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Can a joint venture obtain tax-exempt status?

Technically nd:

What is the fundamental conflict between the purgssof, and restrictions on, a nonprofit and

a for-profit?

The CDC must be organized and operated for suleiigirgharitable purposes and
therefore cannot be operated for private bendfifor-profit, on the other hand, is
organized precisely for the possibility of privésenefit inuring to investors — it is the
motivating force behind investors putting their italpat risk. That being said, a joint
venture between the two is legally permissibldpag as several criteria are met.

Can a nonprofit be a general partner of a partneip?

Until 1982 the IRS took the position that a tax+ap¢ organization’s participation as a
general partner in an LP waherently incompatiblevith its exclusive operation for
charitable purposés.Since 1982 the IRS has used a two prong andtysistermine
whether participation by an otherwise exempt orgtion in a partnership as a general
partner adversely affects Section 501(c)(3) quaifon.

First, whether participation by an organization furthéssexempt purpose, and second
whether the partnership arrangement allows thenizgtion to act exclusively in
furtherance of an exempt purpose. As for the sttpamt of the test, a reserve or
guarantee of/against operating losses, profitees;fthe return of capital; or
indemnification by the exempt organization in faebthe for-profit is evidence of the
furthering of the private interests of the investord generally will cause concern with
the IRS.
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In 1998 the IRS issued Rev. Rul. 98-15. Althoughruling focused on “whole hospital”
joint ventures between tax-exempt hospitals angbfofit entities, the IRS made it clear
that the principles of the ruling are intended pplg beyond the medical context. Prior to
Rev. Rul. 98-15, the IRS had never issued a rdingecedent affirming the basic
finding of Plumstead Theatthat an exempt organization could be the genendher of

a partnership under the right circumstances. Rel..98-15 affirmed that, and
emphasized the importance of the exempt organizatimaintaining sufficient control
over the operations of the joint venture, partidylevhen the activity conducted through
the joint venture is a substantial part of the orgation’s overall activities. The ruling
contains two examples, one with a fact patternalsly passing muster, the other with a
fact pattern obviously failing the test and jeop&rdy the organization’s tax-exempt
status.

When an activity of an exempt organization is asubstantial part of the organization’s
overall activities, it is referred to as ancillary joint venture. Ancillary joint ventures
are common in community development, especiallydager CDCs that have a large
number of developments, none of which individualystitute a substantial part of their
activities. In May of 2004 the IRS issued Rev..R@04-51, which provided that a tax-
exempt organization may share 50/50 ownership amdrgance of aancillary joint
venture without jeopardizing its exempt status aitout incurring any UBIT on its
share of income from the joint venture, as lonthasactivity conducted by the venture is
carried out in a manner that contributes imporatatithe exempt organization’s exempt
purpose. The ruling suggests that although arlarncjoint venture doesot require
governanceontrol by the exempt organization, the IRS will continagequire that the
exempt organization maintasignificantcontrol over thesubstantiveaspects of the
venture’s activities (in order to ensure that diadte goals are realized). This is a helpful
ruling for community development practitioners ailvg joint ventures.

Does the CDC or its affiliate have to be the manmagimember or general partner of the joint
venture?

No, as mentioned above, because of Rev. Rul. 20Gheé&CDC can have equal control
with the non-profit in an ancillary joint venture @ven assume a limited partner/passive
investor role in such a structure. Where the exanrganization is not in technical
control of the entity and it's an ancillary joinenture or a passive investment, the IRS
will not apply the same level of scrutiny on theaagement. Instead, the focus will be on
whether the venture serves a charitable purposethehthe exempt organization has
significantcontrol over the achievement of that purpose fg®osed to actual legal
control over the venture) and whether the exengdrration will receive adequate
consideration for its investment (or has a reaslenatpectation of a return on its
investment). In a passive investor scenariojntigortant for the CDC to assess whether
it will continue to have as its primary focus theempt purpose for which it was granted
exemption from federal income tax. It should nattigipate in a joint venture that is
unrelated to its exempt purpose unless it is vglim owe UBIT (or, if the venture is a
substantial part of its activities, willing to jemolize its exemption). A "passive
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investment" should be only a small part of the CDéctivities. If a CDC is found to be
primarily making investments rather than carrying its exempt purpose, its exempt
status could be jeopardized.

As mentioned, in Rev. Rul. 2004-51 the IRS ruleat thtax-exempt organization could
be in an ancillary joint venture without controtjiit as long as it can maintasmgnificant
control over thesubstantiveaspects of the venture’s activities. In the comityu
development context, the rights of interventiom&@DC that is not the managing
member of an LLC should be considered carefuliyhenOperating Agreement.
Distinction should be made between delegation@éanhnaging member with and
without constraint. Certain matters such as thetdalay operation of the business can
usually be delegated without significant constaing the non-managing CDC to the for-
profit managing member. Other items, such asigie to change the location of the
business or the first source hiring provision & @perating Agreement, for example,
should not be allowed without the consent of theOCDn addition, the CDC might want
to have the right to take corrective action, sugheanoving the managing member, if it
has proceeded without obtaining the CDC’s requi@tkent to certain items. That way
the CDC can ensure the LLC doesn’t deviate fronQperating Agreement in a manner
that jeopardizes the continuing charitability of jbint venture’s activity.

How do I know if the purpose of the joint venture charitable?

Housing Development

Rev. Proc. 96-32 was issued by the IRS in 199froiides a “safe harbor” to low-
income housing providers applying for an expedéeemption ruling. Its primary focus
is on the income level of households renting oritgaffordable housing. The basic
prongs of the rule which must be satisfied arefdeliewing:

For each project: (a) at least 75% of the unitstrhasoccupied by residents that are at
or below 80% of median income for the area, @)ckither at least 20% of the units
must be occupied by residents that are at or bB@ of median income for the

area, 00% of the units must be occupied by residentisateaat or below 60% of

the median income for the area. Up to 25 percktiteounits may be provided to at
market rates to persons having incomes in excesgeddw-income limit.

The project is actually occupied by the poor arstrdssed. One year transition
period is considered by the IRS to be reasonalelegi@lly for occupied structures
being redeveloped).

The housing is affordable to charitable benefiem limitation of percentage of
income to be paid in rental for rental projectsaavard mortgage payments in for-sale
projects).
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If a project consists of multiple buildings and ledwilding doesn’t separately meet
the requirements of the above three sections,ttfeebuildings must share common
grounds.

The Safe Harbor also discusses the “Exempt Purgddes Than Relieving the Poor and
Distressed,” states that “...organizations mayifuidr exemption without having to
satisfy the standards for relief of the poor arstrdssed by providing housing in a way
that accomplisheany of the [following] purposes:” (1) combating comniiyn
deterioration; (2) lessening the burdens of govemim(3) eliminating discrimination and
prejudice, (4) lessening neighborhood tensions;(&hcklief of the distress of the elderly
or physically handicapped.

There are also examples in the safe harbor of gtofjaat would qualify, and one
example for homeownership indicates that the IRBaNow higher income limits for
for-sale projects (the example that qualifies M2 4f units being sold to households at
or below 70% of AMI, 25% of units being sold to Isetolds at or below 805 of AMI
and 35% of units being sold to households at avidl15 % of AMI.

The safe harbor was not intended to supersedad¢h@ps rules on what qualifies as
charitable in housing, but only to help expeditplejations. It can also not be used to
challenge the exemption of a nonprofit having ampdetermination. However, the rule
has been looked to as a benchmark of charitabalgyt is as complete a treatment of the
standards as has been seen in awhile.

Economic Development

This is a rather convoluted and difficult to aptggt, but an excerpt of it from GCM
39883 is as follows:

Based on the above revenue rulings and GCMs, andiei&tion of whether a community
development organization furthers charitable pugposquires an analysis of the
following three factors (1) whether assistance is being provided to lealal businesses
or to attract new local facilities of establishedsdé businesses, (2) whether the type of
assistance provided by the community developmegarozation has non-commercial
terms_andhe potential to revitalize the disadvantaged,aaed(3) whether there is a
nexus between the business entities assisted Benlirg the problems of the
disadvantaged area, between the businesses and a disadvantaged ¢jkeug minority,

in the area.with respect to the third factor; the above revenue rulings and GCMs
indicated that there athree characteristicsthat provide a nexus between the businesses
assisted and relieving the problems of the disatdema area: (a) assistance recipients
conducting their business in the economically disathged area, (b) recipients not being
otherwise able to obtain assistance from conveatisources because of the depressed
nature of the area @ffiliation of business participants with minoriy other
disadvantaged groups, a@ assistance recipient selection is based oohwigcipients

will offer the greatest potential community benéfytvirtue of eithetheir current

36



operations otheir promises to take certain actions benefitirggdepressed area
(emphasis supplied).

What does the joint venture’s organizational docuneneed to say about the charitable nature

of the project?

Nothing, from the standpoint of the for-profit andder most state LLC and LP laws.
Sometimes the agreement will only state that thpgme of the partnership is to acquire,
develop and dispose of real property and do andmerany and all other activities as
authorized under state law.

However, from the CDC'’s standpoint, and in lightR#v. Ruls. 98-15 and 2004-51
referred to above, it's important to include in thrganizational document not only the
charitable goals of the venture (e.g., relief ofgrty, elimination of prejudice and
discrimination, stemming of community deteriorajidout also what activities are
planned to achieve those goals (e.g., developnfeehtal or for-sale housing affordable
to low income households; creation of jobs to Bediby unemployed residents;
providing of financing and technical assistancentnority entrepreneurs; establishment
of new businesses in a deteriorated area). Noyrtiadl for-profit should not be
concerned about adding this - even though it's uallsinguage - because these points
should have been previously discussed or at thelgast should be understood as the
goals of the venture (and, for example, under th&I'C, will be required to comply with
Section 42 of the Code).
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Joint Venture Agreement Planning Tool

Partners:
CDC:
Partner:

Project:

Social Goals:
What are the key community goals?

First Source Hiring - construction (___ %) Rieed ____ Best Effort
_ NA
First Source Hiring - tenants (___ %) Required __ Best Effort
_ N/A
Small Business Tenants ( %) Required _est Bffort
_ NA
Undesirable Tenants (attach list) Prohibited __ Best Effort
_ NA
Nonprofit Tenants (___ %) Required __ BefarEf
_ NA
Affordable Housing Units (___ %) Required Best Effort
_ NA
Other: Required __ Best Effort
_ NA

Are there consequences for failure to meet theatsgo

Ownership Structure:

Pre Development and Construction: CDC: % reart
Permanent: CDC: % Partner:

%
%

Will one partner serve as Managing Partner?
How many board seats will each entity appoint? CDC Partner:
Will ownership structure change in the future?

Under what conditions?

Roles and Responsibilities

CDC Roles: Partner Roles
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What happens if a partner does not fulfill its ghtions?

Decision Making:

Both parties may be involved in all decisions, lmitany special areas where one party has vetbnad say.

CDC Decides Partner Decides
Staffing
Will one or both parties commit specific staff pedp work on the project?

CDC Staff Commitment: Partner Staff Commitment:
Financing

CDC Investment: Partner Investment:

Who will be responsible for obtaining debt finarngfior the project?
Who will be responsible for obtaining public/chalite financing?

Will either party guarantee loans? CDC: Rartn
Who will be responsible for cost overruns/unexpgerpenses?

Development Fees:
What fees will each party earn if the project iseleped successfully?

CDC Fees: Partner Fees:

Property Management:
Who will serve as property manager?

How will property management fee be calculated?
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Operating Income/Losses
Who will receive net operating income? CDC: %Partner:
Who will cover any operating losses?  CDC: % Partner:

Special circumstances/conditions?

%
%

Termination
When will joint venture end?

Will one party have right to purchase joint assets?

How will the price be determinedd$§€ Value, etc.)

Capacity Building:

Is the private partner expected to help build CR@acity?

How will success be measured?
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Quick and Dirty Joint Venture Strateqy Checklist

Social Goal(s):

Losses/Additional Capital

Contributions/Indemnification:

Economic Goal(s):

Conflicts Resolution:

Capacity Building Goal(s):

Keeping the Books:

Neighborhood Context/Design Goal(s):

Development/Financing

Working Relationship Goal(s) (“soft” stuff):

Milestones:

Key Decisions Responsibility:

Exit Strategy:

Profit Sharing/Developer Fee:

Bottom Line(s) (below which we won’t go)

Price? Other issues?

Continuing CDC Role?
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