














































































































CO-50 as a contribution towards the initial set up of the program. CO-50's response also
stated "we confirm that DIR-1 is acknowledged as the author of the Advance Professional
Development Course entitled "International Taxation — Principles and Structures."

20XX Expenses — Loans
Payments categorized as "Loans" were checks that included the annotation of a loan in the

memo line of the check or reflected the expense as a loan on ORG's summary spreadsheet.
There were no loan repayments in tax year ending December 31, 20XX from these
individuals per review of the bank records. There were no loan documents provided for the
examination. ' :

20XX Expenses — Péy_x_l_xent for Services — CO-1 Employees

Payments categorized as "Payment for Services — CO-1 Employees" included payments to
CO-1 employees who were working in the LL.M. program in International Tax. Some of the
payments included the annotation "fall bonus" on the check. DIR-1 was the Director of this
program. In some cases, these expenses were expenses that were not allowed or would not be
paid by CO-1. For example, student workers were not allowed to work beyond a specific
number of hours. However, DIR-1 paid these individuals to work beyond the allowable
number of hours and therefore, he paid these individuals and classified it on the checks as
"research grant", "bonus", "severance pay", etc. Other expenses in the category included $
payments to three individuals — RA-37, DIR-2, and RA-38 — for "teaching" per ORG's
summary spreadsheet. :

Also included in this category of expenses were payments totaling $ to CO-1 that were ORG
claimed was "donations" to the CO-1. This included the following:
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20XX Expenses — Payment for Services — DIR-1

Payments categorized as "Payment for Services — DIR-1" include payments to individuals
who provided services that benefit, directly or indirectly, DIR-1 as the Director of the LL.M.
Program in International Taxation at CO-1. These expenses may have been indirect expenses
of CO-1; however, these were payments that were not allowed per the University's own
policy. Some of the individuals who received payment in tax year ending December 31,
20XX were the same individuals as mentioned previously in the tax year ending December
31, 20XX information. This includes payments to RA-21, RA-25, and RA-26. These
individuals and the services they performed was previously discussed under the 20XX
development. The other individuals paid were students at CO-1 and, per the summary
spreadsheet they were paid a "fall bonus". Since these individuals are not employees of CO-
1, the services performed for the bonus is attributed to DIR-1.

20XX Expenses — Reimbursements

Payments categorized as "Reimbursements” were payments identified on the checks as
reimbursements and were paid to two individuals. Check #$, dated 08/24/XX, for § to RA-39




for" "and Check # , dated 11/30/XX, for § to DIR-2 for "Reimb
for CO-51." :

20XX Expenses — Donations

Payments categorized as "Donations" included payments totaling of § to CO-1 that the
university identified and acknowledged as gifts to CO-1.

20XX Expenses — General and Management

Payments categorized as "General and Management" were primarily for payments for

accountant/attorney fees $ directors' liability insurance $; the second payment of § to RA-2
paid on 01/06/20XX which was discussed under Management/General Expenses for 20XX;
and a payment to DIR-5 for rent of Address, City, State. '

On January S, 20XX, a check was written to DIR-S in the amount of $. This represents a
three year up-front contract for rent. The rent is for the office space for ORG located at
Address, City, State. The space has been described as the room above the garage. DIR-5
resides at Address.

IDR #32 was issued to obtain additional information on the rent payment. Per the written
statement provided by POA on 02/21/20XX "ORG and DIR-5' did enter into a Commercial
Lease with ORG on November 1, 20XX. The term of the lease is 36 months. ORG most likely
lost its executed copy of the lease due to . The monthly rent was $8". The
property leased by ORG “stores its files, conference materials, research records, and various
publications.... Although ORG conducts its charitable activities around the globe and
conducts most of its research activities in State, it is less expensive for ORG to store its
records in State than in State. DIR-1 usually ships ORG's records to State via third class mail
after ORG completes its research projects, conferences or publications. Moreover, ORG must
have a registered office in State because it is a State nonprofit corporation.” The property .
"serves as ORG 's registered office. Other activities conducted at this address include _
organizing ORG 's research materials and donor records. The landlord also provided a
computer, printer and telephone access to ORG".

The financial records reviewed did not reveal any payments for postage for the shipment
of "records to State via third class mail" from State or from any other location. ORG was
requested to provide verification that an office was maintained in City and specifically
requested to provide verification of the shipping of documents. None has been provided.
The conferences that are referenced in POA's response have been determined to not be an
activity of ORG. There were no donors to ORG in 20XX. It has not been established why
.ORG would need an office to organize the research materials and donor records when. the
individuals compensated for research were located in various locations and the financial
records reflect only one donor, FAC-2, in the years under examination and RA-17
donated before the office was established.

According the State Secretary of State Corporation Database, on the report filed January 31,




20XX:

Domicile address: Address City, State Mailing address: c/o POA,
Address, City State DIR-1 address: Address, City State

The report filed on April 7, 20XX with the State Secretary of State shows the following:

Domicile address: Address, City, State

Mailing address: c/o POA, Address, City, State DIR-1 address: Address,
City, State

20XX Expenses — Benefit to DIR-1 (inurement

Payments categorized as "Benefit to DIR-1" include $ of payments from ORG to DIR-1 and §
of payments to an CO-52 credit card, Account #number, which was DIR-1' personal CO-52

card.

Most of the payments direétly to DIR-1' were transferred directly from ORG's CO-30 account
into DIR-1' account with CO-30 (Account #number), One payment made on July 16, 20XX
was a check, # , issued directly to DIR-1. Dates and amounts of payments/transfers to

DIR-1 are shown below:
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IDR #34 was issued on December 8, 20XX to request information on payments to DIR-1.
This IDR requested information on the $ payment issued to DIR-1 via Check#  on
10/06/20XX as well as for information on the payments detailed above. For the payment
issued in 20XX, the IDR requested a statement to address specific services rendered for this
payment and information on the filing (or lack of filing) Form W-2/Form 1099 for this

payment.

On February 21, 20XX, POA's submitted a response which included the comment "ORG's $
payment to DIR-1...was erroneously marked "Services' by ORG's accountant. DIR-1 believes
that 8 actually was an advance for several conferences that DIR-1 attended in the Fall of
20XX. DIR-1 would promote the LL.M program during these conferences.” This statement
contradicts available information for the following reasons:

U Although POA's letter states the payment was erroneously classified as "services" by
ORG's accountant (POA), Check #  dated 10/06/XX included the annotation "Services to
CO-1". RA-4 did not write out the checks and therefore did not make the annotation
concerning the payment was for services.

. DIR-1 reported the income on his personal Form 1040 for tax year ending December
31, 20XX per POA's statement "DIR-1 paid tax on that amount and has provided his Form
1040 for 20XX to the IRS in the audit of his personal taxes." ,

. On May 11, 20XX DIR-2, co-director of ORG, was interviewed in person and he
stated the $ was payment for DIR-1' services to ORG;

o At the conclusion of the meeting held with DIR-2 on May 11, 20XX, DIR-2 provided a




written letter, addressed to POA dated 04/03/20XX, that stated "We voted to compensate
DIR-1 as a 8 services contract for the year 20XX for his long hours of work with
establishing the Foundation documentation and administration.”

o DIR-1 did not raise this as an issue in this examination until the investigative
interview held on February 7, 20XX which was after [IDR#  was issued requesting a
statement to address specific services rendered and an explanation about the lack of a Form
1099 or W-2.

POA's response goes on to state that the funds transferred into DIR-1' account were for
advances for various conferences and "in accordance with ORG ‘s reimbursement
policy...DIR-1 would reimburse ORG for such advances within 3 — 6 months of his receipt.
DIR-1 repaid ORG 8 on August 20, 20XX. DIR-1 was reimbursing ORG for its earlier
advances to him.” POA's response went on to state DIR-1 also repaid the following amounts:
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In reviewing the information secured via the summonsed bank records, Check # for$
from DIR-1' CO-30 Account #number was deposit on 08/20/20XX. There was no deposit into
ORG's account for $ during November or December 20XX per review of the bank records.
Records for tax year ending December 31, 20XX were not requested or reviewed since it is
outside the 20XX through 20XX years under audit.

For one reimbursement, $ on 02/23/20XX, POA provided a partial copy of DIR-1' bank
statement for February 20XX. The statement was for CO-30 Account #number-9 in the name
of DIR-1 and was for the period February 18, 20XX — March 17, 20XX. Most information
on this statement, including summary of activities, balances, other transactions were removed
(sanitized), and the one amount left disclosed was for Check # for $. This statement did
not provide verification of who the check was actually issued to and is not considered
verification of repayment of funds to ORG.

For the other payments listed above, ORG did not provide verification of these amounts being
repaid by DIR-1 and is, therefore, not considered to be reimbursement of the funds paid to
DIR-1. POA did include information in her February 21, 20XX response which stated "ORG
has requested its bank statements for 20XX from CO-30" , but no additional verification of
the repayment has been provided for the audit.

POA's response goes on to state "ORG made these expense advances to DIR-1 so he could
travel to conferences on ORG's behalf. The amounts in Tab 16 [relating to the advances
questioned in IDR #34] relate to the personal component of DIR-1 travel and were ultimately
repaid by DIR-1. The amounts for which there are reimbursement sheets relate to the
business expenses that directly connected with ORG 's exempt purpose. As a practical matter,
ORG should have offset the expense reimbursement with the expense advance that it had
previously paid DIR-1. However, ORG did not do this. Instead, ORG sought repayment from
DIR-1 for the expense advance amount plus 15% interest". '

No information, other than POA's statement, has been provided to confirm DIR:I repaid the
amounts paid to him. Also, nothing has been provided to show the repayments, if made,




included interest. Under IRC §3121(d), officers of an organization are considered to be
employees. Payments issued under a non-accountable plan should be included in an
individuals income and later, if the expenses is ordinary and necessary business expense
under IRC § 162 and if the elements of IRC §274(d) are met, the expense deduction can be
claimed by the individual. Since the claimed repayments occurred outside the audit years, no
information has been requested or provided concerning how DIR-1 handled this issue.

The payments to CO-52, Account #number, were as follows:
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IDR #25 was issued on April 4, 20XX to obtain information on the payments made by ORG
to DIR-1' personal CO-52 credit card. The last two payments above, Checks # and#
were not part of IDR #  since complete financial information was not available until the
bank records were received via summons.

IDR # requested verification of the expenses including verification required under IRC
§274(d); requested verification of the business purposes of the expenses under IRC § 162;
and requested how the expenses were determined to be an expense of ORG rather than a
personal expense of DIR-1 This IDR also requested that ORG provide a statement from CO-
1 if the reimbursed expenses relate to the University.

In response to IDR # , POA provided a statement and some documents. The submitted
statement was not signed, but included the following comments:

"One of ORG 's purposes is to provide support for the LL.M in International Taxation.
Support may be expressed in a variety of ways. The Board of ORG represent'ed by DIR-2 arf’d
DIR-1 decided ORG would partly expend its funds in the manner of these reimbursements.

"The LL.M is unique in that it is an online distance learning program. Most students do not
live within a 100 mile radius. Thus, an opportunity for students for face-to-face meet,
network, and undertake discussions with the program director is through meals, a customary
approach in all cultures. Other LL.M international taxation programs undertake social
events..., as well as this being a customary practice of law schools and universities in
general.... "

"Further, the program director does not have significant involvement with the JD students
because of the LL.M. program duties. Thus, orientation and graduation represents an
opportune time to network with the JD students and to create goodwill for the LLM
program amongst that student body."”

The information presented included information on various social activities including a flyer
for a cocktail reception for the IFA Congress (September 20XX); packet of information for
an event called "Global Tax Symposium 20XX" which appeared to be an event sponsored by
CO-1; e-mails from a RA-40 (with a CO-1 e-mail address) inviting CO-1 adminisu‘.ators,
faculty, staffto an event called "Law Alumni Network Happy Hour" in City in April 20XX
and City in May 20XX. .




The response continued with the comment: "Separately, ORG has other charitable purposes
than the LL.M program in International Taxation. By example, promoting education in the
field of international taxation through conferences and publishing, which the board has
sought to promote. Such activities require networking and development over an extended
time frame. Networking and development requires meeting different individuals, sometimes
many times, over time, to develop a relationship to achieve some purpose.”

Provided for the audit was the excerpts from the CO-52 statements and the Reimbursement
Forms submitted to ORG from traveler DIR-1. In reviewing the documentation, the
following was noted from the reviews:

1) Reimbursement Form filed by DIR-1 for the period 03/10/20XX through 03/25/20XX
totaled $.00. The form indicated this was for the "ASOF Conference, speaker meeting, copy
costs, and Human Rights program". Attached to this form was a copy of the ORG's § check,
# ,paid to CO-52; CO-29's 4™ Annual Conference cover page reflecting conference dates
of March 25 & 26, 20XX; information on the 5 Annual Offshore Financial Services Summit
held the 26™ and 27™ of May 20XX in Country; and some excerpted pages from DIR-1's CO-
52 statements. Most of the expenses listed on the reimbursement form were for meals. For
the meal expense, a persons name and/or company name was listed on either the CO-52
statement, but no actual receipts were provided nor was the specific business purpose noted
for these meals. One expense on 03/24/20XX for $ was for "conference photocopies &
materials". The conference was an activity of CO-29 and not of ORG.

2) Reimbursement Form filed by DIR-1 for the period 03/27/20XX through
04/25/20XX totaled $. This was reimbursed by ORG's Check #  on 05/10/20XX. The
form indicated "Witwatersrand University Masters Program also left over CO-29
conference receipts/City, Country". Verification provided included CO-52 statements with
some annotations indicating expense was for ORG; airline receipt from City to Country,
Country; and taxi receipts. One expense on the CO-52 statement was for CO-53, City,
Country for $ on 04/25/20XX. No actual lodging receipt was provided. Sufficient
information was not provided to verify expenses listed were for ORG's exempt purpose nor
was information provided to establish the expenses as an ordinary and necessary business
expense of ORG's.

3) Reimbursement Form filed by DIR-1 for the period 05/18/20XX for Adobe Acrobat
purchased by CO-52 and reimbursed by ORG by Check# , in the amount of §, paid to
CO-52. The invoice for this purchase indicates it was shipped to DIR-1 at CO-1's CO-1's
address. This amount is de minimus and could be an ordinary and necessary expense of
ORG. It is therefore allowed without further verification of the expenses.

4) Reimbursement Form filed by DIR-1 for the period 04/25/20XX through 05/1 9/20XX
totaled $. This was reimbursed by ORG's Check #  on 05/20/20XX. The form indicated
the expenses were for LL.M. Graduation Dinner and for what appeared to be some individual
names. Attached to this reimbursement form were excerpts from the CO-52 statements with
ORG noted on it for dining and bar expenses. No actual receipts provided; no verification of
ORG's business purpose for these expense and IRC §274(d) pertaining to recordkeeping not




met.

5) Reimbursement Form filed by DIR-1 for the period 06/05/20XX through 05/22/20XX
totaled $. This was reimbursed by ORG's Check # on 07/16/20XX. The form indicated the
expenses were for IBFD (International Bureau of Fiscal Documentation). Provided for
verification was excerpts of CO-52 statements. The expenses listed included restaurants
discussed below; $$ for "CO-54, City, Country” on 06/05/0XX; gift item at City Intl Airport
for $$; and $$ for "CO-55". Internet research was conducted for IBFD and it was determined
this company is based in The Country and per, their website site, "Since 19XX, tax
practitioners from all over the world rely on International Bureau of Fiscal Documentation
(IBFD) for authoritative expertise on cross-border taxation. IBFD is the portal to high qualify
independent tax research, international tax information and education with the aim to enable
customers to do their work more quickly and efficiently." CO-55 was researched and it was
determined about the time of the $$ charge, this non-profit organization held the City
Celebrity Domino Night. No specific information on what was received for the $$ payment.

For the meal expenses, it was determined from the information submitted by ORG and by
the reimbursement vouchers provided by CO-1 that the charges reflected on the CO-52
statement was equally split between CO-1 and ORG. No information was provided as to
why it was split and the specific business purpose of the expenses. The expenses included
the following: '
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6) Reimbursement Form filed by ORG for the period 06/30/20XX through 07/11/20XX
totaled'S. This was reimbursed by ORG's Check#  on 08/27/20XX. The form indicated
the expense was for a dinner with CO-56 and for an unidentified expense at a City restaurant.
No actual receipts provided; no business purpose established; and recordkeeping
requirements of IRC §274(d) not met for these expenses.

7 Reimbursement Form filed by DIR-1 for the period 08/09/20XX through
11/29/20XX totaled $. The form indicated the expenses were for IBLS, Student Orientation,
LL.M. and RA-21. These expenses include lodging expenses of $ on 09/28/20XX at the CO-
27, City, State and $$ on 08/09/XX at CO-58, City, Country. The other expenses were for '
items such as $$ for "hosting the incoming orientation for JD students"; meal with RA-21 in
Country on 09/26/20XX for $$; "LL.M. orientation" meal in City for $$ and parking at City
International Airport from 11/23 — 11/29/20XX for $

As a recap, IBLS is the internet platform hosting the course materials and providing IT
support for the students and staff, IBLS received $ from CO-1 for this service and IBLS
subsequently paid ORG $ which was paid at the direction of DIR-1. RA-21 was previously
discussed and available information did not support a business relationship between RA-21
and ORG.

In reviewing the payments to CO-52 (see previous table), there was no payment
corresponding to this reimbursement form. There was a payment of § made to CO-52 by
Check#  on 09/01/20XX and these expenses may be part of that reimbursement, but the




dates do not agree and the amount paid to CO-52 is substantially more than the listed
expenses. ’

8) Reimbursement Form filed by DIR-1 for the period 08/11/20XX through 08/21/20XX
totaled $ and was for "Student Orientation". For verification, ORG provided excerpts from
the CO-52 statements and some receipts. Some of the receipts were just the charge slips, but
three were legible and included details. Some of the details noted included the following — $$
for cheese, fruit and shrimp cocktail on 08/13/20XX; $$ for a bottle of champagne (Perrier
Jouet Rose Fleur De Champagne) on 08/15/20XX at Co-60 in City, State; and $§ for a bottle
of Grey Goose, J & B, LR Brut, and five single Red Bulls on 08/14/20XX at the Co-59 in
City, State for a party of 6 guests. None of these receipts specified who was entertained or
the specific business purpose of the expense. These expenses are not ordinary and necessary
under IRC § 162 and even if they were determined to be ordinary and necessary, these
expenses relate to student orientation of the LL.M program and would be expenses of CO-1.

In reviewing the payments to CO-52 (see previous table), there was no payment
corresponding to this reimbursement form. There was a payment of $ made to CO-52 by
Check#  on 09/01/20XX and these expenses may be part of that reimbursement, but the
dates do not agree and the amount paid to CO-52 is substantially more than the listed

expenses.

9) Reimbursement Form filed by DIR-1 for the period 09/05/20XX through 09/23/20XX
totaled $. This was reimbursed by ORG's Check #  on 10/01/20XX. One of the expenses
on this reimbursement form included an expense of $$ on 09/05/20XX which was designated
on the reimbursement form as "lodging expenses”. The actual receipt provided with that
dollar amount included the preprinted name of "CO-61" in Country and there was a line for
gratuity. This is not verification of a lodging expense. The other expenses were for meals and
did not meet the recordkeeping requirements of IRC §274(d). '

10) Reimbursement Form filed by DIR-1 for the period 10/02/20XX through 10/04/20XX
totaled $$ but was reimbursed as $ per annotation on the voucher. The comments on the
reimbursement form stating the nature of the request was not clear. Attached to this voucher
was information on the International Fiscal Association (IFA) Congress 20XX in Vienna.
Third party contact to CO-1 on travel vouchers filed by DIR-1 during this period of time
resulted in information provided that the IFA conference was related to DIR-1' position as an
employee of CO-1 and the conference expenses were, therefore, paid for by CO-1. The
conference was from 09/05/20XX through 09/10/20XX. These expenses on this _
reimbursement form do not appear directly related to the conference since CO-1 paid for the
expenses relating to the conference. The reimbursement form included $$ for a rental vehicle
and $$ for lodging at CO-58, City, Country. Business purposes of these expenses were not
clear.

In reviewing the payments to CO-52 (see previous table), there was no payment
corresponding to this reimbursement form. This reimbursement form was approved by
DIR-2 on 10/23/20XX and it is possible the $ payment transferred from ORG's account
with CO-30 to DIR-1's account with CO-30 (#number) on 11/04/20XX may be for this

reimbursement.




11) No verification or documentation was provided for the final three payments to CO-52
reflected in the chart above. It was noted that these payments were made on the same date,
10/01/20XX, and were paid by three consecutive checks (# ,# ,and# ). Thetotal
for these checks were $$.

Summary of CO-52 Payments:

In reviewing the documents submitted by ORG, the only expenses which appear to be
allowable as related to ORG's exempt purposes include the purchase of Adobe Acrobat on
05/20/20XX for $ and IBFD purchase on 06/05/XX for $$. This was a total of § $ for
business. The other payments made by ORG to CO-52 were determined to be either personal
expenses of DIR-1, payments of another organization's such as CO-29 or CO-1; or
unsubstantiated as an ordinary necessary business expense of ORG.

In comparing the total payments made by ORG in 20XX to CO-52, §, to the amount .
determined to be for ORG's exempt purpose, $3, less than 2% of the payments were verified
to be for ORG's business purpose.

CO-1 was contacted as a third party contact to obtain information concerning the university's
policy concerning the expectation that DIR-1 entertain and pay for meals, without '
reimbursement, for other professors or students during orientation, during the school year or
at graduation.

Per the written statement from CO-1 dated November 10, 20XX — "Based on University-
policy, it would not be expected for a faculty member to entertain and pay for meals, without
reimbursement, for other professors or students during orientation, during the school year, or
at graduation.” (EXHIBIT V)

CO-1's response referenced above and subsequent response provided on July 2, 20XX
(EXHIBIT G) were shared with ORG and POA submitted a response on 08/01/20XX to
address CO-1's letters to us. For the first letter dated November 10, 20XX, POA's response
stated: "DIR-1 would take students, other professors and visiting faculty out to dinner. This
promotes ORG 's charitable purpose because it rewards students for work that they did for
ORG and promotes ORG's charitable activities by providing details about ORG in general
and CO-1's LL.M program in particular and by encouraging students, visiting faculty and
other professors to inform others about the LL.M. program. DIR-1 was either reimbursed by
ORG or CO-1 for these expenses. DIR-1 recalls that he never was reimbursed twice Jor the
same expense. If CO-1 did not reimburse DIR-1, the ORG would, which is consistent with its
exempt purposes, including supporting and promoting CO-1's LL.M program.

For the second letter dated July 2, 20XX, POA's response stated: "...CO-1 distances itself from
ORG and states that it “‘was unaware that ORG was established to be an organization set up
to support the CO-1." Further, CO-1 states that ORG was not an integral fundraising activity
for CO-1 nor were the operations of the LL.M. program dependent on funding from ORG or
any other particular source of outside funding. "

"ORG respectfully disagrees with CO-1's characterization of its relationship with ORG.




First, CO-1 was aware and even acknowledged the financial support that ORG provided it.
For example, in a July 21, 20XX letter, CO-1 thanked ORG for its “support over the last
several years' and identified four direct gifis from FEA'™. CO-1 also indicates that ORG has
indirectly supported CO-1 by encouraging RA-35 and RA-36 to donate to CO-1." POA's
letter then mentions the $ payment from CO-29 that was credited to ORG. This was |
previously discussed under "20XX Expenses — Program Services".

POA's response referenced and included a fundraising letter from CO-1 Dean, DEAN-1,
dated November 16, 20XX. Review of this letter showed this to be a general fundraising
letter. It did not acknowledge past donations and did not solicit any specific amount for the
future. The letter included information on the history of CO-1's CO-1 and provided
statements as to why this was a worthy cause to support. POA's letter talks about this letter
and then states "It is disingenuous for CO-1 to argue that it was unaware of ORG 's support
or that ORG 's support was not critical to its law school and programs.... When ORG
prepared its Form 1023, ORG had every expectation that its support of CO-1 would be an
integral part of CO-1's fundraising. In total, ORG gave $3 of direct and indirect cash
contributions to CO-1 in 20XX and 20XX, and CO-1 acknowledged these contributions.
Although 88 may not be an 'integral part’ of CO-1's fundraising, it still is a significant sum of
money and is consistent with ORG's charitable purpose of supporting CO-1."

It should be noted that gross income received by ORG from during the audit years of 20XX
through 20XX was approximately $$ (without regards to income received in 20XX from
reimbursement of copied material for the LL.M. Program in Human Rights). The gross
income received by ORG was calculated as follows:
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The only support provided to CO-1 since the inception of ORG was $ of indirect support in
20XX and $$ direct support in 20XX. The $ POA included in her calculation as paid to CO-1
was from CO-29. Total amount donated ($$) is less than % of the total gross receipts
received by ORG.

The original acknowledgement for the donations from ORG to CO-1 was dated July 21,

20XX and was from the CO-1 CO-1's Assistant Dean, A-Dean. This acknowledgement was
previously discussed and is included in the report as EXHIBIT J. A-Dean is no longer
employed by CO-1 and was therefore unable to explain why a payment written from CO-29's
account is credited to ORG. A third party contact was conducted to CO-1 in October 20XX to
confirm the donations and to establish what support was provided by ORG to CO-1 from
20XX through the present"” since ORG claims to be an entity providing support to CO-1. In
CO-1's response, they acknowledged the donations listed on EXHIBIT J with the exception of
the $ check from CO-29. CO-1 did not verify any other support from ORG.

14 This was the series of donations discussed previously under "20XX Expenses — Program Services". See
comments previously noted in the report and attached EXHIBIT D.

POA included a footnote that stated the following: "Perhaps CO-1 is confused in its J.uly _7,
20XX letter when it states that it was unaware that ORG was established as an organization




set up to support the CO-1. Perhaps CO-1 thinks that the IRS is asking CO-1 to negate the
idea that ORG is a section 509(a)(3) supporting organization for CO-1. Given that CO-1 has
section 509(a)(3) supporting organizations, such as the Friend of CO-1 it is possible that
CO-1 thinks that ORG is characterizing itself as a supporting 509(a)(3) supporting
organization. As discussed in its Form 1023, ORG was created as a publicly supported
charity under section 170(b)(1)(A)(vi). "

20XX Expenses — Unknown/Not Identified

Payment categorized as "Unknown — Not Identified" is for $ wire transfer on 05/07/XX to
"CO-62 Escrow — CO-33" per the wire transfer information. Initially it was believed this
might be another donation to CO-33 which was discussed previously in tax year ending
December 31, 20XX information. However, ORG's summary spreadsheet, identified the
payment as "CO-63 — RA-41" and the comment "Wire Error — transfer out". To further
confuse the understanding of this payment, POA provided some information on 07/10/20XX
which included the following statement: "DIR-1 recalls that this relates to donors requesting
a refund of their donations to ORG because ORG did not yet have its determination letter." -

20XX Expenses — Investments

ORG purchased investments in the amount of $$ during 20XX. No investments were sold in

- 20XX. As discussed under the 20XX development, ORG provided information on its vari9us
investments. EXHIBIT Q is a recap of the investments for 20XX and 20XX. As reflected in
the exhibit, investments included highly speculative investments in stocks including stocks
privately held and stocks that traded over-the-counter (OTC). These investments ultimately
resulted in overall loss to ORG.

15 Review of ORG's financial records indicate no payments to CO-1 in 20XX or 20XX.
LAW:

Internal Revenue Code (Code) Section 501(c)(3) provides that organizations that are
"Corporations, and any community chest, fund, or foundation, organized and operated _
exclusively for religious, charitable, scientific, testing for public safety, literary, or educational
purposes, ... no part of the net earnings of which inures to the benefit of any private
shareholder or individual..." (emphasis added) are exempt from Federal income tax under

this section.

Federal Income Tax Regulation (Regulation) Section 1.501(c)(3)-1(a)(1) states: "In order to
be exempt as an organization described in Section 501(c)(3), an organization must be both
organized and operated exclusively for one or more of the purposes specified in sucl_l
Code section. If an organization fails to meet either the organizational test or the operational

test, it is not exempt." (emphasis added)

Regulation Section 1.501(c)(3)-I(c) defines the "Operational test". Regulatipn Section
1.501(c)(3)-1(c)(1) "Primary activities" provides, in part: "An organization w11.l be reggrded as
'operated exclusively' for one or more exempt purposes only if it engages primarily in




activities which accomplish one or more of such exempt purposes specified in Section
501(c)(3). An organization will not be so regarded if more than an insubstantial part of its
activities is not in furtherance of an exempt purpose." (emphasis added)

Regulation Section 1.501(c)(3)-1(c)(2) "Distribution of earnings" expands on the definition of
an activity that is not in furtherance of an exempt purpose. It states: "An organization is not
operated exclusively for one or more exempt purposes if its net earnings inure in whole
or in part to the benefit of private shareholders or individuals. For the definition of the
words 'private shareholder or individual', see paragraph (c) of Sec. 1.501(a)-1." (emphasis
added)

Regulation Section 1.501(a)-1(c) defines 'private shareholder or individual' when it states:
"The words 'private shareholder or individual' in Section 501 refer to persons having a
personal and private interest in the activities of the organization."”.

Regulation Section 1.501(c)-1(d)(ii) provides emphasis to the operational test. It states that an
organization is not organized or operated exclusively for one or more exempt purposes
"...unless it serves a public rather than a private interest. Thus ... 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." (emphasis added)

Revenue Ruling 77-366, 1977-2 C.B. 192, statés that operating exclusively for charitable,
religious, or educational purposes "has been construed as requiring all the resources of the
organization to be applied to the pursuit of' such purposes.

Revenue Ruling 56-304, 1956-2 C.B. 306, states that charitable organizations are not
precluded from making distributions of their funds to individuals, provided such distributions
are made on a true charitable basis in furtherance of the purposes for which they are
organized. In addition, it should maintain adequate records and case histories to show the
name and address of each recipient of aid, the amount distributed, the purpose for which the
aid is given, the manner in which the recipient was selected and the relationship that exists.
between the recipient and members, officers, and trustees of the organization or a corporation
controlled by the such individuals; in order to establish that distributions are made for
charitable purposes.

In American Campaign Academy v. Commissioner, 92 T.C. 1053, (1989), the Court
addressed the operational test and illuminates the difference between private benefit, derived
by private interests where such private benefit is adverse to exemption under Section
501(c)(3), from inurement, derived by insiders, which also is adverse to exemption under
Section 501(c)(3). It states:

"The Treasury Regulations specify three conditions which must be satisfied for an
organization to meet the operational test. Church by Mail, Inc. v. Commissioner, 765 F.2d
1387, 1391 (9* Cir. 1985), affg. T.C. Memo. 1984-349. First, the organization must be
primarily engaged in activities which accomplish one or more of the exempt purposes

specified in Section 501(c)(3). Sec. 1.501(c)(3)-1(c)(1), Income Tax Regs. Second, the




organization's net earnings must not be distributed in whole or in part to the benefit of private
shareholders or individuals. Sec. 1.501(c)(3)-1(c)(2), Income Tax Regs. Third, the
organization must not be an "action" organization, i.., one which devotes a substantial part of
its activities attempting to influence legislation, or participates or intervenes, directly or
indirectly, in any political campaign. Sec. 1.501(c)(3)-1(c)(3), Income Tax Regs.

...To establish that it operates primarily in activities which accomplish exempt purposes,
petitioner must establish that no more than an insubstantial part of its activities does not
further an exempt purpose. Sec. 1.501(c)(3)-1(c)(1), Income Tax Regs. The presence ofa
single substantial nonexempt purpose destroys the exemption regardless of the number or
importance of the exempt purposes. Better Business Bureau v. United States, 326 U.S. 279,
283 (1945); Copyright Clearance Center v. Commissioner, 79 T.C. 793, 804 (1982).

... Prohibited private benefits may include an ‘advantage; profit; fruit; privilege; gain; [or]
interest.' Retired Teachers Legal Fund v. Commissioner, 78 T.C. 280, 286 (1 982). Occasional
economic benefits flowing to persons as an incidental consequence of an organization
pursuing exempt charitable purposes will not generally constitute prohibited private benefits.
Kentucky Bar Foundation v. Commissioner, 78 T.C. at 926. Thus, should petitioner be shown
to benefit private interests, it will be deemed to further a nonexempt purpose under Section
1.501(c)(3)-1(d)(1)(ii), Income Tax Regs. This nonexempt purpose will prevent petitioner
from operating primarily for exempt purposes absent a showing that no more than an
insubstantial part of its activities further the private interests or any other nonexempt
purposes. Sec. 1.501(c)(3)-1(c)(1), Income Tax Regs.

... We have consistently recognized that while the prohibitions against private inurement and
private benefits share common and often overlapping elements, Church of Ethereal Joy v.
Commissioner, 83 T.C. 20, 21 (1984), Goldsboro Art League, Inc. v. Commissioner, 75T.C.
337, 345 n. 10 (1980), the two are distinct requirements which must independently be
satisfied. Canada v. Commissioner, 82 T.C. 973, 981 (1984); Aid to Artisans, Inc. v.
Commissioner, 71 T.C. at 215. 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. Western Catholic Church v. Commissioner, 73
T.C. 196, 209 n. 27 (1979), affd. in an unpublished opinion 63/ F.2d 736 (7th Cir. 1980). See
also sec. 1.501(c)(3)-1(c)(2), Income Tax Regs. 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. See Aid to Artisans, Inc. v. Commissioner, 71 T.C. at 215; Retired Teachers
Legal Fund v. Commissioner, 78 T. C. 280, 287 (1982).




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. Christian Stewardship Assistance, Inc. v. Commissioner, 70 T.C. 1037 (1978). See
Kentucky Bar Foundation v. Commissioner, supra; Aid to Artisans, Inc..v. Commissioner,
supra; see also The Martin S. Ackerman Foundation v. Commissioner, T.C. Memo. 1986-3635.
In this connection, we use "disinterested" to distinguish persons who are not private
shareholders or individuals having a pérsonal and private interest in the activities of the
organization within the meaning of Section 1.501(a)-1(c), Income Tax Regs. "

In defining who is an insider, United Cancer Council, Inc. v. Commissioner, 165 F. 3d 1173,
1176 (7 Cir. 1999), states: "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. Orange County Agricultural Society, Inc. v. Commissioner,
893 F.2d 529, 534 (2d Cir. 1990); Church of Scientology v. Commissioner, supra, 823 F.2d
at 1316-19; Church by Mail, Inc. v. Commissioner, 765 F.2d 1387, 1392 (9th Cir. 1983);
American Campaign Academy v. Commissioner, 92 T.C. 1053, 1066 (1989). 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-- or even a nominal outsider,
such as a physician with hospital privileges in a charitable hospital, Harding Hospital, Inc. v.
United States, 505 F. 2d 1068, 1078 (6tll Cir. 1974)..."

Revenue Ruling 69-383, 1969-2 CB 113, in examining the compensation arrangement
between a radiologist and an exempt hospital wherein the radiologist was paid on the basis of
a fixed percentage of the radiology department's income, provides criteria useful in
distinguishing between an insider and private interests. It notes: "Under certain
circumstances, the use of a method of compensation based upon a percentage of the income
of an exempt organization can constitute inurement of net earnings to private individuals."
The presence of a percentage compensation agreement will destroy an 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 ... (Lorain Avenue Clinic v.
Commissioner, 31 T.C. 141 (1958)), ot is merely a device for distributing profits to persons in
control (Birmingham Business College v. Commissioner, 276 F. 2d 476 (1960))." The
compensation agreement in this ruling did not constitute inurement because ( 1) the amount
received was not excessive but was reasonable in terms of the responsibilities and activities
the radiologist assumed under the contract, (2) the radiologist did not control the hospital and,
(3) the compensation agreement was as a result of arms-length bargaining. ’

The Courts have determined that the inurement proscription does not prevent the payment of

reasonable compensation for goods and services and the payment of reasonable salaries and
benefits do not give rise to inurement. Though the Courts in Mabee Petroleum Corp. v.

. United States, 203 F. 2d 872 (5™ Cir. 1953); Birmingham Business College, Inc. V.

Commissioner, 276 F. 2d (476) (5 Cir. 1960) determined that excessive salaries do result in
inurement, they have, in addressing the issue, indicated that the payment of reasonable
salaries by a tax-exempt organization does not result in the inurement of net earnings to the
benefit of private individuals. See. In their decisions the Courts indicate that this
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determination of whether the salaries paid are reasonable is a question of fact.

The Court in United Cancer Council v. Commissioner, 165 F. 3d 1173 (7* Cir. 1999) stated
that the inurement provision of the Code "is designed to prevent the siphoning of charitable
receipts to insiders of the charity, not to empower the IRS to monitor the terms of arm's length
contracts made by charitable organizations with the firms that supply them essential inputs,
whether premises, paper, computers, legal advice, or fundraising services."

In People of God Community v. Commissioner, 75 T.C. 127 (1980) the Court, in examining
the compensation arrangement of an insider, noted that it is an established principle that the

organization is entitled to pay reasonable compensation to an insider but the burden of
establishing the reasonableness of the compensation fell upon the organization. It noted that
where the insider's (Donhowe's) compensation was based "... upon a percentage of petitioner's
gross receipts, apparently subject to no upper limit, a portion of petitioner's earnings is being
passed on to Donhowe. See Birmingham Business College, Inc. v. Commissioner, 276 F.2d
476 (5th Cir. 1960), affg. on this point T.C. Memo. 1958-166; est of Hawaii v. Commissioner,
71 T.C. 1067 (1979), appeal filed (9th Cir., June 1, 1979); Founding Church of Scientology v.
United States, 188 Ct. CI. 490, 412 F.2d 1197 (1969), cert. denied 397 US. 1009 (1970). The
statute specifically denies tax exemption where a portion of net earnings is paid to private
shareholders or individuals. We hold here that paying over a portion of gross earnings to those
vested with the control of a charitable organization constitutes private inurement as well. All
in all, taking a slice off the top should be no less prohibited than a slice out of net.”

The inurement of earning to an insider is described in Founding Church of Scientology v.
United States, 412 F. 2d 1197 (Ct. Cl. 1969), cert. den., 397 U.S. 1009 (1970). The Court
determined that the different arrangements between the organization and its founder, such as
payment of ten percent or gross revenues, lending of money to him and his family, payment of
expenses on their behalf, rental of property at inflated prices, resulted in inurement. The Court
rejected the reasonable compensation defense. It stated: If in fact a loan or other payment in
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.

It is clear in other decisions that an organization's net eamnings may inure to the benefit of
private individuals in ways other than by the actual distribution of dividends or payment of
excessive salaries. General Contractors'dss'n v. United States, 202 F. 2d 633 (7th Cir. 1953) -
reports and surveys furnished to members; Chattanooga Auto. Club v. Commissioner, 182 F.
2d 551 (6th Cir. 1950) - services to members; Underwriters' Laboratories, Inc. v.
Commissioner, 135 F. 2d 371 (7th Cir.), cert. denied, 320 U.S. 756 (1943) -reports and studies
furnished; Spokane Motorcycle Club v. United States, 222 F. Supp. 151 (E.D. Wash. 1963) -
goods, services, and refreshments given. That the benefit conveyed may be relatively small

does not change the basic fact of inurement. Spokane Motorcycle Club v. United States, supra.

Though inurement involves the flow of funds or other financial resources from the exempt
organization to an individual that is an insider of the organization, the determination of private
benefit does not require that payments for goods and services be unreasonable or exceed fair
market value. In est of Hawaii v. Commissioner, 71 T.C. 1067 (1979) the Court up!lelq the
revocation of the organization's exemption where it had operated for another organization that




exerted considerable control over it. In upholding the revocation, the Court stated "Nor can we
agree with petitioner that the critical inquiry is whether the payments made to International
were reasonable or excessive. Regardless of whether the payments made by petitioner to
International were excessive, International and EST, Inc., benefited substantially from the
operation of petitioner."

"In a similar case, Westward Ho v. Commissioner, TCM 1992-192 (1992), the Court noted
that the organization that had been created by three restaurant owners to provide funds to
‘indigent and antisocial persons', thereby enabling them to leave the city, did in fact have
another motive. It determined that the organization's true motive was to provide its creators
with a more desirable business environment by removing disruptive homeless persons from
the area. The court ruled that the organization did not qualify for exemption even though it
provided direct ‘assistance' to members of the charitable class.

In Church by Mail v. Commissioner, 765 F.2d 1387 (9" Cir. 1985) affg TCM 1984-349
(1984), the Court noted that Church by Mail, Inc. (‘Church’) paid Twentieth Century
Advertising Agency (‘Twentieth") for services provided. Twentieth was owned and controlled
by the two individuals who ran Church. The Tax Court had found it unnecessary to consider
the reasonableness of payments made by the applicant to a business owned by its officers. In
addressing whether Church operated for a substantial non-exempt purpose the 9" Circuit
Court of Appeals, in affirming the Tax Court's decision, stated: "... The critical inquiry is not
whether particular contractual payments to a related for-profit organization are reasonable or
excessive, but instead whether the entire enterprise is carried on in such a manner that the for-
profit organization benefits substantially from the operation of the Church. est of Hawaii v.
Commissioner, 71 T C. at 1080-81; see also Presbyterian & Reformed Publishing Co. v.
Commissioner, 743 F.2d 148, 155 (3d Cir. 1984) (courts must look to all objective indicia
from which a corporate actor's intent may be discerned); United States v. Dykema, 666 F.2d
1096, 1100 (7th Cir. 1981), cert. denied, 456 US. 983, 72 L. Ed. 2d 861, 1 02 8. Ct. 2257
(1982) (it is necessary and proper for the LR.S. to survey all of the activities of an
organization to determine whether a non-exempt purpose is furthered). "

Code Section 6001, "Notice or Regulations Requiring Records, Statements, and Special
Returns" provides, in part: "Every person...shall keep such records, render such statements,
make such returns, and comply with such rules and regulations as the Secretary may from
time to time prescribe."

Code Section 6033(a)(1) "Returns by Exempt Organizations" provides, in part: "Except as

_provided in paragraph (3), every organization exempt from taxation under 501(a) shall file an
annual return, stating specifically the items of gross income, receipts, and disbursements, and
such other information for the purpose of carrying out the internal revenue laws as the
Secretary may by forms or regulations prescribe, and shall keep such records, render under
oath such statements, make such other returns, and comply with such rules and regulations as
the Secretary may from time to time prescribe...."

Code Section 6033(a)(3)(A) provide mandatory exceptions to the filing requirements under
Code Section 6033(a)(1) including Code Section 6033(a)(3)(A)(ii) which states ."any'
organization (other than a private foundation, as defined in Section 509(a) described in




subparagraph (C), the gross receipts of which in each taxable year are normally not more than
$5,000..." '

As explained in Revenue Procedures 96-10, 1996-1 CB 577 the Internal Revenue Service
has the authority to create discretionary exceptions to the requirement to file an annual
information return if the filings of certain returns is not necessary to efficiently administer
the internal revenue laws. As stated in Announcement 82-88, 1982-25 LR.B. 23, the
Service exercised this discretionary authority by expanding the filing exception to include
Code Section 501(c) exempt organizations (other than private foundations) whose gross
receipts in each tax year are not normally more than $25,000 (thus expanding the $5,000
limit in the statutory exception) o

Regulations Section 1.6033-2(g)(1)(iii) "Organizations not required to file" includes "An
organization (other than a private foundation) the gross receipts of which in each taxable year
are normally not more than $5,000 (as described in subparagraph (3) of this paragraph)...”

Regulations Section 1.6033-2(g)(3), as modified by Announcement 82-88, 1982-25 LR.B.
23, provides "For purposes of subparagraph (1)(iii) of this paragraph, the gross receipts (as
defined in subparagraph (4) of this paragraph) of an organization are normally not more than
$25,000 if — (i) In the case of an organization which has been in existence for one year or
less, the organization has received, or donors have pledged to give, gross receipts of $37,500
or less during the first taxable year of the organization, (ii) In the case of an organization
which has been in existence for more than one but less than 3 years, the average of the gross
receipts received by the organization in its first 2 taxable years is $30,000 or less, and (iii) In
the case of an organization which has been in existence for 3 years or more, the average of
the gross receipts reccived by the organization in the immediately preceding 3 taxable
years, including the year for which the return would be required to be filed, is $25,000

or less.

Regulation Section 1.6033-2(i)(2) discusses returns filed by exempt organizations. Reg_ulation
Section 1.6033-2(i)(2) "Records, statements, and other returns of tax-exempt organizations"
provides, in part: "Every organization which is exempt from tax, whether or not it is
required to file an annual information return, shall submit such additional information as
may be required by the Internal Revenue Service for the purpose of inquiring into its
exempt status and administering the provisions of subchapter F (Section 501 and
following), chapter 1 of subtitle A of the Code, Section 6033, and chapter 42 of subtitle D

of the Code."

Revenue Ruling 59-95, 1959-1 C.B. 627 provides, in part: "failure or inability to file the
required information return or otherwise to comply with the provision of section 6033 of the
Code and the regulations which implement it, may result in the termination of the exempt
status of an organization previously held exempt, on the grounds that the organization has not
established that it is observing the conditions required for the continuation of an exempt
status."

Internal Revenue Code (Code) Section 7602(a) provides the authority "to examine any books,
papers, records, or other data which may be relevant or material” for the purpose of




ascertaining the correctness of any return....

IRC Section 162 states that ordinary and necessary expenses paid or incurred in carrying
on a trade or business shall be allowed as a deduction.

IRC Section 274 addresses the disallowance of certain expenses. In Section 274(d)
"Substantiation Required" provides that no deduction is allowed under Section 162 for any
traveling expense (including meals and lodging while away from home); for any item with
respect to an activity which is of a type generally entertainment, amusement, recreation, or
use of the facility used in connection with such an activity; or for any gifts, unless the
taxpayer substantiates by adequate records or by sufficient evidence corroborating the
taxpayer's own statement- (a) the amount of the expense, (b) the time, place of travel,
entertainment, amusement, recreation, or use of the facility or property, or the date and
description of the gift (c) the business purpose of the expense or other item, (d) the
business relationship to the taxpayer of the persons entertained, using the facility or
property, or receiving the gift.

Regulation Section 1.274-5 addresses the substantiation requirements with respect to the.
business purpose of an expense. If the substantiation requirements are not met no deduction
is allowed with respect to that expense.

Regulation Section 1.274-5T(b) identifies the elements that the taxpayer must substantiate
with respect to the expenditure: (i) amount, (ii) time and place of travel, entertainment,
amusement, recreation, or use of the facility or property, (iii) business purpose, and (iv) the
business relationship to the taxpayer of each person entertained, using the facility or
property, or receiving the gift. Section 1.274-5T(c) notes that a taxpayer must substantiate
each element of an expenditure by adequate records or by sufficient evidence corroborating
taxpayer's own statement. Section 274(d) contemplates that a taxpayer will maintain and
produce such substantiation as will constitute clear proof of an expenditure referred to in
Section 274. It states that a record of the elements of an expenditure made at or near the time
of expenditure, supported by sufficient documentary evidence, has a high degree of
credibility not present with respect to a statement prepared subsequent thereto when
generally there is a lack of accurate recall. It states that the corroborative evidence required
to support a statement not made at or near the time of the expenditure "must have a high.
degree of probative value to elevate such statement and evidence to the level of credibility
reflected by a record made at or near the time of the expenditure supported by sufficient
documentary evidence". It states that to obtain a deduction for travel, etc., a taxpayer must

substantiate each element of the expenditure.

Regulations Section 1.274-5(c)(4)(i) defines an adequate account to an employer. Per this
section, an "adequate accounting” means the submission to the employer of an account
book, diary, log, statement of expense, trip sheet, or similar record maintained by the
employee in which the information as to each element of an expenditure or use is recorded
at or near the time of the expenditure or use, together with supporting documentary
evidence, in a manner that conforms to all the adequate records requirements of this
section.

IRC 3121(d)(1) provides that the term employee means "any officer of a corporation...".




Employment tax Regulation section 31.3121(d)-(1) provides regulations to define who is an
employee. Section 31.3121(d)-1(a)(3) provides "If the relationship of employer and employee
exists, the designation or description of the relationship by the parties as anything other than
that of employer and employee is immaterial. Thus, if such relationship exists, it is of no
consequence that the employee is designated as a partner, co-adventurer, agent, independent
contractor, or the like."

Employment tax Regulation section 31.3121(d)-1(b) provides that corporate officers,
generally, are employees of the corporation. "...However, an officer of a corporation who

as such does not perform any services or performs only minor services and who neither
receives nor is entitled to receive, directly or indirectly, any remuneration is considered not
to be an employee of the corporation..."

GOVERNMENT'S POSITION:
ORG failed to operate as an organization exempt under Section 501(c)(3) of the

Internal Revenue Code

The following is a timeline depicting events from the date of incorporation to the receipt
of the determination letter:

Articles of Form 1023
Inc. filed filed on Case Re- Est.
02/13/XX 04/10/XX on 12/12/XX

Although certain activities were historical as shown in the table above, Form 102? -
contained various inaccuracies or misstatements when compared to the actual activities

including:

v Foundation will provide CO-1 LL.M. programs in Tax and Human Rights with
contributions in order that the program will be able to provide support to their students.

Contributions to CO-1 are minimal compared to income received by the organization.
Considerable payments were payments either made directly to or paid for the benefit of DIR-

1 directly or indirectly.

v Foundation is viewed as an integral fundraising activity required by the LLM.
programs in order to continue their success. ’

CO-1 was unaware that that ORG was established to be an organization set up to support the
CO-1. Also, ORG fundraising was not an integral fundraising activity required by the LLM.
programs or any other program at CO-1 as evidenced by the third party response ﬁ.om the
University. CO-1 has stated that no contributions have been received from ORG since June

20XX.

v The Foundation will hold conferences, meetings, and assemblies to provide a forum for
the discussion and dissemination of relevant information and data to pron'mte a better
understand of international, economic, tax and fiscal topics. The Foundation will sponsor at



least three conferences each year at CO-1 featuring such economic and fiscal topics.

| CO-1 has stated in a third party response that there was no relationship between CO-1 and
ORG with regards to the conferences; there are no contracts for such a purpose. The Form
1023 was signed under penalties of perjury. The penalty statement is directly above the
signature

Assignment Agreement (Notice 20XX-81) Income Received 08/XX — 02/XX Ltr 947 issued
granting exempt status on 05/10/XX (Effective 04/10/XX) Case Closed FTE on 11/13/XX line
and states "I declare under the penalties of perjury that I am authorized to sign this application
on behalf of the above organization and that I have examined this application, including the
accompanying schedules and attachments, and to the best of my knowledge it is true, correct,
and complete. "

Conference materials provided and reviewed indicates that two conferences were held in
20XX, Country and City; one in 20XX, Cayman Island; and one in 20XX, City. ORG was
not listed as a sponsor for any of these conferences. DIR-1 and DIR-2 were listed as either
participants and/or presenters at the conferences. A review of the website for CO-29 shows
that CO-29 sponsors the conferences. The Form 1023, Application for Recognition of
Exemption was filed on April 10, 20XX. At that time, the conferences for Country and City
had already been held. A review of the financial records reviewed indicated no conference
expenses were paid in 20XX or 20XX; in 20XX some payments were made to DBA and
CO-29 which may be related to conferences sponsored by CO-29 and not ORG.

v’ The Foundation will edit and publish papers, magazines, periodicals and books.

The Foundation holds no copyrights or editorial mention other than on its own .website.
Individuals are paid wages to edit and prepare articles that DIR-1 directs. Individuals
interviewed with respect to certain activities have said that editing and writing are for DIR-1

and in some cases, editorial credit went to DIR-1.

NOTICE 20XX-81

As mentioned in the Facts Section, the IRS issued Notice 20XX-81 describing a transactiqn
in which a taxpayer claims a loss upon the assignment of a section 1256 contract to a charity
but fails to report the recognition of gain when the taxpayer's obligation under an offsetting
non-section 1256 contract terminates. ORG was the recipient of assignment agreements to
which the notice applied during the tax years ending December 31, 20XX and 20XX.

The assignment agreements were reported as charitable donations by ORG. The term
donation is defined by Webster's Ninth New Collegiate Dictionary as 'the action of making a
gift esp. to a charity or public institution.” ORG did send acknowledgment letters to the
"donors." One hundred percent (100%) of the gross receipts reported by ORG in the year of
incorporation was the result of the assignment agreement transaction. As a result of listing
this transaction, the Service subsequent disallowed the contribution amounts on the Form
1040 of all the "contributors” in this sheltered transaction. It should be noted that in some
instances the "contributor" did not taken the contribution deduction on the return and they




self-reported their involvement. It should be further noted that there have been no more
referrals of wealthy client from the asset management firms that have contributed to ORG.

Operations/Activities

DIR-1 has stated in interviews that he spends about 40 to 60 hours a month handling ORG
matters and has done so for years while at the same time being a full-time professor for CO-
1. Activities of CO-1 and CO-29 have been described as activities of ORG; however, a
review of the financial information indicates differently.

v The check payable to CO-1 from the CO-29 was signed by DIR-1. This was

reflected as a program service activity by ORG.

v Payment for services by employees of CO-1 that exceeded what was allowed to be

~ paid by CO-1' policy '

v Payment for services that were directed by DIR-1 paid by ORG when the payees did
not know who or what ORG was

Income in the amount of $ $ ($ in 20XX and § in 20XX) has been established to come from
tax sheltered activity. Even though ORG received this sum from shelter activities, although
reported differently, nominal amounts were spent for ORG's exempt purposes and a
substantial amount was paid to or paid for the benefit of ORG's president/co-director, DIR-

1.

For tax year ending December 31, 20XX, verification was provided that § was
expended for the development of CO-1's LL.M. program in Human Rights.

For tax year ending December 31, 20XX, audit of the records indicate the following
amounts were for program services:

> Grants/Allocations — $ to CO-33; §$ to CO-1

> Research — § research grant paid to RA-20.

For tax year ending December 31, 20XX, audit of the records indicate the following

amounts were for program services: _
> $ payment to CO-50 for the contract between ORG and CO-50 regarding the

diploma agreement/publishing box on tax compliance.
> $ CO-64; $ City County Recorder

> $$ to CO-1
> $ paid to CO-52 for business expenses

Under IRC section 162, in general, there shall be allowed as a deduction, all the ordinary and
necessary expenses paid or incurred during the taxable year in carrying out any trade or
business. What is not allowed are expenses paid on behalf of a third party; CO-1 or CO-29.
In addition, as a professor at university, it is reasonable that DIR-1 in his position as a
professor would have educational expenses, but this does not allow him to use assets of a
public charity for his own benefit.

In addition, there has been a misclassification of payments for services rendered as research
grants. ORG does not have a formal grant policy. ORG did not comply with even the most
basic recordkeeping requirements with respect to grants or other distributions to individuals.
See Rev. Rul. 56-304. ORG was unable to demonstrate that the payments to indivi.dua!s
were based on any charitable criteria or demonstrate that the recipients of the distributions




were members of a charitable class. Students by definition are not a charitable class.

Per Rev. Rul. 56-304, 1956-2 C.B. 306, provides that an organization is not precluded from
section 501(c)(3) exemption when it makes grants to individuals, provided the distributions
are made on a true charitable basis and in furtherance of its exempt purposes. Such
organizations should keep adequate records and case histories to show the name and address -
of the recipients of aid; the amount distributed to each; the purpose for which the aid was
given; the manner in which the recipient was selected; and the relationship, if any, between
the recipient and (1) members, officers, or trustees of the organization, (2) a grantor or
substantial contributor to the organization or a member of the family of either; and (3) a
corporation controlled by a grantor or substantial contributor.

As previously mentioned, there was a problem with respect to ORG's records due to

. ORG' s address of record is in City and that is the area that was impacted
by the hurricane. DIR-1 was physically located in State, both his residence and office.
Although he stated that he spent 40 to 60 hours per month on ORG's matters, the records lost
were retained in the City area. The individuals who were compensated for services rendered
performed these services in the State office. This office was also the office of the LL.M.
Program of CO-1.

Payment made to or for President/Director DIR-1 constitutes private benefit/inurement

As mentioned above, although ORG received $$ (8 in 20XX and $ in 20XX) in what has
been established to come from tax sheltered activity and ORG received $ from IBLS in
20XX, although reported differently, nominal amounts were spent for ORG's exempt
purposes and a substantial amount was paid to or paid for the benefit of ORG's president/co-

director, DIR-1.

Some payments were reported as research grants; however, a review of financial and third
party information reveal that most payments were for services rendered. These services were
directed by DIR-1 or were for the benefit of DIR-1. In some cases the services were
payments that the University would not pay.

As a professor at CO-1 and as Director of the LL.M. program in International Taxation,
DIR-1 has a vested interest in making the LL.M. program appear to be highly sgccessﬁll.
This benefits him directly by assuring him of job security, increases in pay and job
promotions. To limit costs CO-1 was paying, and to make the program look more
successful, DIR-1 had some of the costs paid for by ORG which was a benefit to him.
Although the costs may have some elements of being educational support in nature, the true
end result was to promote DIR-1 in his position as Director of the LL.M. program.

Payment made to family members of President/Diréctor DIR-1 constitutes private

benefit/inurement

Payments were made to Pi'esidcnt/Co-Director's DIR-1 sister and her husband, RA-30 and
RA-2, during November 20XX. These payments were reported as expenses on the Form
990. In response to IDRs asking for documentation to verify these expenses contracts were




provided for both RA-30 and RA-2. These contracts were mentioned in the previous
section of this report. It should be further noted that both the contracts:

> were dated November 20, 20XX;

> - were three year contracts; _
> were not to commence until January 1, 20XX; and
> were paid upfront in 20XX.

RA-30's was a "Contract for Services Agreement" which called for fundraising,
administrative and consulting services. No fundraising materials were submitted to reflect the
fundraising activities that were undertaken. The bank summonsed bank records do not reflect
any deposits for contributions, gifts or grants. Per a statement submitted by the POA on DIR-
1 behalf, he did not directly contact any of the donors prior to their contributions to ORG. He
did personally contact asset managers who represented wealthy individuals as a means of
soliciting charitable contributions for ORG. No W-2 or 1099 was issued by ORG for the $
that was paid. This amount was not reported as income, by her own statement, until an
amended Form 1040 was filed in July, 20XX.

RA-2 is an attorney by profession. The documentation for his payment was a retainer
agreement. The agreement states that RA-2 would deduct $ per month for administrative
services and would deduct at a rate of $ per hour for legal and consulting services rendered
during the agreement period. If the retainer were exhausted prior to the expiration of the
agreement, ORG would pay additional funds in increments of $.

During the May 2, 20XX interview previously mentioned, RA-2 stated that his .
administrative services included handling the paperwork and other information for ORG that
was sent to the address of record, Address, City, State. RA-2 stated that he expended 3 hours
per month for this activity. Specifically, he stated that letters and bank statements were sent
to that address and he would put the information/statements in a folder and then mail to ]?IR-
1 in City. DIR-1, after reviewing in City, would then re-mail the items to his accountant
City, State. This activity occurred, and ORG was billed, even after c.aused
an interruption in mail service in the City area from August 29, 20XX until regular mail
service was resumed on April 3, 20XX. In addition, although RA-2's three-year contract was
dated November 20, 20XX and was effective January 1, 20XX, State Secretary of State
records revealed attorney RA-1 was the registered agent of ORG from February 13, 20XX
until RA-2 was appointed on April 7, 20XX. The official address of record was DIR-1 's
place of business. There were no payments to DIR-1 per review of the financial records.

A review of the summonsed bank records for 20XX revealed a second $ payment to RA-2
was made via Check#  on January 6, 20XX. This amount was not reflected in his Plllmg
records. When the payment was questioned, the response was that it was another retainer for
professional services to establish an unrelated 'organization. This statement does not excuse
or explain the non-reporting of substantial income received by attorney RA-2 and the failure
to timely file an amended return, Form 1040X, to include the income received by RA-2 and

RA-30.

1t should also be noted that both the RA-2s were being paid per the contract or retainer




agreement for "administrative services." Fiduciary responsibility notwithstanding, with
respect to the contracts, ORG failed to properly report the contracts in their books and
records and on the 20XX Form 990. ORG failed to provide W-2s and or 1099s for these
individuals. The individuals, by their own admission, failed to report the payments.

The same date payments were made to RA-2 and RA-30, November 30, 20XX, ORG made
a $ contribution to CO-33, the 501(c)(3) organization that is run by President/Co-Director
DIR-1 mother, DIR-5.

In DIR-5 response, she stated "Since the $ was placed in the operating account one could
argue that family received some of the money because family members were employees of
CO-33." During the formal interview held with DIR-1 on February 7, 20XX, information was
obtained that DIR-1's Form 1040 for 20XX was amended to include $ from CO-33. The Form
990s for CO-33 for 20XX, 20XX and 20XX reflected compensation to RA-2 (8, §, $
respectively) and compensation to DIR-5 of $ in 20XX and $ in 20XX for their positions as
directors of CO-33 Since CO-33 was not audited, is unknown how much, if any, payments

were made RA-30.

In addition to the $ donation to CO-33, the charity run by DIR-5, on January 5, 20XX, a
check was written to DIR-5 in the amount of $. This represented a three year up-front
contract for rent. The rent is for the office space for ORG located at Address, City, State. The
space has been described as the room above the garage. DIR-5 resides at Address. As stated
previously, ORG did not provide verification that a physical office specifically for ORG
activities actually existed nor did they establish that it was ordinary and necessary under IRC
§ 162 when minimal activities may be conducted there. The Service does not challenge that
the State Secretary of State may require a domicile in State for a corporation. However, prior
to April 7, 20XX, ORG used the registered agent's (RA-1's) business address of Address
City, State as ORG's domicile address and used the former POA's (POA's) address of

Address, City State for ORG's mailing address.

In summary, the only individuals to receive full payment in advance for three-year contracts
were family members; mother, sister, and brother-in-law. Payments in amount of $$ and the
$ contribution were made on the same date. The $ to DIR-5 and the second § to RA-2 and
were made by consecutive checks #  to DIR-5 on 01/05/20XX and#  to RA-2 on

01/06/20XX.

ORG failed to file employment tax returns.

Audit findings indicate that either Form W-2, Wage and Tax Statement, or Form 1099-
MISC, Miscellaneous Income, should have been issued to the employees and/qr .
independent contractors. The applicable forms were not filed and the proper withholding

amounts were not submitted to the Service.

ORG failed to accurately prepare Form 990, Return of Organization Exempt From

Income for the tax vear ending Decembgr 31, 20XX through tax year ending December

31, 20XX.




The following are some of discrepancies noted during this examination:

» ORG reported "contributions" of $ on the Form 990 for the period ending December 31,
20XX. The Service has determined that these amounts were from tax shelter transactions
reported on Notice 20XX-81 and the Service has disallowed the contribution amounts on

the Form 1040 of all participants (contributors) in the sheltered transactions. The donors in
this situation had no charitable intent. '

e A bank account analysis reflected more deposited into the CO-30 account in 20XX

than was reported on the Form 990.

e  The financial records reflected there were two wire transfer payments of $ each to the
law firm CO-32. The bank statement reflected one of the payments was reversed on
09/27/20XX with the comment "Book credit for ORG...Rev of our dbt to yr acct »
09/20/XX..." ORG incorrectly claimed $ more in legal expense in 20XX than actually paid.

e  ORG claims they were paying for and sponsoring conferences, but there was no
verification provided that these conferences were sponsored by ORG. The conference
materials provided indicated the entity who was the sponsor, CO-29 (CO-29), was not a tax-.
exempt organization, but DIR-1 and DIR-2 were both members of the CO-29.

e  CO-33isa 501(c)(3) exempt organization that is run by DIR-5. DIR-5 is the mother of
DIR-1 and she was also the Compliance Officer of ORG. RA-2 is the brother-in-law to
Williams DIR-1 and he was also the Secretary of ORG. The Form 990 for ORG for all years
under audit reflected Donee's Relationship as "None".

e  ORG submitted minutes indicating DIR-6 was a member of ORG's Board of Directors
in 20XX. DIR-6 is the director of the LL.M. Program in Human Rights at CO-1. During a
third party contact with DIR-6, he stated he was not a Board of Director member and had
never been a board member or an officer of ORG. DIR-6 was not listed on the 20XX Form
990 as a director or officer.

e  ORG claimed charitable donations to CO-1 in 20XX of $. A third party request to CO-1
resulted in the presentation of Check #  for $ dated 07/01/20XX payable to "CO-1" from
CO-29. This payment was not made by ORG and therefore cannot be shown on the Form
990 as Program Service expense of the organization.

e  ORG is claiming that the materials used in the LL.M. Program in International Taxation
are the property of ORG. However, the LL.M. Program was established back in 19XX at
CO-18 CO-1 (City) and the materials used in the course are from materials published by
Dorothy and RA-35.

e  Payments categorized as "Loans" during the audit were checks that included the
_annotation of a loan in the memo line of the check. There were no loans reflected on ORG's
balance sheet.

e  The payments to various individuals were for services rendered rather than
neducational research” as noted on the Form 990 or as "research grants" as noted on the
checks. :

e  Payments were made to or for the benefit of RA-24 totaling over $$. This included
payments directly to RA-27 as well as payments for a rental vehicle and the dormitory at CO-
1. RA-27's statement indicated services were for DIR-1. POA's submitted a response
indicating RA-27 was traveling from City to State to present his findings and no lodging was
provided. : ’

e  RA-30 and RA-2 (sister and brother-in-law to president/co-director DIR-1) were both
paid per the contract or retainer agreement for "administrative services." Fiduciary




responsibility notwithstanding, with respect to the contracts, ORG failed to properly report
the contracts in their books and records and on the 20XX Form 990. ORG failed to provide
W-2s and or 1099s for these individuals. The individuals, by their own admission, failed to
report the payments.

¢ The Form 990 for Tax Year Ending December 31, 20XX was submitted to the Service
with all blanks and the Block K was checked indicating there was no filing requirements due
to the "organization's gross receipts are normally not more than $." This was determined to
not be true since the summonsed bank records indicated $ deposited from one source and the
average gross receipts for 20XX, 20XX and 20XX were substantially more than $. :

¢ In conducting the compliance check, ORG has not filed its Form 990 for Tax Years
Ending December 31, 20XX or December 31, 20XX. POA previously informed the auditor
that ORG was looking into whether or not they have a filing requirement since their gross
receipts maybe be less than $. Discussion was held that pursuant to IRC §6033 and the
applicable regulations, the gross receipt filing requirement is an average § over a rolling
three-year period and the bank information for Tax Years Ending December 31, 20XX
through December 31, 20XX clearly reflects an average above the $. In addition, based on
information provided by POA concerning the sales of investment, ORG had gross receip§s
from the sale of the investments in excess of §.

TAXPAYER'S POSITION:

After the facts were shared with ORG, a written response was submitted "outliﬁin'g a1_1d
discussing the items with the greatest impact on ORG's tax-exempt status and which it
most strongly disagrees." This included the following:

1) "Alleged Private Inurement to DIR-1" — ORG does not believe the amount p.aid
to or for the benefit of DIR-1 constitutes private inurement because "DIR-1 has repaid
over $ to reimburse it for loans and advances that he received."

Government's Response: In reviewing the timeline on the examination, ORG was
notified in early May 20XX of the commencement of the examination. At that time, only

a small amount of the amounts paid to or for the benefit of DIR-1 was repaid. The
repaying of such a substantial amount after the notification of examination supports the
government's position that ORG was not operated for a substantial exempt purpose, but
was set up to benefit DIR-1.

2) "ORG's Alleged Participation in Major-Minor Transactions Described in Notice
20XX-81" — ORG points out that DIR-1's relationship with CO-10 "occurred in 20XX
and 20XX before the formation of ORG". In addition, "ORG fails to see the relevance of
any correspondence between DIR-1' and CO-10 that occurred prior to the formation of
ORG and was about matters completely unrelated to operating a charitable
organization".

Government's Response: This is discussed above under the Facts and under Government

Position. As a summary, in order for the Notice 20XX-81 transactions to occur, the
promoter (CO-10) needed to have an accommodating charity. From the re?ords
reviewed, ORG was the charity used to foster these transactions. It is possible DIR-1




specifically set-up ORG to be used for this promotion since all the income received and
reported in tax year 20XX was from the sheltered transactions and, for tax year 20XX,
substantial income was received and deposited into ORG's bank account from the
sheltered transactions, but not reported on the Form 990. Per review of the financial
records for the audit years, the only contribution received by ORG was § from FAC-2
who DIR-1 acknowledged was a colleague and co-worker at CO-1. The government
does not believe that ORG was properly operated as a charitable organization

3) "Expense Reimbursements to DIR-1" — ORG is maintaining the expenses were
"not personal expenses of DIR-1 and they served the legitimate business purpose of
ORG" and "are ordinary and necessary business expenses of ORG."

Government's Response: ORG has not been able to establish to the satisfaction of the
government that it is operating for an exempt purpose. DIR-1 was the full-time director

~ of the International Tax LL.M. program at CO-1, City, State which is the university that
ORG was established to support. As such, even though paying some of the expense may
have somewhat indirectly benefited the university, the payments directly benefited DIR-
1 and the programs he was involved in. By having an outside organization, in this case
ORG, pay for some expenses directly related to the LL.M. program it gave CO-1 the
impression that the program was more success than it was. The International Tax LLM.
program was ended at CO-1 around the end of 20XX and, based on information
received from CO-1 in November 20XX, the CO-1' last support received from ORG was

in June 20XX.

4) "ORG's Charitable Activities" — ORG is maintaining they are operating for a
charitable purpose.

Government's Response: The lack of a charitable purpose is discussed extensively
throughout this report and is summarized in the Government's Position. The government

does acknowledge that ORG paid for course materials for CO-1's Human Rights LL.M.
program and the amount paid out for the materials was reimbursed by the students who
participated in the Human Rights program. There was no giving of funds directly to the
Human Rights program to allow that program to use the funds as deem necessary; there
was no provision to cover the costs for students unable to pay for the materials; etc.
Although DIR-1 used ORG's funds to pay students/researchers to assist in the
International Tax LL.M. program that he was the director or and responsible for, and
DIR-1 paid for meetings and dinners relating to activities relating to his International
Taxation LL.M. program, this did not occur when assisting other areas of CO-1,
including the assistance provided to the Human Rights LL.M. program. The difference
being, by supporting the International Taxation LL.M. program of which DIR-1 was the
Director, DIR-1 was indirectly supporting and benefiting himself.

5) "ORG's Payments to Individuals" — ORG is maintaining these payments are in
furtherance of its exempt purpose. ORG explains the payments to family members are
reasonable and necessary. ORG position on the payment to non-family members was for
the purpose of loans which have now been substantially repaid and payment to
individuals for "falls within ORG's charitable purpose of editing and publishing papers,







