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21 T.C. 279 (1953)

A charitable foundation loses its tax-exempt status if a portion of its net earnings
benefits a private individual, even if the foundation was established with a charitable
purpose.

Summary

The William L. Powell Foundation, a religious and charitable organization, received
a gift of bonds with the stipulation that the income be paid to the donor’s wife for
her life. The Foundation later converted the bonds into mortgages and paid the wife
a fixed 5% annual income. The IRS determined the Foundation was not tax-exempt
because a portion of its income inured to the benefit of a private individual. The Tax
Court agreed, finding that the Foundation’s failure to segregate the funds and the
losses incurred on some mortgages meant the wife received more than the actual
income generated by the assets designated for her benefit. The Court also upheld a
penalty for late filing of the tax return.

Facts

William L. Powell established the William L. Powell Foundation in 1926. In 1928, he
gave the Foundation three U.S. Liberty Loan Bonds with specific instructions. Two
of the bonds stated that the income was to be paid to his wife, Ella P. Powell, during
her lifetime. The third bond stipulated the income be used for charitable purposes
with one half of the interest to be added to the permanent fund. After Powell’s
death,  the Foundation converted the bonds to cash and invested in real  estate
mortgages.  The Foundation consistently  paid  Ella  P.  Powell  a  fixed 5% annual
income, the same rate the bonds initially earned. There was no segregation of the
funds. Interest payments on some mortgages were in arrears in the year in question.

Procedural History

The IRS notified the Foundation in 1948 that it was not tax-exempt under section
101(6)  of  the  Internal  Revenue  Code.  The  IRS  reaffirmed  this  in  1949.  The
Foundation filed its  tax return for  the fiscal  year ending January 31,  1950,  on
December 4, 1950, after the deadline, challenging the IRS ruling. The U.S. Tax
Court reviewed the IRS determination of deficiency and penalty.

Issue(s)

1. Whether the Foundation qualified for tax-exempt status under section 101(6) of
the Internal Revenue Code during the taxable year ending January 31, 1950.

2. Whether the Foundation was liable for a penalty for late filing of its return.

Holding
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1. No, because a part of the Foundation’s income inured to the benefit of a private
individual.

2. Yes, the late filing was due to willful neglect, not reasonable cause.

Court’s Reasoning

The court determined that the Foundation’s tax-exempt status depended on whether
any part of its net earnings inured to the benefit of a private individual. The court
recognized the original gift included a stipulation that income be paid to a private
individual (Ella Powell) for her life, a situation that can be permissible for a tax-
exempt entity. However, the court emphasized the Foundation’s failure to segregate
the assets  designated for  Ella  Powell’s  income from its  general  assets  made it
impossible to determine the actual  income those specific  assets generated.  The
court noted that because some mortgage loans earned less than the 5% paid to Ella
Powell, she received more income than that generated by the designated assets, and
a part of the Foundation’s general net earnings were diverted for her benefit. The
court found the Foundation’s payment of the fixed 5% rate to Ella P. Powell, despite
potential  losses  or  lower  earnings  on  the  mortgage  investments,  constituted  a
benefit to a private individual. Regarding the late filing, the court found no evidence
of reasonable cause, thus upholding the penalty.

Practical Implications

This  case  underscores  the  importance  of  strict  compliance  with  the  conditions
required  for  maintaining  tax-exempt  status,  particularly  the  prohibition  against
private inurement. Foundations must carefully segregate assets and account for
income to ensure that the intended beneficiaries receive only the income actually
generated by the assets designated for them. This is especially crucial when dealing
with gifts containing specific income distribution requirements. Failure to do so,
such as intermingling funds and guaranteeing a rate of return regardless of actual
earnings, can lead to a loss of tax-exempt status. The case also highlights that
charitable organizations are not exempt from filing requirements and should file
their tax returns on time. The court’s decision emphasizes the need for clear record-
keeping and adherence to the intent of the donor’s instructions to avoid the private
inurement of the Foundation’s funds.


