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501(a), I.RC. P s articles of incorporation, as filed
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provide that it is to operate exclusively for the
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MEMORANDUM OPI NI ON

NI MS, Judge: The Lapham Foundation, Inc. (petitioner), is
an organi zati on described in section 501(c)(3) and exenpt from
taxation under section 501(a). Respondent determ ned that
petitioner is a private foundation as defined in section 509(a),
and petitioner brought this action, pursuant to section 7428, for
a declaratory judgnent that it is a supporting organization
within the neani ng of section 509(a)(3) and therefore not a
private foundation. The case was submtted on the basis of the
pl eadi ngs and the facts recited in the admnistrative record, the
|atter of which are assuned to be true for purposes of this
opinion. See Rules 122(a), 217. The principal office of
petitioner at the time of filing the petition herein was | ocated
in Northville, M chigan.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code, as anended, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

Backgr ound

The Laphans and Estate Storage

Charl es P. Lapham was born on Septenber 22, 1933, and Maxi ne
V. Lapham was born on Cctober 14, 1934 (hereinafter individually
M . Lapham and Ms. Lapham and collectively the Laphans). By
1991, the Laphans were involved in an enterprise knowmn as Estate

Storage, Inc., a Mchigan corporation. At that tinme, Estate
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St orage was owned 50 percent by the Laphans! and 50 percent by an
unrel ated shareholder. During 1991, the Laphans | ent $806, 000 to
Estate Storage. Monthly paynments of principal and interest at
the rate of 10 percent were made until 1993, at which tine the
bal ance was renegotiated with interest at 8 percent.

In 1994, the Laphans purchased the interest of the unrel ated
sharehol der and I ent an additional $1 million to Estate Storage.
This | oan was consolidated with the earlier obligation, and
mont hl y paynments of principal and interest at 8 percent continued
until the bal ance was agai n renegoti ated on Decenber 30, 1998.
Fol | ow ng such renegotiation, the obligation was nmenorialized in
a pronmissory note in the face amount of $1,554,244. The maker of
the note was Estate Storage, and the Laphanms were the naned
payees. The note bore interest at the rate of 7.75 percent per
annum payable in quarterly interest-only installnments of
$30, 113.48. The principal was due in full no | ater than Decenber
30, 2013, and the note could be prepaid without penalty at the
option of Estate Storage. The instrunent was executed by M.
Laphamin his capacity as president of Estate Storage. Estate

Storage holds a second-to-die life insurance policy sufficient in

! The record in this case indicates that, at |east as of
| ate 1999, the Laphans’ interests in Estate Storage were in fact
hel d through their respective revocable living trusts. For
conveni ence, we adopt the convention, enployed with sone
frequency throughout the adm nistrative record, of sinply
referring to the Laphans in their individual capacities.
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anount to satisfy the obligation under the note in the event of
the untinely deaths of both M. and Ms. Lapham

The Anerican Endowrent Foundati on

The Ameri can Endowrent Foundation (AEF) is a nonprofit
corporation organi zed under the laws of the State of Chio. AEF
has been recognized by the IRS as an organi zation described in
section 501(c)(3) and as a publicly supported entity as defined
in section 509(a)(1). The Anended Articles of Incorporation of
AEF provide generally that the corporation “is organi zed and
shal | be operated as a community foundation.” The docunent
further specifies:

The Corporation shall be operated exclusively for
public charitable and educati onal uses and purposes, as
will, in the absolute and uncontrolled discretion of
the Board of Trustees, nost effectively assist and
benefit the community consisting of the inhabitants of
the United States of America, including wthin such
pur poses:

1. Investigating, engaging, conducting,
supporting, pronoting and extending financial aid
t hrough grants, gifts, contributions or other
assistance to qualified charitable organizations
or for public charitable or educational purposes;

2. Accepting or receiving, absolutely or in
trust, fromany individuals, firns, associations,
corporations, trusts, foundations, or any
gover nnment or governnental subdivision, unit or
agency, gifts, |egacies, bequests, devises,
remai nders, funds and property of any Kkind,
tangi bl e or intangi ble, real or personal;

3. Hol ding, managing, selling, investing,
reinvesting the property so acquired by the
Cor poration and the income thereon and using,
appl ying, contributing and di sbursing the
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princi pal and the income thereof solely for the
public charitable and educati onal purposes of the
Cor poration; * * *

AEF operates a donor-advi sed fund program under which donors
are able to nmake recomendati ons regarding the charitable use or
beneficiary of their contributions. Such suggestions are
general ly, but not necessarily, followed, as the organization is
not bound by any donor’s advice. The ultimate decision with
respect to the timng, manner, or recipient of any distribution
lies with AEF.

During 1998, total contributions in the amount of $7, 350, 000

were received by AEF. The organi zation's income was $650, 000.

The Lapham Foundati on

Petitioner finds its genesis in the Laphans’ intent to
return to their community of Northville, Mchigan, a portion of
what they had received over the years as long-tine residents and
community | eaders. Petitioner was incorporated by M. Lapham as
a nonprofit corporation under the laws of the State of M chigan
on Decenber 29, 1998. The articles of incorporation filed with
the State at that tine provide:

The purpose of the Corporation is to operate
exclusively for the benefit of THE AMERI CAN ENDOAVENT
FOUNDATI ON, a publicly supported organi zation, as
described in Internal Revenue Code Section 509(a)(1l) or
(2), or, in the event THE AVERI CAN ENDOWENT FOUNDATI ON
| oses its tax exenpt status, substantially abandons

operations, or dissolves, for the benefit of additional
publicly supported organi zations of the sanme cl ass, by
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receiving and adm ni stering funds for the benefit of THE
AVERI CAN ENDOWVENT FOUNDATI ON or ot her publicly-supported
[ sic] organizations of the sane cl ass.

The articles also nanmed the Laphans as petitioner’s initial
officers and set forth the followwing with respect to the board of
directors:

(a) The affairs and business of the Corporation
shal |l be conducted by a Board of Directors consisting
of three or nore persons. The nenbers of the Board
shal |l be elected annually by the existing directors.
Provi ded, however, nenbers of the Board who are
di squalified persons as defined in Section 4946(a) of
the Internal Revenue Code shall not conprise a mpjority
on the Board. Provided further, however, that
foundati on nmanagers and publicly supported
organi zati ons are not disqualified persons for purposes
of this requirenent.

(b) The first Board of Directors shall be:

CHARLES P. LAPHAM
MAXI NE V. LAPHAM
DARCY CONNCLLY
GEORG ANA CHASE!?!
JOHN A GALLI NA

(c) In the event of a vacancy on the Board of
Directors by reason of death, resignation or renoval,
the replacenent directors(s) wll be elected in
accordance with the by-laws. CHARLES P. LAPHAM and
MAXI NE V. LAPHAM shal |l each be a director of the
Corporation for the full termof his or her natural
life, or until his or her resignation, in accordance
with the by-Iaws.

On Decenber 31, 1998, the Laphanms contributed to petitioner

t he above-descri bed prom ssory note with face anount of

2 The first name of Ms. Chase is variously spelled in the
parties’ filings as both Georgiana and Georgianna, with the
| atter seem ng predom nant in the adm nistrative record (and
general ly used herein).



- 7 -

$1, 554, 244.00. Simultaneously with the foregoing contribution,
petitioner and the Laphans entered into a charitable gift annuity
agreenent whereby petitioner agreed to pay the Laphans an annual
annuity of $116,568.32 over the joint lives of the donors,
payable in quarterly installnments of $29,142.08. The obligation
I S unsecur ed.

The Adm nistrative Process

In a Form 1023, Application for Recognition of Exenption,
received by the Internal Revenue Service (IRS) in July of 1999,
petitioner sought recognition as a section 501(c)(3) tax-exenpt
organi zati on and as a section 509(a)(3) supporting organi zation.
Therein petitioner indicated that it would “support THE AMERI CAN
ENDOAVENT FOUNDATION * * * and other qualified charitable
organi zati ons by receiving and adm nistering funds for the
benefit of THE AMERI CAN ENDOWVENT FOUNDATI ON.” Petitioner
further explained that it would be “operated in connection with”
AEF and woul d “receive[] donations which woul d ot herw se be the
subj ect of fundraising activities conducted by the supported
organi zation.”

The Form 1023 descri bed petitioner’s sources of financial
support as “Donations fromthe Laphamfamly and its friends,

i ncl udi ng i ndividuals and busi nesses” and “Interest on
investnments”. The statenent of revenue and expenses incl uded

with the application reflected gifts, grants, and contri butions
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of $1,554,244 in 1998 and anticipated gifts, grants, and
contributions of $5,000 per year for 1999 and 2000. The
statenent further projected for both 1999 and 2000 gross
i nvestment inconme of $120,454 and an annuity obligation of
$116,568. The resultant excess of revenue over expenses for 1999
and 2000 was therefore a projected $8,886 ($3,886 + $5,000),
respectively. The $1, 554,244 note receivabl e was shown on the
attached bal ance sheet as petitioner’s sole asset.

During the adm nistrative process, petitioner also
represented that: (1) Petitioner would receive outright
testamentary gifts of approximately $693,000 at the death of the
Laphans t hrough beneficiary designations of retirenment assets;
(2) petitioner would be the beneficiary of a charitable |ead
trust under the revocable living trusts of the Laphans which,
based upon certain assunptions, would distribute $355, 834
annually to petitioner for a period of 17 years fromthe Laphans’
deat hs; and (3) the Laphans had pl edged an additional $207,733 to
petitioner contingent on approval under section 501(c)(3) and
509(a) (3).

As regards petitioner’s support of AEF, the Form 1023
reflected that petitioner intended to pay at | east 85 percent of
its income to the organi zation and antici pated a contribution
annual | y of approximately $7,600. Later, in correspondence

exchanged during adm nistrative consideration, petitioner stated:
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Applicant will specifically provide that the
Ameri can Endowrent Foundation shall receive one-third
of the support provided through the donor advised fund
to expand its representation in Southeastern M chigan.
The remaining two-thirds will support only qualified
charities of Northville, M chigan under the independent
determ nati on of American Endowrent Foundation’s board
of directors, based upon the non-binding

recommendati ons of the Applicants [sic] advisory
commttee. * * *

The purpose to which the funds are put will represent a
proj ected $5,682 or 39.11% of the Anmerican Endowrent
Foundation’s overall expenditures toward supplies,

post age, tel ephone and travel. Furthernore, these

funds will represent virtually the entire expenditure

by the Anmerican Endowrent Foundation within the

Sout heastern M chi gan regi on.

The above suggests that petitioner intended to recomrend to AEF
that one-third of its contributions to the donor-advised fund be
used to support activities in southeastern M chigan and two-
thirds be used to support charities in Northville, Mchigan. As
di scussed above, AEF is not bound by such recommendati ons.

Wth its Form 1023, petitioner submtted to the RS a copy
of the organi zation’ s bylaws. Pertaining to governance of
petitioner, the bylaws reiterated that there were to be at |east
three directors, a magjority of which could not consist of
di squalified persons under section 4946. The byl aws provi ded
that for purposes of conducting business, a ngjority of the

entire board would constitute a quorum wth a majority vote

t hereof determ ning board action. The instrunment further
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specified that any director, except M. and Ms. Lapham could be
removed with or without cause by a mpjority vote of the directors
then in office.

In addition to the Laphans, the individuals naned to
petitioner’s initial board of directors were John A @Gl lina of
Northville, M chigan; Georgianna Chase of Northville, M chigan;
and Darcy Connolly of Cncinnati, Ohio. None of these three
directors had a famly relationship with the Laphans, had an
enpl oynent relationship wth the Laphans or any business owned by
t he Laphans, or received a fee for services provided to the
Laphanms. M. Gllina was appointed to petitioner’s board by AEF;
petitioner represented that M. Gllina also served on the boards
of directors of other organizations in southeastern M chigan
supporting AEF. Georgi anna Chase was an el der of the First
Presbyterian Church of Northville, nom nated by the congregation
and el ected by general vote to the church’s governing body.

As correspondence passed between the parties during the
adm ni strative process, respondent by letter dated April 19,

2000, recogni zed petitioner as exenpt fromtaxation pursuant to
section 501(c)(3) and issued a proposed adverse ruling as to
petitioner’s private foundation classification. By letter dated
July 14, 2000, respondent supplied additional grounds for the
proposed adverse ruling. The final subm ssion from petitioner

contained in the admnistrative record is a letter with
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attachnments dated August 21, 2000. In this communicati on,
petitioner proposed to amend its articles to include the First
Presbyterian Church of Northville and the Boy Scouts of Anerica
Detroit Area Council, specifically troops of Northville,
M chi gan, as supported organi zations, with AEF remaining as the
third supported entity. Petitioner offered the follow ng
i nformati on about its intended support of the church:
Applicant will provide support to First

Presbyterian Church of Northville of at |east $10,000

annually. The contribution will support two specific

prograns of First Presbyterian Church of Northville,

namel y, the Misic Endownrent Fund and the Land/ Real

Estate Acquisition Fund. Applicant’s contribution of

$1,000 to the Music Endownrent Fund constitutes 40% of

an approxi mately $2500 budget for the year 2000.

Applicant’s contribution of $9,000 to the Land/ Real

Estate Acquisition Fund constitutes 80% of an

approxi mately $15, 000 budget for the year 2000.
No details were given with respect to support of the Boy Scouts.

Petitioner also proposed to anend its bylaws and the Estate
Storage prom ssory note to address concerns relating to issues of
control. Enclosed with the letter was a copy of the proposed
anended byl aws refl ecting changes which included providing that a
guorum coul d not consist of a majority of disqualified persons,
that any director could be renoved by a majority vote of the
current directors, and that directors were prohibited from
engagi ng in any excess benefit transactions as defined in section

4958. Simlarly encl osed was a copy of a proposed denand note
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for use in lieu of the 15-year terminstrunent and incorporating
reference to nortgage security and protection agai nst ot her
liens.

By letter dated Decenber 18, 2000, respondent issued a fina
adverse ruling regarding petitioner’s status as a private
foundation. The letter stated:

This ruling is made for the foll owm ng reason(s):

You fail to neet the “attentiveness test” under
the integral part test found under section 1.509(a)-
4(1)(3)(ii1) of the Income Tax Regul ati ons.

You fail to neet the test for control by

di squalified persons set forth in section 1.509(a)-

4(j)(1) of the Regulations. Your primary asset is a

prom ssory note secured by assets of a corporation

controlled by disqualified persons and the incone of

whi ch i s payabl e by that sanme corporation

Di squalified persons are in a position to control you

by neans of the power they exercise, through their

corporation, wth respect to your primary asset.

Di scussi on

CGeneral Rul es

Section 509(a) defines a private foundation as any
organi zati on described in section 501(c)(3) except those excluded
under section 509(a)(1l) through (4). Paragraphs (1) and (2) of
section 509(a) detail what are referred to as publicly supported
entities, sec. 1.509(a)-4(a)(5), Incone Tax Regs., and enconpass
religious, educational, nedical, and governnental entities and

institutions which receive substantial public support. Paragraph
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(3) of section 509(a) describes what are ternmed supporting
organi zati ons, sec. 1.509(a)-4(a)(5), Inconme Tax Regs., as
fol |l ows:

an organi zati on whi ch- -

(A) is organized, and at all tines thereafter is
operated, exclusively for the benefit of, to perform

the functions of, or to carry out the purposes of one

or nore specified organi zations described in paragraph

(1) or (2),

(B) is operated, supervised, or controlled by or
in connection with one or nore organizations, described
in paragraph (1) or (2), and

(© is not controlled directly or indirectly by

one or nore disqualified persons (as defined in section

4946) other than foundation managers and ot her than one

or nore organi zations described in paragraph (1) or

(2), * * %

Par agraph (4) excepts entities involved exclusively in testing
for public safety.

As a practical matter, organi zations classified as private
foundati ons are subject to an excise tax regine and to
deductibility limts on contributions not applicable to publicly
supported charities and ot her excepted entities. Secs. 170,
4940- 4948. The rationale underlying this distinction, and its
rel ationship to supporting organizations in particular, has been
encapsul ated by the Court of Appeals for the Seventh Crcuit:

Public charities were excepted fromprivate
foundation status on the theory that their exposure to
public scrutiny and their dependence on public support
woul d keep them fromthe abuses to which private

foundati ons were subject. Supporting organizations are
simlarly excepted in so far as they are subject to the
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scrutiny of a public charity. The Treasury Regul ations
therefore provide that the supporting organization mnust
be responsive to the needs of the public charity and
intimately involved in its operations. [Quarrie
Charitable Fund v. Comm ssioner, 603 F.2d 1274, 1277-
1278 (7th Gr. 1979), affg. 70 T.C. 182 (1978); fn.
refs. omtted.]

A. Section 509(a)(3) (A

Regul ati ons pronul gated under section 509(a)(3) set forth
tests expounding on the requirenments recited in subparagraphs (A
t hrough (C) above. Section 1.509(a)-4(b) through (e), Incone Tax
Regs., specifies organi zational and operational tests that relate
to the criteria of section 509(a)(3)(A). The organizational test
is not at issue in this proceedi ng, and because respondent raises
no argunents under the operational test distinct fromthose
addressed nore fully by respondent in connection with
subparagraphs (B) and (C), we do not separately discuss the
el ements and tests of section 509(a)(3)(A).

B. Section 509(a)(3)(B)

Section 509(a)(3)(B) prescribes the nature of the
rel ati onship that nust exi st between the supporting organization
and the publicly supported organi zati on. Regul ations el aborate
that the statute requires one of the follow ng three
relationships to be present: (1) The supporting organi zation my
be operated, supervised, or controlled by one or nore publicly
supported organi zati ons (conparable to a parent-subsidiary

rel ati onship where the supporting organization is under the
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direction of the supported organi zation); (2) the supporting
organi zati on may be supervised or controlled in connection with
one or nore publicly supported organi zations (conparable to a
brother-sister relationship where the entities are under common
control); and (3) the supporting organi zation nmay be operated in
connection wth one or nore publicly supported organi zations
(where the supporting organi zation is otherw se responsive to,
and significantly involved in the operations of, the publicly
supported organi zation). Sec. 1.509(a)-4(f) to (i), Inconme Tax
Regs. Petitioner here contends that it falls within the third of
the alternatives just described.

The regul ations further inpose two specific tests that nust
be satisfied in order for an organi zation to qualify as operated
in connection with a publicly supported entity; nanely, the
responsi veness test and the integral part test. Sec. 1.509(a)-
4(1), Incone Tax Regs. The responsiveness test is designed to
ensure that the supporting organization is responsive to the
needs of the publicly supported organi zation by requiring that
t he supported organi zation have the ability to influence the
activities of the supporting organi zation. Sec. 1.509(a)-
4(1)(2), Inconme Tax Regs. As relevant herein, the test mandates
t hat :

(a) One or nore officers, directors, or trustees
of the supporting organi zation are el ected or appointed

by the officers, directors, trustees, or nenbership of
the publicly supported organi zati ons;
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(b) One or nore nmenbers of the governing bodies of
the publicly supported organi zations are also officers,
directors or trustees of, or hold other inportant
offices in, the supporting organi zations; or

(c) The officers, directors or trustees of the
supporting organi zation nmaintain a close and conti nuous
working relationship with the officers, directors or
trustees of the publicly supported organizations; and

(d) By reason of (a), (b), or (c) of this

subdi vision, the officers, directors or trustees of the

publicly supported organi zati ons have a significant

voice in the investnment policies of the supporting

organi zation, the timng of grants, the manner of

maki ng them and the selection of recipients of such

supporting organi zation, and in otherwi se directing the

use of the income or assets of such supporting

organi zation. [Sec. 1.509(a)-4(i)(2)(ii), Inconme Tax

Regs. ]

The integral part test seeks to ensure that the supporting
organi zation “maintains a significant involvenent in the
operations of one or nore publicly supported organizations and
such publicly supported organi zations are in turn dependent upon
t he supporting organi zation for the type of support which it
provides.” Sec. 1.509(a)-4(i)(3)(i), Income Tax Regs. Two
alternative sets of criteria exist under the regulations for
satisfying this test. |d. The first alternative (sonetines
referred to for convenience by the parties (with different
punctuation) and herein as the “but-for subtest”) is set forth in
section 1.509(a)-4(i)(3)(ii), Inconme Tax Regs.:

The activities engaged in for or on behalf of the
publicly supported organi zations are activities to

performthe functions of, or to carry out the purposes
of , such organi zati ons, and, but for the invol venent of
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t he supporting organi zation, would normally be engaged
in by the publicly supported organi zati ons thensel ves.

The second alternative (referred to as the “attentiveness
subtest”) is laid out in section 1.509(a)-4(i)(3)(iii), Incone
Tax Regs.:

(a) The supporting organi zati on makes paynents of
substantially all of its inconme to or for the use of
one or nore publicly supported organi zations, and the
anount of support received by one or nore of such
publicly supported organizations is sufficient to
insure the attentiveness of such organi zations to the
operations of the supporting organization. In
addition, a substantial anount of the total support of
t he supporting organi zati on nmust go to those publicly
supported organi zati ons which neet the attentiveness
requi renent of this subdivision with respect to such
supporting organi zation. Except as provided in (b) of
t hi s subdivision, the anobunt of support received by a
publicly supported organi zation nust represent a
sufficient part of the organization's total support so
as to insure such attentiveness. In applying the
precedi ng sentence, if such supporting organization
makes paynents to, or for the use of, a particular
departnment or school of a university, hospital or
church, the total support of the departnment or school
shal |l be substituted for the total support of the
beneficiary organi zation.

(b) Even where the anmpbunt of support received by a
publicly supported beneficiary organi zati on does not
represent a sufficient part of the beneficiary
organi zation’s total support, the anount of support
received froma supporting organizati on may be
sufficient to neet the requirenents of this subdivision
if it can be denonstrated that in order to avoid the
interruption of the carrying on of a particular
function or activity, the beneficiary organization wl|
be sufficiently attentive to the operations of the
supporting organi zation. This nay be the case where
ei ther the supporting organi zation or the beneficiary
organi zati on earmarks the support received fromthe
supporting organi zation for a particular program or
activity, even if such programor activity is not the
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beneficiary organization’s primary programor activity

so long as such programor activity is a substanti al

one.

Al'l pertinent factors are to be considered under the
foregoing subtest in order to determ ne whether the anount of
support received by the beneficiary organization is sufficient to
ensure attentiveness. Sec. 1.509(a)-4(i)(3)(iii)(d), Incone Tax
Regs. Factors highlighted by the regulations include the nunber
of beneficiaries, the length and nature of the relationship
bet ween the organi zati ons, the purpose to which the funds are
put, and the inposition of a requirenent that the supporting
organi zation furnish reports to the supported organi zation. |[d.
As a general prem se, the regul ations provide that the greater
t he anount involved as a percentage of the beneficiary
organi zation’s total support, the greater the likelihood that the
requi red degree of attentiveness will be present. 1d. There is,
however, the caveat that “evidence of actual attentiveness by the

beneficiary organi zation is of alnost equal inportance.” |d.

C. Section 509(a)(3)(Q

Section 509(a)(3)(C) specifies the third basic requirenent
for all charitable entities wshing to be classified as
supporting organi zations. A supporting organi zation nmay not be
controlled directly or indirectly by disqualified persons,

i ncludi ng substantial contributors; their famly nenbers; and

corporations, partnerships, or trusts in which interests of nore
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than 35 percent are owned by disqualified persons. Secs.
509(a)(3) (0O, 4946(a); sec. 1.509(a)-4(j)(1), Incone Tax Regs.
Regul ations offer the follow ng guidance with respect to this
control test:

An organi zation wll be considered “controlled”, for
pur poses of section 509(a)(3)(C, if the disqualified
persons, by aggregating their votes or positions or
authority, may require such organization to perform any
act which significantly affects its operations or may
prevent such organi zation from perform ng such act.
This includes, but is not limted to, the right of any
substantial contributor or his spouse to designate
annually the recipients, fromanong the publicly
supported organi zations of the incone attributable to
his contribution to the supporting organi zation. * * *
[ General ly] a supporting organization will be
considered to be controlled directly or indirectly by
one or nore disqualified persons if the voting power of
such persons is 50 percent or nore of the total voting
power of the organization s governing body or if one or
nore of such persons have the right to exercise veto
power over the actions of the organization. Thus, if

t he governing body of a foundation is conposed of five
trustees, none of whom has a veto power over the
actions of the foundation, and no nore than two
trustees are at any tinme disqualified persons, such
foundation will not be considered to be controlled
directly or indirectly by one or nore disqualified
persons by reason of this fact alone. However, al
pertinent facts and circunstances including the nature,
diversity, and incone yield of an organization's
hol di ngs, the length of time particul ar stocks,
securities, or other assets are retained, and its
manner of exercising its voting right with respect to
stocks in which nenbers of its governing body al so have
sone interest, wll be taken into consideration in
determ ni ng whether a disqualified person does in fact
indirectly control an organization. [Sec. 1.509(a)-
4(j) (1), Inconme Tax Regs.]
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1. Prelimnary Consi derations

As a threshold matter, we first address a dispute between
the parties regardi ng whether the tests set out above are to be
applied with or without taking into consideration certain alleged
changes to petitioner’s intended operations and governing
docunents. Petitioner, as previously discussed, proposed in a
| etter dated August 21, 2000, to anmend its articles of
incorporation to include the First Presbyterian Church of
Northville and the Boy Scouts as additional supported
organi zations, to anend its bylaws to inpose greater restrictions
on the authority of disqualified persons, and to restructure the
Estate Storage note as a denmand instrunment. No further materials
are contained in the adm nistrative record to indicate whether
t he proposed changes were in fact inplenented.

On brief, however, petitioner clains to be operated pursuant
to “Anended and Restated By-Laws” and requests findings of fact
consistent with the proposed changes to board procedures and the
addition of the First Presbyterian Church of Northville as a
supported organi zation. For exanple, petitioner suggests the
follow ng be found as fact:

Petitioner is to be operated as a supporting

organi zation to the Aneri can Endownent Foundation. As

part of the adm nistrative process with Respondent,

Petitioner established a supporting relationship with

the First Presbyterian Church of Northville.

Addi tionally, Petitioner proposed establishing a
supporting relationship wth the Boy Scouts of Anmerica
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Detroit Area Council, specifically the troops in
Northville, Mchigan. [Exhibit references omtted.]

Petitioner also alleges to have provided $10,000 to the First
Presbyterian Church of Northville in 2000. Petitioner elsewhere
states that neither the proposal concerning the Boy Scouts nor
the offer to convert the prom ssory note to demand note was acted
upon.

Respondent objects to factual assertions purportedly derived
fromthe anended articles and bylaws. In this connection,
respondent enphasi zes that the record does not establish that the
proposed changes were fornmally inplenented, nor does it show the
financial wherew thal of petitioner to support additional
beneficiaries at the |evel alleged.

Rul e 217 governs procedural matters relevant to disposition
of actions for declaratory judgnment. Paragraph (a) of Rule 217
provi des:

Di sposition of an action for declaratory judgnent,

whi ch does not involve either a revocation or the

status of a governnental obligation, wll ordinarily be

made on the basis of the adm nistrative record, as

defined in Rule 210(b)(10). Only with the perm ssion

of the Court, upon good cause shown, will any party be

permtted to introduce before the Court any evidence

other than that presented before the Internal Revenue

Service and contained in the admnistrative record as

so defined. * * *

The referenced Rul e 210(b)(10), as germane herein, defines the

adm nistrative record to include the request for determ nation

all docunents, protests, and rel ated papers submtted to the IRS;
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all witten correspondence between the IRS and the applicant; al
pertinent returns filed wwth the IRS;, the articles of
i ncorporation of the organization and any simlar or related
docunents and any nodifications thereof; and the notice of
determ nation by the Conm ssioner.

Here the parties jointly filed the admnistrative record now
before us with a stipulation “that the exhibits attached
constitute the entire admnistrative record” and “that said
exhibits are genuine”. Neither party has requested | eave to
suppl enment the admnistrative record with further evidence or
of fered any additional docunentary materials. The admnistrative
record closes with petitioner’s having proposed several changes
to its operations and governing instrunments. On brief,
petitioner represents that certain changes were made but
repudi ates other changes with the result that the Court is
uncertain exactly what petitioner is asking us to take into
account. Mreover, petitioner’s statenents on brief regarding
whi ch changes were effectuated fall outside the paranmeters of
Rul e 217 and are hardly a substitute for proof of forma
amendnent and the actual resultant contents of governing
docunents. |In these circunstances, we are constrained to reach
our disposition on the basis of the admnistrative record as

constituted wi thout taking any such changes into account.
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Accordi ngly, we base our ruling herein solely on the
mat eri al s exchanged by the parties during the adm nistrative
process. Since those materials do not establish inplenentation
of proposed changes, our conclusions as to petitioner’s status
wll turn on application of the tests under section 509(a)(3) to
petitioner’s original articles of incorporation and byl aws.

As a second prelimnary matter, we nmake several observations
regardi ng burden of proof. Pursuant to Rule 217(c), the burden
of proof rests upon petitioner as to grounds set forth in the
notice of determ nation and upon respondent as to any ground not
stated in the notice. Respondent raised the responsiveness test
as a new i ssue by nmeans of an affirmative pleading in the answer.
The parties here agree that respondent bears the burden as to the
responsi veness test and that petitioner bears the burden as to
the attentiveness subtest and the control test. They disagree as
to who bears the burden with respect to the but-for subtest.
However, because our disposition on this point does not depend on
application of the burden of proof, we need not further address
t he dispute.

[11. Responsi veness Test

As previously nmentioned, petitioner clainms to be an
organi zati on “operated in connection with” a supported
organi zati on, AEF, for purposes of the relationship requirenment

prescribed in section 509(a)(3)(B). See sec. 1.509(a)-4(f)(2),
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I ncone Tax Regs. To qualify as such, petitioner nust satisfy
both the responsi veness test of section 1.509(a)-4(i)(2), Inconme
Tax Regs., and the integral part test of section 1.509(a)-
4(1)(3), Inconme Tax Regs. W consider each of these tests
seriatim

The responsiveness test is structured to ensure that the
supported organi zation will have the ability to influence the
supporting organi zation, thereby ensuring that the supporting
organi zation wll be responsive to the needs of the supported

organi zation. Cockerline Meml. Fund v. Conm ssioner, 86 T.C 53,

59 (1986); Nellie Callahan Scholarship Fund v. Conm ssioner, 73

T.C. 626, 633 (1980); Roe Found. Charitable Trust v.

Commi ssioner, T.C Menp. 1989-566; sec. 1.509(a)-4(i)(2), Inconme

Tax Regs.

Under the circunstances of this case, the pertinent
requi renents are found in subdivisions (a) and (d) of section
1.509(a)-4(i)(2)(ii), Inconme Tax Regs. Subdivision (a) specifies
that at | east one officer, director, or trustee of the supporting
organi zati on nust be appointed or elected by the supported
organi zation. Here the adm nistrative correspondence indicates
that M. Gllina was appointed to petitioner’s board of directors
by AEF. Petitioner also offers a proposed finding of fact to
that effect, to which respondent has “No objection.” 1In

addition, petitioner’s bylaws mandate that “one or nore nenbers
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of the Board of Directors shall be appointed by the Board of
Directors of the publicly supported organization(s) for whose
benefit the Corporation exists.” W are satisfied that
petitioner is in conformty with section 1.509(a)-4(i)(2)(ii)(a),
| ncome Tax Regs.

Subdi vision (d) of 1.509(a)-4(i)(2)(ii), Income Tax Regs.,
then requires that, by reason of the above relationship, the
supported organi zati on have a “significant voice” in the
i nvestment policies of the supporting organi zation; in the
timng, manner, and recipients of grants nade by the supporting
organi zation; and in otherw se directing the use of the incone or
assets of the supporting organization. The term®“significant” in
this context has been interpreted to nean “‘likely to have

i nfluence,’” not control.” Cockerline Mem. Fund v. Conm ssioner,

supra at 60 (quoting Webster’s Third New International D ctionary

2116 (1981)); see also Roe Found. Charitable Trust v.

Conmi Ssi oner, supra.

Respondent by answer raised the issue of failure to satisfy
t he responsi veness test, alleging therein that the director
appoi nted by AEF | acked a significant voice in the activities
specified in section 1.509(a)-4(i)(2)(ii)(d), Incone Tax Regs.
On brief respondent argues that no facts have been given to show
M. Gllina wll have a significant voice in determning

petitioner’s investnent policies or when and where petitioner’s
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funds will be paid. Respondent simlarly states that there is no
evi dence that nondisqualified directors will have any control
over the inconme or assets of petitioner. |In particular,
respondent focuses on the fact that the only asset held by
petitioner is the Estate Storage note and observes that the
charitable gift annuity obligation will require paynents equal to
the majority of the note’s annual income. Hence, it is
respondent’s view that there are, as a practical matter, no
meani ngf ul assets or investnents for the board to nanage.

At the outset, we reiterate that respondent bears the burden
of proof on this issue, which creates a situation quite different

fromthat in Roe Found. Charitable Trust v. Conm Ssioner, supra,

cited favorably by respondent. In Roe Found. Charitable Trust v.

Conm ssi oner, supra, we relied in significant part on the

taxpayer’s failure to indicate how the rel evant trustee would
have a significant voice. Here respondent nust denonstrate that
AEF wi Il not have the requisite significant voice, and we

concl ude respondent has not done so.

M. @Gllinais one of five directors, and petitioner has
represented that the AEF director wll have a voice equal to any
of the remaining four. Respondent has not established otherw se.
Petitioner’s articles of incorporation enpower the corporation
through its board of directors to carry out the purposes of the

entity by, anong other things, owning, acquiring, transferring,
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and di sposing of property; receiving and adm ni stering property
by gift, devise, or bequest; and entering into contracts.
Furthernore, although petitioner currently has few assets
requiring active managenent, respondent has not shown that
princi pal paynments on the note or additional annual
contributions, etc., estinmated by petitioner will not occur to
render the managenent role increasingly material. Certain of
respondent’s statenents al so seemto conflate influence with
control to a degree unsupported by the regul ations and casel aw.
Moreover, as pertains to the timng, manner, and recipients
of grants, petitioner indicated during the adm nistrative process
that the AEF director would serve on the advisory committee of
t he donor-advi sed fund and woul d thereby have a significant voice
in recomendi ng grants. Again, respondent has introduced nothing
proving to the contrary. W further are m ndful that AEF
exercises final authority over distributions fromthe donor-
advi sed fund. Hence, we cannot find that AEF | acks the necessary
ability to influence petitioner’s activities in these matters.
Accordingly, we conclude that petitioner’s governance and affairs
are structured to satisfy the responsiveness test of section

1.509(a)-4(i)(2)(ii), Income Tax Regs.



| V. Inteqral Part Test

The conpl enentary and interrelated roles of the
responsi veness and integral part tests have been expressed by
this Court as follows:

VWil e the responsiveness test guarantees that the
supported organi zation will have the ability to

i nfluence the supporting organization's activities, the
integral part test insures that the supported

organi zation wll have the notivation to do so. The
general thrust of this regulation is that the
supporting organi zation nust maintain a significant

i nvol venent in the operations of the supported

organi zation so that the latter will be attentive to
the supporting organi zation’s operations. [Nellie
Cal | ahan Schol arship Fund v. Conm ssioner, 73 T.C. at
637-638. ]

As previously discussed, the regulations in section
1.509(a)-4(i)(3), Income Tax Regs., offer two alternative sets of
criteria for satisfying the integral part test, which we for
conveni ence refer to as the “but-for subtest” of subdivision (ii)
and the “attentiveness subtest” of subdivision (iii).

A. But - For Subt est

The but-for subtest wll be net where: (1) The activities
engaged in for or on behalf of the supported organization are
activities to performthe functions of or to carry out the
pur poses of the supported organi zation, and (2) but for the
i nvol venent of the supporting entity, such activities would
normal |y be engaged in by the supported organization itself.

Sec. 1.509(a)-4(i)(3)(iit), Inconme Tax Regs.
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Wth respect to the first prong set forth above, we have
stated that “This rule generally applies only to situations where

t he supporting organi zation actually engages in activities that
benefit the supported organi zation, such as performng a specific
function for one or nore publicly supported organizations.” Roe

Found. Charitable Trust v. Conmm ssioner, T.C. Menp. 1989-566. I n

a simlar vein, respondent maintains that the but-for subtest
applies only in cases where the invol venrent of the supporting
organi zati on extends beyond nerely making grants or nonetary
donations. Petitioner, on the other hand, contends that
“activities” in section 1.509(a)-4(i1)(3)(ii), Incone Tax Regs.,
shoul d be construed in a manner consistent to its use el sewhere
in the regul ati ons under section 509(a), with the result that the
term shoul d enconpass grant making. Petitioner cites section
1.509(a)-4(e)(1), Income Tax Regs., which uses the word and then
explains: “Such activities may include nmeki ng paynents to or for
the use of, or providing services or facilities for, individual
menbers of the charitable class benefited by the specified
publicly supported organization.”

We, however, need not resolve this dispute. Even if we were
to assune arguendo that grant making is properly characterized as
an activity for purposes of section 1.509(a)-4(i)(3)(ii), Inconme
Tax Regs., a matter which is by no neans clear, the

adm nistrative record establishes that petitioner cannot satisfy
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t he second prong set out above.® Before setting forth the
reasons for our conclusion, it is necessary to describe
petitioner’s argunment in nore detail.

Petitioner sumrmarizes its position on the but-for subtest as
fol | ows:

Petitioner is providing the only support the

Ameri can Endowrent Foundation receives for the support

of activities in Northville, Mchigan. “But for”

Petitioner’s support, those activities would not exist,

and woul d not be funded unl ess the Anerican Endownent

Foundation found fundi ng el sewhere. * * *
Petitioner also states that AEF “is dependent upon Petitioner for

its grants to performthe functions of the public charities in

the Northville, Mchigan area.” Thus, petitioner views the
pertinent activities narrowmy, i.e., in ternms of support of the
Northville, Mchigan, region, and not broadly, i.e., in terns of

AEF's mssion to assist the community of U. S. inhabitants.

We reject petitioner’s argunent on the ground that it is
based upon a faulty factual prem se; nanely, that petitioner’s
support to AEF is dedicated to activities in Northville,

M chi gan, or southeastern Mchigan. This prem se is based upon
the fact that petitioner intends to recommend to AEF that

petitioner’s contributions to the donor-advised fund be used to

3 As previously indicated, our conclusions with respect to
the but-for subtest do not turn on who bears the burden of proof.
In contrast to our analysis of the responsiveness test, we here
do not rely on a failure of proof by either party but rather
apply the regulatory standard to the facts as evidenced by the
adm ni strative record.
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support charities in Northville, M chigan, or southeastern
M chi gan. However, as found above, AEF is not bound by such
recomendati ons and can use the support received frompetitioner
to fund charitable activities anywhere in the United States.

AEF endeavors through its grant making to benefit
communi ties throughout the United States. Yet such grant-nmaking
activities cannot properly be characterized as sonething in which
AEF woul d be engaged but for petitioner’s support. Rather,
di stributing grant noneys is sonething in which AEF is and wil |

continue to be engaged regardl ess of support from petitioner.

Hence, the record reveals no but-for relationship between
petitioner’s operations and those of AEF and, accordingly, cannot
establish the type of dependency sought by the integral part

t est.

B. Attentiveness Subtest

Under the attentiveness subtest, (1) the supporting
organi zati on nust make paynents of substantially all of its
incone to or for the use of the supported organi zation, and (2)
either (a) the anobunt of support nust be sufficient to ensure the
attentiveness of the supported entity or (b) the funds nust be
earmarked for a substantial programor activity of the supported
entity, such that the supported organization will be attentive to
avoid interruption thereof. Sec. 1.509(a)-4(i)(3)(iii)(a) and

(b), I'nconme Tax Regs.
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In addition, a substantial anount of the total support of
t he supporting organi zation nust go to those publicly supported
organi zati ons which neet the attentiveness requirenent. Sec.
1.509(a)-4(i)(3)(iii)(a), Inconme Tax Regs.

The phrase “substantially all of its incone”, as used in the
integral part test, has been interpreted to nmean 85 percent or
nore of net incone. Rev. Rul. 76-208, 1976-1 C.B. 161 (stating
that the term nol ogy should be given the sane neaning as in sec.
53.4942(b)-1(c), Foundation Excise Tax Regs.). Since petitioner
has indicated that it will distribute at |east 85 percent of its
net annual income, we focus on the further criteria intended to
cultivate attentiveness.

Wth respect to the first nethod for ensuring attentiveness,
support significant in anmount relative to the beneficiary’ s total
support is generally the defining characteristic. Sec. 1.509(a)-
4(1)(3)(iii)(d), Inconme Tax Regs. By this standard, we concl ude
that petitioner’s proposed contributions to AEF do not rise to
the requisite level. Anticipated annual contributions of
approximately $7,600 from petitioner, when neasured agai nst the
total annual contributions received by AEF of nore than $7

mllion, are not sufficient to guarantee attentiveness.?*

4 Although it is unclear how petitioner’s proposed “pl edge”
of $207,733 would factor into the support cal culation, we are
satisfied that its inpact would not be material for purposes of
our conclusion on this issue.
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Addi tionally, while evidence of actual attentiveness can be
equally inportant, id., the record on this score is less than
persuasive. Petitioner has nentioned that it will furnish
financial reports to AEF and cites AEF s appointnent of a
Northville resident to petitioner’s board as evidence of actual
attentiveness. On these facts, however, we remain unconvi nced
that the two features highlighted portend the type of ongoing
nmonitoring and attentiveness envisaged in the regulation. Gven
the vast difference in the size and scope of the two entities’
prograns, establishing actual attentiveness would require nore
than pointing to a few admnistrative formalities.

We now turn to the earmarking facet of the attentiveness
subtest, noting that petitioner appears on brief to enphasize
this argunment over the support-based considerations just
addressed, as foll ows:

Petitioner’s support to the American Endownent

Foundati on has been earmarked for use in Northville,

M chigan. This is the only support that the Anerican

Endowrent Foundation received to support activities in

Northville, Mchigan. Wthout Petitioner’s support,

the Northville activities will be interrupted.

Therefore, even though the percentage of support

provi ded by Petitioner to American Endownent

Foundation’s overall budget is small, it is 100% of the

support that Anerican Endowrent Foundation provides to

Northville residents. * * *

On the present facts, there exist at |east tw barriers to

petitioner’s ability to satisfy the integral part test through

the alleged earmarking. The first is the requirenent that either
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petitioner or AEF earmark the funds for a particul ar program or
activity. Because the contributions are made to a donor - advi sed
fund, petitioner cannot definitively earmark the noneys for any
specific project. Rather, petitioner is limted to nmaking
recommendat i ons which AEF is not bound to, and will not
necessarily, inplenent. Mreover, petitioner has not established
that AEF has in fact earmarked petitioner’s contributions for a
particul ar venture.

Second, the regul ati ons mandate that the paynents be

earmarked for a substantial programor activity of the supported

organi zation. Again, the admnistrative record belies that
supporting Northville, Mchigan, is a substantial activity of
AEF. Even benefiting Mchigan as a whole has not been shown to
be a substantial focus of AEF, and there is no evidence that the
rather mnimal expenditures nade in that State by AEF ($5,500 in
1998) woul d be interrupted absent petitioner’s support.
Petitioner therefore has failed to prove that its operations wll
ensure AEF s attentiveness.

V. Control Test

In view of our holding above that the integral part test is
not nmet on the record presented, we need not reach the control
test. Petitioner’s failure to satisfy section 509(a)(3)(B)
obvi ates any need to consider section 509(a)(3)(C) or to give

further attention to section 509(a)(3)(A). Even if petitioner
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were to satisfy the tests of the latter two provisions, as to

whi ch we express no opinion, its failure to neet the requirenents
of section 509(a)(3)(B) is fatal to its position that it is a
supporting organi zation and not a private foundation as defined
in section 509. |In summary then, we hold that petitioner is to
be classified as a private foundation on account of failure to
satisfy the integral part test of section 1.509(a)-4(i)(3),

I ncone Tax Regs., as delineated above.

To reflect the foregoing,

Deci sion will be entered

for respondent.




