explicit prohibition states that "[a]
corporation shall not have or issue shares. No dividend shall be paid and no part of the
money, property or other assets of a corporation shall be distributed to its members,
directors or officers." 805 ILL. COMP. STAT. ANN. 105/106.05 (West 1992).
" In an early revenue ruling, the Service addressed, but did not resolve whether the
ownership of stock per se resulted in private inurement:
It is probable also that the accumulated earnings which enhance the value of the stock
which is the private property of the stockholders are to be regarded as inuring to the
benefit of private stockholders or individuals, within the meaning of the statute,
though the determination of this point is not necessarily involved in the decision of
this case.
T.B.R. 33, 1 C.B. 199, 201 (1919). Fifty years later, the Tax Court also wondered aloud
whether stock ownership results in private inurement: "It is doubtful, too, whether an
organization's operation can be 'exclusively' for charitable purposes, within the meaning of
section 501(c)(3) when its income is being accumulated to increase directly the value of the
interests of the stockholders which they expect, eventually, to receive beneficially."
Maynard Hosp., Inc. v. Commissioner, 52 T.C. 1006, 1031 (1969).
7 See supra note 75.
7' The issue is essentially one of form over substance. Although a corporation may be
organized like a for-profit entity with shareholders, if the substance of the shareholders'
relationship to the entity is such that net earnings may not be distributed to the
shareholders, the entity should not be deprived of tax exemption. This is apparently the
rationale which has allowed the Service to grant tax exemption to medical corporations that
may not organize under the state's nonprofit statute. See generally Marlis L. Carson, IRS
Approves Exemption for Chicago For-ProfitMedical Corporation,73 TAX NOTES (TA) 1153
(1996).
78 In Maynard Hospital,Inc., insiders sold and devised the exempt entity's stock, which
had appreciated in value since issuance, and ultimately received pro rata shares of the
hospital's assets. 52 T.C. at 1015-18, 1022. By contrast, in University of Maryland
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representing a transferable right in property, is necessarily a
function of the entity's wealth or profitability, and although
alienation of the stock may result in a profit without an actual
withdrawal of the entity's wealth, the transfer price is premised
upon the assumption of profit ownership and eventual withdrawal.
The owner possesses transferable rights to the entity's value
represented by stock certificate. To that extent and to the extent
of the appreciation in value, stock ownership is in substance the
lump sum equivalent of withdrawing profit or wealth transactionby-transaction. In a quantitative economic sense, it is therefore
the quintessential example of the payment of investor returns and
thus strict accounting private inurement.
Revenue sharing arrangements, 9 too, are judicially analyzed
under a strict accounting private inurement construct.8 0 That they
have nevertheless been the source of pervasive uncertainty
regarding the occurrence of private inurement is somewhat
surprising given the consistent judicial approach. 8 The courts
have definitively ruled, for example, that private inurement occurs
when an insider transfers an asset to an exempt organization in
exchange for a portion of an unlimited future return with respect
to the asset.8 2 Thus, strict accounting private inurement occurs
Physicians,P.A v. Commissioner,a health care organization was owned by physicians each
of whom owned "one share of petitioner's one dollar par value common stock." 41 T.C.M.
(CCH) 732, 733 (1981). In that case, the organization's bylaws expressly prohibited any
stockholder from receiving any "dividends or other distributions of profits, property, money
or other assets of the corporation" except at par value after payment of all liabilities in the
event of dissolution. Id. The opinion thus held that the insiders "have only the right to vote
and to receive the par value of their stock, one dollar, upon dissolution." Id. at 734. These
cases demonstrate that the issue of private inurement depends upon what stock ownership
actually conveys.
" A "revenue sharing arrangement" is any exchange between an insider and exempt
entity in which the amount of value transferred to the insider is determined in whole or in
part by the amount of revenues gained by the exempt entity in any activity. See I.R.C. §
4958(c)(2).
I In its informal guidance, the Service does not base its determination with regard to
revenue sharing arrangements solely on whether the amount paid is reasonable. Instead,
the Service incorrectly relies upon the third category of private inurement. See infra notes
179-86 and accompanying text.
1I Almost without exception, the courts have determined whether a revenue sharing
arrangement results in private inurement by simply asking whether the total amount paid
via the arrangement exceeds reasonable compensation. See infra notes 82-93 and
accompanying text.
' See, e.g., Restland Mem'l Park of Dallas v. United States, 509 F.2d 187 (5th Cir. 1975);
Rose Hill Mem'l Park Ass'n v. United States, 463 F.2d 425 (Ct. Cl. 1972); Knollwood Mem'l
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when an insider transfers a piece of real estate to an exempt
organization in exchange for 20% of the amount realized by the
entity upon the later anticipated sale of the property."3 The
reasoning in such transactions is both simple and unassailable.
The insider, by virtue of his retention of rights to appreciation in
an asset purportedly transferred to the entity, essentially
maintains an investor, or proprietary-like interest, in the exempt
entity itself.84 That equitable interest manifests itself by the
insider's later receipt of an amount in excess of that given to the
entity, thus proving strict accounting private inurement.8 5 That is,
the insider retains a right to share in the appreciation accruing in
the property, just as a stockholder owns rights to appreciation in
an entity's property.8 6
When the entity actually realizes
appreciation on the asset, so too does the insider realize an
accession to wealth as a result of his continuing interest in the
entity's asset. Also, as entity wealth increases by virtue of its
ownership of an appreciating asset, the insider's wealth also
increases by virtue of his retention of a transferable financial
interest with respect to the asset.8 7 There results an obvious

Gardens v. Commissioner, 46 T.C. 764 (1966). These cases dealt with the prohibition
against private inurement as stated in section 501(c)(13).
See, e.g., Restland Mem'l Park, 509 F.2d at 187.
See id. at 189-91; Rose Hills Mem'l Park, 463 F.2d at 432-33; Knollwood Mem'l
Gardens, 46 T.C. at 781, 787-91.
' Of course, under such an arrangement, the insider might receive less than fair market
value as of the date of the transfer if the property depreciates in value. Although that
occurrence will not trigger strict accounting private inurement, the possibility of gain or
loss proves the investor or proprietorship interest in the entity.
, In fact, an insider under such an arrangement is essentially a stockholder since the
insider-has the right of control over the entity as well as an enforceable right to share in the
profits.
7
In an administrative ruling, the Service stated:
Where a cemetery company acquires land at an undeterminable price,
to be paid for on the basis of a percentage of the proceeds from the sale
of individual lots from the tract, the vendor of the land has a continuing
interest in the land. Any appreciation in value, whether it be due to the
state of the market generally or the cemetery's own efforts in
undertaking capital improvements, etc., will result in a benefit to the
vendor of the land. Continuing participation in the earnings of the
cemetery company will also ordinarily result in receipt by the vendor
of a total price substantially in excess of the reasonable value of the
land at the time of its sale to the cemetery company.
Rev. Rul. 61-137, 1961-2 C.B. 118, 120. By contrast, the Service found no private inurement
from the transfer of a divisible interest in property, such as a remainder interest or fee
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synonymity of wealth similar to stock ownership and signifying the
presence of strict accounting private inurement.8 8
Not all revenue sharing arrangements, though, result in
private inurement. In order to manifest strict accounting private
inurement, the arrangement must support a conclusion that an
insider is acting as investor or proprietor with respect to an
exempt entity. Otherwise, there is no synonymity of individual
and entity wealth. The presence of a fact that is inconsistent with
investment or proprietorship, such as a limitation on the value
paid by the exempt entity to an amount equivalent to the value of
the asset on the date the asset is transferred to the entity, rebuts
such a conclusion. The Tax Court has correctly suggested that a
transfer for a fixed and reasonable amount, although expressed as
a percentage of revenue, would not result in the insider's
maintenance of an investment or proprietorship interest with
regard to the exempt organization. 89 Thus, an insider might
simple subject to an annuity, provided the portion reserved to the transferor would not
require payment from the entity's general revenues. See Rev. Rul. 69-176, 1969-1 C.B. 150.
Hansmann makes this point from a purely economic standpoint:
More difficult problems are presented by capital contributions from
controlling persons. A variable-return security without an interest
ceiling is, of course, out of the question in this context; it would
effectively turn the organization into a proprietary firm, giving the
controlling person involved both the means and the incentive to
distribute net earnings to himself.
Hansmann, Reforming Nonprofit CorporationLaw, supra note 30, at 566.
In general, the cases conclude that an asset transfer to an exempt entity, in exchange
for a portion of the gross income received from the subsequent sale of the asset results in
private inurement because the potential return to the insider is disproportionately large as
compared to the value of the asset. See supra note 81. Thus, such transactions are deemed
contributions to capital by a person with a continuing equity interest in the entity rather
than sale to the entity. See id. In Knollwood, the court suggested that if the return to the
insider was potentially no greater than fair market value, the treatment of the transaction
as a sale would be respected and the insider would not be deemed to have an equity
interest:
It is possible that in the case of other cemeteries [not involving a
finding of private inurement] referred to by petitioner's witnesses, the
landshare method could fairly be regarded as in substance a sale. The
payments to be received by the landshare holders might well be in line
with the fair value of the land conveyed. Such might have been the
situation in the instant case, for example, if the market value of the
land conveyed to the cemetery had been greater, or if the total number
of lots to be sold or the per-lot sales price had been lower, or if the
landshare holder's interest had been limited in time or by a maximum
amount. Landshare arrangements were held to have resulted in an
ultimate purchase price which was reasonable payment for value
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convey a piece of real estate to an exempt entity for a price not to
exceed the land's value on the date of conveyance, payable,
however, solely from future proceeds from the property. In such
a case, the insider's receipt is contingent upon the entity's receipt
of income from the sale of the property, but the insider can receive
no more than fair market value.9 ° The insider is therefore not
really acting like an investor or proprietor, and strict accounting
private inurement is absent.
The courts have adhered to a similar quantitative approach
with regard to revenue sharing arrangements between an exempt
entity and a service provider.9 ' Though the insider may be
compensated under a revenue sharing arrangement, the courts
have not found private inurement if the amount paid or payable
under the arrangement is reasonable.9 2 As with a revenue sharing
arrangement regarding an asset sale, without the transfer or
potential transfer of a premium, there is no synonymity of wealth.
Thus, regardless of whether the exempt entity is purchasing an

received in Rose Hill Memorial Park, Inc., T.C. Memo. 1964-240, and
Washington Park Cemetary Association., T.C. Memo, 1963-268.
Knollwood Mem'l Gardens, 46 T.C. at 784 n.5.
Regulations applicable to a corporation's capital structure discuss similar factors in
distinguishing a debt from an equity interest:
For thepurpose of section 302(c)(2)(A)(i), a person will be considered to
be a creditor only if the rights of such person with respect to the
corporation are not greater or broader in scope than necessary for the
enforcement of his claim. Such claim must not in any sense be
proprietary and must not be subordinate to the claims of general
creditors. An obligation in the form of a debt may thus constitute a
proprietary interest. For example, if under the terms of the instrument
the corporation may discharge the principal amount of its obligation to
a person by payments, the amount or certainty of which are dependent
upon the earnings of the corporation, such a person is not a creditor of
the corporation. Furthermore, if under the terms of the instrument the
rate of purported interest is dependent upon earnings, the holder of
such instrument may not, in some cases, be a creditor.
Treas. Reg. § 1.302-4(d).
91 See, e.g., National Found., Inc. v. United States, 13 Ct. Cl. 486 (1987); World Family
Corp. v. Commissioner, 81 T.C. 958 (1983); University of Md. Physicians, P.A. v.
Commissioner, 41 T.C.M. (CCH) 732 (1981); People of God Community v. Commissioner,
75 T.C. 127 (1980); University of Mass. Med. Sch. Group Practice v. Commissioner, 74 T.C.
1299 (1980); B.H.W. Anesthesia Found., Inc. v. Commissioner, 72 T.C. 681 (1979);
Gemological Inst. of Am. v. Commissioner, 17 T.C. 1604 (1952).
2
See, e.g., World Family Corp., 81 T.C. at 958 (analyzing a revenue sharing
arrangement under a reasonableness standard and interpreting previous revenue sharing
opinions issued by same court as doing the same).
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asset or a service, the courts have consistently found no private
inurement as long as a revenue sharing arrangement is structured
so that no more than a reasonable amount is paid to an insider.9 3
Viewing strict accounting private inurement as purely a
quantitative matter suggests that such a finding is unaffected by
the good faith of the organization and insider. In other words,
strict accounting private inurement is akin to strict liability.
Under this view, if the entity pays too much or receives too little,
strict accounting private inurement occurs notwithstanding the
good faith of the parties.9 4 The case law generally confirms that
any overpayment in favor of the insider, no matter how small,
results in private inurement.9 5 Perhaps because the insider owes
9 In the area of assets, the courts have suggested that any device is sufficient provided
it prevents the payment of an unreasonable amount. See supra note 89. In the area of
services, the courts have similarly approved varied contractual devices, so long as the
amount paid is limited to that which is reasonable. See, e.g., National Found., Inc., 13 Ct.
Cl. at 494 (revenue based compensation limited to 6% of revenues); University of Mass.
Med. Sch. Group Practice, 74 T.C. at 1303 (total revenue based compensation not to exceed
2 112 times maximum allowable base salary); cf World Family Corp., 81 T.C. at 970 n.13
(stating "[i]n Gemological Institute of America v. Commissioner, a percentage of earnings
was earmarked for a dominant individual . . . This Court found private inurement,
however, because the percentage was so high - 50 percent. Such a percentage, especially
when specifically designated for only one individual, is clearly unreasonable....") (citation
omitted).
9
Faber acknowledges that section 501(c)(3) makes no provision for the motives of the
organization and insider, but he argues that it should be interpreted as doing so. Faber,
supra note 14, at 593.
See, e.g., Founding Church of Scientology v. United States, 412 F. 2d 1197, 1202 (Ct.
Cl. 1969) (stating "[clongress, when conditioning the exemption upon 'no part' of the
earnings being of benefit to a private individual, specifically intended that the amount or
extent of benefit should not be the determining factor."); Orange County Agric. Soc'y, Inc.
v. Commissioner, 893 F.2d 529, 534 (2d Cir. 1990) (stating "[a]n organization will not
qualify for tax-exempt status if even a small part of its income inures to a private
individual."); Tony and Susan Alamo Found. v. Commissioner, 63 T.C.M. (CCH) 2422, 2431
(1992) (stating "[since 'no part' of the net earnings of an organization may inure to the
benefit of a private shareholder or individual, the amount or extent of such inurement or
benefit is not determinative.") (citation omitted). But see Carter v. United States, 973 F.2d
1479, 1486 n.5 (9th Cir. 1992) (stating "Iwle have grave doubts that the de minimis doctrine,
which is so generally applicable, would not apply to [private inurement cases]."). The
dissent in Carter succinctly set forth the absolute rule, its perceived unfairness and the
dangers of an explicit de minimis exception:
[T~he majority goes out of its way to criticize Gookin v.United States,
707 F.Supp. 1156, 1158 (N.D.Cal.1988), which holds that any personal
inurement can erase a contribution's status as charitable for purpose
of the tax law.
The majority and I undoubtedly agree that such a draconian rule
might not be fair or good policy. But where is it written that the
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a fiduciary relationship to the entity, a strict liability standard
should apply. But the issue is far from settled.96 First, a de
minimis exception may already be an inherent part of strict
accounting private inurement notwithstanding judicial statements
to the contrary. Strict accounting private inurement is generally
thought to occur when an organization transfers an "unreasonable"
amount in exchange for a good or service conducive to its taxexempt goal.9 7 Reasonableness, though, is an imprecise, somewhat
subjective concept 9" and one might correctly suspect that the good
faith of the organization and insider in structuring a transaction
leads to greater leeway in the determination whether strict

internal revenue laws must comport with individual judges' notions of
propriety and practicality? An argument certainly could be made for
requiring a no inurement bright line in deciding what qualifies for tax
exempt status. Otherwise, the Internal Revenue Service is confronted
with the task of deciding on a case-by-case basis how much profiteering
is tolerable and when personal inurement crosses the line from de
minimis to significant. Insisting, as the majority does, that the Internal
Revenue Service must allow personal inurement to some extent opens
a Pandora's Box.
Id. at 1489-90 (Tang, J., dissenting).
'" Professor Hansmann argues for a strict prohibition against transactions between
directors and the exempt organization. See Hansmann, Reforming Nonprofit Corporation
Law, supra note 30, at 569. Professors DeMott and Goldschmid argue for a heightened
level of scrutiny but not for a strict prohibition against such transactions. See Harvey J.
Goldschmid, The FiduciaryDuties of NonprofitDirectorsand Officers: Paradoxes,Problems,
and ProposedReforms 23 J. CORP. L. 631, 643 (1998); see also DeMott, supra note 3, at 143.
A strict prohibition, of course, would prevent directors from acting as benefactors with
respect to those charitable organizations to which they volunteer their time.
' See, e.g., Birmingham Bus. College, Inc. v. Commissioner, 276 F.2d 476 (5th Cir. 1960)
(unreasonable salary); Mabee Petroleum Corp. v. United States, 203 F. 2d 872 (5th Cir.
1953) (unreasonable salary); Texas Trade Sch. v. Commissioner, 30 T.C. 642 (1958)
(excessive and unreasonable rent); Variety Club Tent No. 6 Charities, Inc. v. Commissioner,
74 T.C.M. (CCH) 1485 (1997) (unreasonable rent); Alive Fellowship of Harmonious Living
v. Commissioner, 47 T.C.M. (CCH) 1134 (1984) (unreasonable salary).
9 See, e.g., Alpha Med., Inc. v. Commissioner, 74 T.C.M. (CCH) 893 (1997). The court
in Alpha Medical enunciated the following factors in consideration of reasonable
compensation:
(1) The employee's qualifications; (2) the nature, extent, and scope of the employee's
work; (3) the size and complexities of the employer's business; (4) a comparison of
salaries paid with the employer's gross and net income; (5) the prevailing general
economic conditions; (6) a comparison of salaries paid with distributions of retained
earnings; (7) the prevailing rates of compensation for comparable positions in
comparable concerns; (8) the salary policy of the employer as to all employees; and (9)
in the case of small corporations with a limited number of officers, the amount of
compensation paid to the particular employee in previous years.
Id. at 897.
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accounting private inurement occurs. 99 That is, when the parties
to a transaction adhere to a good faith standard of conduct in
structuring a transaction, strict accounting private inurement is
less likely to be found even though the organization receives less
value than that which it transfers to the insider.'l°
The idea that strict accounting private inurement allows for
a de minimis, good faith exception was confronted in the first
explicit private inurement case decided after the enactment of
section 4958.
Although Anclote Psychiatric Center, Inc. v.
Commissioner, ° deals with a transaction occurring before section
4958 became effective and therefore confines itself to the
prohibition against private inurement as stated in section
501(c)(3), it uses the language of section 4958's "excess benefit
transaction" definition. That is, the reasoning relies upon "fair
market value" to determine whether strict accounting private
inurement occurred." °2 Prior to Anclote and the enactment of
section 4958, courts generally determined the existence of strict
accounting private inurement by asking whether an orgaiization

See Faber, supra note 14, at 593. A similar rule applies with respect to valuations of
property contributed by partners to a partnership:
Determinations of fair market value. For purposes of this paragraph
(b)(2)(iv), the fair market value assigned to property contributed to a
partnership, property distributed by a partnership, or property
otherwise revalued by a partnership, will be regarded as correct,
provided that (1) such value is reasonably agreed to among the partners
in arm's-length negotiations, and (2) the partners have sufficiently
adverse interests. If, however, these conditions are not satisfied and the
value assigned to such property is overstated or understated (by more
than an insignificant amount), the capital accounts of the partners will
not be considered to be determined and maintained in accordance with
the rules of this paragraph (b)(2)(iv).
Treas. Reg. § 1.704-1(b)(2)(iv)(h).
11 "The burden of proof is on the taxpayer to demonstrate that insiders do not benefit
from the tax-exempt organization, especially where the facts indicate transactions arguably
not on arm's length terms." Orange County Agric. Soc'y, 893 F.2d at 534. In ruling that
there was no private inurement, the court in United CancerCouncil, Inc. v. Commissioner
remarked that "[t]here was no diversion of charitable revenues to an insider here, nothing
that smacks of self-dealing, disloyalty, breach of fiduciary obligation or other misconduct
of the type aimed at by a provision of law that forbids a charity to divert its earnings to
members of the board or other insiders." 165 F. 3d 1173, 1179 (7th Cir. 1999).
101 76 T.C.M. (CCH) 175 (1998), affd per curiam, Anclote Psychiatric Center, Inc. v.
Commissioner, No. 98-3665 (11th Cir. July 26, 1999) (unpublished opinion).
'" See Anclote, 76 T.C.M. (CCH) at 182. An "excess benefit transaction" is initially
defined by reference to fair market value. See supra note 39 and accompanying text.
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transferred "reasonable" rather than "fair market" value in
exchange for some other value."°3 Reasonable value is a less
precise concept than fair market value and thus allows for an
inherent de minimis exception to strict accounting private
inurement. 10 4 By using the language of section 4958's initial
definition of excess benefit transaction, the court in Anclote was
explicitly confronted with the idea that strict accounting private
inurement occurs no matter how small the difference between
value received and value transferred. 0 5 To account for the fact
that any two reasonable appraisers might disagree as to fair
market value, the court made explicit what had previously been
only implicit in strict accounting private inurement. The court
stated that if the organization and insider bargain in good faith,
strict accounting private inurement will not occur so long as the
value received is reasonably within range of the value
transferred.0 6 According to the court, good faith essentially means
that the parties must base their valuation in light of known and
reasonably foreseeable factors relevant to value.0 7
Strict
accounting private inurement, then, allows for consideration of
negligence and good faith, and is not entirely a matter of strict
liability.
Nevertheless, the influence of subjectivity in strict accounting
private inurement should not be overstated. The best that good
intentions ought to gain with respect to strict accounting private
inurement is an initial presumption that the entity received
roughly equal value for that which it transferred to an insider.
Such a presumption is essentially a matter of practical
invariability based upon the assumption that if the parties to a
1" Hancock Academy of Savannah, Inc. v. Commissioner is one of the few private

inurement case beforeAnclote to have explicitly based a finding of private inurement on the
entity's payment of more than fair market value. 69 T.C. 488 (1977) (amount paid for
insider's goodwill exceeded fair market value).
1
See supra note 98. Fair market value is generally defined for tax purposes as "the
price at which the property would change hands between a willing buyer and a willing
seller, neither being under any compulsion to buy or sell and both having reasonable
knowledge of relevant facts." Treas. Reg. § 1.170A-1(c)(2). As the court inAnclote implied,
though, to the extent that fair market value is a precise scientific matter, it is only
masquerading as such since the act of appraisal is as much art as it is science.
" See supra note 95.
' See Anclote, 76 T.C.M. (CCH) at 182.
1
See id. at 183.
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transaction act prudently, they will usually settle upon roughly
equal value. The opposite is also true as a practical matter. If an
insider deals in bad faith with an exempt entity, the entity will
likely transfer a portion of its wealth. In the thinking of the
Anclote court, then, prudence practically ensures that the entity
will pay or charge an amount in the range of a single fair market
value. However, if the entity pays significantly too much or
charges significantly too little, the practical presumption should
fade and a finding of private inurement should result.1 08 Good
faith of the parties notwithstanding, the entity has nevertheless
transferred enough wealth that the exemption should be called
into question.
Returning to the hypothetical facts provides the opportunity
to apply and summarize the principle of strict accounting private
inurement. Any payments made by EO for the social workers'
services must be reasonable, or reasonably within range of a
definite fair market value, and may not include a premium
properly attributable to investment or ownership. If the social
workers bargain in good faith, a practical but not irrebutable
presumption that the amount paid for their services is reasonable
should arise. Under Hypothetical 1, both parties are aware of the
relevant facts. EO and insiders are aware of the going market
(retail or wholesale) rate for like services and that the social
workers' skill and influence ought to place them in the upper range
of that which is reasonable. But the one factor that is not relevant
to reasonableness is that social workers could very likely earn
more as investors or proprietors than as employees. Treating that
factor as relevant leads to the payment of the prohibited premium,
i.e., a distribution of wealth in the strict economic or accounting
sense. Thus, while the social workers have bargained openly and
honestly with EO, the resulting payments exceed that which is
reasonable.
The excess is comparable to an investor or
proprietorship-like premium, and therefore strict accounting
private inurement has occurred. 9
1"8

See Hancock Academy of Savannah, 69 T.C. at 492 ("Thus, although the officers may

have acted in good faith, an independent analysis of objective factors is appropriate....").
10 I have endeavored to make this and all other hypotheticals in this article somewhat
ambiguous so that an argument against private inurement can also be made. For example,
in Hypothetical 1, it might be argued that the social workers' new innovations justify an
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Thinking of strict accounting private inurement in terms of a
prohibition against the payment of investor or proprietorship-type
premiums helps explain, identify, and safely predict violations.
But one need not definitively identify motives, an impossible task
after all, to arrive at the conclusion that an entity's transfer is
sufficiently like the division of profits such that an insider is
receiving an investor or ownership-like premium. With respect to
strict accounting private inurement, the rationale - unreasonable
transfers to an insider - necessitates the conclusion; i.e., the
conversion of the entity into an investment or ownership vehicle. "0
Regardless of the actual motives, entity wealth has been rendered
synonymous with that of the insider, and tax-exemption should
therefore be denied."'
Strict accounting private inurement is the only instance of
private inurement which requires a showing that the value
transferred to the insider is less than the value received by the
entity. Thus, strict accounting private inurement is the theory

increase in the upper limit of reasonable compensation. Perhaps the question is whether
the increase provided to the social workers is greater than an easily identifiable benchmark,
such as the prevailing market interest rate or the historical rate at which salaries have
increased in the particular field.
110 A similar rule applies to dealings between a shareholder and corporation where a
corporation's transfer of value for less than fair market value is treated as a dividend:
Transfers for less than fair market value. If property is transferred by
a corporation to a shareholder which is not a corporation for an amount
less than its fair market value in a sale or exchange, such shareholder
shall be treated as having received a distribution to which section 301
applies [i.e., a dividend].
Treas. Reg. § 1.301-1(j).
i
The Tax Court articulates the analysis as follows:
As is apparent in our overall approach to this case, we are of the
opinion that the question of "nonprofit" status for tax-exemption
purposes turns upon the analysis of whether in substance someone has
an equity interest in the organization which yields returns if the
enterprise succeeds so that profits in effect inure to the benefit of the
individuals who invest in the venture. If unreasonable and excessive
salary payments are made to an officer of a nonprofit corporation, then
profits inure to the benefit of an individual and tax-exempt status will
be denied. Mabee Petroleum Corporationv. United States, 203 F.2d 872
(C.A.5, 1953). Unreasonable rents paid to individuals leasing properties
to an otherwise tax-exempt corporation may also lead to denial of
exemption because part of the net earnings of the corporation inures to
the benefit of individuals. Texas Trade School, 30 T.C. 642 (1958),
affirmed per curiam 272 F.2d 168 (C.A. 5, 1959).
Knollwood Mem'l Gardens v. Commissioner, 46 T.C. 764, 787 (1966).
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most accountable to the language of the statute. The second and
third types of private inurement, on the other hand, are not so
much concerned with ensuring a quantitatively equal bargain
between insider and entity. The focus under those theories is
whether the entity is being operated for the benefit of an insider
at the expense of or at least in juxtaposition with its tax-exempt
goal. The hallmark of these qualitative types of private inurement
is that an insider has elevated his or her private financial interests
to a level equal to or above those of the tax-exempt beneficiaries,
regardless of the quantitative equalities in a particular transaction
between the insider and entity. Nevertheless, although the second
and third types of private inurement do not strictly follow the
statutory language, neither type is capable of proof without an
actual direct or indirect transfer from entity to insider.
B. IncorporatedPocketbook Private Inurement
The second type of private inurement, which I call
"incorporated pocketbook"" 2 private inurement, is perhaps the
"I This phrase is taken from a few Tax Court cases involving insiders who systematically
used exempt entity funds for purchases unrelated to the entity's ostensible goal but which
instead resulted in personal benefit for the insider. See Western Catholic Church v.
Commissioner, 73 T.C. 196, 214 (1979) (stating that "[exempt organization] was utilized by
[insider] as an 'incorporated pocketbook....."); Labrenz Found., Inc. v. Commissioner, 33
T.C.M. (CCH) 1374, 1379 (1974) (stating that "[iun a very real sense, [insider] used [exempt
organization] as a kind of'incorporated pocketbook."'). Although not referenced in those
cases, the phrase "incorporated pocketbook" has a rather dubious tax etymology. The
phrase was first used to describe a tax avoidance scheme which resulted in the Personal
Holding Company Tax. See I.R.C. §§ 541-47. The legislative history with respect to the
original enactment of the personal holding company tax provides a succinct summary:
Perhaps the most prevalent form of tax avoidance practiced by
individuals with large incomes is the scheme of the "incorporated
pocketbook." That is, an individual forms a corporation and exchanges
for its stock his personal holdings in stock, bonds, or other incomeproducing property. By this means the income from the property pays
[the lower] corporation tax, but [escapes tax at the higher individual
rate] if the income is not distributed.
H.R. REP. No. 704, 73d Cong., 2d Sess. (1934), reprintedin 1939-1 C.B. 554, 562. See also
Krueger Co., Inc. v. Commissioner, 79 T.C. 65, 70 n.7 (1982) ("This term [incorporated
pocketbook] refers to corporations formed by individuals subject to high marginal tax rates
in order to hold their investments, for the purpose of having the return on those
investments taxed at the corporate rate rather than the higher individual rate."). See
generally BORIS I. BITTKER '& JAMES S. EUSTICE, FEDERAL INCOME TAXATION OF
CORPORATIONS AND SHAREHOLDERS 8-34 to 8-50 (5th ed. 1987). The phrase is used here as
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most easily recognized. It is identified and distinguishable from
other types of private inurement by the existence of transactions
which have little, if any, positive effect on an exempt
organization's ostensible beneficiaries but result in some value to
an insider, regardless of whether the insider provides equal value
to the entity.13 In addition, incorporated pocketbook private
inurement is much more methodical, in that it is unlikely to be
found without systematic looting of an entity's wealth.114 It is this
looting factor which makes incorporated pocketbook private
inurement the most easily recognizable form of private inurement.
Again, hypothetical facts and circumstances prove useful in
the following example:
Hypothetical 2
EO is exempt from taxes under section 501(c)(3) and
organized under the laws of Wyoming. It provides
technical and animal husbandry training for
students who do not wish to pursue college degrees.
It was founded via a post-secondary "charter school"
grant provided by the state to a former high school
educator, his brother, and his sister-in-law, also
former high school educators. The founders serve as
President and Vice Presidents, respectively, and are

it is used with regard to personal holding companies. It describes an arrangement whereby
the entity's funds are treated as though belonging to an insider in his personal capacity.
11 For cases (besides those in note 112), which demonstrate incorporated pocketbook
private inurement, see Kenner v. Commissioner, 318 F.2d 632 (7th Cir. 1963) (health care
entity's funds used to purchase farm and ranch properties); Birmingham Bus. College, Inc.
v. Commissioner, 276 F.2d 476 (5th Cir. 1960) (educational institution's funds used to
purchase homes and cars); Human Eng'g Inst. v. Commissioner, 37 T.C.M. (CCH) 619
(1978) (educational institution's funds used to pay for insider's coin collection, clothes and
insider's son's tuition); Rueckwald Found., Inc. v. Commissioner, 33 T.C.M. (CCH) 1383
(1974) (scientific research organization's funds used to pay for housing and care of insider's
elderly mother); Founding Church of Scientology v. United States, 188 Ct. Cl. 490 (1969)
(religious entity's funds used to for insider loans and other insider debts and expenses);
John Marshall Law Sch. v. United States 228 Ct. Cl. 902 (1981) (educational entity's funds
used by insider for interest free loans, home furnishings, unrelated tuition expenses,
unrelated travel expenses, unrelated automobile expenses, and sporting events).
.. Although any one incident of incorporated pocketbook private inurement is sufficient
to prove a violation, as a practical matter revocation does not normally result unless the
activity is systematic. See supra notes 112-13.

612

Virginia Tax Review

[Vol. 19:575

paid salaries which are at the lower end of the
salary range paid to administrators of similar
technical, post- secondary institutions. All faculty
members are part-time technicians or ranchers and
none work year round for EO. Average enrollment
is approximately 800 students per semester. In
June 1998, the President and his wife travel to
France using funds provided by EO. The ostensible
purpose of the trip is to study European postsecondary technical education methods, but in that
regard the President speaks with only one person,
who works for a French textbook publisher. Later
that summer, the President and his son travel to
Texas using EO's funds. That trip is said to be
motivated by a desire to recruit students, but EO
has never enrolled out-of-state students, the
President visits no high schools, nor does he return
with any names or address of potential recruits.
That fall, the President's son enrolls at the
University of Texas.
The following year, EO
institutes a scholarship program whereby children
of eligible faculty members may obtain tuition
grants to attend the college or university of their
choice. Only administrators and faculty members
who have continuously worked for EO for at least
five years are eligible. The President's son is the
first and only scholarship recipient in the three
years the scholarship program has been in effect.
It is an understatement, indeed, to note that incorporated
pocketbook private inurement involves obvious cases of abuse.' 15
There are generally no legitimate reasons for the suspect
transaction and that fact, alone, might be sufficient reason to find
a violation of some sort. Still the abuse is not so obvious that a
finding of private inurement is justified without further analysis
or explanation. Although a casual observer can easily sense that
115 Actually, the present hypothetical involves far less obvious abuse than the actual facts
presented in the cases cited supra notes 112-13.
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something is amiss, it is incorrect to simply apply the label
"private inurement" to that feeling. Without identifying the
problem within the context of the harm to be avoided, labeling the
problem as private inurement simply lends to the uncertainty
complained of by judges and commentators.1 6 Obvious abuse
characterized by coincidental insider benefit is no reason to avoid
correlating that abuse with the proper statutory prohibition.
The first difficulty to be resolved is that Hypothetical 2 does
not indicate whether the total benefits received by the insider
(salary, travel, and tuition) exceed the value of services provided
to or on behalf of the entity. It is not uncommon that all
employees (and not just upper echelon employees) receive benefits
in addition to their stated salary. When taken as a whole, the
President's salary and benefits may not even exceed that which is
reasonable and therefore, in a strict accounting or economic sense,
no infringement upon the entity's wealth has occurred. Indeed,
Hypothetical 2 indicates that his salary is in the lower end of the
reasonable range. Suppose, too, that the President generally puts
in more than sixteen hours per day at the institution. Under such
circumstances, it may be that the travel and tuition benefits
simply bring his salary to a deserved amount. Thus, there is no
quantitative inequality as required under strict accounting private
inurement and the precise statutory language.
The case law answer is that private inurement results
nevertheless.' In incorporated pocketbook private inurement, the
insider is exercising his right of control in a manner which renders
the entity's wealth synonymous with his own regardless of
whether the total amount is less than what would be a reasonable
salary.8 By using the entity's funds at his whim, rather than
11 See supra note 16.
117 See, e.g., Labrenz Found., Inc. v. Commissioner, 33 T.C.M. (CCH) 1374, 1379 (1974)
(that withdrawals may not exceed value of services provided does not prevent a finding of
private inurement).
"
One court makes this point explicitly:
With respect to Mr. Hubbard, [exempt organization] seeks to bring
itself within the doctrine of the cases cited above which hold that
reasonable salaries paid by a corporation do not result in inurement of
benefit to private individuals. Even had the compensation paid to
Hubbard been demonstrably reasonable, however, this showing would
not remedy the defects in proof concerning the additional payments to
Hubbard, or, of course, his family. If in fact a loan or other payment in
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within the limitations of an employer-employee relationship, the
insider converts entity wealth into his private wealth just as
though he were the beneficial rather than fiduciary owner. An
employer-employee relationship normally involves an agreement
as to salary when services commence. It does not normally include
a provision that allows the employee to determine his salary
throughout the relationship according to his personal needs. 1 9
The exercise of such power, then, suggests a relationship between
insider and entity other than employee-employer. If the insider
can take money out as he pleases, without regard to the taxexempt mission, the entity becomes his incorporated pocketbook.
To that extent, the insider is enjoying a premium - ready cash much like that available to an investor or proprietor. 120 An
improper synonymity of wealth results regardless of whether the
insider's control of entity funds manifests itself in a
disproportionate exchange of value.' 2
The second and more difficult issue concerns whether
incorporated pocketbook private inurement incorrectly confuses
private inurement with the doctrine of private benefit. 122 The

addition to salary is a disguised distribution or benefit from the net
earnings, the character of the payment is not changed by the fact that
the recipient's salary, if increased by the amount of the distribution or
benefit, would still have been reasonable.
Founding Church of Scientology v. United States, 412 F.2d 1197, 1202 (Ct. Cl. 1969).
,19 This point is explicit in at least one incorporated pocketbook case:
Petitioner answers that [insider's] withdrawals cannot be said to be
excessive as compensation for the services he performed. Since the
foundation's income consisted mainly of the fees derived from his
services, that may be true. Yet the employment contract which he
signed with petitioner called for a salary less than his total
withdrawals. The contract was never revised by any corporate action
involving petitioner, and in making the additional withdrawals,
[insider] dealt both for himself and the foundation .... The unavoidable
conclusion is that [insider] and his family were free to make personal
use of the corporate funds when, as, and if they chose to do so.
Labrenz Found., Inc. v. Commissioner, 33 T.C.M. (CCH) 1374, 1379 (1974) (citation
omitted).
120

See id.

Cf Corlis v. Bowers, 281 U.S. 376, 378 (1930) (stating "[the income that is subject to
a man's unfettered command and that he is free to enjoy at his own opinion may be taxed
to him as his income, whether he sees fit to enjoy it or not.").
'2
The regulations interpreting section 501(c)(3) certainly confuse the two doctrines.
Private inurement is addressed in Regulation section 1.501(c)(3)-1(c)(2). Regulation section
1.501(c)(3)-1(d)(1)(ii) is generally thought to discuss the private benefit doctrine, though it
121
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private benefit doctrine holds that an entity must serve a public
rather than private purpose.'2 3 As such, the doctrine distinguishes
seems also to apply to private inurement:
An organization is not organized or operated exclusively for one or more
of the purposes specified in [I.R.C. § 501(c)(3)] unless it serves a public
rather than a private interest. Thus, to meet the requirement of this
subdivision, it is necessary for an organization to establish that it is not
organized or operated for the benefit of private interests such as
designated individuals, the creator or his family, shareholders of the
organization, or persons controlled, directly or indirectly, by such
private interests.
Id. (emphasis added). Courts, too, have noted the closeness between the doctrine of private
benefit and the prohibitions against private inurement. See, e.g., Western Catholic Church
v. Commissioner, 73 T.C. 196, 209 n.27 (1980) (stating that "[tihe prohibition against
private inurement of net earnings appears redundant, since such a benefit would be
inconsistent with operating exclusively for an exempt purpose."). The leading judicial
discussion regarding the difference between private inurement and private benefit focuses
on the party being benefited and is contained in American Campaign Academy v.
Commissioner:
We have consistently recognized that while the prohibitions against
private inurement and private benefits share common and often
overlapping elements, the two are distinct requirements which must
independently be satisfied. Nonetheless, we have often observed that
the prohibition against private inurement of net earnings appears
redundant, since the inurement of earnings to an interested person or
insider would constitute the conferral of a benefit inconsistent with
operating exclusively for an exempt purpose. In other words, when an
organization permits its net earnings to inure to the benefit of a private
shareholder or individual, it transgresses the private inurement
prohibition and operates for a nonexempt private purpose.
The absence of private inurement of earnings to the benefit of a
private shareholder or individual does not, however, establish that the
organization is operated exclusively for exempt purposes. Therefore,
while the private inurement prohibition may arguably be subsumed
within the private benefit analysis of the operational test, the reverse
is not true. Accordingly, when the Court concludes that no prohibited
inurement of earnings exists, it cannot stop there but must inquire
further and determine whether a prohibited private benefit is
conferred.
Moreover, an organization's conferral of benefits on
disinterested persons may cause it to serve a "private interest" within
the meaning of section 1.501(c)(3)-1(d)(1)(ii), Income Tax Regs. In this
connection, we use "disinterested" to distinguish persons who are not
private shareholders or individuals
[for purposes of the private
inurement prohibition].
92 T.C. 1053, 1068-69 (1989) (citations omitted). The most recent incidence of confusion
resulted in the Seventh Circuit's reversal of a finding of private inurement by the Tax
Court. See United Cancer Council, Inc. v. Commissioner, 165 F.3d 1173 (7th Cir. 1999),
rev'g United Cancer Council, Inc. v. Commissioner, 109 T.C. 326 (1998). In that case, the
Seventh Circuit instructed the Tax Court that it should have analyzed the case under the
private benefit doctrine rather than the private inurement prohibition. See id. at 1179.
" See American Campaign Academy, 92 T.C. at 1067-69 (1989).
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charitable endeavors from other endeavors not deserving taxexemption. In one respect, it focuses on whether an endeavor,
regardless of how socially desirable it may otherwise be, benefits
a sufficient number of nonselect persons so that the endeavor may
be determined to benefit the community at large and therefore
'
labeled a "charity."1 24
Thus, according to the theory of private
benefit, an entity engaging in an activity that benefits only a
limited number of people should not be tax-exempt. Private
benefit therefore addresses a global policy question having nothing
to do with individual behavior - how "good" is the activity in the
abstract? That question is partially answered by looking to the

11 See Geisinger Health Plan v. Commissioner, 985 F.2d 1210, 1219 (3d Cir. 1993)
(stating "the determination must be based upon the totality of the circumstances, with an
eye toward discerning whether the [entity] in question benefits the community....");
American Campaign Academy, 92 T.C. at 1076 (stating "[t]o prevail [on the private benefit
issue], petitioner must establish that the Republican entities and candidates benefiting
from the employment of [the entity's] graduates are members of a charitable class, and
within that charitable class do not comprise a select group of members earmarked to receive
benefits."); Columbia Park and Recreation Ass'n v. Commissioner, 88 T.C. 1, 18 (1987)
(stating "'[ciharity,' from a legal perspective [includes activities) that are beneficial to the
public or the community at large."); Aid to Artisans, Inc. v. Commissioner, 71 T.C. 202,
215-16 (1978) (stating "[tihe indefinite description of the class as 'disadvantaged artisans'
and the method of petitioner's selection of handicrafts evidences no selectivity with regard
to the identities of the individual artisans to be benefited."). The number of persons
benefited, though relevant, is insufficient by itself to include an activity within the tax
meaning of charity. See Columbia Park, 88 T.C. at 19 (stating "[miere size does not
transform an otherwise noncharitable, private organization to a 'charitable' one.'). The
other and more amorphous factor is the extent to which the persons benefited "possess
charitable characteristics" such that they should be considered members of a charitable
class. American Campaign Academy, 92 T.C. at 1077. The Regulations are consistent with
and further explain the view that an activity must posses certain "charitable
characteristics":
The term "charitable" is used in section 501(c)(3) in its generally
accepted legal sense and is, therefore, not to be construed as limited by
the separate enumeration in section 501(c)(3) of other tax-exempt
purposes which may fall within the broad outlines of "charity" as
developed by judicial decisions. Such term includes: Relief of the poor
and distressed or of the underprivileged; advancement of religion;
advancement of education or science; erection or maintenance of public
buildings, monuments, or works; lessening of the burdens of
Government; and promotion of social welfare by organizations designed
to accomplish any of the above purposes, or (i) to lessen neighborhood
tensions; (ii) to eliminate prejudice and discrimination; (iii) to defend
human and civil rights secured by law; or (iv) to combat community
deterioration and juvenile delinquency.
Treas. Reg. § 1.501(c)(3)-1(d)(2).
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number of people benefited.' 2 5 As a policy matter, private benefit
analysis ought to provide opportunity for legislators and judges to
define and limit the concept of "charity," a task by and large
ignored to date.126 A finding of prohibited private benefit ought to
convey nothing more than that a certain type of activity, even if
conducted without profit-taking, does not warrant tax-exemption
in light of the number of persons benefited and its27relationship to
those activities historically viewed as charitable. 1
125

Professor Atkinson conceptualizes this point nicely:

Regard for others need not embrace the whole world. Rather, it spreads
in concentric circles from immediate family to clan, tribe, class, and
nation, perhaps to embrace all humanity. Moving outward along these
expanding ripples of concern for others, one eventually crosses the
frontier of charity. That frontier is defined somewhat differently in the
lay and the legal parlance, but both are clear on the essential point.
Though charity may begin at home, it is worthy of the name only after
it has crossed the threshold.
Atkinson, supra note 31, at 532 (citations omitted).
" GeisingerHealth Plan v.Commissioner provides an example of such a holding. 985
F.2d 1210 (3d Cir. 1993). In that case, the court concluded that a health maintenance
organization which provided no medical services in-house was not "charity" and thus not
entitled to tax-exemption. See id. at 1220. In Columbia Park Recreation Ass'n. v.
Commissioner,the Tax Court came to a similar conclusion with regard to an organization
that operated a planned community. 88 T.C. 1, 17 (1987). In both cases, the conclusions
were based upon a finding that the activities were noncharitable per se because they
benefited an insufficient number of nonselect persons. The conclusions were not based
upon individual behavior of those conducting the activity.
1
Judge Posner's opinion in United CancerCouncil v. Commissioneroffers an intriguing
discussion of what ought to be the proper role of the private benefit doctrine and how it
might be distinguished from private inurement:
Maybe the board did not negotiate as favorable a contract with W & H
as the board of a profit making firm would have done. And maybe tax
law has a role to play in assuring the prudent management of charities.
Remember the IRS's alternative basis for yanking UCC's exemption?
It is that as a result of the contract's terms, UCC was not really
operated exclusively for charitable purposes, but rather for the private
benefit of W & H as well. Suppose that UCC was so irresponsibly
managed that it paid W & H twice as much for fundraising services as
W & H would have been happy to accept for those services, so that of
UCC's $26 million in fundraising expense $13 million was the
equivalent of a gift to the fundraiser. Then it could be argued that UCC
was in fact being operated to a significant degree for the private benefit
ofW & H... That then would be a route for using tax law to deal with
the problem of improvident or extravagant expenditures by a charitable
organization that do not, however, inure to the benefit of insiders.
.
[The board of a charity has a duty of care, just like the
board of an ordinary business corporation, and a violation of that duty
which involved the dissipation of the charity's assets might (we need
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To the extent incorporated pocketbook private inurement is
contingent upon a transaction having an insufficient number of
beneficiaries, it is similar to the size aspect of the private benefit
Incorporated pocketbook private inurement is
doctrine.'2 8
distinguishable from the doctrine of private benefit, though,
because it does not address the question whether the activity, even
if conducted in good faith, is within the definition of "charity" and
therefore deserving of tax-exemption. The activity may very well
fall within the class of endeavors considered charitable, but the
presence of insider benefits renders the endeavor noncharitable
only as regards the particular circumstance.'2 9 The presence of
improper insider benefits converts the issue from a focus on
whether a class of activities can be within the theoretical definition
of "charitable," even in the absence of individual profit-taking - the
question presented by private benefit - to a focus On whether the
particular activity is presumptively noncharitable because of
profit-taking. Incorporated pocketbook private inurement theory
serves the limited purpose of identifying particular activities
which, solely because of the distribution of profit, should never be
granted tax exemption. Private inurement does not serve the
function of affirmatively defining "charity," as does private benefit.
If only for the sake of clarity and predictability, two factors sorely
lacking in the present tax-exempt jurisprudence, the law should
refer specifically to private inurement when profit-taking is the
reason why an activity is not entitled to tax-exemption. The law
should refer to the doctrine of private benefit when a specific

not decide whether it would - we leave that issue to the Tax Court in
the first instance) support a finding that the charity was conferring a
private benefit....
165 F.3d 1173, 1179-80 (7th Cir. 1999) (citations omitted). Posner makes the point that
when a only few people are the beneficiaries of an entity, perhaps the entity is not a
"charity" and thus does not deserve tax-exemption. It seems that the opinion does not mean
that mismanagement, without more, is sufficient to deny tax-exemption. Rather, it seems
that imprudent management is offered as the means by which the prohibited ends
(benefiting a small number of people) come about.
11 In fact, all forms of private inurement constitute a particular type of prohibited private
benefit to the extent that only a few people are benefited. See American Campaign
Academy, 92 T.C. at 1068.
" See, e.g., Birmingham Bus. College v. Commissioner, 276 F.2d 476 (5th Cir. 1960) (an
educational organization meeting the definition of charitable but with respect to which
profit-taking occurs).
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activity is not deserving of tax-exemption regardless of whether
profit-taking occurs. When properly used, the private benefit and
private inurement doctrines are not redundant but serve distinct
and clarifying purposes. 3 0
Hypothetical 2 demonstrates the generic facts of incorporated
pocketbook private inurement, the distinctions between strict
accounting and incorporated pocketbook private inurement, the
underlying theory common to all forms of private inurement, and
the reason why the facts should not be analyzed as a case of
private benefit. First, the transactions in Hypothetical 2 are
unrelated to and are not conducive to the tax-exempt purpose.
Unlike strict accounting private inurement, which involves
transactions clearly related to the exempt purpose, incorporated
pocketbook private inurement is characterized by entirely
unnecessary transactions. Second, the value transferred to the
insider as a result of the transaction need not exceed the value of
services or goods provided to the entity in exchange, as would be
necessary for a finding of strict accounting private inurement. The
use of the entity as a ready source from which to obtain personal
goods or services makes the relative values irrelevant because the
improper dominion over the entity's funds converts the insider's
status from employee or fiduciary to fee simple owner. The right
to use the property however the insider pleases is the factor that
proves the synonymity of wealth, and this synonymity is the factor
common to all forms of private inurement. The private benefit
doctrine does not apply because, as a general matter, the entity in
Hypothetical 2 is engaging in a type of activity that is
unquestionably charitable. 3 ' Management profit-taking behavior,
not a failure to reach sufficient numbers or the lack of "charitable
" In United Cancer Council v. Commissioner,the Service revoked taxpayer's exempt
status on November 2, 1990, and the taxpayer filed a petition for declaratory judgment on
January 30, 1991. 109 T.C. 326, 334 (1997).
The revocation was based upon alleged
violations of both the private inurement and private benefit doctrine. See id. at 328.
Nearly seven years later, the Tax Court ruled that taxpayer's exemption should be revoked
because of private inurement. See id. at 397. The court further stated that its conclusions
with regard to private inurement obviated the need to consider the private benefit issue.
See id. at 399. Fourteen months later, the Seventh Circuit Court of Appeals reviewed the
same undisputed facts, reversed the finding with regard to private inurement and stated
that the case should have been analyzed under the private benefit doctrine. See United
Cancer Council v. Commissioner, 165 F.3d 1173, 1180 (7th Cir. 1999).
"I Section 501(c)(3) specifically refers to educational organizations.
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characteristics," prevents the entity from being tax-exempt. Thus,
in Hypothetical 2, the entity should be denied tax-exemption
because it violates the prohibition against private inurement.
C. Joint Venture PrivateInurement
One might legitimately conclude that the universe of private
inurement violations is divided solely between strict accounting
and incorporated pocketbook private inurement. Strict accounting
private inurement, representing the literal form, is closest to the
statutory language, and even incorporated pocketbook private
inurement can be made to fit within the literal prohibition if one
thinks of unrelated transactions benefiting insiders as
distributions of earnings in kind, rather than of cash. Those two
forms of private inurement seem to exhaust the means by which
an insider might violate the prohibition. The universe, though,
includes a third form of private inurement not contingent upon an
unfair or unnecessary transaction. This final category, which I
call "joint venture private inurement," can occur even though the
entity pays or charges an appropriate amount and even though the
transactions are entirely appropriate and necessary to the
Instead, the
accomplishment of the tax-exempt purpose.'3 2
violation occurs because the operations of the tax-exempt entity
and an insider-controlled taxable entity are so closely related that
the insider, by virtue of his interest in the taxable entity,
financially benefits from the exempt entity's invariable consumer
power."' The taxable and tax-exempt entities are engaged in an
The blackletter recitation of this form of private inurement states:
[lf a particular individual or limited number of individuals reap
commercial benefits from the operation of the instrumentality, though
they do not do so by direct acquisition or payment over to them of its
earnings, the earnings may nevertheless "inure" to their "benefit"
within the intendment of such phrasing so as to destroy the exempt
status.
Harding Hosp., Inc. v. United States, 505 F.2d 1068, 1072 (6th Cir. 1974) (quoting 6
3

MERTENS, LAW OF INCOME TAXATION § 34.13, at 63-64 (1968)).

I"3 Professor Brody indicates that an insider might comply with the prohibition against
private inurement while still reaping a profit from the entity:
I can think of two explanations for why a founder would renounce
profits ownership - one eleemosynary and the other self-regarding (if
not venal). First, the founder might seek only control of the enterprise,
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implicit joint venture.'3 4 As such, the exempt entity purchases all
of its necessary commodities solely from the insider's for-profit
entities or otherwise conducts its affairs through an insider's

but no monetary reward. Alternatively (or perhaps as well), is the rentseeking opportunity - the founder might believe she can capture the
monetary reward in a form other than that which inures to owners of
capital.
Brody, supra note 5, at 485. However, she implies that such "monetary reward" private
inurement can result simply by increasing an entity's costs, e.g., by increasing the entity's
workforce, and thereby withdrawing profit through increased costs. This seems to me to
confuse the private inurement doctrine with private benefit. See supra note 122. Increased
costs might be mismanagement resulting in a decrease in the number of beneficiaries
served by the entity, but they do not constitute wealth transfer if those comprising the
increased workforce are paid a reasonable amount.
13
Whether a joint venture is actually created depends upon the intent of the parties
thereto as demonstrated as much by their conduct as by their statements. See Sierra Club,
Inc. v. Commissioner, 103 T.C. 307, affd, rev'd & rem'd on othergrounds, 86 F.3d 1526 (9th
Cir. 1996). In general, a joint venture can be explicitly created, such as when the parties
actually label their creation a partnership or limited liability company, or created by the
actions of the parties thereto:
A joint venture is simply an association of two or more parties
("venturers") that undertake a project and that have a community of
interests in the performance of common purposes, a proprietary interest
in the subject matter, a right to govern and direct the policy in
connection therewith, and a duty (which may be altered by agreement)
to share in both profits and losses. Relationships may exist between
organizations that involve cooperating on a venture but that do not rise
to the level of ajoint venture because they lack the necessary degree of
shared control, liability and proprietary interest in the venture. For
example, a joint venture does not exist where the relationship between
the parties is merely that of employer and employee (or service
provider), purchaser and seller, creditor and debtor, lessor and lessee,
or co-owners of property. Of course, the mere assertion in a contract
that the parties are independent contractors or have one of the
relationships listed above and do not intend to create a joint venture
will not, by itself, prevent the relationship from being characterized as
a joint venture for tax purposes.
Rochelle Korman & William F. Gaske, JointVentures Between Tax-Exempt and Commercial
Health Care Providers,74 TAX NOTES (TA) 1575, 1582 (1997) (citations omitted). The term
"implicit" refers to an arrangement that embodies ajoint venture, though the parties do not
actually admit to creating such an entity. Cases in which the parties actually label the
arrangement as a partnership or limited liability company are rare since, as argued below,
joint ventures between a tax-exempt entity and a taxable entity owned by the tax-exempt
entity's insiders are almost (but not always) certain to violate the prohibition against
private inurement, and a wise but cheating insider will not explicitly refer to an
arrangement as a partnership. See also Housing Pioneers, Inc. v. Commissioner, 65 T.C.M.
(CCH) 2191 (1993) (limited partnership formed by tax-exempt and taxable entity owned by
the exempt's insider resulted in private inurement; on brief, insiders recognized their
mistake and offered to resign as insiders with respect to the tax-exempt entity).
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profit-making apparatus.'3 5 Although serving an exempt purpose,
the entity necessarily subsidizes individual profit making.'3 6
Through the use of his taxable entity as an intermediary, the
insider manifests himself as a parasite draining a portion of the
entity's tax-exempt lifeblood whenever the entity receives a taxfree infusion."' There occurs a synonymity of wealth such that

'=
In addition to Harding Hospitaland Lowry Hospital, other cases have relied, at least
in part, upon a joint venture-like relationship to find private inurement. See Orange
County Agric. Soc'y, Inc. v. Commissioner, 893 F.2d 529,534 (2d Cir. 1990) (exempt entity's
rental of insiders' parking lot, with rent equal to amount of real estate taxes due on the
property, allowed insiders "to maintain their equity interests in a 90-acre parcel of vacant
land free of any cost to them," and thus constituted private inurement even in the absence
of finding that rental was unreasonable or excessive); Northwestern Mun. Ass'n v. United
States, 99 F.2d 460, 463 (8th Cir. 1938) (entity was "mere adjunct" to the for-profit insiders,
and its activities were undertaken to render services for insiders' benefit); Sonora
Community Hosp. v. Commissioner, 46 T.C. 519, 526 (1966) (that insiders treated 90% of
hospital's patients resulted in private inurement, even though there was no evidence that
insiders received unreasonable compensation therefrom).
"I The Tax Court has provided the most extensive discussion of the theoretical
underpinnings of joint venture private inurement.
[O]ur concern extends beyond these specifically identifiable instances
of private inurement. Where a doctor or group of doctors dominate the
affairs of a corporate hospital otherwise exempt from tax, the courts
have closely scrutinized the underlying relationship to insure that the
arrangements permit a conclusion that the corporate hospital is
organized and operated exclusively for charitable purposes without any
private inurement. The hospital was part and parcel of [insider's]
medical practice and of his personal financial affairs. The two
operations were so integrally interwoven in their daily operation that
only the faintest outlines of a separable operating charity may be
perceived, and these outlines fade so badly at critical points that the
demarcation between [insider's] private medical practice and the
operations of the hospital can no longer be discerned. The commingling
of expenses and receipts, the sharing of employees and facilities, the
joint occupancy of space, and the unified billing procedures under a
joint letterhead proceeded to the point that in some instances expenses
could not be specifically attributed to either the hospital or clinic but
had to be allocated on a "reasonable basis."
On the entire record before* us, including the control and
dominance exercised by [insider] of the hospital's affairs, as well as the
factors just enumerated, we do not believe that petitioner has borne its
burden of proving that the integration of [insider's] private medical
practice with the operations of the hospital did not result in the net
earnings of the hospital inuring directly or indirectly to [insider] and his
family.
Lowry Hosp. Ass'n v. Commissioner, 66 T.C. 850, 859-60 (1976).
"I A parasite is precisely defined as "an organism that grows, feeds, and lives on or in
another organism to whose survival it contributes nothing," or "one who habitually takes
advantage of generosity without making any useful return." AMERICAN HERITAGE COLLEGE
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private inurement is justifiably found even in the absence of a bad
quantitative transaction or a systematic looting of the entity's

assets.138
In attempting to identify joint venture private inurement
precisely, it is most helpful to rely upon the precedents concerning
the existence of a joint venture for other tax reasons. 3 9 For
general tax purposes, the existence of a joint venture depends upon
the presence of four factors.14 0 First, there must be an express or
implied agreement indicating that the parties intend to establish
a business venture."' Second, there must be joint control and
proprietorship. 4 2 Third, each party must contribute some asset to
the venture. 4 3 Fourth, there must be a sharing of profits.'" In
joint venture private inurement, the intent to conduct a business
venture jointly is normally manifested by an implicit agreement.
Rarely will an insider allow the explicit use of the term "joint
venture" with regard to a joint venture between his taxable entity
and the exempt entity over which he exercises control. 4 5 More

DICTIONARY at 991 (3d ed. 1993).

m In several cases, the theory is relied upon, but the court either refers to the private
benefit doctrine or is ambiguous as to whether it is relying on the private inurement or
private benefit doctrine. See Church By Mail, Inc. v. Commissioner, 765 F.2d 1387 (9th Cir.
1985) (finding that exempt organization's close relationship to insider's for-profit
advertising agency, manifested by shared office space and insider's for-profit agency being
the exclusive provider of services to exempt organization, resulted in private benefit); KL's
Fund Raisers, Inc. v. Commissioner, 74 T.C.M. (CCH) 669 (1997) (finding that exempt
fundraiser's close relationship with insider's for-profit business, manifested by sharing of
space and conducting exempt's activities from for-profit's place of business and during forprofit's business hours, constitutes private benefit); Western Catholic Church v.
Commissioner, 73 T.C. 196 (1979) (finding that religious organization's close relationship
with insider's for-profit entity resulted in private benefit, when exempt organization
purchased investment property used by for-profit entity under net lease arrangement which
allowed for-profit to deduct entire cost of its use of the building); est of Hawaii v.
Commissioner, 71 T.C. 1067 (1979) (finding that exempt entity's close relationship with forprofit insider, whereby exempt entity paid one-half of its gross revenues as royalties to forprofit and in which for-profit supplied insider's managers, resulted in private benefit or
private inurement, but the court did not specify which doctrine applied).
139 See,
e.g., Allison v. Commissioner, 35 T.C.M. (CCH) 1069 (1976); Podell v.
Commissioner, 55 T.C. 429 (1970).
" See Allison, 35 T.C.M. (CCH) at 1077 (holding that the label attached to the"
relationship by the parties is not controlling).
.1 See Podell, 55 T.C. at 431.
142 See id.
,' See id.
'"
See id.
143 But

see Housing Pioneers, Inc. v. Commissioner, 65 T.C.M. (CCH) 2191 (1993) (in
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likely, the insider will implicitly agree in his capacity as de facto
owner of the exempt entity and will implicitly or explicitly agree
in his capacity as true owner of the taxable entity. The second
factor, joint control, is invariably present because of the insider's
de facto and de jure ownership of the exempt and taxable entities,
respectively.
Likewise, both entities contribute assets to the
venture. In the case of the exempt entity, the most significant
contribution is an exclusive customer base through a franchise,
while the taxable entity normally contributes services. For
example, the insider might make the exempt entity purchase all
cleaning supplies from the insider's taxable hardware store. The
final necessary factor, a sharing of profit, is accomplished via the
exempt's grant of the franchise to the taxable entity.
Joint venture private inurement is further exemplified by,
though ultimately distinguishable from, explicit joint venture
arrangements previously approved by both the judiciary and the
Service."' As with joint venture private inurement, approved
explicit joint ventures involving both taxable and exempt entities
involve a close coordination of functions between the two entities
and a grant of a franchise from the tax-exempt entity to the
taxable entity. For example, an exempt hospital might participate
with a taxable entity in a partnership formed to provide health
care.'4 7 The partnership agreement will often establish the taxable
entity as the exclusive manager of the partnership 4 ' or the
1 49
exclusive source of physician services provided by the venture.
The effect is to provide a captive market - a franchise - to the
which insiders caused exempt entity to enter into limited partnership with taxable entity
in which insiders owned general and limited partnership interests).
I" The details of most approved joint venture arrangements are contained in private
letter rulings (PLRs). See generally Korman & Gaske, supra note 134. PLRs contain an
IRS analysis and opinion regarding an individual taxpayer's particular facts and
circumstances in light of existing law and may not be cited as precedent except by the party
to whom the ruling is issued. See I.R.C. § 6110(j)(3). The courts have only rarely
considered joint ventures. See Plumstead Theatre Society, Inc. v. Commissioner, 74 T.C.
1324 (1980) affd 675 F. 2d 244 (9th Cir. 1982); Housing Pioneers v. Commissioner, 65 T.C.M
(CCH) 2191 (1993), affd, 49 F.3d 1395 (9th Cir. 1995), amended 58 F.3d 401 (9th Cir. 1995).
"4 See, e.g., P.L.R. 95-17-029 (Jan. 27, 1995).
l" See, e.g., P.L.R. 96-16-005 (Dec. 19, 1995) (taxable co-venturer to provide all
management services to partnership formed with exempt entity).
",9See, e.g., P.L.R. 96-45-018 (Aug. 9, 1996) (taxable entity to provide all supervisory and
most of the physician services on behalf of limited liability company formed with exempt
entity).
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taxable entity sufficient to create a financial benefit even if the
taxable entity receives no more than equivalent value in return for
its participation in the venture. However, unlike joint venture
private inurement, approved joint venture arrangements have
never involved a private individual in control of both the taxable
and tax-exempt entity. Indeed, there are no reported instances of
legitimate joint ventures between a tax-exempt entity and a
taxable entity owned by the tax-exempt entity's insider. 0 The
effect in such a case would be the financial enrichment of the
insider, 5 ' particularly by virtue of his dual control of the coventurers. In essence, the insider would be able to use the taxexempt entity to subsidize a taxable entity, the profits of which
ultimately accrue to the insider.
Once again, the following hypothetical facts serve to
summarize and illuminate this principle:
Hypothetical 3
Proprietor owns Restaurant, a pizza and Italian food
establishment located in St. Petersburg, Florida,
which he has operated as a sole proprietorship for
more than twenty years. In 1991, Proprietor
created Foodbank as a tax-exempt entity dedicated
to preparing and delivering mid-day meals to
homebound elderly persons. By 1994, Foodbank
receives regular county government grants as well
as donations of cash and nonperishable food items
from local churches, community agencies, and the
general public. Foodbank is staffed and operated
'
The primary judicial and administrative approvals of explicit joint ventures have not
occurred in the context of transactions between insider-controlled exempt entity and the
insider's taxable entity. See Redlands Surgical Services v. Commissioner, 113 T.C. 47
(1999); Plumstead Theatre Society, Inc. v. Commissioner, 74 T.C. 1324 (1980) (finding
taxable co-venturer not an insider with respect to the tax-exempt venturer); Rev. Rul. 9815, 1998-12 I.R.B. 6 (Mar. 23, 1998). The single case involving an explicit joint venture
arrangement between a tax-exempt entity and a taxable entity owned by the exempt
entity's insider resulted in a finding of private inurement. See Housing Pioneers, 65 T.C.M.
(CCH) at 2194.
" See id. (insider caused his taxable entity and tax-exempt entity, which he controlled,
to enter into a partnership which resulted in federal and state tax benefits inuring to
insider's benefit).
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exclusively by Proprietor's spouse and adult son,
each of whom works twenty hours per week for
Foodbank and receives a salary of $600.00 per
month. The remainder of their time each week is
spent working for Restaurant. Foodbank neither
solicits nor accepts unpaid volunteer help. In 1994,
Foodbank leased a previously unused and
financially unproductive portion of Restaurant's
building to use as its place of operations. From this
location, Foodbank prepares and delivers meals to
elderly persons using two old and fully depreciated
trucks donated by Restaurant and displaying
Restaurant's name and logo prominently on either
side. Foodbank assumes all fuel, maintenance, and
insurance costs associated with the trucks from the
date of donation. Foodbank employees normally
prepare all meals in-house. However, to bring
variety to its elderly clients, Foodbank has a policy
of delivering meals purchased from and prepared by
local restaurants at least once per week, often
negotiating a discounted price in exchange for bulk
orders. In 1995 and 1996, 83% of the prepared
meals were purchased from Restaurant at regular
retail prices, less 10%. Foodbank's purchases from
Restaurant accounted for 30% of all meals sold by
Restaurant during each of those years. The food
supplies used to prepare Restaurant meals sold to
Foodbank are usually those that have been in
Restaurant's inventory the longest and which would
soon likely be discarded due to spoilage. Foodbank
purchases restaurant meals from other
establishments only when Restaurant lacks surplus
sufficient to provide meals to Foodbank.
Additionally, Foodbank employees normally prepare
Restaurant's meals sold to Foodbank either in their
capacity as Restaurant employees or during their
work for Foodbank. Since Foodbank uses the trucks
merely four hours per day, Restaurant leases the
trucks at a reasonable price for use in conjunction
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with its pizza deliveries, which begin around 5:00
p.m. and end at midnight. In 1997, Proprietor
purchases a parking lot adjacent to his building
which houses Restaurant and Foodbank. Proprietor
gives the seller a note payable in equal installments
over ten years. Shortly thereafter, Proprietor leases
the lot to Foodbank at a reasonable rent under a
ten-year nonrenewable lease. The lease payments
are sufficient to cover the Proprietor's installment
payments and taxes for the lot.
It should be noted that joint venture private inurement is
essentially a matter of degree and, as with most state nonprofit
corporation statutes, does not prohibit legitimate transactions
between an entity and its insiders or an insider's for-profit
affiliate.' 5 2 Often, an exempt organization is controlled by a board
of directors comprised of successful business people and often
those directors are selected with the hope that the entity will
benefit via donations from, or at least discounted commercial
transactions with the directors' for-profit affiliations. 15 3 That is,
directors are also expected to be benefactors.1 "4
Thus, in
circumstances where a transaction between an insider and the
exempt organization is properly "symbiotic," a finding of private
inurement is unjustified. 15 To make a finding of joint venture
152

See, e.g., N.Y. NOT-FOR-PROFIT CORP. LAW § 715 (McKinney 1999); CAL. CORP. CODE

§ 5233 (West 1990).
1 "The Model Act recognizes that many individuals are elected to nonprofit boards
because of their ability to enter into or cause an affiliate to enter into a transaction with
and for the benefit of the corporation." REVISED MODEL NONPROFIT CORPORATION ACT § 8.31
cmt. 1 (1987).
15 "Some actors in this environment reportedly believe that directors who make financial
contributions have a reciprocal entitlement to self-deal. Indeed the prospect of self-dealing
may entice some directors to serve and to make financial contributions to the organization."
DeMott, supra note 3, at 140 (footnotes omitted).
11 My favorite, and perhaps the only quote on this point is contained in Lowry Hospital
Ass'n v.Commissioner:
Petitioners suggest that the clinic and hospital were in a symbiotic
relationship, both benefiting from the more efficient utilization of
personnel and facilities. We do not hold that such a relationship cannot
exist under the terms of sec. 501(c)(3); we simply say that when it is
predicated on the comprehensive integration of the two organisms
manifested in this record, petitioner must offer convincing proof that
the benefits were not unevenly distributed in favor of the parties
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private inurement, the facts should prove a parasitic rather than
symbiotic relationship.'5 6 Otherwise, the theory would endanger
all legitimate transactions between exempt entities and a large
number of for-profit benefactors who also happen
to have some
15 7
control.
managerial
entity's
the
with
connection
Making the distinction between parasitic and symbiotic
relationships was the Tax Court's implicit task in Bob Jones
8 Bob Jones
University Museum and Gallery v. Commissioner."'
University spun-off its museum as a separate tax-exempt
corporation and the museum leased space located on Bob Jones
University's campus.' 5 9 In fact, after the museum was established
as a separate corporation, it occupied the same space, exhibited the
same artwork and employed the same people as it had before the
separate incorporation. 6 ° Only artwork owned by the University
could be exhibited by the Museum.' 6 ' Two of the museum's five
directors were members of the University's board, and three of the
museum's four officers were officers of the University." 2 The
Service's essential argument was that by hiring the University's
former employees, restricting its exhibits to the University's
artwork, conducting its operations on the University's campus, and
having a managerial structure closely aligned to that of the
University, the museum provided an impermissible benefit to an
insider-controlled taxable corporation. 163 In terms of the joint
venture private inurement theory, the museum conducted the
entirety of its operations through or in a manner consistent with
involved.
66 T.C. 850, 860 n.11 (1976). See also supra note 136 (for the facts of Lowry).
16 Compare the definition of parasite, supra note 137, with the following definition of
symbiotic: "A relationship of mutual benefit or dependence." AMERICAN HERITAGE COLLEGE
DICTIONARY 1374 (3d ed. 1993).
"I "Some self-dealing, though, is truly benevolent. It is not unusual for directors of small
nonprofits to sell goods and services to the nonprofit at below-market prices." DeMott, supra
note 3, at 144.
158

71 T.C.M. (CCH) 3120 (1996).

"I See id. at 3121.
'1 See id.
161

See id. at 3122.

1"2

See id. The court's finding that the two entities were not subject to identical control,

therefore, defies reality. See id. at 3124.
'
See id. at 3122-23. Bob Jones University was once tax-exempt but the Service revoked
its exempt status because of its racially discriminatory policies. See Bob Jones Univ. v.
United States, 461 U.S. 574 (1983).
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its insiders' profit-making apparatus.'6 4 The owners of Bob Jones

I" In an earlier case, the Service successfully argued that the close relationship between
a tax-exempt organization and a taxable entity results in private inurement, though there
were other grounds to support the result. See Restland Mem'l Park of Dallas v. United
States, 509 F.2d 187, 192 (5th Cir. 1975). The facts in that case provide a good example of
ajoint venture-like relationship. In the court's description, set out below, note the intricate
interrelationship between the exempt organization and various for-profit entities controlled
by the exempt organization's insiders:
In 1956 [exempt organization] sold 2.356 acres of formerly dedicated
cemetery land to Young for $10,165. Young then formed a profit
corporation, Restland Funeral Home, Inc., of which he was the sole
shareholder, for the purpose of constructing a mortuary adjacent to the
cemetery. [Exempt organization] entered into an agreement with
Young to lease space in the funeral home, which lease was in turn
pledged as collateral in obtaining a loan for the construction of the
building. Young is president of Restland Funeral Home, Inc. Its vicepresident and secretary-treasurer, C.H. Shackleford and Harry
Thompson, respectively, are also officers of [exempt organization] Shackelford as vice-president, and Thompson as vice-presidentsecretary. [Exempt organization] shares certainjoint expenses with the
funeral home including overhead, advertising charges and salaries.
[Exempt organization] does not charge the funeral home the usual $25
fee which it charges other funeral homes for the use of its cemetery
chapels. . . . Sixty-four per cent of the funerals held in [exempt
organization's] cemetery come from Restland Funeral Home. Salesman
for [exempt organization] also arrange for some pre-need funerals for
the funeral home. The funeral home and [exempt organization] hold
themselves out to the public as offering all funeral-related services at
one place. This package-plan arrangement was at one time advertised
with the slogan, "One call does all." The family of the deceased receives
one bill covering such items and services as a lot, memorial, flowers,
vault and the funeral service. Another cemetery and mortuary, Laurel
Land memorial Park and Funeral Home, operates as a subsidiary of
Restland Funeral Home, Inc. Young, Shackelford and Thompson serve
as officers thereof. As executive director of [exempt organization],
Young sets his own salary. He also selects the members of [exempt
organization's] Board of Directors. Lot owners are required by contract
to relinquish their proxies to Young to vote at meetings of [exempt
organization]. .. Young is also the virtual owner and president of three
additional companies whose operations are interrelated with those of
[exempt organization] - Restland Life Insurance Company, Restland
Investment Company and American Trust Company. The primary
purpose of the insurance company is to insure the unpaid balance on
funeral trust accounts. A family purchases a casket and funeral
services; the seller of the funeral puts 90 per cent of the funds in trust.
These sales are made on a time-payment installment basis. In order to
assure that the entire amount would be paid in the event of the death
of the purchaser, the unpaid balance is covered by the insurance
company. The investment company was chartered as a profit company
for the purpose of selling debentures of [exempt organization]. Preneed funerals were funded by the debentures which mature on the
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University created and controlled the tax-exempt museum and
caused it to function in a manner entirely consistent with, and
through the profit-making apparatus of Bob Jones University.
Thus, private individuals - insiders with respect to the museum
and owners with respect to the taxable co-venturer - captured the
museum's consumer impact and were able to benefit thereby.
Nevertheless, the court rejected the Service's theory and found
neither private benefit nor private inurement primarily because
the museum paid "substantially" less than fair market value for
rental of the University's building and paid nothing for rental of
5
the artwork.1
If it were always the case that within the context of an implicit
joint venture the insider could escape a finding of private
inurement by simply respecting the requirement that all payments
to or from the entity be reasonable, there would be no joint venture
private inurement. Cases involving such close relationships would
instead be analyzed in the manner appropriate to strict accounting
private inurement. 6 6 Yet, the cases hold otherwise. The cases
rightly suggest that an exclusive franchise between an insider and
an exempt entity is a second source of wealth, a financial benefit
in itself, even though the franchise is comprised of fair and
reasonable transactions, and the receipt of such wealth gives rise
to private inurement. 16 7 In a very real sense, the franchise makes
the insider wealthier to the extent that he has captured a
consumer and manages that consumer in a manner which lends
predictability to and decreases the risks of market fluctuations on
his own for-profit activities. Paying reasonable rates for each
transaction constituting the franchise, therefore, does not negate
the fact that wealth is being transferred from entity to insider,
albeit indirectly.
What is it then that distinguishes Bob Jones University
Museum and Gallery, where the court did not find private

death of the purchaser, or in twenty years. The trust company serves
as a vehicle for the investment of perpetual care funds. It has no assets
of its own and its stock is presently worthless.
Id. at 189.
16 See Bob Jones Univ. Museum and Gallery, 71 T.C.M. (CCH) at 3121.
'
See supra notes 67-111 and accompanying text.
1
See supra notes 129-32.
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inurement, from other cases finding private inurement based on a
close relationship between an insider and a tax-exempt entity? It
may be that the court in Bob Jones University and Museum
Gallery thought the facts did not support a sufficiently close
relationship such that an implicit joint venture existed. This is
certainly a possible, but unconvincing, explanation given the
obvious interweaving of functions between the taxable and taxexempt parties. The answer, instead, appears to be a sort of
evidentiary matter. A joint venture relationship manifested by a
monopolization of the entity's purchasing power ought to create a
presumption of private inurement based upon the practical
observation that an exclusive franchise is indeed a significant
financial benefit. The presumption, though, should not be
iriebutable. It rightly increases the burden of proof 168 but that
burden should not be an impossible one, lest, for example, exempt
entities never engage in transactions with their own board
members. The distinguishing feature in Bob Jones University
Museum and Gallery - the evidence that apparently rebutted the
presumption - is that the separate transactions comprising the
franchise and demonstrating the close relationship were all
completed at less than equivalent value. 169 In a sense, any benefit
gained through the for-profit's monopolization of the entity's
purchasing power was donated back to the exempt entity and thus
did not increase the for-profit's wealth. There would be no such
benefaction in the relationship between insider and exempt entity
if the insider's taxable entity charged equivalent value (or more)
for each transaction. Absent a benefactory effect, a finding of
private inurement would have been justified. This is a rather
fancy way of saying that an exempt entity ought to be allowed to
conduct business with its insiders, even exclusively, if those
insiders also manifest and maintain the status of benefactor
within the context of those transactions.
That the appropriation of a franchise (i.e., an exclusive right
to provide consumer goods and services) may result in private
inurement certainly stretches the prohibition as it is literally

See Lowry Hosp. Ass'n v. Commissioner, 66 T.C. 850, 860 n.ll (1976).
71 T.C.M. (CCH) at 3121 (1996). The rental value of the museum building was $10-$12
per square foot although the museum paid only $3 per square foot. Id.
162
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articulated in section 501(c)(3). As a literal matter, a franchise
hardly equates to a transfer of net earnings, especially when the
franchise comprises distinct transactions, each of which is fair and
reasonable as a purely economic matter. It is not unprecedented
in tax law, though, that the grant of exclusive or priority rights is
viewed as an economic benefit sufficient to trigger a taxable event.
In the closely related field of tax-exempt bond financing, for
example, "private business use "17° rules are intended to prevent
tax favored income from being diverted to private use. 171 As with
the literal form of private inurement, private business use results
when tax-exempt bond proceeds (or facilities financed with such
proceeds) are actually transferred to private business.17 2 Private
business use occurs also when private business is granted
exclusive or priority rights with respect to bond proceeds. 7 3 For
example, limiting the use of a bond financed airport to a few
commercial pilots results in private business use, though the
commercial pilots serve the general public and pay a fair rate for
use of the airport.'7 4 Hence, individual wealth can be accomplished
via the grant of a franchise.' 7 5 Tax exemption jurisprudence thus

17 For the interest on state or local bonds to be tax exempt, no more than 10% of the
proceeds therefrom may be devoted to "private business use." See I.R.C. § 141(b)(1). For
the interest on bonds issued on behalf of a tax-exempt entity ("qualified 501(c)(3) bonds"),
no more than 5% of the net proceeds may be devoted to "private business use." See I.R.C.
§ 145(a)(2)(B). For a discussion of the legislative efforts to prevent the private use of taxexempt borrowing, see Livingston, supra note 28.
17 "The purpose of the private activity bond tests of section 141 is to limit the volume of
tax-exempt bonds that finance the activities of nongovernmental persons, without regard
to whether a financing actually transfers benefits of tax-exempt financing to a
nongovernmental person. The private activity bond tests serve to identity arrangements
that have the potential to transfer benefits of tax-exempt financing, as well as
arrangements that actually transfer these benefits." Treas. Reg. § 1.141-2(a) (1998).
72 See generally Treas. Reg. § 1.141-3(b) (1997) (actual ownership or lease of bond
financed facility results in private business use).
,13 The Regulations define private business use to include arrangements whereby a
private individual is granted a "special legal entitlement" or a "special economic benefit"
with respect to exempt bond financed facilities. Treas. Reg. § 1.141-3(b)(7)(i). A special
legal entitlement or a special economic benefit may arise from the fact that a private
individual is granted exclusive or priority rights to the use of a facility. Id; see also Treas.
Reg. § 1.141-3(f), ex. 3, 7.
114 See Treas. Reg. § 1.141-3(0, ex. 8.
" Likewise, in Rev. Proc. 97-13, the Service states that private business use does not
occur when a hospital grants admission privileges to a doctor or group of doctors provided
"these privileges are available to all qualified physicians in the area." 1997-1 C.B. 632. But
see Harding Hosp., Inc. v. United States, 505 F.2d 1068 (6th Cir. 1974) (insiders treated 90-
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recognizes that wealth can arise without a direct transfer of net
earnings. If private inurement required a direct transfer in all
cases, the intended prohibition against even the "scintilla of
Ultimately, the
individual profit"'76 would be thwarted.
prohibition's intent justifies a non-literal approach.
Even under a non-literal approach, though, a finding of private
inurement requires a "scintilla" of individual profit if the doctrine
is held true to statutory language or legislative intent. 177 That is,
an insider must in some fashion realize an accession to wealth,
though that realization might not be the result of a direct transfer.
The Service's approach to revenue-sharing arrangements is
The Service has
therefore troublesome, if not incorrect.
as more than
arrangements
revenue-sharing
viewed
consistently
8
a strict accounting matter.17 According to the Service, even if the

95% of all patients admitted by exempt hospital resulted in private inurement).
"' See supranote 57 and accompanying text.
117 See supra notes 51-58 and accompanying text.
178 The Service's analytical discussion of revenue sharing arrangements has been a long
and arduous one, to say the least, and comprises a long line of internal legal memoranda.
See G.C.M. 39,862 (Nov. 21, 1991) (stating that a hospital which compensates an
independent contractor service provider via a portion of its net revenues engages in private
inurement, per se.); G.C.M. 39,674 (June 17, 1987) (approving a profit-sharing incentive
compensation plan and stating that such plans do not necessarily result in private
inurement); G.C.M. 38,905 (June 11, 1982) (stating that a contingent compensation
arrangement that creates a conflict between an employee's personal interest and the
interests of the tax-exempt entity results in private inurement even if the amount paid is
reasonable and setting forth five factors by which to test such compensation arrangements);
G.C.M. 38,394 (June 2, 1980) (discussing, but not deciding whether a tax-exempt entity
which collects the fees generated by its employees and returns a portion of the fees to the
employees as compensation violates the prohibition); G.C.M. 38,322 (Mar. 24, 1980)
(disapproving of an incentive compensation paid to the general counsel of a labor union's
health and welfare insurance fund and stating that paying a percentage of gross income as
compensation may be private inurement even if the amount is reasonable); G.C.M. 38,283
(Feb. 15, 1980) (approving a profit-sharing plan for a tax-exempt hospital and reversing a
contrary position that profit-sharing plans were inherently incompatible with tax-exempt
status); G.C.M. 36,918 (Nov. 11, 1976) (approving an incentive compensation plan for
physicians of a tax-exempt hospital); G.C.M. 35,638 (Jan. 28, 1974) (approving a
productivity incentive plan for non-managerial and non-medical employees of a tax-exempt
hospital); G.C.M. 32,453 (Nov. 30, 1962) (approving an incentive compensation plan for
physicians employed by a tax-exempt hospital);. General Counsel Memoranda are
essentially the informed, yet entirely nonprecedential, internal ruminations of an agency
with primary enforcement authority of the tax laws. See Stichting Pensioenfonds Voor De
Gezondheid, Geestelijke En Maatschappelijke Belangen v. United States, 129 F.3d 195, 200
(D.C. Cir. 1997); see also Disabled Am. Veterans v. Commissioner, 942 F.2d 309, 315 n. 5
(6th Cir. 1991) (stating "such informal, unpublished opinions of attorneys within the IRS
are of no precedential value, and we are not prepared to rest a specific interpretation of a
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arrangement does not involve the payment or potential payment
of more than a reasonable amount, it might still constitute private
inurement under the theory that the arrangement, if not properly
structured, results in a joint venture between the insider and
exempt entity. 179 However, the hallmark of a joint venture is the
division of profit.'80 There is no such accession to entity wealth in
a revenue-sharing arrangement that does not allow the payment
of an unreasonable amount or the unlimited use of entity assets.
Indeed, if a revenue-sharing arrangement does not create strict
accounting or incorporated pocketbook private inurement, there
must be another source of wealth, the transfer of which justifies a
finding of private inurement. Under joint venture private
inurement analysis, that additional source of wealth is the grant
of a franchise or priority rights with regard to the exempt entity's
consumer needs. The grant of a franchise is a valuable right
law passed by Congress on what may be nothing more than the general consideration of
these government employees.). As a practical matter, it is both common and routine to see
General Counsel Memoranda cited and relied upon in various circumstances. See
HOPKINS, supra note 22, at 859 (noting "in practice... these documents are cited as the
IRS's positions on issues, such as in court opinions, articles, and books"). Thus, neither
practitioners nor academics can ignore the reasoning contained in such memoranda. The
Service's historical discomfort with revenue sharing arrangements is made apparent by its
approach to three almost identical cases involving revenue sharing arrangements. See, e.g.,
University of Md. Physicians v. Commissioner, 1981 T.C.M. (P-H)
81,023; University of
Mass. Med. Sch. Group Practice v. Commissioner, 74 T.C. 1299 (1980); B.H.W. Anesthesia
Found. v. Commissioner, 72 T.C. 681 (1979). In all three cases, an exempt organization
supplemented the fixed salary of its employees/insiders with a percentage of revenue; in
each case the courts found no private inurement because the total salaries were reasonable.
Curiously, the Service acquiesced in B.H.W. Anesthesia, did not acquiesce in University of
Massachusetts Medical School Group Practice,and then challenged the exact practice in
University of Maryland Physicians. See 1981 T.C.M. (P-H) 1 81,023 n.2.1.
"I' "[Tihe presence of a percentage compensation agreement will destroy the
organization's exemption under section 501(c)(3) of the Code where such arrangement
transforms the principal activity of the organization into a joint venture." Rev. Rul. 69-383,
.1969-2 C.B. 113. In one opinion, the Service stated that "proof that a given class of
payments to or for the benefit of employees can never exceed reasonable compensation will
not, however, provide adequate assurance of compatibility with the exclusive pursuit of
exempt purposes." G.C.M. 36,918 (Nov. 11, 1976).
Thus, a compensation plan of an exempt organization does not result in prohibited
inurement if: (1) the compensation plan is not inconsistent with the exempt status,
such as merely a device to distribute profits to principals or transform the
organizations principal activity into a joint venture, (2) the compensation plan is the
result of arms-length bargaining and (3) the compensation plan results in reasonable
compensation.
GCM 39,674 (June 17, 1987).
180See supra note 133 and accompanying text.
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capable of transfer, but a revenue-sharing arrangement does not
necessarily involve a franchise any more than a fixed salary
arrangement constitutes a franchise. In either case, the service
provider always has exclusivity, at least with respect to a
particular job or task for which compensation is paid. Stated
another way, a franchise is no more present under a revenuesharing arrangement than it is under a fixed salary arrangement.
Without a franchise - an exclusive or priority right to a consumer
base - there is no additional source of wealth transferred to an
insider.
Indeed, nothing more than reasonable salary is
transferred and as a result there can be no joint venture private
inurement.
The Service's counterpoint is that if not properly structured,
a revenue-sharing arrangement might encourage the
mismanagement of the entity, even in the absence of a transfer of
entity wealth to the insider.' 8 ' The Service quite correctly asserts
that such mismanagement may manifest itself in an increase in
the charges made to charitable beneficiaries or, in some other

1

In one opinion, the Service states;

The magnitude of compensation, however, is only one of the factors
considered in resolving the issue of private inurement and attention
must also be focused on the overall interrelationship between the
parties involved.
Prohibited inurement often exists where a given
method of compensation establishes relationships between parties
which detract from the exempt purposes of the charitable employer. In
this regard, contingent compensation arrangements frequently create
a significant conflict between serving the personal interests of
employees and maximizing the extent to which ongoing activities may
otherwise serve the exempt purpose of a charitable organization. When
compensation is determined as a percentage of net earnings, the
interests of affected employees may be enhanced by an increase in net
earnings through the manipulation of receipts and expenditures (e.g.,
by an increase in the price or a reduction in the cost of the goods or
services provided by the charitable organization) while possibly
diverting from the effective achievement of the charitable organization's
exempt purposes (e.g., by a reduction in either the number of potential
charitable beneficiaries or the quality of goods or services provided by
the charitable organization).. .Although a percentage compensation
arrangement based on net earnings is not per se improper, payments
made pursuant to such an arrangement would constitute prohibited
inurement where all the factors bearing upon the relationship between
the parties indicate a conferral of private benefit without a
corresponding achievement of an exempt purpose.
G.C.M. 38,905 (June 11, 1982) (citations omitted).
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fashion, a decrease in the number of beneficiaries served by the
entity.112 Either result is foreseeable because an increase in
charges or a decrease in charitable beneficiaries leaves a greater
surplus from which to measure an insider's percentage-based
compensation. These results, the Service correctly asserts, are
possible even though variable salaries may be limited to the
amounts considered reasonable." 3 There is still room for insider
manipulation with an eye towards receiving the maximum
reasonable amount. Such results are, however, essentially other
manifestations of private benefit, not evidence of private
inurement.'
Increasing charges or decreasing the number of
persons served essentially results in limiting the number of
persons benefited by the entity's existence, but there is no entity
wealth transfer if the percentage amount can never result in the
payment of more than reasonable value. The entity still has what
it ought to have left after a given period of time. There is simply
a decrease in the number of beneficiaries that, perhaps, ought to
have been served if the entity is to be deemed charitable. Thus,
the Service's conclusion that exemption is forfeited even without
an identifiable wealth transfer may be correct as a matter of
private benefit doctrine. Without an actual transfer, though, the
conclusion is incorrect as a matter of private inurement doctrine.
The Tax Court made this precise conclusion in LorainAvenue
Clinic v. Commissioner,8 5 based upon a revenue-sharing
arrangement which, though not shown to result in unreasonable
compensation, had the effect of placing the insiders' personal
interests in direct conflict with the charitable goal. In essence, a
limited number of points was divided among several physicians in
the same proportion as an individual physician's patient revenues
bore to the total patient revenues earned by the exempt
organization. 186 Thus, if total revenue was $100, the physician

'*

See id.
See id.

"

See supra notes 122-30 and accompanying text.

l

31 T.C. 141, 159 (1958).

"8

Basically, the exempt organization's trustees set aside a certain amount each year to
be available for compensation. See id. at 150, 152. Each physician's salary was then
determined by calculating the percentage of points earned by an individual physician and
applying that percentage to the total amount set aside as a compensation pool. See id. at
149. The points were awarded as follows:
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who accounted for $60 in charges received 60 percent of the
available points. Annual salary was then determined by dividing
a limited amount of money among the employees in the same
proportion as each individual's point total bore to the total points
available.' 8 7 If the total money available was $100, the physician
with 60 points received $60. Each physician, therefore, had an
incentive to bring in more revenue, and since each could set his or
her own rates for services, that incentive could result in higher
The
charges to patients and fewer patients served.'8 8
compensation method had the potential to decrease the number of
beneficiaries who ought to have been served if the activity were to
be deemed "charitable" and therefore worthy of tax exemption.'8 9
A physician who treated only three patients, might still earn more
There will be assigned a total of 300 points to be divided among the
doctors in proportion to the charges made by him for professional
service...
A further 300 points will be divided among the doctors in proportion to
the number of visits to or by patients made by or to the physician
during the previous calendar quarter.
A further 250 points will be divided among the doctors as a credit for
new patients seen during the fifth preceding calendar quarter in
proportion to the charges made against such new patients during the
first year after their registration; for this purpose, the total charges are
to be credited to the first doctor seeing the new patient...
A further 100 points will be divided among those physicians not limiting
their practice to surgery or some of its branches in proportion to the
sum total of the previous 850 points.
A further 50 points will be set aside for a bonus fund to be distributed
by the President of The Clinic to the physician or physicians who, in his
opinion and at his sole discretion, have contributed the most in
proportion to their income from the Clinic to build up the welfare of The
Clinic ....
Id.
I7 See id. Thus, a physician who earned 50% of the points received 50% of the total
amount set aside as compensation.
Id. at 163.
"
Of course, a physician could have increased his salary by lowering his or her rates and
hoping that lower rates would result in increased volume of patients and an increased
proportion of total revenue. In LorainAvenue Clinic, though, it was the mere potential that
the method would decrease the number of beneficiaries which lead to the court's conclusion
that "the adoption of the above described system.., for fixing the respective salaries of the
individual doctors effectively ruled out a charity clinic and made petitioner's operations the
conduct of a professional work for profit." Id.
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points by charging higher fees and thereby limiting the number of
beneficiaries. The Tax Court correctly found a violation of the
private benefit doctrine. 9 ' Denying tax exemption is correct in
such cases, but reliance on private inurement without a transfer
of wealth, as is the case in the Service's approach to revenuesharing arrangements, is incorrect.
Hypothetical 3 provides the opportunity to summarize the
principles and subtleties of joint venture private inurement. The
striking difference, of course, between this type of private
inurement and the first two types is that the transactions between
the taxable and tax-exempt entity do not obviously harm the
charitable endeavor. Particularly, the explicit exchanges occurring
between the taxable and tax-exempt entity do not involve an
overpayment or undercharging by the exempt organization nor is
there an apparent looting of the entity's assets. The taxable entity
donated trucks to the tax-exempt entity and sold prepared meals
at a 10% discount. Nevertheless, there is a close coordination of
functions between the two entities similar to that which might be
found in a joint venture. In addition to having an insider who also
controls the affiliated taxable entity, the tax-exempt entity is
resident in the taxable entity's building, uses employees financially
related to the taxable entity and the exempt organization's insider,
and purchases virtually all of its prepared meals from the taxable
entity. Thus, the tax-exempt organization serves as a ready
customer for the taxable entity when one would not otherwise
exist, particularly with respect to the leased building and meals
purchased from the taxable entity, and the net lease of the taxable
entity's parking lot. Finally, the tax-exempt entity's use of
delivery trucks, though donated by insider's taxable entity, results
in free advertising for the taxable entity and relieves the insider
of maintenance and operating costs with respect to the trucks.
These facts manifest an implicit joint venture whereby an insider
monopolizes the tax-exempt's consumer power in a manner
conveying a financial benefit.

" Admittedly, the court in Lorain Avenue Clinic briefly referred to a violation of the
prohibition against private inurement earlier in the opinion. See id. at 157-59. A fair
reading, though, indicates that the opinion is based upon the private benefit doctrine.
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It might be argued, though, that the tax-exempt entity's
receipt of discounted meals from the taxable entity and the taxable
entity's donation of the trucks prove that the insider is acting as
a benefactor with respect to the tax-exempt entity and thereby
rebutting the logical presumption of private inurement. The
exempt entity's employees, however, prepare the discounted meals,
sometimes in their capacity as Foodbank employees and normally
from inventory that would not otherwise be sold. The donation of
the trucks provides advertising for the taxable entity while
simultaneously relieving it of a maintenance burden. Under
circumstances indicating that the benefaction is ultimately selfserving, the presumption of an accession to wealth via a franchise
should not be defeated. Ultimately, it is fair to conclude that the
insider has created a parasitic, rather than symbiotic relationship,
involving joint venture private inurement.
Although uncovering categories of private inurement is a
tedious and fact specific exercise, doing so proves that determining
the existence of private inurement in any given case is not merely
a matter of ad hoc application of facts and circumstances. Instead,
focusing on the presence of an improper synonymity of insider and
entity wealth provides structure and predictability to the issue of
private inurement. Whenever it might be said that the entity's
wealth is also an insider's wealth, by whatever direct or indirect
method, it is likely that private inurement occurs. Thus, strict
accounting, incorporated pocketbook and joint venture private
inurement all exhibit a recognizable synonymity between private
and charitable wealth.
III. EXCESS BENEFIT TRANSACTIONS AS PRIVATE INUREMENT
It is difficult to know whether adoption of the phrase, "excess
benefit transaction" in section 4958 was intended to restate or
In one sense, the phrase
redefine the law of private inurement.'
provides a concise blackletter summary of strict accounting and

19'
The legislative history of section 4958 uses the phrases "private inurement" and
.excess benefit transactions" synonymously and generally makes clear that the statute is
intended to provide better enforcement of the prohibition against private inurement. H.R.
REP. No. 104-506, at 53-60 (1996), reprintedin 1996 U.S.C.C.A.N. 1143, 1176-83.
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incorporated pocketbook private inurement. 192 In another, the
phrase seems oblivious to the theory of joint venture private
inurement.'9 3 And in the final sense, the phrase redefines private
inurement as the doctrine is manifested by revenue-sharing
arrangements. Whatever the intent, analyzing excess benefit
transactions provides opportunity for further resolution of the
precise meaning of private inurement.
The general definition of "excess benefit transaction" is
essentially a reiteration of strict accounting and incorporated
pocketbook private inurement:
The term "excess benefit transaction" means any
transaction in which an economic benefit is provided
by an applicable tax-exempt organization directly or
indirectly to or for the use of any disqualified person
if the value of the economic benefit provided exceeds
the value of the consideration (including the
performance of services) received for providing such
benefit. For purposes of the preceding sentence, an
economic benefit shall not be treated as
consideration for the performance of services unless
indicated its intent to so
such organization clearly
94
treat such benefit. 1
The definition's first sentence contains a statutory recognition
that paying too much or charging too little results in a wealth
transfer and is thus identical to strict accounting private
inurement. The second sentence is a similar statutory recognition
that an insider who withdraws an entity's wealth at his whim,
rather than within the bounds of an intentional and provable
employment compensation agreement, engages in an excess benefit
transaction which is identical to incorporated pocketbook private
inurement.'9 5 The laudable point in the statutory reiteration is
92 See supra notes 112-31 and accompanying text, for the discussion of incorporated
pocketbook private inurement.
1 See supra notes 132-90 and accompanying text, for the discussion of joint venture
private inurement.
I I.R.C. § 4958(c)(1).
1 By making the value of the insider's services irrelevant when intent cannot be proven,
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that the definition clarifies the interrelationship between strict
accounting and incorporated pocketbook private inurement. The
withdrawal of wealth at an insider's whim, rather than in
accordance with a stated compensation agreement, necessarily
results in an excess benefit transaction regardless of the value of
the insider's services to the entity. On the other hand, the
withdrawal of wealth actually contemplated by the compensation
agreement does not necessarily prevent an excess benefit
transaction from occurring. The total wealth provided to an
insider must still be no greater than fair market value provided to
the entity. While this is true also with respect to strict accounting
and incorporated pocketbook private inurement, it might be
overlooked because the cases have never explicitly addressed both
theories simultaneously. In any event, the general definition of
excess benefit transactions does well in capturing the meaning of
strict accounting and incorporated pocketbook private inurement.
The same cannot be said, however, with regard to joint
venture private inurement. The definition recognizes that an
excess benefit transaction may occur "indirectly" but that term
seems limited to instances in which a taxable subsidiary pays an
unjustified amount to a person who is an insider with respect to its
tax-exempt parent. 196 The apparent concern is that assets
ultimately owned by an exempt entity are diverted to an insider
through the use of an intermediary. Thus, the subsidiary, if tax
exempt, must itself engage in what would be an excess benefit
transaction to find that the parent engaged in an excess benefit

the definition mimics incorporated pocketbook private inurement. Thus, when a transfer
is not demonstrably compensation, the transaction is treated as though occurring outside
the bounds of an employment relationship. See Darryll K Jones, Tax Exemption Issues
FacingAcademicHealthCenters in the Managed CareEnvironment, 24 J.C. & U.L. 261, 289
(1997) (stating "if the intent to allow personal use cannot be demonstrated as one which
arose at or prior to the time of personal use, the organization is viewed as having
distributed funds or assets without obtaining fair market value in return, even though the
organization may later show that the recipient's services were worth the additional
compensation represented by the personal use of funds or assets.").
19 "A tax-exempt organization cannot avoid the private inurement proscription by causing
a controlled entity to engage in an excess benefit transaction. Thus, for example, if a taxexempt organization causes its taxable subsidiary to pay excessive compensation to an
individual who is [an insider] with respect to the parent organization, such transaction
would be an excess benefit transaction." H.R. REP. No. 104-506, at 56 n.3 (1996), reprinted
in 1996 U.S.C.C.A.N. 1143, 1179.
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transaction.'9 7 For example, an excess benefit transaction might
occur where an insider is paid a reasonable salary by an exempt
hospital and also receives an undeserved amount from the exempt
entity's wholly-owned taxable insurance company. 9 8 That an
excess benefit transaction may occur "indirectly," therefore, does
not seem applicable to situations involving joint venture private
inurement since, in joint venture private inurement cases, there is
no requirement that the second entity pay too much or charge too
little to the insider. All that is required is such a close relationship
between the exempt organization and the insider's profit-making
apparatus that the insider benefits from the franchise inherent in
the relationship.
Perhaps the omission ofjoint venture private inurement from
the definition of excess benefit transaction is preferable. A major
criticism of private inurement jurisprudence, as has previously
been noted, is that it is protean and thus difficult to predict,
define, and apply.' 99 A prime reason for this, of course, is that
private inurement may occur without a direct hand-to-hand
transfer of wealth. Therefore, a direct transfer requirement under
the general definition of excess benefit transactions serves the
purpose of removing some of the elusiveness from private
inurement jurisprudence. In that sense, the definition exhibits
fidelity to the statutory articulation of the prohibition against
private inurement.
Fidelity to original articulation, though, may require sacrifice
with respect to the original intent of preventing even the "scintilla
of individual profit," unless one disagrees that an insider's use of
an exempt entity as an exclusive customer base conveys wealth.
Certainly a business owner who enjoys the franchise rights to a
particular consumer base is wealthier than a business owner who
normally serves the consumer base but has no exclusive
" The recipient need not be an insider with respect to the subsidiary but need only be
an insider with respect to the parent.
I" The Service concluded that private inurement existed when an exempt health care
facility paid its CEO a reasonable salary, but also caused its wholly-owned taxable
insurance company to pay an additional, undeserved salary. See T.A.M. 94-51-001 (Apr. 14,
1994). The Service determined that the salary from the insurance company was excessive
because the insider was unqualified for the position he held at the insurance company. See
id.
I" See supra Part I.
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opportunity or right to do so. For that reason, joint venture
private inurement, while not contingent upon a discretely unfair
or unreasonable hand-to-hand transfer, is legitimately within the
prohibition's original intent.
Joint venture private inurement would be difficult to quantify
as an excess benefit transaction. The excess benefit scheme relies
upon discrete and quantifiable measurements of private inurement
for its enforcement effect. An unfair amount paid to an insider in
a discrete transaction triggers an excise tax measured by reference
to the profit distributed to an insider and thereby allows
enforcement of the private inurement prohibition without
completely revoking the organization's exempt status. °° Joint
venture private inurement identifies an unfair source of wealth,
that is, the franchise is appropriated by an insider but does not
involve discretely unfair transactions.
Thus, there is no
measurable quantity by which to measure and impose an excise
tax. Instead, joint venture private inurement constitutes a
pervasive infection, a parasitic relationship, of the entire exempt
operation and complete revocation of exempt status is more
appropriate than cases in which private inurement occurs with
respect to a single transaction. The loophole created by the
omission of joint venture private inurement from the definition of
excess benefit transactions is therefore better addressed by
application of the original and still present private inurement
prohibition and its exclusive reliance on denial or revocation of taxexempt status as the means of enforcement.0 1
The definition of excess benefit transaction also differs from
present private inurement jurisprudence in its treatment of
See I.R.C. § 4958(a)-(b).
Instead of the imposition of an excise tax, the penalty would be the complete revocation
of tax exemption under section 501(c)(3). The legislative history strongly indicates that
where the incidence of excess benefit is pervasive, revocation of tax-exempt status is
appropriate:
In general, the intermediate sanctions [i.e., excise taxes under sections
4958(a) and (b)] are the sole sanction imposed in those cases in which
the excess benefit does not rise to a level where it calls into question
whether, on the whole, the organization functions as a charitable or
other tax-exempt organization. In practice, revocation of tax-exempt
status, with or without the imposition of excise taxes, would occur only
when the organization no longer operates as a charitable organization.
H.R. REP. No. 104-506, at 59 n.15 (1996), reprinted in 1996 U.S.C.C.A.N. 1143, 1182.

644

Virginia Tax Review

[Vol. 19:575

revenue-sharing arrangements. It should be noted here that
section 4958 does not actually define a method of analyzing
revenue-sharing arrangements. Instead, the statute delegates
that authority to the Service with the caveat that the Service's
analytical approach may not be inconsistent with present private
inurement law regarding revenue-sharing arrangements." 2
Despite that caveat, the Service proposed regulations addressing
revenue-sharing arrangements in a manner consistent with its
own prior view but apparently oblivious to existing law.2 °3 The
Service asserts that private inurement may be present even if the
amount paid or payable under a revenue-sharing arrangement can
never exceed a reasonable amount. 0 4 According to the Service's
proposal, a revenue-sharing transaction may constitute an excess
benefit transaction if it allows an insider to receive additional
compensation without providing "proportional benefits" that
contribute to the exempt purpose. 2°5 The examples provided in
conjunction with the Service's proposal confirm that if revenuesharing allows an insider to increase her compensation without
providing any benefit to the exempt organization, the arrangement
itself results in private inurement even though the amount paid or
payable is not shown to be unreasonable." 6 The examples also
indicate, however, that private inurement will not be found if there
is no conflict and regardless of whether the insider receives more
than what would be considered reasonable under a fixed
compensation method. °7 Consequently, the Service's approach
makes the transfer of wealth irrelevant and focuses instead solely
on the existence of a conflict of interest.

2" See I.R.C. § 4958(c)(2).
See Prop. Treas. Reg. § 53.4958-5 (1998).
20

See id.

2

Specifically, the proposed regulations states:
A revenue-sharing transaction may constitute an excess benefit
transaction regardless of whether the economic benefit provided to the
disqualified person exceeds the fair market value of the consideration
provided in return if, at any point, it permits a disqualified person to
receive additional compensation without providing proportional benefits
that contribute to the organization's accomplishment of its exempt
purpose.
Prop. Treas. Reg. § 53.4958-5(a).
2' See Prop. Treas. Reg. § 53-4958-5(d), ex. 1-3.
27

See id.
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The Service's approach is inconsistent with respect to existing
private inurement jurisprudence and therefore incorrect with
regard to the treatment of revenue-sharing arrangements as an
excess benefit transaction. 2 8 First, present law does not look to
the existence of a conflict of interest to determine whether a
revenue-sharing arrangement constitutes private inurement.
Present law asks only whether the revenue-sharing arrangement
creates a right to or potential for an overpayment. 2 9 Thus, the
Service's proposed regulations exceed Congress's mandate.2 10

20

Although the Service has been granted authority to define the approach to revenue

sharing arrangement, it may do so only insofar as revenue sharing arrangements constitute
private inurement under section 501(c)(3). See I.R.C. § 4958(c)(2) (stating that revenue
sharing arrangements are only those which constitute private inurement section 501(c)(3)
or 501(c)(4)).
2"
See supranotes 81-92 and accompanying text. Two of the revenue sharing cases cited
in footnote 91 would likely be unaffected by the Service's proposal. See, e.g., Nat'l Found.,
Inc. v. United States, 13 Ct. Cl. 486 (1987); World Family Corp. v. Commissioner, 81 T.C.
958 (1983). In both cases, insiders were compensated via a revenue sharing arrangement
which paid a portion of the donations garnered by the insiders on the entity's behalf to the
entity. See Nat'l Found., 13 Ct. Cl. at 489; see also World Family Corp., 81 T.C. at 962.
Thus, insiders in those cases could not receive additional compensation without conferring
some benefit upon their exempt entities. In three other cases involving revenue sharing
arrangements not resulting in private inurement, the Service's approach would create an
opposite finding. See, e.g., University of Md. Physicians, P.A. v. Commissioner, 41 T.C.M.
(CCH) 732 (1981); University of Mass. Med. Sch. Group v. Commissioner, 74 T.C. 1299
(1980); B.H.W. Anesthesia Found., Inc. v. Commissioner, 72 T.C. 681 (1979). In each of
those three cases, a portion of the exempt entity's surplus revenue was paid to
physician/insiders as additional compensation. Since the amount of surplus available for
distribution in each case could be increased simply by raising prices to patients (i.e.,
charitable beneficiaries), a physician/insider could conceivably receive additional
compensation without proportionally benefiting the exempt organization's goals.
20 It is both interesting and dismaying to note that when Congress "instructed" the
Service to promptly issue guidance "providing examples of revenue sharing arrangements
that violate the private inurement prohibition," it made no mention of various cases which
held, inter alia, that revenue sharing results in private inurement only when the amount
payable under the arrangement is unreasonable. See H.R. REP. No. 104-506, at 56 (1996),
reprintedin 1996 U.S.C.C.A.N. 1143, 1179. Ignoring applicable case law, Congress instead
made reference to informal administrative opinions which in no way constitute legal
authority. H.R. REP. No. 104-506, at 57 n.4 (1996), reprinted in 1996 U.S.C.C.A.N. 1143,
1179 (citing to General Counsel Memoranda 38,283, 38,905, and 39,674 but no case law).
Again, General Counsel Memoranda do not constitute legal authority. See supra note 174.
When the Service later issued proposed regulations, it asked for public comment. See 63
Fed. Reg. 41,494 (Aug. 4, 1998). In response, some practitioners or practitioner groups
correctly asserted that the Service's approach to revenue sharing arrangement was not
found in present law. See, e.g., Gerald M. Griffith & Arther F. deVaux, MichiganState Bar
Section Suggests Changes to IntermediateSanctions Regs, 22 EXEMPT ORG. TAX REV. 564,
569 (1998) (letter to the Internal Revenue Service from the State Bar of Michigan, Health
Care Law Section) (referring to the assertion that inurement may result even if the amount
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payable under a revenue sharing arrangement is reasonable as an "anomaly."); American
Institute of Certified Public Accountants Submits Comments on Intermediate Sanctions
ProposedRegs, 22 EXEMPT ORG. TAX REV. 492, 497 (1998) (letter to the Internal Revenue
Service from the American Institute of Certified Public Accountants) (noting "[w]e are
aware of no precedent for this approach under present law. If the total compensation
package is reasonable in relation to the aggregate consideration provided by the disqualified
person, no excess benefit should result."); Mark B. Weinberg & William J. Olson, Excess
Benefit Regs Too Burdensome, Says Free Speech Coalition, 22 EXEMPT ORG. TAX REV. 531
(1998) (letter to the Internal Revenue Service from the Free Speech Coalition, Inc.)
(commenting to the effect that penalizing revenue sharing transactions even when amount
payable is reasonable constitutes an abuse of statutory authority); Harvey J. Berger,
Executives'AssociationSuggests Changes to IntermediateSanctionsRegs, 22 EXEMPT ORG.
TAX REV. 534, 536 (1998) (letter to the Internal Revenue Service from the Greater
Washington Society of Association Executives) (noting that the Service's approach to
revenue sharing arrangements has "no basis in prior law"); Consulting Firm Recommends
Changesin Intermediate Sanctions Regs, 23 EXEMPT ORG. TAX REV. 147, 150 (1999) (letter
to the Internal Revenue Service from the Hay Group) (commenting to the effect that
analyzing revenue sharing arrangements in a manner other than as a matter of reasonable
compensation is unnecessary and should not be included in final regulations); Sheldon
Elliot Steinbach, Education Council Criticizes Intermediate Sanctions Regs, 23 EXEMPT
ORG. TAX REV. 115, 119 (1999) (letter to the Internal Revenue Service from the American
Council on Education) (commenting that if the amount payable under. revenue sharing
arrangement is reasonable, a finding of inurement should not result). The majority of those
submitting comments support the Service's proposed approach to revenue sharing
arrangements (though they nevertheless seek better articulation), but neither cite to nor
address the cases regarding revenue sharing arrangements. See Stefan F. Tucker, ABA
Members Want IntermediateSanctions Regs Clarified,24 EXEMPT ORG. TAX REV. 176, 193195 (1999) (letter to the Internal Revenue Service from the members of the American Bar
Association Section of Taxation, Committee on Exempt Organizations) (proposing more
detailed articulation of Service's approach, but not discussing applicable case law or
whether approach is consistent with present law); Writer CriticizesIntermediateSanctions
Regs, 22 EXEMPT ORG. TAX REV. 504 (1998) (letter to the Internal Revenue Service from a
private practitioner) (discussing the various General Counsel Memoranda as they relate to
revenue sharing arrangements but failing to mention relevant case law or Service's
authority to adopt new revenue sharing approach); Peter L. Faber, Comments on Proposed
Intermediate Sanctions, 22 EXEMPT ORG. TAX REV. 49, 57 (1998) (arguing that proposed
regulations correctly indicate that a revenue sharing arrangement where amount payable
is reasonable may still result in private inurement, but failing to mention relevant case law
or address Service's authority to adopt new revenue sharing approach); Jerry Cerasale,
Direct Marketers Suggest Changes to ProposedIntermediate Sanctions Regs, 23 EXEMPT
ORG. TAX REV. 140, 141-42 (1999) (letter to the Internal Revenue Service from the Direct
Marketing Association) (discussing various General Counsel Memoranda as they relate to
revenue sharing arrangements but failing to mention relevant case law or Service's
authority to adopt new revenue sharing approach); Randal B. Zickgraf, Health Care
ProviderSuggests Points to Consider in IntermediateSanctionsRegs, 23 EXEMPT ORG. TAX
REV. 153, 154 (1999) (letter to the Internal Revenue Service from a healthcare provider)
(discussing various General Counsel Memoranda as they relate to revenue sharing
arrangements but failing to mention relevant case law or Service's authority to adopt new
revenue sharing approach); Rick Pollack,American HospitalAssociation Says Intermediate
SanctionsRegs Need Clarification,23 EXEMPT ORG. TAX REV. 122, 126 (1999) (letter to the
Internal Revenue Service from an executive vice president of the AHA) (noting various
General Counsel Memoranda as they relate to revenue sharing arrangements but failing
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Second, if private inurement results solely from a conflict of
interest and without a direct or indirect transfer of entity wealth,
the meanings of "net earnings" in section 501(c)(3) and the
"scintilla of individual profit" in the legislative history are
rendered moot. There need not be an insider accession to wealth
if private inurement can result from poor management not
involving a distribution of wealth.
A conflict within the employment relationship is not like an
unlimited ability to withdraw entity wealth or the appropriation
of a franchise, both of which support the conclusion that wealth is
transferred. If the amount payable can never exceed that which is
reasonable, such a conflict can only manifest itself by a reduction
in the value of assets otherwise devoted to a charitable beneficiary.
Thus, the conflict might artificially limit the number of charitable
beneficiaries, and thereby deprive the entity of its "charitable"
label. That potential is relevant to private benefit, not private
inurement.2 1 1 The private inurement doctrine, although protean,
deals exclusively with management profit-taking and is not
implicated by a conflict of interest not involving the siphoning of
entity wealth. If there need be no insider accession to wealth,

to mention relevant case law or Service's authority to adopt new revenue sharing approach);
James J. McGovern, KPMG Comments on Intermediate Sanctions Regs, 22 EXEMPT ORG.
TAx REV. 543, 545 (1998) (letter to the Internal Revenue Service from a principal with an
accounting firm) (discussing various General Counsel Memoranda as they relate to revenue
sharing arrangements but failing to mention relevant case law or Service's authority to
adopt new revenue sharing approach); Phillip G. Royalty, Ernst & Young Submits
IntermediateSanctions Comments, 22 EXEMPT ORG. TAX REV. 522, 528-29 (1998) (letter to
the Internal Revenue Service from a partner with an accounting firm) (discussing various
General Counsel Memoranda as they relate to revenue sharing arrangements but failing
to mention relevant case law or Service's authority to adopt new revenue sharing approach);
Daniel P. Borque, Clarify Key Terms in Intermediate Sanctions Regs, VHA Urges, 22
EXEMPT ORG. TAX REV. 581, 582-83 (1998) (letter to the Internal Revenue Service from
Voluntary Hospitals of America) (discussing various General Counsel Memoranda as they
relate to revenue sharing arrangements but failing to mention relevant case law or
Service's authority to adopt new revenue sharing approach); Matthew W. Hamill,
Independent Sector's Comments on Intermediate Sanctions, 23 EXEMPT ORG. TAX REV. 343,
347 (1999) (letter to the Internal Revenue Service from Independent Sector) (implying that
General Counsel Memoranda are a proper basis for analyzing revenue sharing
arrangements but failing to mention relevant case law or Service's authority to adopt new
revenue sharing approach).
21 See supra notes 122-30 and accompanying text.
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private inurement is merely another version of the private benefit
doctrine.21 2
As it stands, the definition of excess benefit transaction
contains both a simultaneous restatement and questioning of the
private inurement doctrine. Under existing law, a synonymity of
wealth, necessarily manifested by the actual direct or indirect
transfer of value, justifies a finding of improper profit taking. The
proposed approach to revenue-sharing contains an entirely
different implication. Profit-taking is unnecessary for a finding of
private inurement if a relationship between an insider and exempt
entity evidences a conflict of interest. Moreover, what might be
considered profit-taking will not result in a finding of private
inurement if an insider nevertheless acts with fidelity towards an
exempt entity's charitable goal. The latter result suggests a
broader concern than simply the synonymity between insider and
exempt entity wealth. The important implication, then, is that the
doctrine of private inurement, with its exclusive focus on profittaking, is no longer necessary and perhaps should be merged into
the doctrine of private benefit. The practical and theoretical
ramifications of the Service's approach and its effect on the
continued necessity of a strict bar against profit-taking are
explored in Part IV, below.

212

My dismay with the Service's proposed analysis ofrevenue sharing arrangements, and

the private bar's generally less than rigorous intellectual response, results from my
conclusion that both the Service and the major "players" (which include representatives
from major law and accounting firms, as well as from major public interests groups) with
respect to the doctrine of private inurement seem oblivious to legal precedent, instead being
content to simply make up rules entirely outside of the proper judicial or legislative process.
See supra note 208. Of course, academicians may have some responsibility for this state
of affairs, since they have rarely, if ever, spoken on the important issue of private
inurement either in scholarly publications or via the public comment process. See supra
notes 16, 210. In any event, such an approach lends credence to Judge Posner's rather
apparent disdain as expressed in United Cancer Council, Inc. v. Commissioner, 165 F.3d
1173 (7th Cir. 1999). See Carolyn D. Wright & Fred Stokeld, EO Community Reacts to
BlisteringReversal in UCC Case, 82 TAx NOTES (TA) 937, 937-40 (Feb. 15, 1999) (noting
that Judge Posner's opinion was "strongly worded," that he "sharply disagreed" with the
Service's approach, and that he "came close to ridiculing the Service's application of a factsand-circumstances standard").
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PRIVATE INUREMENT/EXCESS BENEFIT IN THEORY
AND PRACTICE

Academic scholars have heretofore provided little assistance
to practitioners seeking to apply section 501(c)(3) in real world
situations.2 13 Scholars generally pay insufficient attention to the
2 14
daily grinding and sometimes perplexing detail of the tax code,
preferring instead to remain insulated in places on high and from
such places rendering far-sighted abstract theories regarding the
proper occasion for tax exemption.2 1 5 Practitioners, on the other
hand, remain ensconced amongst the trees comprising the
proverbial forest. Rarely, if at all, have practitioners looked
beyond their foxholes in an effort to detect theoretical notions
213

One scholar devotes an entire article to a discussion of the growing marginalization

and potential irrelevance of legal tax scholarship as it relates to the actual practice of tax
law, and how the problem might be corrected. See generally Michael A. Livingston,
Reinventing Tax Scholarship:Lawyers, Economists, and the Role of the Legal Academy, 83
CORNELL L. REV. 365 (1998).
"I Iam essentially articulating a frustration I experienced in practice whenever I sought
written scholarly guidance on the issue of private inurement. For example, two scholars
who have a useful theory in the search for the meaning of private inurement in a broad
general sense nevertheless assert that the prohibition against private inurement is
"uncontroversial" and thereby demonstrate a lack of sensitivity to the issues with which
practitioners struggle. See COLOMBO & HALL, supranote 32, at 168. Another scholar whose
theoretical discussion is also of great use in my academic pursuits (as demonstrated by the
frequency with which I cite to her work herein) states that "[pirofits-based compensation,
of course, expressly violates the nondistribution constraint." Brody, supra note 5, at 464.
These assertions are arguably consistent with the language of the statue and even the
legislative history, but they seem inconsistent with the "everyday" judicial approach to
revenue sharing arrangements. See supra notes 79-93 and accompanying text.
"15I do not mean to denigrate the importance of theoretical works but only point out that
theorists devote too little effort to a study and discussion of the practical "brick and mortar"
upon which their theories are presumably built and intended to strengthen. Professor
Atkinson, although speaking to the danger of seeking a single all-encompassing theory
related to tax exemption, perhaps admits to the danger of keeping one's head in the clouds:
[Wie may be guilty of murdering to dissect, of basing our exemption
theories on a cadaver of our own creation rather than on the flesh-andblood charities that populate the real world . . . When we Grand
Theorists force the body of charity into the Procrustean bed of singlevariant theories, we are tempted to leave out aspects that do not readily
fit. Some of these may be important aspects of our pre-analytic,
ordinary language understanding of charity. And this danger of
distortion carries with it a second danger: in failing to account for these
aspects of charity, we may be weakening the political case for the
exemption of a more or less wide array of organizations we are ready to
accept, from a more synoptic perspective, as charitable.
Atkinson, supra note 35, at 424-25.
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floating in the winds above. To the same extent that scholars offer
far-sighted theories apparently unresponsive to everyday issues or
concerns of practitioners, practitioners assert near-sighted
solutions generally unresponsive to the aged lack of consistent
theory with respect to tax-exempt organizations.2 1 6 Both scholars
and practitioners have engaged in parallel discussions, each group
insulated from the other as though existing in separate universes
wholly unaware of the other's presence.
This article has therefore attempted an empirical search for
the meaning of private inurement and the effect of that meaning
on the newly enacted doctrine of excess benefit transactions.2 17 As
such, the discussion to this point and beyond attempts to be
equally relevant to both practitioners and scholars. By offering
structure and predictability to the meaning of private inurement
and excess benefit transactions, this article provides a point from
which practitioners might safely address practical issues and
concerns and from which scholars might define relevant and
helpful theories of tax exemption. This article thus provides a

""6While the members of the Exempt Organization Subcommittee of the American Bar
Association offered detailed comments with respect to the proposed regulatory
interpretation of excess benefit transactions and even supported a form of revenue sharing,
they never addressed the overall theory of tax exemption or how revenue sharing or
loosening the prohibition against private inurement fits within such a theory. See Stefan
F. Tucker, ABA Members Want IntermediateSanctions Regs Clarified,24 EXEMPT ORG. TAX
REv. 176, 193-95 (1999) (letter to the Internal Revenue Service from the members of the
American Bar Association Section of Taxation, Committee on Exempt Organizations)
(containing the formal written comments regarding excess benefit transactions submitted
by members of the Exempt Organizations Subcommittee of the American Bar Association
Section on Taxation). Likewise, none of the other practitioners or practitioner groups
submitting comments regarding the proposed regulations addressed the impact of their
arguments on the theory of tax exemption. See supra note 210.
217 I adopt Professor Livingston's definition of empirical:
By "empirical" scholarship, I mean to include not only work applying
sophisticated social science methodologies, but also less systematic
work that gathers and describes evidence in a manner useful to lawyers
and other policymakers. For example, in studying the medical or
charitable deductions, theoretical arguments related to the consumptive
character of these expenditures and their resulting place in the HaigSimons system would remain highly relevant. But articles that
investigated the actual impact of these deductions on the health care or
tax-exempt markets, respectively, or that simply recounted, in
appropriate detail, how the deductions affect taxpayers in specific realworld cases, would take on new relevance.
Livingston, supra note 213, at 398.
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bridge over which scholars and practitioners might become aware
of and journey to transverse worlds. This Part, in particular,
applies the previous empirical discussion to existing scholarly
theory, in hopes of converging two previously independent
conversations.
2 18
Professor Henry Hansmann's "contract failure" theory
provides an appropriate point from which to converge the practical
and theoretical, since that theory is in one way or another the
impetus for all succeeding theories of tax exemption.2 19 In an effort
to explain the emergence of nonprofit entities, Hansmann posits
the wise consumer who will enter into a transaction with for-profit
entities only when certain conditions are satisfied.2 2 ° First, the
consumer must be able to accurately compare products and prices
of different for-profit entities.2 2 1 Second, the consumer must be
able to reach an agreement with the chosen entity concerning the
Third, the consumer must be able to
product and price.2 2
determine if the entity delivered as promised and obtain redress
if the entity did not do S0.223 Each of these conditions must be
obtainable without undue cost to Hansmann's wise consumer. If
one or more of the conditions are practically unobtainable, contract
failure results and Hansmann posits that the wise consumer will
seek an alternative source.
In certain transactions, the wise consumer is particularly
unable to determine whether the purchased goods are ever
delivered as promised and therefore will seek an alternative to the
for-profit entity. 224 Hansmann gives three examples. First, where
21

Hansmann, The Role of Nonprofit Enterprise, supranote 30.

219 See generallyAtkinson, supranote 31; Crimm, supra note 34; COLOMBO & HALL, supra

note 32.
2' See Hansmann, The Role of Nonprofit Enterprise, supra note 30, at 843.
" See id.
m See id.
See id.
''

Hansmann is aware that the phrase "wise consumer" is often oxymoronic:
One might object that consumers do not, in fact, think this way. Surely
the average consumer, if asked why he deals with a nonprofit rather
than a for-profit firm in a given situation, would be unlikely to
elaborate the theory of contract failure ... Rather, it is sufficient that
experience in the long run leads consumers as an overall group to
develop a sense that in certain circumstances it is most appropriate to
deal with nonprofits. Undoubtedly for most consumers such attitudes
are learned from others rather than based upon conscious reflection.
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the wise consumer "purchases" goods for consumption by somebody
other than herself, it may be difficult to evaluate the seller's
performance, so contract failure results.2 2 5 For example, a person
who donates money to the Cooperative for Assistance and Relief
Everywhere, Inc. (CARE) is, under Hansmann's theory, essentially
a customer purchasing food for another's consumption. After
transferring her money, however, the customer has no way of
verifying whether she got what she paid for since CARE's promise
is unverifiable as a practical matter. The wise consumer can never
know that CARE actually delivered the goods or simply pocketed
the money. Hansmann rather stereotypically notes that few
donors will travel to India or Africa to determine whether the food
was delivered as promised.2 26 Second, where the wise consumer
purchases a "public good," i.e., a commodity that need only be paid
for once but which is thereafter available for unlimited use by the
nonpaying general public, there is difficulty determining whether
the consumer's payment is actually used to provide more or better
goods. 22' For example, a person who donates money to public radio
is purchasing a public good since many other people who pay
absolutely nothing can use the commodity purchased.
If the
public radio provider already has enough money to provide the
service, it may not use this particular consumer's money for more
or better public radio but may simply retain it as profit. Third,
where the wise consumer purchases complex goods such as health
care or higher education, it is practically impossible to know
whether she got what she paid for. 228 For example, a contributor
to a university is unable to know whether her donation resulted in
the purchase of more or better education. Again, the consumer
can never determine whether her payment went to its intended
I am suggesting only that for those consumers who do exercise
independent judgement, the decision to patronize a nonprofit versus a
for-profit firm is based either upon some previous experience with both
nonprofit and for-profit firms in various circumstances, or upon a more
or less conscious realization that in purchasing the service one is to
some degree at the mercy of the producer, and that therefore one may
be better served by a firm in which the profit motive has been curtailed.
Id. at 896-97.
Id. at 846-48.
See id. at 847.
See id. at 848-54.
See id. at 862-68.
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purpose or simply resulted in profit. As a result, Hansmann
theorizes, the wise consumer will experience contract failure and
will seek alternative sources for the goods or services sought.
According to Hansmann, the nonprofit entity obviates the
consumer's need to verify that she actually got what she paid for.22 9
Since the nonprofit entity cannot distribute profits to its owners,
it is less likely to skimp on quality or quantity in the belief that
the consumer will never know. Instead, the nonprofit is bound to
apply all payments to the achievement of the nonprofit purpose
purchased by the wise consumer. 23 0 The prohibition against
private inurement renders unnecessary any effort to verify
adequate performance.
It is easy to accept the premise of a wise consumer. Such a
consumer is concerned primarily with the end result, not merely
with the ability to verify the result. That is, the consumer wants
to determine that her "purchase price" is being used with fidelity
towards actual achievement of the charitable goal. Profiteering,
though, is not the only manifestation of a lack of fidelity to a
charitable goal. A lack of fidelity might also manifest itself in
waste or spoilage. The wise consumer who donates to CARE
would, for example, be as concerned that food is not delivered
because CARE executives are lazy or hire untrained truck drivers
to deliver the food, as she would that food is not delivered because
CARE executives use donations as a source of profit. It might be
that a CARE executive who has no profit incentive with respect to
the delivery of food (because of the prohibition against private
inurement) will more likely conduct CARE's operations in an
inefficient manner.2 3 ' As a result, the wise consumer could
conclude that the cost of inefficiency is higher than the cost of

'
'

See id. at 844.
See id.

" In his wide-ranging opinion in United CancerCouncil v. Commissioner, 165 F.3d 1173,
1179 (7th Cir. 1999), Judge Posner offer the following bit of speculative dicta:
Charitable organizations are plagued by incentive problems. Nobody owns the right
to profits and therefore no one has the spur to efficient performance that the lure of
profit creates. Donors are like corporate shareholders in the sense of being the
principal source of the charity's funds, but they do not have a profit incentive to
monitor the care with which the charity's funds are used. Maybe the lack of profit
motive made [United Cancer Council's] board too lax.
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allowing profit distribution.2 3 2 More charitable goods might be lost
due to waste or spoilage than would be lost due to profit-taking.
Suppose Hansmann's consumer is not only wise but also well
versed in behavioral economic theory. She would, as a result, be
aware of agency theory, which holds that in any relationship in
which one person performs services for another for a fee, including
charitable services, there are inevitable costs necessary to ensure
effective performance.2 3 3 In a normal business organization, for
example, employees are agents and management is principal and
the interests of the two groups are not necessarily identical.2"
Under agency theory, Hansmann's wise consumer is the principal
and CARE employees, for example, are her agents. According to
agency theory, agents have a natural incentive to decide or choose
the path that maximizes their own interests.23 5 If a decision or
choice also maximizes the principal's interest, all the better, but if
only one or the other's interest can be served, agency theory holds
that the principal's interests will most likely be sacrificed.
Professor Evelyn Brody relies on agency theory to argue that
all entities, not just exempt entities, suffer a loss of efficiency
because of the divergence of interests between principals and
agents.2 3 She further argues that Hansmann'sjustification for the
2I
Hansmann acknowledges this possibility. See Hansmann, The Role of Nonprofit
Enterprise, supra note 30, at 844-45.
"lilt is generally impossible for the principal or the agent at zero cost to ensure that
the agent will make optimal decisions from the principal's viewpoint." Michael C. Jensen
& William H. Meckling, Theory of the Firm: ManagerialBehavior, Agency Costs and
Ownership Structure, 3 J. FIN. ECON. 305, 308 (1976).
11
In Theresa M. Welbourne & Luis R. Gomez Mejia, Gainsharing:A CriticalReview and
a Future ResearchAgenda, 21 J. MGMT. 559 (1995), the authors state:
The problem of agency results from the assumed utility maximizing
behavior of both principals and agents. Moral hazard is one type of
agency problem that may be attributed to the purported self-serving
and opportunistic behavior of agents. The work environment is
described as a situation where agents can make decisions to maximize
their self interest, often at the expense of the owners or principals.
Id. at 577.
"
See id.; see also Jensen & Meckling, supra note 233, at 308 (stating "[i]f both parties
to the relationship are utility maximizers there is good reason to believe that the agent will
not always act in the best interests of the principal").
26
See Brody, supra note 5. Other authors have noted:
The problem of inducing an "agent" to behave as if he were maximizing
the "principal's" welfare is quite general. It exists in all organizations
and in all cooperative efforts - at every level of management in firms,
in universities, in mutual companies, in cooperatives, in governmental
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prohibition against private inurement does not adequately explain
why consumers utilize nonprofit entities because it fails to account
for what is essentially waste and spoilage resulting from the
divergent interests of agents and principals.23 v
While a
donor/principal presumably seeks to maximize output to
beneficiaries or charitable causes, an agent/insider might instead
seek to cross-subsidize some other purpose or simply to focus on
providing a more comfortable working environment at the expense
of the tension, Stress, and friction attendant to fidelity to an
external goal.23
From the donor/principal's perspective, the
diversion of resources to the agent's interest constitutes waste or
spoilage of charitable resources and should logically serve as a
disincentive to patronize nonprofit entities. Brody's argument
implies that the wise consumer would not choose a nonprofit over
a for-profit if the cost of inefficiency was so great that it exceeded
the cost of profiteering.
authorities and bureaus, in unions, and in relationships normally
classified as agency relationships such as are common in the performing
arts and the market for real estate.
Jensen & Meckling, supra note 233, at 309.
27 See Brody, supra note 5, at 506-11. True, Hansmann's theory is seemingly oblivious
to agency costs and the inefficiency resulting from a failure to pay those costs. I am not
quite sure that his intent is to simply ignore those costs and inefficiencies. It seems to me
that Hansmann assumes that the wise consumer is aware of and affirmatively accepts that
inefficiency will increase as the result of the lack of profit distribution. See Hansmain, The
Role of Nonprofit Enterprise,supra note 30, at 844.
' Brody, supra note 5, at 507. Brody notes that diversions from the charitable goal
might occur for relatively innocent reasons:
Aside from any possible malfeasance they might commit, charity
managers can manage a nonprofit in ways that prevent the
nondistribution constraint [i.e., the prohibition against private
inurement] from operating as its proponents hope. Even without
distribution of profits, two types of information asymmetries persist
with regard to the 'value" a patron is getting from a charity. First, the
charity might have high X-inefficiencies, either productive inefficiencies
(such as a relaxed work environment) or the cross-subsidization of
another "good" (such as charity care by a hospital, or the employment
of beneficiaries rather than professional staff) . . .According to the
standard analysis, efficiency takes a back seat to "mission" in an
organization where no shareholders demand profit-maximization, and
where goals are deliberately made fuzzy in order to avoid antagonizing
conflicting constituencies. Nonproprietary enterprises (whether private
or public) operate with a higher degree of slack, or X-inefficiency avoiding conflict, reducing tension, valuing "fairness," and making the
nonprofit a more pleasant place to work.
Id. at 506-07.
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To prevent the agent from succumbing to the natural incentive
to maximize his own interests at the expense of the principal's, the
principal must institute a monitoring apparatus, which includes
hiring outside security, supervisors or auditors, or instituting
policies against tardiness or personal use of supplies and so
forth.2 39 The agent, too, must contribute to the monitoring
apparatus. For example, in an employment relationship, the agent
might sacrifice certain procedural and substantive benefits during
a probationary period (e.g., union membership, participation in a
pension plan, or a higher salary).24 ° These monitoring apparati
essentially constitute a cost of doing business and are to be paid in
any event. They are paid directly, such as when the principal is
aware of the agency problem and affirmatively institutes
monitoring apparati, and they are paid indirectly such as when the
principal is unaware of the problem, and thus part of the purchase
fee is subject to waste or spoilage because of the failure to institute
monitoring apparatus. Hansmann's wise consumer might come to
realize that she has been insufficiently pragmatic with regard to
her donation. The wise consumer may realize that because she
failed to account for and pay agency costs, she actually purchased
less of the charitable commodity than she anticipated.
By
allowing waste and spoilage to exist unchecked, Hansmann's wise
consumer could logically conclude that she purchased less of the
charitable commodity than she would if she had actually diverted
some of her charitable dollar to monitoring apparati.
Now suppose the wise consumer consults a practitioner
experienced in tax-exempt organizations. The wise consumer asks
that the practitioner design a monitoring apparatus to prevent
waste and spoilage. The practitioner might first explain that most
nonprofit organizations are already operated in much the same
manner as for-profit organizations with all the attendant
monitoring apparati. 241 The one exception is the prohibition
239 See Jensen & Meckling, supra note 233, at 308; see also Welbourne & Gomez Mejia,
supra note 234, at 578.
m See Welbourne & Gomez Mejia, supra note 234, at 578.
24
Professor Brody constructs a strong argument that for-profit and nonprofit firms are
different only as a matter of degree, but not as a matter of substance. See generally Brody,
supra note 5. "[Als we compare nonprofit organizations with their unabashedly profitdistributing proprietary cousins, we discover that business firms exhibit many of the traits
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against private inurement, which prohibits the diversion of
charitable assets to profit but also eliminates profit distribution as
a motivator of efficiency. The practitioner might then explain that
in the absence of a profit incentive the wise consumer must accept
that a certain portion of her charitable dollar will be wasted or
otherwise diverted from her charitable intent.
Nevertheless, in an effort to satisfy the client's need, the
practitioner might suggest that the wise consumer adopt a
"gainsharing" plan of compensation.
Gainsharing is a
compensation method that seeks to make the agent's interests
identical or closely aligned to the principal's interests.2 4 2 The
method offers a bonus payment to an agent whose performance is
more conscientiously in line with the principal's interest thereby
achieving cost savings over time. The resulting cost savings
comprise a fund from which the bonus is paid.2 4 The donor to
CARE, for example, is most interested in exerting maximum effort
to get as much food, clothing, medicine and shelter to the needy as
possible. A CARE insider or employee, though, is rather interested
simply in satisfactory job performance such that he receives his
salary, enjoys his job, and perhaps advances through the ranks at
a reasonable pace. Since the agent will receive his salary without
any special effort, he has no incentive to continually exert
of a firm without shareholders [and vice versa]." Id. at 460.
242 Gainsharing achieves its intended purpose by "aligning the cooperation imperative of
workers (through suggestion committee structures) with the objectives of the organization
(through criteria used to trigger payoffs) while at the same time satisfying the material and
economic needs of workers (through the bonus system)." Welbourne & Gomez Mejia, supra
note 234, at 567.
'1
The Health Care Law Section of the Michigan State Bar explains gainsharing in the
context of hospitals and physicians: .
Gainsharing is essentially a plan to align the economic incentives of
hospitals and physicians to provide cost effective care and to share in
the resultant cost savings either through some combination of a
percentage payment, hourly fee or fixed fee. Some physicians or
consultants have phrased the program in terms of sharing in the
improvement in revenues (or "gain") of a service line. From a hospital's
perspective, gainsharing is seen as a method to help reduce costs
through standardization (or "best practices") and economic efficiencies
in operations. The physicians see gainsharing as an opportunity to
share in an extra pool of money by some pre-agreed measure (e.g.,
improvement in operating margin, meeting expense targets).
Griffith & deVaux, supra note 210, at 569 (letter to the Internal Revenue Service from the
State Bar of Michigan, Health Care Law Section).
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maximum effort. To achieve the agent's continual maximum
effort, a gainsharing plan would take a measurement of yield per
input cost at the end of year one.'" If, at the end of year two, the
yield per input cost has improved by a certain percentage, the
agent would be entitled to a preset portion of the quantifiable
improvement. For example, if ten dollars results in the delivery of
100 pounds of grain during year one, the yield per input cost is one
pound per ten cents. If ten dollars results in the delivery of 200
pounds of grain during year two, the yield per input cost is two
pounds per ten cents or five cents per pound. Thus, the entity
delivered twice as much grain for the same cost and saved five
cents per pound of grain delivered. If for all of year two, the entity
delivered 200 pounds, the agent would be entitled to a bonus equal
to one half the savings, or five dollars, in addition to his stated
salary.24 5 Without instituting the gainsharing method, it might
24 There is no single formula by which to implement a gainsharing plan. Welbourne &
Gomez Mejia, supranote 234, at 559-60. (noting that "[g]ainsharing is not a single type of
incentive program . . . it is an umbrella for a family of aggregate pay-for-performance
approaches that link financial rewards for employees to improvements in the performance
of the entire unit."). Most gainsharing plans are a variant on one of the following three
name brand formulae: (1) The Scanlon formula, which holds:
that increases in labor productivity should be shared with employees.
Therefore, the formula first seeks to secure a stable and historical ratio
representing productivity, which is usually measured as the ratio of
labor costs to either revenues, net sales, or sales value of production.
The simple calculation is often referred to as the "single ratio"; the
formula may also be modified by including other costs such as
materials, overhead, rejects and the like. Gains in productivity that
result from either increases in production or costs savings are shared
with the workers when the observed ratio is less than historical ratio.
Id. at 562-63; (2) the Rucker Plan, which provides a bonus when labor costs decrease
proportionate to the value of output or sales, taking into account however inflation and
other market factors not attributable to employee performance. See id. at 563; and (3) the
Improshare plan, which attempts to calculate a par value equal to the number of hours
needed to produce a certain product and then provides a bonus when the employees produce
the product at less than par. See id. at 563-64. Traditionally, of course, gainsharing has
been used primarily in manufacturing rather than service industries.
The example is intentionally simplified in order not to obscure the point. Another
practitioner group offers the following example:
C is the CFO of F, an applicable tax-exempt organization for purposes
of Section 4958 that owns and operates an acute care hospital. C's
compensation consists of a flat base annual salary, health insurance,
and eligibility to participate in a retirement plan. C also participates
in an incentive plan with the CEO and other senior managers. A
percentage of any excess in F's operating margin over budgeted
operating margin is placed in the incentive plan pool. The amount of
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reasonably be assumed that duringyear two, the entity would still
be wasting five cents per pound of grain delivered and therefore
would have delivered only 100 pounds. Waste or spoilage would
have consumed ten dollars over the course of the year. With
gainsharing, the entity is able to convert that ten dollars waste
cost to a lesser monitoring cost of five dollars, with the result that
200 pounds are delivered for the same overall price. The principal
is able to pay less and get more because of the agent's newly
discovered fidelity to the charitable goal. Thus, gainsharing allows
the principal to alleviate waste and spoilage ultimately caused by
the lack of profit motive inherent in the prohibition against private
inurement.
The practitioner's problem, though, is that she must articulate
and implement the gainsharing approach in a manner consistent
with the nondistribution constraint as it is expressed in the
prohibition against private inurement. The practitioner might do
so by limiting the gainsharing portion of the CARE employee's
salary so that total compensation never exceeds a reasonable
amount. This would render the compensation method consistent
with the judicial approach to revenue-sharing arrangements,
which finds no private inurement when the arrangement does not
allow for the payment of unreasonable compensation.2 4 6
However, inefficiency is indeed a function of diverging
interests, and should reoccur once the employee's salary reaches
the maximum allowable amount and his interests no longer
coincide with the principal's interests. That is, once the employee
reaches her maximum salary amount, she no longer has incentive
to continually exert maximum effort. To fully address the problem
of waste and spoilage, the gainsharing plan must allow a
the pool payable to C is determined based on specified performance
criteria, but in no event will C receive more than a predetermined
percentage of the pool. The revenue-based portion of C's compensation
gives C an incentive to perform her responsibilities in a manner that
maximizes benefits and minimizes expenses to F. C has a measure of
control over the activities generating the increased margin on which
her incentive is based, but C can increase her own compensation only
if F also benefits from the improved margins.
Rick Pollack, American Hospital Association Says Intermediate Sanctions Regs Need
Clarification,23 EXEMPT ORG. TAX REV. 122, 127 (1999) (letter to the Internal Revenue
Service from an executive vice president of the AHA).
'" See supra notes 79-93 and accompanying text.
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proportional increase in salary for every measurable increase in
yield per input cost. Increases must be continually available, even
beyond an amount deemed reasonable, to motivate the agent to
continually exert maximum effort.
An effective gainsharing method, therefore, necessarily
implicates the prohibition against private inurement. The
practitioner's task is to articulate why gainsharing does not violate
the prohibition. If, as theorized, agency costs are incurred in any
relationship involving one person's performance of services for
another,247 the practitioner might further theorize that agency
costs are positively correlated to the quality and quantity of the
charitable delivery. As quality and quantity increase - as the
entity serves more and more beneficiaries - so, too, do agency
costs. The unlimited amount payable under an effective
gainsharing method does not represent a distribution of profit, but
merely the payment of an increasing cost of doing business which
is proportional to the scale of charitable delivery.2 48
The
practitioner's gainsharing method can thereby be rendered
consistent with the prohibition against private inurement. Agency
theory dictates that an unlimited amount payable under a supply
yield incentive is not a transfer of wealth but the payment of
necessarily incurred cost.24 9
Still, private inurement jurisprudence holds that the
synonymity of wealth, even in the absence of a direct transfer, is
See supra notes 233-41 and accompanying text.
10 Distinguishing profit from cost savings seems to be accepted as a matter of business
practice:
Unlike profit-sharing, which tends to reflect financial measures of
productivity, traditional gainsharing plans pay their bonuses out of cost
savings. Say the labor cost of producing a product is $0.35 of each total
cost dollar. If employees can bring labor cost down to $0.30 of each
dollar, then half of the savings is placed in a bonus pool for distribution.
Brian Graham-Moore, CompensationStrategies at Work, TEX. Bus. REV., June 1, 1996, at
1.
249 One national accounting firm explicitly argues with reference to the prohibition
against private inurement that receiving a bonus based upon cost-savings is quantitatively
different from sharing in an exempt entity's profit. See Phillip G. Royalty, Ernst & Young
Submits Intermediate Sanctions Comments, 22 EXEMPT ORG. TAX REV. 522, 529 (1998)
(letter to the Internal Revenue Service from a partner with an accounting firm) (arguing
that "Prop. Reg. section 53.4958-5 should specifically exclude from its coverage any sharing
of economic benefit not involving the revenue of the applicable organization. For example,
amounts based on cost reductions should be excluded from the prohibition on certain
revenue sharing arrangements described in Prop. Reg. section 53.4958-5.").
17
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sufficient to find a violation of private inurement. Under a
gainsharing method, it might be argued that as the entity becomes
wealthier, albeit by cost savings rather than increased revenue, so
too does the employee. Hence, there is an improper equity interest
and private inurement results. Whether that assertion is correct
depends upon what is meant by wealth. Recall that with respect
to private inurement, wealth is the amount that should be
accumulated or consumed by the entity during a given period.250
Gainsharing, though, is not employed in an effort to increase the
amount remaining unto or consumed by the entity and
subsequently distributed to an insider. Gainsharing increases the
amount delivered to charitable beneficiaries and pays an
increasing amount to an employee proportional to that delivery.
It does not pay a portion of an amount earned and retained by the
entity during the course of a given period. The increasing amount
paid to the employee is derived from a fund that would otherwise
be spent on wastefully high production costs. Thus, the fund does
not constitute a portion of the entity's wealth.
Another way of distinguishing gainsharing from a relationship
that results in an improper synonymity of wealth would be by
distinguishing between an improper synonymity of wealth and a
necessary synonymity of interests. Implicit in agency theory is the
notion that between principal and agent, there must be some point
of common interest. Otherwise, the entity would not perform
adequately at all, never mind performance with merely a certain
level of drag or inefficiency. Gainsharing essentially raises the
question, how independent must individual and entity wealth be
to avoid a finding of private inurement? Certainly, a relationship
in which an employee receives a fixed, reasonable salary involves
as little correlation between entity wealth and individual wealth
as possible. Even so, there remains some synonymity between the
two. An entity that never realizes an accession to wealth cannot
expect to pay its employees; thus, only to the extent an entity
realizes wealth can it pay its employees. In every employment
relationship, then, there is a necessary degree of synonymity of
'

Professor Brody states that "profit represents the fund available at the end of the day

to be spent by the owners of the firm, or at least by those with discretion over spending."
Brody, supra note 5, at 479.
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individual and entity wealth. If it were necessary to prove a
completely independent relationship between individual and entity
wealth to avoid a finding of private inurement, private inurement
would be implicated and more likely violated in every employment
relationship.
Where the relationship involves enough synonymity to align
the interests of the agent and principle, but not so much that the
entity's wealth is essentially indistinguishable from private
wealth, the concerns of private inurement are not justified. In this
case, the practitioner might assert that the synonymity presented
by gainsharing is more like that existing in normal employment
relationships and less like the synonymity of wealth existing
between a partner and partnership or shareholder and
corporation.
It is appropriate to revisit the Service's approach to revenuesharing arrangements since gainsharing might be viewed as a
form of revenue-sharing. Recall that the Service holds that a
revenue-sharing arrangement, which creates a conflict between
the employee's private interest and the entity's charitable interest,
results in private inurement even though the employee can receive
no more than a reasonable salary.2 5 ' The fault with that position,
as a matter of present private inurement law, is that it supports
a finding of private inurement without an actual transfer of wealth
and merely from the result of poor management. This view cannot
be justified by reference to the statutory language or the legislative
intent. The statutory language requires that "net earnings ...
inure" to an insider and the legislative intent requires at least a
"scintilla" of individual profit. In the absence of a transfer of some
wealth, neither condition is satisfied and private inurement is
absent.
The opposite criticism might also apply. By allowing an
unlimited increase in salary that is proportional to increases in
supply yield, the Service's proposal ignores what seems to be an
actual transfer of wealth. It creates an apparent synonymity of
wealth, which supports an argument, at least, that private
inurement occurs. Again, if wealth is defined as what the entity

2l See supra notes 204-10 and accompanying text.
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should have consumed or accumulated during a given period and
if agency costs are incurred in any event, the Service's approach
does not result in a transfer of wealth. Instead, it merely allows
payment of an amount, otherwise attributable to waste or some
other monitoring apparatus, to a person in a better position and
with more reason to perform the monitoring effectively. The entity
will not retain the cost of agency monitoring since it will be paid
one way or the other (i.e., by purposefully incurring such costs or
by transferring an amount to waste and spoilage). Consequently,
allowing an unlimited increase in salary might be rendered
consistent with existing private inurement law to the extent it
articulates a generic form of supply-yield gainsharing. Under this
reasoning, the insider's receipt of the variable amount constitutes
the more efficient payment of necessarily incurred cost, not a
transfer of wealth. In this respect, gainsharing is consistent with,
and no doubt a motivating factor behind, the Service's proposal
because it seeks to purchase an agent's fidelity to a charitable goal
without regard to whether the cost thereof is greater than what
would be paid under a fixed compensation method.
The conclusion that the Service's approach does not involve a
transfer of entity wealth is dependent on what exactly is meant by
"supply yield." For the purposes of this discussion, supply yield
refers to the quality or quantity of a charitable commodity that can
be had from a production factor without reducing the number of
beneficiaries receiving the commodity. A gainsharing method that
provides additional compensation based solely upon the
elimination of waste and spoilage, costs that must be paid in any
event, rewards increases in supply yield. If, instead, a salary
increase results from the opportunity to manipulate demand yield,
for example by raising prices (lowering demand, but increasing
profit per unit sold) or lowering quantity or quality (increasing
total profit by decreasing expenses), the entity is not paying an
agency cost to the employee since the ability to raise prices or
lower quantity or quality does not address the diversion between
agent and principal interests." 2 In fact, such ability exacerbates
the diversion. A gainsharing amount conditioned upon a demand
22 Lorain Ave. Clinic v. Commissioner involves such a demand yield compensation
method. 31 T.C. 141 (1958).
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yield is neither ordinary nor necessary and, therefore, raises a
suspicion that profit is being distributed.
However logical it may be, the use of agency theory to explain
why gainsharing does not result in private inurement and why the
Service's proposal is partially correct as a matter of present law,
is not totally satisfactory.2 5 3 Theory is difficult to prove in the real
world. Even if it is easily provable, gainsharing nevertheless
smells a lot like the simple distribution of profit. Conversely, the
inherent logic is hardly disputable. People will work harder and
perform better if given an external incentive to do so. A charity is
invariably benefited if those in the charitable sector have a
personal reason to increase charitable delivery. This is not to say
that people are so inherently corrupt that they will not work hard
because of an internal sense of goodness or simply for hard work's
sake. It is only to note that an additional external incentive can
have an additional positive effect.
It is appropriate, therefore, to question a theory or rule of law
that eliminates such an external incentive. In doing so, our
practitioner would likely return to Hansmann's theoretical
justification for the nondistribution constraint.
Hansmann
asserted some number of years ago that the nondistribution
constraint is necessary because, as a practical matter, the donor is
unable to determine whether charitable goods or services are
actually delivered as promised.2 5 4 Using CARE as an example
again, Hansmann noted that few donors would actually travel to
India or Africa to verify that a cash donation is really used to feed
starving people if CARE were a for-profit entity. Because of this
inability to monitor performance, according to Hansmann,
consumers insist and rely on the prohibition against private
inurement as a substitute for performance verification. The
practitioner, though, could make a strong argument that
Hansmann's justification has been overcome by the progress of
knowledge. Hansmann's theory was published in 1981 at the
onset of the information revolution. Today, a donor can easily
' Even if gainsharing shows why the Service's proposal does not violate current private
inurement law when what seems like wealth is being distributed, it does not explain why
private inurement is said to result solely from the existence of a conflict of interest and
without the potential for wealth transfer.
See supra notes 218-30 and accompanying text.
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monitor the operations and effectiveness of CARE and many other
similar organizations through the Internet.25 5 Even before the
onset of the full-blown information revolution, graft and corruption
within charitable organizations seemed easy to uncover although
exposure often occurred rather belatedly.2 5
Moreover, recent
statutory and regulatory amendments make it much easier for a

m From CARE's website, a donor can get annual reports for the organization's last three
years, the organization's completed IRS Form 990, newsletters and addresses by which to
contact CARE in all the countries in which it operates (including India and countries in
Africa), among other information. See CARE's Home Page (visited on Nov. 23, 1999)
(<http://www.care.org>). Other exempt organizations maintain web pages with similar
information. See, e.g.,. American Red Cross Home Page (visited on Nov. 23, 1999)
(<http://www.redcross.org>). A simple internet search using the keywords, "nonprofit
organizations" will yield web sites too numerous to list. The National Charities Information
Bureau (NCIB) is an organization which publishes standards in philanthropy and rates
nonprofit organizations according to whether they meet those standards. See NCIB Home
Page (visited on Nov. 23, 1999) (<http://www.give.org>). As of November, 1999, NCIB rated
more than 400 charitable organizations according to its philanthropic standards. Id.
NCIB's Standard 8 states:
8. Accountability:
An organization should supply on request complete financial
statements which:
a. are prepared in conformity with generally accepted
accounting principles (GAAP), accompanied by a report of an
independent certified public account, and reviewed by the
board; and
b. fully disclose economic resources and obligations, including
transactions with related parties and affiliated organizations,
significant events affecting finances, and significant
categories of income and expense, and should also supply
c. a statement of functional allocation of expenses, in
addition to such statements required by generally accepted
accounting principles to be included among the financial
statements;
d. consolidated or combined financial statements for a
national organization operatingwith affiliates prepared in the
foregoing manner.
National Charities Information Bureau, Standards in Philanthropy(1992) (available at
<http://www.give.org/standard.cfm>). Other national nonprofit organizations' web sites
contain voluminous amounts of information. See, e.g., Independent Sector
(<http://www.indepsec.org>); Guidestar (<http://www.guidestar.org>) (which provides
information on over 650,000 nonprofit organizations as of September, 1999); Internet
Nonprofit Center (<http//www.nonprofit.org>) (which contains a searchable database
relating to 1 million nonprofit organizations and several links to other nonprofit sources).
The virtual avalanche of information sources readily belies the underpinnings of
Hansmann's theory.
' See DeMott, supranote 3, at 133-35 (discussing famous highly-publicized cases of selfdealing brought to light primarily via investigative reporting); see also Goldschmid, supra
note 68, at 633-36.
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donor (or anybody else, for that matter) to obtain a copy of a
charitable organization's annual information return.2 5 v The
performance of charitable organizations can, thus, be easily
monitored and verified by the wise consumer and this reality
undercuts Hansmann's sole justification for the prohibition against
private inurement.
However accurate it may have been when the theory was first
published, the premise that a lack of information necessitates the
prohibition against private inurement hardly seems probable in
the age of electronic mail and the World Wide Web. A donor of a
for-profit exempt entity, not subject to the prohibition against
private inurement, could monitor whether the entity delivered as
promised. Thus, if a practitioner fails to prove that agency theory
shows that gainsharing does not result in profit distribution at the
expense of the charitable goal in a judicial or executive forum, she
might seek redress by showing that the theoretical justification for
the private inurement prohibition is outdated and incorrect as a
matter of verifiable fact in the legislative forum. The realistic
ability to monitor performance means the wise consumer need not
demand the prohibition against private inurement and whatever
inefficiency results.
Is there some other reason why a wise consumer might insist
upon the prohibition against private inurement? It might be
assumed, for example, that in the absence of profit-taking more
charitable goods and services get to intended beneficiaries.
Hansmann's theory, though, is not based upon the notion that
charity is more efficient absent profit-taking. In fact, Hansmann
accepts that the contrary notion that the elimination of profit
incentive results in less efficiency.25 He simply argues that the
failure of verifiable information justifies the sacrifice of a certain
level of efficiency.259 With information now readily available, there
is no need to sacrifice efficiency via the prohibition against private

2
See I.R.C. § 6104(d). The Regulations specifically anticipate that annual information
returns be made available via the World Wide Web. See Treas. Reg. § 301.6104(d)-4. For
a discussion of the use of the annual return as a means of nonprofit accountability, see
generally Peter Swords, The Form 990 as an Accountability Tool for 501(c)(3) Nonprofits,
51 TAx LAw. 571 (1998).
See Hansmann, The Role of Nonprofit Enterprise,supra note 30, at 844.

See id.
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inurement. The Code, too, suggests that for-profits might be as
efficient or more so than nonprofits. The Code contains several
instances of tax exemption available to for-profits that engage in
activities historically viewed as charitable.2 6
The empirical
evidence regarding whether for-profits or nonprofits are invariably
more efficient is so varied that it is impossible to make a
generalization.2 6 1
Having eliminated Hansmann's information gap as a
justification for the prohibition against private inurement, a
practitioner might therefore seek additional theoretical support for
her growing suspicion that the prohibition against private
inurement either serves no purpose or results in an unnecessary
barrier to the delivery of charitable commodities. Several legal
theorists provide such support, though they remain reluctant to
explicitly argue that the prohibition is unnecessary or
counterproductive. Professor Atkinson, for example, argues that
tax exemption should be granted to all entities that serve as a
collective embodiment of "weak altruism."2 62 He defines weak
altruism as any transaction "in which one party confers a benefit
on another without the expectation of a material reward."2 63
Continuing the previous example, persons who donate to
CARE with the intent that the donation be used to buy food for
people in foreign countries are exhibiting weak altruism.
Moreover, CARE serves as the most efficient means by which
individual altruism can be collectively expressed and therefore
should be tax exempt. Under this part of the theory, the
prohibition against private inurement is irrelevant and

20 See, e.g., I.R.C. §§ 42 (low-income housing credit); 47 (rehabilitation tax credit). One
author classifies such credits as "mechanism[s] for the nontax purpose of providing an
incentive to the private sector to undertake a socially or economically beneficial activity."
Reka Potgieter Hoff, The AppropriateRole for Tax Creditsinan Income Tax System, 35 TAX
LAW. 339, 348 (1982).
61 A recent study, for example, showed that it costs nonprofit entities $18,000 more than
for-profit entities, on average, to construct housing qualifying for the low income housing

credit. GENERAL ACCOUNTING OFFICE, TAX CREDITS: REASONS FOR COST DIFFERENCES IN
HOUSING BUILT BY FOR-PROFIT AND NONPROFIT DEVELOPERS 2 (1999). When the study

accounted for the different characteristics of low income housing built by nonprofit entities,
the costs were only $5,600 higher with a margin of error which rendered the difference in
cost of nonprofit versus for-profit homes statistically insignificant. Id.
22 Atkinson, supra note 31, at 599.
2
Id. at 523.
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unnecessary. It is the individual donors' altruism that, according
to Atkinson, justifies tax exemption.
Atkinson's reliance on weak altruism makes his theory
difficult to apply to certain commercial entities that historically
have been granted tax exemption. 2 His solution to this difficulty
is to find weak altruism in the decisions of those who control
commercial entities to forego profit." 5
In Atkinson's view,
adherence to the prohibition against private inurement constitutes
altruism and justifies tax exemption. Thus, in the second part of
his theory, the prohibition against private inurement is evidence
of altruism and arguably inherent to tax exemption. 6 In such
cases, Atkinson assumes the existence of inefficiency from the lack
of profit distribution. Like Hansmann, he argues that whatever
amount of inefficiency results is justified by a policy that
encourages altruism, but Atkinson suggests another means by
which a commercial nonprofit may gain tax exemption while at the
same time either loosening or redefining the prohibition against
private inurement.2 67 Atkinson suggests that an alternative to
profit-taking is reducing costs. 2 68 In doing so, Atkinson essentially
describes the philosophy of gainsharing our practitioner seeks to
introduce, although in a manner that could be interpreted in one
of two ways.26 9 Atkinson presents the effort to reduce costs by
getting more output from the same level of supply as a form of
2" In fact, exempt entities as a group take in most revenues from the sale of goods and
services, rather than donations:
As a group, nonprofit charitable organizations rely on program service
revenue as their primary source of income. Program service revenue
is comprised primarily of fees collected from the programs and activities
operated in support of an organization's tax-exempt purpose... Since
1975, nonprofit charitable organizations have increasingly relied on
program service revenue. They earn or receive smaller portions of total
revenue from two other sources: contributions, 19 percent; and
investment income such as dividends, interest, and net gain from sales
of assets, 6 percent.
Alicia Meckstroth & Paul Arnsberger, IRS 20-Year Review of the Nonprofit Sector, 19751995, 24 EXEMPT ORG. TAX REV. 553, 555-56 (1999).

See Atkinson, supra note 31, at 550-52.
See id.

See id. at 632.
See id. at 549-50.
' "One way to reduce costs would be to increase operating efficiency, to
organize production in such a way that, for the same level of factor inputs,
there is a greater output." Id. at 550.
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altruism that is also an alternative to profit-taking. One might
conclude from this assertion that paying a portion of the savings
to those in control of commercial tax-exempt entities, the essence
of gainsharing, is not a form of profit-taking and therefore does not
violate the prohibition against private inurement. Atkinson does
not explicitly address whether paying a portion of the cost savings
to insiders is a distribution of profit. He merely suggests, without
explanation, that insiders might create a tax-exempt organization
and still receive profit or profit substitute if they nevertheless are
able to distribute goods and services at less than market rates.27 °
Whether he means to define profit as something other than cost
savings or to assert that profit taking is not an inherent bar to tax
exemption remains unclear.
Professors Colombo and Hall, however, argue that the
prohibition against private inurement is an inherent condition of
tax exemption, although only tentatively and then only by
restating Hansmann's suspiciously outdated and unproven
assumption that in the absence of the prohibition, donors would be
unable to determine whether they get what they pay for.2 v l
Colombo and Hall argue that tax exemption is appropriate if and
only if an entity is funded primarily through donations.27 2 The
presence of donations signal two things. First, for political
reasons, the government has not provided a certain good or service
desired by a significant minority.2 7 3 Second, for economic reasons,
an entity which relies upon donations is likely to be chronically
underfunded, as persons who make no donation are able to "free
ride" on the donations of others. 274 For example, people who never

270 Atkinson essentially defines "altruism" in the retail market as something which is
manifested when a retailer sells goods at less than market value. See id. at 459. One might
conclude from this analysis that either (1) individual retailers who keep the excess amount
of gross revenue beyond costs are not taking "profit" from the entity, since the sale of goods
at below market does not produce "profit;" or (2) that prohibiting the distribution of profit
is not a necessary condition of tax exemption so long as altruism is manifested by the
distribution of goods at less than market rates.
271See COLOMBO & HALL, supra note 32, at 170.
272 See id. at 99-100, 193-94. The authors would generally limit tax exemption to those
entities whose gross revenues are at least one-third comprised of donations. See id. at 199.
"7' That is, there are enough people interested in a particular service that they donate to
an entity. But they are insufficient in number and voting strength to force the government
to provide the service via tax dollars. Id. at 101-04.
171 Id.
at 100-01.
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donate to public radio are nevertheless able to tune in and listen
to public radio station programs. Most people will free-ride,
according to Colombo and Hall, so public radio will be chronically
underfunded. Because of the free rider problem in particular,
donors to public radio suffer from what Colombo and Hall phrase
"marginal impact monitoring."2 75 All payments to public radio
after those sufficient to pay for a broadcast, for example, can
potentially be taken as profits by insiders without the
donor/purchaser ever knowing the difference.2 76 According to
Colombo and Hall, if the potential for profit-taking were absent,
the prohibition against private inurement would be unnecessary
and payments made to public radio would not embody a donative
intent but would instead be quid pro quo purchases.27 7
The validity of Colombo and Hall's argument necessarily
depends on Hansmann's assumption that in certain cases a donor
will be unable to verify that she is getting what she paid for and
will insist upon the prohibition against private inurement. In
other words, in the absence of a performance verification
substitute, a donor would withhold her patronage. Colombo and
Hall's conclusion is that only those entities that comply with the
prohibition against private inurement - Hansmann's performance
verification substitute - are worthy of tax exemption.2 78 However
valid it may have been when first articulated, Hansmann's
assertion of an inability to verify performance is a dubious one at
best in this day and age.2 79 For example, a wise donor may easily
verify CARE's delivery of food in a foreign country. Therefore, the

27 Id. at 169.
276 Colombo and Hall note that:
[Dionors to a joint product cannot determine whether their small
portion of the production costs has been used to enhance the output.
Because a public good is not divisible, there is no severable portion that
could be said to have been produced only by virtue of a particular
donor's contribution. This is precisely the same phenomenon that gives
rise to free-riding, and this is the very characteristic of donation that
makes it a gift rather than a purchase.

Id.

27 See id. This is because such a donation could be traced to a discrete increase in quality
or quantity and, according to Colombo and Hall, the donor is actually purchasing that
discrete increase for herself.
See id. at 170.
27
" See supra notes 30, 258 and accompanying text.
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donor would not insist upon the prohibition against private
inurement, particularly if that prohibition results in inefficiency.
The supposed information gap cannot account for consumers'
patronage of nonprofit entities and ought not be the criteria for tax
exemption since it simply does not exist. In the alternative, the
tax exemption should be abolished since entities not subject to the
prohibition against private inurement can be subjected to a
performance verification even when performing services in places
inaccessible to the donor. Abolition is the logical extension of
Colombo and Hall's theory.
Another observation regarding Colombo and Hall's donative
theory as it relates to the prohibition against private inurement is
the non sequitur contained in the ultimate conclusion. That is, a
donor who makes a donation to an entity not subject to the
prohibition against private inurement is not really a donor but,
instead, a purchaser. Without the possibility of profit diversion,
the donor is assured of receiving quid pro quo, but her "purchase"
also benefits the public and to that extent, Colombo and Hall's
"purchaser" remains a donor.
Under Atkinson's theory, and even as a matter of common
sense, a person is no less a donor because of the absence of the
prohibition against private inurement. The person in question is
transferring value without the expectation of return value and that
280
transfer constitutes a donation under Colombo and Hall's theory
and weak altruism under Atkinson's theory.2 8 ' Under both
theories, then, tax exemption is initially justified based upon the
making of a gift, Only under Colombo and Hall's theory does the
potential receipt of profit by insiders unexplainedly cancel out the
justification for tax exemption.
The combination of Colombo and Hall's donative theory and
Atkinson's altruism theory provides some hope that Colombo and
Hall might come to view the prohibition against private inurement
as an unnecessary hurdle to tax exemption. Colombo and Hall
grudgingly agree that the provision of below cost goods and
services to the poor is a redistributive act worthy of tax

'

"'

See COLOMBO & HALL, supra note 32, at 120-39.
See Atkinson, supra note 31, at 523.
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exemption.2 8 2 Atkinson notes that foregoing profit is merely one
way of achieving a redistributive purpose. Atkinson, it may be
recalled, argues that reducing costs can have the same effect as an
owner's forbearance with respect to profits.2 s3 In other words, one
who squeezes more from less with the purpose of selling goods at
below market rates is analogous to one who eschews profit. One
who gets more for less is serving the redistributive purpose which
Colombo and Hall view as justifying tax exemption, perhaps even
though some of the cost savings are used as a substitute for profit.
Reducing costs results in a redistribution of wealth if the cost
reductions are passed on to the beneficiaries in the form of below
market prices. Thus, an entity not subject to the prohibition
against private inurement can be as worthy of tax exemption as
one which is subject to the prohibition, if the former nevertheless
operates in a manner which results in the redistribution of wealth
to the poor. If the adoption of a redistributive purpose is sufficient
to justify tax exemption, as Colombo and Hall grudgingly
acknowledge, the prohibition against private inurement is not
inherent to tax exemption, since even a for-profit can have such a
purpose.
Professor Nina Crimm comes closest in support of an
argument that the prohibition against private inurement is
counterproductive to the grant of tax exemption.28 4 Her theory of
risk compensation holds that tax exemption serves to compensate
organizations that undertake the provision of pure and mixed

The authors state:
Perhaps the one arena in which [Atkinson's] retained earnings
argument potentially merits acceptance is for commercial organizations
that serve a redistributive function. A charity that uses a large portion
of its retained earnings to support free services to the poor can safely
be assumed to be pursuing a worthy purpose since helping the indigent
is the quintessential charitable activity, one that has enjoyed
categorical charitable status for over four centuries. This status is not
likely to change soon. Therefore, it is safe to assume that a founder
who chooses a nonprofit form in order to better serve the poor acts from
public spiritedness and that her decision has continuing social validity
into the future. Only by this convoluted route is the donative theory
arguably capable of covering a nonprofit entity that serves the poor, yet
receives no overt donative support.
COLOMBO & HALL, supra note 32, at 137.
2" See Atkinson, supra note 31, at 632.
2
See Crimm, supra note 34.
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public goods.2 85 She describes public goods consistently with prior
theories. Public goods are goods that need only be paid for once
but which provide benefits to the nonpaying public at large, such
as air pollution control or public radio.28 6 Mixed public goods are
such things which need only be paid for once, provide benefits to a
larger class of nonpaying persons, and also provide special benefit
to a paying segment of the public. 287 Because of the free-rider
problem, pure and mixed public goods have little profit potential,
thus, according to Crimm, rational entities will not engage in the
provision of such goods.2 8 In this situation, certain desirable goods
and services will not be provided in the absence of profit potential.
Therefore, the grant of tax exemption serves to compensate for the
lack of profit and thereby induce rational entities to undertake the
provision of pure and mixed public goods.28 9
The problem with Crimm's theory is its view of tax exemption
as a substitute for profit. Crimm essentially views all rationale
economic behavior as that which is motivated by a profit return.
This is well and good, but the prohibition against private
inurement intentionally blocks the tax exemption from acting as
a substitute for profit and thereby prevents tax exemption from
having the effect Crimm theorizes. A rationale entity, being only
the embodiment of rational individuals, will still recognize that
there is no profit in providing public goods so long as the
prohibition against private inurement applies. To the extent tax
exemption steps in to create a profit incentive where one is
missing, it is nevertheless ineffective to influence entity behavior
because the prohibition against private inurement prevents the tax
exemption from being passed on to those who comprise and give
the entity its rationality. The only manner in which tax exemption
serves as an incentive for the provision of pure or mixed public
goods is if it can really be said that a corporation is separate from
its owners, with separate human-like motivations spurred by the
hope of profit. Since corporations are merely the embodiment of
individual profit influence and motivation, it follows that
See
See
See
See
See

id. at
id. at
id. at
id. at
id. at

453-54.
440.
450.
451.
453-54.
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compensating a corporation which cannot pass that compensation
on to its owners via profit distribution, will not influence the
corporation to provide public or mixed public goods it, presumably,
would not otherwise provide.
Crimm's theory is nevertheless useful to a practitioner,
although perhaps in a manner unforeseen by Crimm. Using
Crimm's theory, a practitioner might argue that the prohibition
against private inurement bolsters the already present
disincentive to provide public or mixed public goods. For example,
many rational individuals might form entities which provide goods
and services which are more beneficial to society than those which
provide only the economic promise of profit if the potential for
economic profit were nevertheless one of many legitimate
considerations. Although it is probably not her intent, Professor
Crimm's economically-based risk compensation theory necessarily
makes the case that profit or profit substitute is the best way to
motivate people and their business entities to provide what are
considered charitable goods and services. Her theory makes the
case that profit potential is indeed a necessary ingredient to the
effective delivery of charitable goods and services.
Practitioners should more closely consider Crimm's use of
redevelopment projects as an example of mixed public goods for
which tax exemption is suitable and as support for the notion that
profit-taking is not inherently inconsistent with tax exemption. As
previously noted, the only way in which tax exemption serves as a
profit substitute is when the individuals comprising Crimm's
rational entity are able to collect the exemption amount as a profit
substitute. An entity subject to the prohibition against private
inurement is unable to do so and thus tax exemption does not serve
as a substitute. Only entities not subject to the prohibition, i.e.,
for-profit entities, would be able to take the exemption as a
substitute for profit otherwise unavailable. Not surprisingly, the
Code recognizes Crimm's theory in particular provisions that
provide partial tax exemption to entities engaging in certain
charitable activities without regard to whether the firm's owners
take or forego profit. 9 ° The presence of profit-taking in those
' See, e.g., I.R.C. § 42. Professor Hoff has argued that using tax credits to encourage
socially desirable spending "undermines the fairness of the tax system and superimposes
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instances has not been deemed an inherent barrier to the
accomplishment of the charitable goals embodied in those
provisions. In fact, the exemption in those instances is precisely
designed to subsidize profit-taking, just as Crimm theorizes. 29 '
The effect works, though, only because the tax exemption can be
passed along to the entity's owners. In some instances, then, the
Code accepts what is implicit in Crimm's risk compensation theory:
the prohibition against private inurement prevents tax exemption
from encouraging entities to engage in charitable endeavors.
After all of her study and review, the practitioner might still
be left with an entirely pragmatic problem. Despite their logic and
attractiveness, theories in support of loosening or repealing the
prohibition against private inurement lack definitive proof with
which to counteract almost 100 years of historical and
unquestioned adherence to the prohibition.
It cannot be
conclusively proven, for example, that the inefficiency resulting
from the lack of a profit interest, or the lack of profit potential per
se in a charitable endeavor results in less charity than would occur
without the prohibition against private inurement.2 9 2 Neither can

additional complexities on a system already creaking under the burden of existing
complexity." Hoff, supra note 260, at 342. I refer to tax credits only in support of the
notion that the Code does not always presume that profit-taking is inherently inconsistent
with the provision of goods and services historically viewed as charitable.
"I Professor Kaye's discussion of the purpose underlying the low income housing credit
coincides with Professor Crimm's risk compensation theory while also supporting the notion
that to be effective, a tax exemption must be passed along to individuals as a profit
substitute:
The low-income housing credit provides an incentive for the private
sector to build and renovate low-income rental housing. The goal is to
increase the affordable housing stock available to low-income tenants.
In exchangefor reducingthe rent that they charge qualifiedlow-income
tenants, the owners receive a tax creditdesigned inpart as compensation
for rent reduction.... Absent the tax creditor othergovernment subsidy,
the private sector has little economic incentive to provide low-income
housing. The investment itselfprovides an inadequatereturn because
loil-income housing does not usually appreciate in value and rental
income is limited.
Tracy A. Kaye, ShelteringSocial Policyin the Tax Code: The Low-Income Housing Credit,
38 ViLL. L. REV. 871, 877 (1993) (emphasis added).
For example, one study showed that for-profits built low-income housing costing less
than comparable housing built by nonprofits. See GENERAL ACCOUNTING OFFICE, supra
note 263. Another study relating to health care, however, concluded "that for-profit
hospitals spend 23 percent more on administration than do comparable private not-forprofit hospitals... and have higher total costs per inpatient day and per discharge." Steffie
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it satisfactorily be shown that taking a portion of cost savings is
economically different from taking a portion of what is more
readily viewed as profit. It seems necessary to indulge in at least
a small degree of sophistry to conclude that taking a portion of cost
savings is not quite the same as taking a portion of profit.29 3 The
practitioner, then, might convince lawmakers or triers of fact and
law of the logic of providing redress to the problems presented by
the prohibition against private inurement, but it would not be so
surprising if the law clings to the historical position that charity is
entirely inconsistent with individual profit.29 4
Gainsharing does not resolve these lingering doubts. It merely
prevents the law from being a proverbial fool. Because a proper
gainsharing plan is based entirely on supply-yield, it neither
elevates profit nor sacrifices charity.
It accounts for the
universally accepted but apparently immeasurable probability that
profit is the only guarantor of efficiency and an absolute rule
against profit-taking causes inefficiency. Indeed, the assumption
that profit encourages efficiency is as historically accepted as the

Woolhandler & David U. Himmelstein, Costs of Care and Administrationat For-Profitand
Other Hospitalsin the United States, 336 NEw ENG. J. MED. 769, 772 (1997). The authors
later responded to the suggestion that higher administrative costs of for-profits resulted in
greater efficiency and better health care:
Mr. Miller suggests that for-profit hospital's extra administration may
streamline and improve care. Yet [for-profits's] total cost per admission
were at least $625 higher, though they spent less for clinical staff- e.g.,
nurses. No research hints that their quality is better; precious little
suggests that it is good. Moreover, in Canada, which eschews profitdriven care, hospitals have leaner administration, lower costs, slower
cost growth, more nurses, and equivalent outcomes. Administrators of
for-profit hospitals amplify profits mostly by enhancing revenues, not
efficiency.
Letter from Steffie Woolhandler & David U. Himmelstein to the Editor of the The New
EnglandJournalof Medicine, 337 NEw ENG. J. MED. 1779 (1997).
m But see supra notes 250-51.
After virtually dismantling the theoretical notion that the prohibition against private
inurement enhances the operations of exempt entities, Professor Brody nevertheless
suggests that it should be retained for other reasons:
[W]eshould hesitate to design changes based solely on the implications
from economics. Rather, the economic account of organizational form
provides only one aspect of the story. Other influences on nonprofit
organizations, and the people who deal with them, come from a variety
of historical, political, psychological, religious, sociological, and legal
institutions.
Brody, supra note 5, at 536.

20001 In Search of PrivateInurement and Excess Benefit

677

notion that charity is inconsistent with profit. It is immaterial
whether gainsharing accounts for that historical truism and the
notion that profit is inconsistent with' charity through economic
sophistry, by implicitly admitting that some profit-taking is
justifiable, or by making a real distinction between profit-taking
and cost-savings based compensation. Gainsharing merely hedges
society's bet and, perhaps, for no other reason makes good sense.
The Service's proposed approach to revenue-sharing is thus
justifiable as a matter of policy despite finding private inurement
based upon a conflict of interest but without an actual transfer of
wealth. Efficient operation of an entity occurs best when the
interests of agents and principals are closely aligned. In such
cases, the profit motive can only benefit the entity and should not
be irrebutably presumed harmful or inconsistent with the notion
of charity. When agent and principal interests are in conflict,
there is an invariable inefficiency to the entity and that inefficiency
ought to be recognized as harmful to charity. The Service's focus
on conflict of interests rather than on wealth transfer, though
unsupported by present law, better addresses the axiomatic goal
of providing qualitative and quantitative value to beneficiaries
than an approach that focuses exclusively on the transfer of profit.
Now that the legitimacy of the Service's position as a matter
of policy has finally been acknowledged, it is appropriate to ask
again whether the doctrines of private inurement and excess
benefit are redundant with the doctrine of private benefit.2 9 5
Under a conflict of interest analysis such as is inherent to the
Service's position and the concept of gainsharing, private
inurement essentially asks whether charitable delivery is
unnecessarily sacrificed for the sake of private benefit. Individual
profit taking (or sharing in costs, depending upon one's level of
sophistication or cynicism) is not presumptively fatal. Instead,
proper management and delivery of charitable goods and services,
by whatever method, is paramount. Though it is certainly not
always true, the end - charitable delivery of goods and services finally becomes more important than the means - profit-taking. As
a result of the irrelevancy of profit-taking, private inurement

'

See supra notes 122-30 and accompanying text.

678

Virginia Tax Review

[Vol. 19:575

becomes identical to private benefit and ought to be discarded as
merely a source of unnecessary confusion. The excess benefit
scheme should still be retained as a means to enforce this new
standard without completely revoking tax exemption, but it should
be acknowledged as a product of the private benefit doctrine rather
than the private inurement doctrine.
By converging both theory and practice, the prohibition
against private inurement can be exposed not as an ultimate goal
inherent to tax exemption, but merely as a tool to prevent the
diversion of charitable resources. Diversion is not manifested
exclusively by profit-taking. Profit-taking is merely one indication
of the root problem - the danger that some portion of the charitable
delivery of goods and services might unnecessarily be lost.
Additionally, in the absence of some form or variant of profittaking, greater diversion might result because of inefficiency or
waste. Diversion of charitable resources is foreseeable simply
because employees and managers have differing, non-financial
interests from each other and from donors. It, therefore, makes
sense to get at the root problem in a manner least harmful to the
charitable goal. As the Service presently proposes, the grant of
tax exemption ought to be less concerned with preventing profittaking as the sole agent of danger, than with maximizing
charitable quantity and quality through a process that gives all
those involved in charitable delivery an incentive to do so, and
thereby addresses a broader range of reasons why harm to
charitable delivery might arise. Accounting for agency theory,
particularly through the use of a gainsharing, relegates the fear of
profit-taking to a position subordinate to the overall goal of
ensuring maximum charitable delivery. The law need not
expressly repudiate the 100 year-old notion that profit-taking is
inherently inconsistent with tax exemption, but neither should it
adhere to such a notion when there exists a logical articulation in
support of a better implementation of tax exemption.
V.

CONCLUSION

Although the prohibition against private inurement has been
part of the law of tax-exempt entities since almost the beginning
of the corporate tax, it has never been subject to exact definition.
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Instead, its meaning has remained elusive, elastic and
evolutionary. The lack of definition caused little consternation
when exempt entities occupied a clearly defined niche in society,
but as the distinction between exempt and taxable entities has
blurred, the need to know and understand what exactly is meant
by the admonition that no part of the net earnings shall inure to
the benefit of a private individual has become clear.
A rather tedious study of fact patterns leads to the
Strict
identification of three types of private inurement.
accounting private inurement involves a pure economic occurrence
of private inurement. That is, the entity has either paid too much
or charged too little for a commodity. Incorporated pocketbook
private inurement is not as easily quantified but is still capable of
fitting within the literal prohibition. Such cases of private
inurement involve an insider's unconstrained use of an entity's
assets. Since these cases typically involve expenditures unrelated
to an exempt entity's charitable goal, they can be viewed as
distributions of the entity's profit in-kind. Joint venture private
inurement involves subtle and indirect transfers of wealth. In
such cases, an insider essentially uses an exempt entity as a
captive consumer, causing the exempt entity to operate through or
in a manner consistent with an insider's for-profit apparatus.
There is a transfer of wealth via the insider's appropriation of a
franchise with respect to the exempt entity's consumer needs. The
single characteristic common to all three types of private
inurement is a synonymity between insider and entity wealth.
The two-part definition of excess benefit transactions restates
and then redefines the law of private inurement. The first
definition of excess benefit transaction essentially comprises strict
accounting and incorporated pocketbook private inurement. This
definition is oblivious to the existence of joint venture private
inurement. It is with the second part of the excess benefit
definition that the Service appears to redefine or render irrelevant
Private
the concept of private inurement in current law.
inurement requires the transfer of "earnings" or the receipt of a
"scintilla" of individual profit before private inurement is found.
The Service's definition of excess benefit transactions, particularly
as such transactions are embodied in revenue-sharing
arrangements, renders the transfer of wealth irrelevant. Instead,
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the focus is on whether an insider may benefit at the expense of
the charitable goal. If there is no conflict of interest between an
insider's personal interests and the entity's charitable interests,
private inurement will not be found even if the insider receives
more than what would otherwise be considered reasonable
compensation. On the other hand, even if the insider receives less
than what would be considered reasonable compensation, the
Service's proposed approach would find private inurement if a
conflict of interest existed. In this respect, the Service redefines
private inurement as a rule mandating actual loyalty rather than
merely prohibiting profit-taking.
The Service's proposal fits nicely, though, with a growing effort
both to identify the theoretical basis for granting tax exemption
and to determine whether the prohibition against profit-taking is
actually good policy. Legal tax scholars generally assume that the
prohibition results in a loss of efficiency but nevertheless assert
that the prohibition serves some other valid purpose. That is,
consumers are unable to verify whether a charitable organization
performs as promised and the prohibition against private
inurement obviates the need to do so. The assumption, though,
that those who patronize charitable organizations are unable to
readily confirm adequate performance is outdated in the
information age. The availability of the Internet and the statutory
right of the public to scrutinize an exempt entity's annual return
upon demand belies the notion of insufficient access to information.
In addition, foregoing profit is merely one way of acting in a
redistributive manner worthy of tax exemption. Any method by
which goods might be delivered at a less than market rate to
charitable beneficiaries arguably justifies tax exemption.
Practitioners have, by and large, been oblivious to theoretical
discussions concerning the grant of tax exemption and the
necessity of the prohibition against private inurement.
Nevertheless, they have asserted somewhat of a solution to the
problem of inefficiency resulting from the prohibition while also
taking into account that profit-taking creates a danger that
charitable goals will be sacrificed. Practitioners assert supplyyield gainsharing as a solution.
That method essentially pays a bonus to insiders who more
conscientiously act in accordance with the charitable goal by
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reducing waste and enhancing charitable delivery. Agency theory
dictates that the value of the bonus must be paid in any event
(either intentionally or through waste) and, therefore, does not
represent profit but simply the payment of necessary cost.
Gainsharing does not necessarily resolve doubts regarding whether
a bonus paid from cost-savings is really different from a bonus paid
from profit. Instead, if properly structured as a supply-yield
incentive, gainsharing merely recognizes that waste is as harmful
to charitable delivery as profit taking. In other words, it provides
an incentive for a charitable worker to act solely in accordance
with charitable goals in exchange for a bonus proportional to the
quantitative or qualitative increase in charitable delivery. As
such, it is demonstrative of and consistent with the Service's new
approach of focusing as much attention on the negative effects of
waste and inefficiency as the law previously devoted to profittaking. Gainsharing might be viewed as consistent with private
inurement under current law if one accepts that a bonus fund
consisting of cost savings is meaningfully different from a bonus
payable from profit. On the other hand, gainsharing might simply
force the notion, implied in at least one academic theory, that a
prohibition against profit-taking is an unnecessary hindrance to
the encouragement of charitable activities and ought to be merged
into the doctrine of private benefit.

