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Preface

This is the fourth supplement to accompany The Tax Law of
Private Foundations, Fifth Edition. The supplement covers
events occurring from the middle of 2018 (where the main
volume ended) through the middle of 2022.

Much of the law developments that have occurred during
the period reflected in this supplement concern the self-
dealing rules, with emphasis on the law concerning indirect
self-dealing. The book's treatment of this area of private
foundation law has been rewritten and expanded.
Particular attention is accorded the estate administration
exception, in part because of two recent significant IRS
private letter rulings on the point, plus a ruling on the
matter of a foundation's expectancy.

Private foundation law is not frequently the subject of court
opinions. One court case emerged during the covered
period: the Dieringer case. Framed as an estate tax
charitable deduction valuation case, the set of facts really
is a case study in indirect self-dealing. The case is treated
from that perspective in this supplement.

Other interesting private letter rulings during the period
include aspects of the mandatory payout rule, the law
concerning functionally related businesses and program-
related investments, spending for charitable purposes, and
the qualified appreciated stock rule.

There was some hope that the proposed Department of the
Treasury regulations concerning donor-advised funds
would materialize during the period—they are likely to
constitute the stuff of a supplement by themselves—but, to
date, nothing in that regard has occurred.



A supplement of this nature would not be complete without
an update on applicable law generated by the Tax Cuts and
Jobs Act. Included in this supplement are summaries of the
Treasury Department's and the IRS's regulation on the
bucketing and excess compensation tax laws. Discussion of
the latter has been expanded to include summaries of
exceptions particularly applicable to private foundations. A
section has also been added discussing proposed
legislation, the “Accelerating Charitable Efforts Act,” which
if enacted would make significant changes to the tax law
applicable to private foundations and to donor-advised
funds and the ways in which private foundations currently
utilize them.

The discussion of the IRS's rules concerning private
foundations' funding of disaster relief programs has been
expanded and a section has been added on the import of
the prospective revision of the group exemption rules. In
celebration (if that is the right word) of the 50-year
existence of the private foundation tax laws, a brief
perspective on that phenomenon is included.

A new chapter has also been added covering tax reporting
and administration issues, including Form 990-PF filing
requirements, penalties and automatic revocation for non-
filing, public disclosure and inspection requirements, and
reporting and payment of private foundation excise taxes
on Form 4720. This new chapter also includes an expanded
discussion of abatement of the private foundation excise
taxes and consolidates that discussion in one place in the
book rather than treating it separately across the several
chapters dealing with each private foundation excise tax.

Thanks go to Brian T. Neill, Deborah Schindlar, and
Selvakumaran Rajendiran at John Wiley & Sons, Inc., for
their hard work and invaluable help in connection with
preparation of this supplement.



Bruce R. Hopkins
Shane T. Hamilton
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Throughout this book, 11 books by the authors (in some
instances, as co-author), all published by John Wiley &
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CHAPTER ONE
Introduction to Private Foundations

§ 1.1 Private Foundations: Unique Organizations
§ 1.2 Definition of Private Foundation
§ 1.4 Private Foundation Law Primer

§_ 1.5 Foundations in Overall Exempt Organizations
Context

§_1.6 Definition of Charity

§_1.7 Operating_for Charitable Purposes

§_1.9 Private Foundation Sanctions
(b)_Self-Dealing_Sanctions as Pigouvian Taxes
(c)_Self-Dealing_Sanctions: Taxes or Penalties?
(d)_Abatement
(f)_Influence on Subsequent Law

§_1.10 Statistical Profile

§ 1.11 Private Foundations and Law 50 Years Later

§ 1.1 PRIVATE FOUNDATIONS: UNIQUE
ORGANIZATIONS

p. 1, first line. Delete millions of and insert:

over 1.5 millionl
p. 1, second line. Delete 98,000 and insert 90,000.



p. 1. Delete second paragraph.

p. 2, note 1, third line. Insert period following 26;
delete remainder of note.

p. 2, note 1. Change footnote number to 1.1.

§ 1.2 DEFINITION OF PRIVATE
FOUNDATION

p. 5, note 10. Insert before period:

; IRS Revenue Procedure (Rev. Proc.) 2022-5, 2022-1 I.R.B.
256, § 7.03

§ 1.4 PRIVATE FOUNDATION LAW
PRIMER

p. 8, last line. Insert footnote 22.1 following period:
22.1TRC Chapter 42 (IRC §§ 4940-4948).

p. 9, note 28. Delete § 12.1, 12.2 and insert 12.1(a).
p. 9, note 30. Delete 12.3(b) and insert 12.4.

p. 9, note 33. Delete 1.10 and insert 12.5(c).

p. 11, fourth line. Delete Tax abatement and insert
Abatement of the initial tax on self-dealers and
foundation managers.

p. 11, fourth and fifth lines. Delete in this context.
. 11, note 44. Delete 6.7 and insert 12.5(c).
.11, note 47. Delete 7.6 and insert 12.5(c).
. 12, note 51. Delete 8.4 and insert 12.5(c).

p
P
P
p. 13, note 59. Delete 9.10 and insert 12.5(c).



§ 1.5 FOUNDATIONS IN OVERALL
EXEMPT ORGANIZATIONS CONTEXT

p. 16, note 75. Delete second 75.; convert semi-colon

to period and delete remainder of note.

p. 16, note 76. Convert semi-colon to period and
delete remainder of note.

p. 16, note 77. Convert semi-colon to period and
delete remainder of note.

p. 16, note 78. Convert semi-colon to period and
delete remainder of note.

p. 16, note 79. Convert semi-colon to period and
delete remainder of note.

p. 16, note 82. Convert semi-colon to period and
delete remainder of note.

§ 1.6 DEFINITION OF CHARITY

p. 17, note 85. Convert semi-colon to period and
delete remainder of note.

p. 17, note 86. Convert semi-colon to period and
delete remainder of note.

p. 17, note 87. Convert second comma to period and

delete remainder of note.

§ 1.7 OPERATING FOR CHARITABLE
PURPOSES

p. 18, carryover paragraph, first line. Insert footnote

88.1 following period:
88.1Reg. § 1.501(c)(3)-1(c)(1).



p. 18, carryover paragraph, sixth line. Delete
organizational and insert operational.

p. 18, carryover paragraph. Delete fifth complete
sentence, including footnote.

p. 18, note 89. Delete text and insert:

A private foundation had its tax-exempt status revoked for
failing to engage in any exempt activities over a long period
of time (Community Education Foundation v. Commissioner,
112T.C.M. 637 (2016), appeal dismissed due to lack of
representation by legal counsel).

p. 18, note 90. Delete text and insert:
In general, Tax-Exempt Organizations § 4.4.

p. 19, note 102. Delete text beginning with and and
through Compliance.

§ 1.9 PRIVATE FOUNDATION
SANCTIONS

p. 24. Change heading to read:

PRIVATE FOUNDATION LAW
SANCTIONS

pp. 24-26. Delete text following heading on page 24
and through the first complete paragraph on page 26,
and insert:

The federal tax rules pertaining to private foundations13©
are often characterized in summaries as if they are typical
laws, in the sense of prescriptions governing human
behavior. This is not the case; these rules, comprising
portions of the Internal Revenue Code, are tax provisions.



Thus, this body of law states that, if a certain course of
conduct is engaged in (or, perhaps, not engaged in),
imposition of one or more excise taxes will be the (or a)
result. For example, there is no rule of federal tax law that
states that a private foundation may not engage in an act of
self-dealing;137 rather, the law is that an act of self-dealing
will trigger one or more excise taxes and other
sanctions.138

(a) Sanctions (a Reprise)

Because of the nature of this statutory tax law structure, a
person subject to an excise tax does not merely pay it and
continue with the transaction and its consequences, as is
the case with nearly all federal tax regimes. This structure
weaves a series of spiraling taxes from which the private
foundation, and/or disqualified person(s) with respect to it,
can emerge only by paying one or more taxes and
correcting (undoing) the transaction involved by paying or
distributing assets or having the foundation's income and
assets confiscated by the IRS.

The private foundation rules collectively stand as sanctions
created by Congress for the purpose of curbing what was
perceived as a range of abuses being perpetrated through
the use of private foundations by those who control or
manipulate them. These provisions comprise Chapter 42 of
the Internal Revenue Code. Some of these constraints were
placed on supporting organizations and donor-advised
funds in 2006.132

(b) Self-Dealing Sanctions as Pigouvian Taxes

In the self-dealing context, two excise taxes are imposed on
self-dealers—the initial tax14? and the additional tax.14l The
first tax has a rate of 10 percent; the second a rate of 200
percent. There are also taxes on foundation managers



where there is knowing participation in the self-dealing
transaction (a scienter requirement).142 The foundation
self-dealing tax subjects the entire amount involved in a
self-dealing transaction to tax. Also, the initial self-dealing
tax cannot be abated by the IRS.143 There is the correction
feature, by which the self-dealer is required to pay the
amount involved to the foundation.l44

What has come to be known as the Pigouvian tax is the
brainchild of English economist Arthur Cecil Pigou (1879-
1959), a contributor to modern welfare economics. He
introduced the concept of externality and the belief that
externality (social problems) can be corrected by
imposition of a tax. A commentator wrote that Pigouvian
taxes “aim to regulate behavior by placing a small tax,
usually in the form of a uniform excise tax, on the activity
to be regulated because of the harm it produces for

members of the public.”142

Does the federal self-dealing tax regime constitute one or
more Pigouvian taxes? On the face of it, the answer would
seem to be yes.140 This commentator nicely observed that
the self-dealing taxes “have the Pigouvian impulse to
protect the public from harm by imposing an excise tax.”147
Despite this impulse, however, three reasons were posited
why the self-dealing taxes are not Pigouvian in nature. One,
the additional excise tax rate of 200 percent is not “small.”
Two, the initial tax subjects the entire amount involved in a
self-dealing transaction to tax, “even if the transaction
benefits the foundation,” so that, in those circumstances,
the requisite “social costs” are not involved.148 Third, a
Pigouvian tax assumes uniform social costs across all
individuals and firms; the commentator mused whether
“differences between large and small foundations, between
corporate and family foundations, local and national



foundations, old and new foundations, etc. should shape the
applicable excise tax rules.”142

Yet, it is understandable why one, perhaps not an
economist, would conclude that the self-dealing taxes are
Pigouvian in nature, if only because the initial tax cannot
be abated and because of the correction requirement. The
U.S. Supreme Court stated the general rule about a tax:
“Imposition of a tax nonetheless leaves an individual with a
lawful choice to do or not do a certain act, so long as he is
willing to pay a tax levied on that choice.”139 The self-
dealing tax regime does not allow for that type of “lawful
choice.”

(c) Self-Dealing Sanctions: Taxes or Penalties?

Federal constitutional law differentiates between a tax and
a penalty—at least conceptually. This distinction may be
drawn in determining whether the exaction passes
constitutional muster. A dramatic illustration of this point
occurred when a bare majority of the U.S. Supreme Court
upheld the constitutionality of the Patient Protection and
Affordable Care Act (the “Affordable Care Act”) on the basis
of Congress's taxing power, construing the health
insurance individual mandate (or shared-responsibility
payment) as a tax, after the decision was made that the
mandate could not be justified as constitutional pursuant to
the Commerce Clause.120-1 On that occasion, however, the
Court observed that “Congress's ability to use its taxing
power to influence conduct is not without limits.”150:2

In this opinion, the fact that there is a difference between a
tax and a penalty was raised, but not resolved. The Court
wrote that “there comes a time in the extension of the
penalizing features of the so-called tax when it loses its
character as such and becomes a mere penalty with the
characteristics of regulation and punishment.”129:3 Also,



the Court stated that, “[i]n distinguishing penalties from
taxes, this Court has explained that ‘if the concept of
penalty means anything, it means punishment for an
unlawful act or omission.'”120-4 The Court concluded,
having decided that the individual mandate (or shared-
responsibility payment) is a tax for constitutional law
purposes, wrote that “we need not here decide the precise
point at which an exaction becomes so punitive that the
taxing power does not authorize it.”12%:3 [t should be
remembered that, even if an exaction is determined to be a
penalty, the constitutionality of the statutory structure may
be upheld under the Commerce Clause.120-6

In the opinion, the Court principally relied on two of its
precedents in discussing what is and is not a tax. In one of
these cases, decided in 1953, the Court wrote that a
“federal excise tax does not cease to be valid merely
because it discourages or deters the activities taxed.”150.7
It was stated that a tax may have a “regulatory effect” but
remains a tax if it “produces revenue.”120-8 The Court
added: “It is axiomatic that the power of Congress to tax is
extensive and sometimes falls with crushing effect on
businesses deemed unessential or inimical to the public
welfare.”150.9 In the other of these cases, the Court
concluded that an ostensible tax was a penalty, because the
sanction imposed a heavy burden, included a scienter
requirement, and was enforced by a federal agency other
than the Department of the Treasury.120-10

The Supreme Court observed, in 1974, that the Court in
some of its early cases “drew what it saw at the time as
distinctions between regulatory and revenue-raising taxes,”
adding “[b]ut the Court has subsequently abandoned such
distinctions.”150.11

Several court opinions focus on the constitutionality of the
federal self-dealing law. In one of these cases, the principal



contention was that the provision is an unconstitutional
extension of the congressional taxing power.12%:12 That is,
the allegation in that case was that the purpose of the
statute is not to raise revenue but to regulate private
foundations by imposing penalties on persons who use
them for noncharitable, private purposes. The court
involved rejected the contention.

The court began its analysis by observing that, in its early
decisions analyzing the constitutionality of tax statutes, the
Supreme Court “often drew distinctions between
regulatory and revenue raising taxes.”12%-13 The court,
however, wrote that the Court “has subsequently
abandoned such distinctions.”129-14 The court quoted a
1937 Supreme Court opinion stating that “[i]t is beyond
serious question that a tax does not cease to be valid
merely because it regulates, discourages, or definitely
deters the activity taxed.”129:15 In that opinion, the Court
wrote that this “principle applies even though the revenue
obtained is obviously negligible”129:16 “or the revenue
purpose of tax may be secondary.”12%-17 The Court also
stated: “Nor does a tax statute necessarily fall because it
touches on activities which Congress may not otherwise
regulate.”1209-18 The court concluded that, “[ulnder the
present posture of the law, tax statutes are constitutional
unless they contain provisions which are extraneous to any
tax need.”150.19

This court stated that “[i]t is clear that [the self-dealing
statute] is constitutional as measured by the standards set
forth in [the 1953 case].”120:20 [t continued: “Congress has
seen fit, in enacting the internal revenue laws, to grant tax
exempt status to certain entities” and “has allowed
individuals, corporations, and estates the right to escape
taxation of the amounts donated for charitable
purposes.”130-21 “However,” the court wrote, “when



Congress observed that its legislative grace was being
abused, it enacted [the self-dealing statute] to insure that
its original intent in granting non-taxable status was
complied with.”159:22 The court concluded that, “[a]lthough
[the statute] has a regulatory effect on the activities of
charitable organizations and might not raise any revenue, it
insures that revenue will be collected under income, estate,
and gift tax laws which otherwise might have gone
uncollected.”120.23

Another court case directly involving a private foundation
regulatory provision in relation to the sanction's status as a
tax is a challenge to the mandatory payout rule.120-24 [
that case as well, the argument was that, by enacting the
provision, Congress exceeded its power to lay and collect
excise taxes. The contention was that the provision does
not impose a tax for constitutional law purposes but
“imposes a penalty measured by a prescribed rate of return
on the value of the foundation's noncharitable property
even though the foundation may have no income.”129:25 The
court rejoined that the Supreme Court “has repeatedly
rejected this argument,” and found that a tax may be “a
legitimate exercise of the taxing power” notwithstanding
that it has a “collateral regulatory purpose and
effect.”150.26

This court wrote that, “[b]y enacting [the mandatory payout
rule] ... Congress decided to subject tax-exempt private
foundations to [the rule that the tax must be paid even
though the foundation has no income] in order to deal with
what it perceived to be an abuse of the foundation's tax-
exemption privilege,” in that “[w]hile donors to the exempt
private foundation could receive substantial current tax
benefits from their contributions, charity might receive no
current benefits because the foundation invested in growth
assets that produce no current income but are expected to



increase in value.”139:27 Although the court did not
expressly so state, private foundations in this circumstance
are required to dip into principal to make the required
distribution.120-28

The legislative history of the self-dealing rules is replete
with references to the sanctions as penalties. The report of
the House Committee on Ways and Means accompanying
its version of the 1969 tax legislation states that the
“permissible activities of private foundations ... are
substantially tightened to prevent self-dealing between the
foundations and their substantial contributors.”152:29 The
committee added that it “has determined to generally
prohibit self-dealing transactions and provide a variety and
graduation of sanctions.”13%:30 In this report, there are
numerous references to these sanctions as constituting
“prohibitions” or arising out of “prohibited” conduct.
Identical or similar language appears in the report of the
Senate Committee on Finance in connection with its
version of the 1969 legislation.13%:31 This continues to be
the view of Congress on this topic, as reflected in a report
issued by the Ways and Means Committee in 1996 referring
to the private foundation rules as a “penalty regime.”150.32

A commentator, following a review of the case law, wrote
that the “character” of the self-dealing and similar private
foundation provisions “as a tax or a penalty seems
uncertain” under the Supreme Court opinion upholding the
Affordable Care Act.129:33 [t s pointed out that the Court's
most recent discussion of what constitutes a penalty “turns,
at least in part, not on the purpose of or motive for an
assessment, but on its level—whether it imposes a heavy
burden.”129:34 Here are the features posed for such a
“heavy burden” under the self-dealing sanctions regime: (1)
the imposition of the first-tier level of taxation on the entire
amount of a self-dealing transaction, rather than just the



amount by which the foundation is harmed; (2) the second-
tier tax rate of 200 percent, which “gives a disqualified
person little if any meaningful choice of whether or not to
pay the tax”; (3) the implication of the scienter requirement
in connection with the excise taxes on foundation managers
who knowingly participate in a self-dealing transaction; (4)
the court opinions that view the self-dealing sanctions as
having the “regulatory purpose [of] rendering self-dealing
unlawful”; and (5) the IRS's inability to abate the first-tier
excise tax.130:35 A sixth indicator of penalty status in this
context may be the correction requirement.

This commentator concludes that “private foundation
excise taxes do not fit easily into either the category of
constitutional taxes or constitutional penalties.”120:36 Ag to
the self-dealing taxes, the commentator writes that the
“status of section 4941 is uncertain under [the Supreme
Court opinion upholding the Affordable Care Act], under
the private foundation cases from the 1980s, and the
positions of key governmental bodies.”13%-37 Nonetheless, a
good case can be made, at least as to the self-dealing tax
regime, that the sanctions amount to one or more
penalties. The Pigouvian impulse tugs.

(d) Abatement
p. 26, note 152. Insert following existing text:
See § 12.5(c).

p. 26, second complete paragraph, last line. Delete in
the self-dealing setting and insert with respect to the
initial tax on acts of self-dealing.

pp. 26-27. Delete text beginning with third complete
paragraph on page 26 and through the last complete
paragraph on page 27.

p. 27. Insert before carryover paragraph:



