
A Solid Foundation:
The Laws and Rules that Govern the Givers of the Grant

By Greg Galvin 

As government funding of private arts and education shrinks, grants from private foundations become more competitive. There are many legal factors that affect foundations’ decisions to give away money. The laws can be very complex, but the following primer can help direct your energies when choosing foundations and crafting Your applications.
The Reason Behind the Rules

The fees for living in a civilized society are taxes. However, some organizations are excused from taxes as “a matter of legislative grace.”
 Excusing an organization from taxes is a way for society to encourage good works. For the same reason, donations to organizations excused from taxes are often tax deductible.  The price to pay for tax exemption is a regimen of rules and limitations that constrain the tax exempt organization’s choices.
These rules and limitations come from federal tax law, state business law and the foundation’s own Bylaws and Articles of Incorporation. These rules and limitations dictate how the organization will operate, how the board of directors must be chosen, and how the board of directors should make decisions. Most relevant to you, the rules and limits that come from federal tax law restrict how a foundation can spend its money. (A foundation’s Articles of Incorporation and Bylaws sometimes impose spending restrictions, but these limitations are often intended to prevent the foundation from running afoul of the federal tax prohibitions, so we are going to ignore them here.)
A Foundation Is…

Under federal tax law, public charities and foundations are the entities excused from taxation. A public charity is an agency that receives a substantial portion of its support from the general public or is closely tied to another public charity; a foundation is any tax exempt entity that does not qualify as a public charity.

Often, a foundation is a charitable organization founded and funded by a single family or business. After formation, the family or business will continue to control the foundation and its activities. The assets in foundations are usually invested and a percentage is donated to charitable causes each year.
Rules, Rules, Rules
1. Minimum Commitment. Federal tax law requires that grant-making foundations annually devote at least five percent of their assets that are not used to run their organization to their charitable purposes or to other charitable organizations.
 Foundations that don’t devote enough of their assets have to make up the shortfall and pay a tax of 30% of the shortfall – and the penalties increase if they fail to cure their deficiency.

2. Grants Only for Pre-Approved Purpose. Foundations can only give away money for purposes that have been pre-approved in federal tax law. Those pre-approved purposes are: religious, scientific, literary, or educational purposes, to foster amateur sports competition, to prevent cruelty to children and animals, or for any charitable purpose. “Charitable” means aid for the poor, support for religion or education, and promotion of social welfare.
 The educational category is the broadest and includes support for the Arts.

3. Art Is Often an Appropriate Purpose. Foundations are generally seen as an appropriate patron of the arts. For instance, grants can be awarded to improve the recipient’s artistic ability. Foundations can also award scholarships for artists to study at recognized schools
 or to recognize artists for past achievements.
 The IRS has approved a foundation which awarded grants to artists with a demonstrated financial need to permit the artist to complete a specific work already scheduled for exhibition, performance or publication.
 Another foundation provided grants to permit 18 artists to live together for a few months. The artists were to work on existing or new works while in residence and were to work with each other to improve their skills.

However, when the foundation’s activities include the sale of artistic works, the IRS is a bit more cautious and less likely to permit the activity. Foundations can generally sponsor art shows that feature the work of artists that are incidentally for sale,
 but if the foundation’s purposes include selling art, the foundation will probably be ineligible for tax exempt status.
 
4. Only to Trustworthy Recipients. Federal tax law requires foundations to give money only to trustworthy recipients who will use the money for the pre-approved purposes discussed above.  The foundation has the burden of making sure that the recipients are trustworthy. A trustworthy recipient is one that the foundation understands will spend the money appropriately. Because public charities are bound by many of the same rules and limitations as foundations, grants can be made to these public charities without too much fuss. Foundations are expected to look into other recipients’ prior history, experience and other readily available information to determine if the recipient will use the funds for the proper purpose. This requirement is critical for grant applicants – it is a major reason for the disclosure required on grants applications and periodic reports after award.
5. Progress Reports for Works of Art. If the grant is awarded to someone to produce a work of art, attend school, or improve their skills, the foundation must require the recipient to file reports describing the recipient’s progress and how the funds were used. Foundations are expected to strictly follow these procedures. In one case, a foundation contributed money to two other foundations. The three foundations had the same founder, board of trustees, officers, and mission. The money was properly spent. The foundation that awarded the grant knew how the money was spent because it ran the foundations which received the grant. Unfortunately there was neither a written agreement between the three foundations describing how the funds were to be spent nor annual reports detailing how the funds were spent. As a result, the foundation violated the required procedures and was required to pay a tax equal to a percentage of the grant.

6. Limitations for Grants to Individuals. A Foundation can award grants to a person only for:

· formal study,
· past achievement,
· winning a competition,
· producing a report,
· writing a book, story, article or poetry
· creating a work of art, or

· improving the artistic ability of the recipient.

7. Process Must Be Fair. Foundations must select grant recipients using fair processes and criteria. Grants to individuals, including scholarships and awards for past achievements, must be made using objective and non-discriminatory criteria and procedures which must be submitted to the IRS in advance. The IRS reviews the foundation’s procedures to ensure fairness in selecting the recipient and proper monitoring of the recipient’s use of the grant. If the IRS does not comment within 45 days, the procedures are approved.  Once approved, the foundation is obligated to follow those procedures in awarding grants. 
8. Process Must Be Impartial. A grant cannot be awarded to a judge participating in selection of recipients. As a result, many foundations, when seeking IRS approval to award grants to individuals, state the judges will be ineligible to receive grants for a few years after serving as judges.

9. No Arts Grants to Related Parties. No foundation can give funds to recipients who have some relationship to the foundation. This means that if the foundation awards grants to promising young artists, the promising young artist cannot be related to the foundation’s manager, founder or others closely connected to the foundation.

10. Can’t Promote A Related Party. The foundation cannot promote the art of someone closely connected to the foundation. For instance, a foundation formed by a textile artist was penalized for doing this. The artist used foundation stationary to write letters to museums encouraging them to stage exhibitions of his work and other textile art. The foundation also paid to ship the artist’s work to museums that agreed to display it. Both were impermissible benefits to the artist and he was required to pay a tax on the benefit he received.

11. No Politics. A grant-giving foundation cannot engage in political activities.
12. No Perquisites. The activities of the foundation cannot benefit individuals connected to the foundation – so if the foundation owns art, it cannot store the art in a donor’s house or property.

And If They Break the Rules…

Foundations, and even the people managing them, who violate these spending limitations can be hit with the following penalties.

· Tax Bill for Foundation. A tax based on the amount of improperly-spent money – with the percentage depending on the rule broken, and increasing if the IRS’s instructions to correct the mistake are not followed – can be charged to the foundation.
· Tax Bill for Manager. A tax bill for 5% of wrongly-spent funds or funds given to a related party – increasing to 50% if the problem is not corrected – can be charged to the foundation management.

· Tax Bill for Recipient. If the foundation gave funds to a related party, then the recipient of the funds is subject to an initial 10% tax and must also return the funds he received. The related party is subject to a 200% tax if he does not return the funds.

· Loss of Tax Exempt Status. Foundations can also lose their tax exempt status (and be subject to a potential mountain of taxes on the income of the now-taxable entity) for violations of these rules.

Many foundations, because of these potential penalties, only provide grants to public charities.
Bottom Line Guidance

· Foundations bear a real risk when they provide grants to individuals and many foundations want to avoid that risk. Before spending the time on the grant application, check whether the foundation gives grants to individuals.
· When applying to a foundation that does provide grants to individuals, promptly respond to requests for more information so that the foundation trusts you will file the required reports after obtaining the grant.
· In your proposal, offer to file reports documenting your progress and how you have used the funds, then follow through and file the reports.

� Christian Echoes National Ministry v. U.S., 470 F.2d 849 (10th Cir. 1972).


� I.R.C. § 509(a). The I.R.C. is the Internal Revenue Code of 1986, as amended. Churches, schools and hospitals qualify as public charities without demonstrating broad public support.


� This is an extreme simplification of a profoundly complicated set of rules. For an accurate understanding, talk to an lawyer with expertise in tax exempt law.


� I.R.C. §§ 4945(d)(5); 170(c)(2)(B); Treas. Reg. § 1.503(c)(3)-1(d)(2).


� Priv Ltr. Rul. 95-39-007 (June 26, 1995) (scholarships for students to study nursing and art), Priv. Ltr. Rul. 95-23-021(March 10, 1995) (scholarships for artists, museum curators and others to attend conferences and seminars).


�; Priv. Ltr. Rul. 98-40-052 (July 8, 1998) (awards to master artists for past achievements).


� Priv. Ltr. Rul. 2001-02-057 (Oct. 17, 2000).


� Priv. Ltr. Rul. 95-41-037 (Aug. 29, 1995); see also Priv. Ltr. Rul. 1999-26-051 (Apr. 6, 1999) (grants to emerging and midcareer artists to permit them to explore new fields).


� Rev. Rul. 66-178, 1966-1 C.B. 138.


� Compare Rev. Rul 76-152, 1976-1 C.B. 151 (gallery formed to select modern art for display and to educate the public, but also to sell the work on display is not tax exempt) with Goldsboro Arts League, 75 T.C. 337 (1980) (art league formed to educate public is tax exempt even though it sold works of the artists it was displaying), Priv. Ltr. Rul. 86-34-001 (Aug. 31, 1986) (gallery that displayed works of unknown artists for sale is exempt because most of the art was completed by students at educational institution which controlled the gallery).


� Mannheimer Trust v. Commissioner, 93 T.C. 35 (1989).


� I.R.C. § 4945(g); Rev. Rul. 76-460, 1976-2 C.B. 371; Priv. Ltr. Rul. 81-20-110 (Feb. 20, 1981).


� See, e.g., Priv. Ltr. Rul. 1999-26-051 (Apr. 6, 1999).


� I.R.C. §§ 4946 (defining a person closely connected to the foundation or its founder as a disqualified person), 7701(a)(1) (defining person to include corporations, trusts, partnerships and other entities). The foundation can lose its tax exempt status because a foundation is exempt only if it is organized exclusively for charitable purposes and no part of its funds benefit a private individual. I.R.C. § 501(c)(3). 


� Priv. Ltr. Rul. 94-08-006 (Dec. 4, 1992).


� I.R.C. § 4945.


� I.R.C. § 4941.
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