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FISCAL SPONSORSHIPS: A TIME TO BE WARY
TheLatin phrase “caveat emptor” is a contract law principle that is
commonly usedin transactions involving the sale of goods. The
phrase roughly translates to“let the buyer beware.” The phrase also
appropriately describes how nonprofitsshould approach fiscal
sponsorship arrangements.
Fiscalsponsorships have become commonplace in the nonprofit sector. However, thesponsoring nonprofit
organizations often approach these relationships withoutthe proper care and diligence that is required. Many
nonprofit organizationssimply do not understand the scope of their duties when they become fiscalsponsors
of non-exempt organizations. Oftentimes, nonprofit organizations viewthese relationships as opportunities
to raise additional revenue, but do nottake into account the responsibilities that are placed upon their
organizationor the risks to their own tax exempt status if the applicable rules andregulations are not
followed.
Theterm "fiscal sponsorship" generally describes an established relationship inwhich a tax-exempt
organization agrees to receive funds and use those funds forthe benefit of an organization that is not taxexempt. The tax exemptorganization in such a relationship is called the “fiscal sponsor” and thenonexempt organization is the “sponsored entity.”
Fiscalsponsorships are often initiated at the behest of the sponsored entity. Theentity may approach a tax
exempt organization with which it has a relationshipand request that the tax exempt organization act as a
fiscal sponsor. The typicalrequest includes an arrangement in which the sponsored entity will locatedonors
for its cause and instruct the donors to contribute funds to the fiscalsponsor. The fiscal sponsor then agrees
to subsequently provide the donations to the sponsored entity. In some situations the fiscal sponsor takesa
percentage of the donations as an administrative fee.
Sponsoredentities may request such a relationship for a variety of reasons. Examplesinclude the following:
the sponsored entity has applied for tax exempt statusbut is waiting to get a response from the IRS, or the
sponsored entity believesthat its activities are too small to warrant the creation of a nonprofitcorporation or
the filing of an application seeking its own separate exemption.
Althoughfiscal sponsorships are used in the nonprofit community, they have no officialrecognized status
or common definition in the legal community or with the IRS.Whether or not a particular fiscal
sponsorship arrangement is appropriate islargely determined by the specific factual circumstances at issue.
Thearrangement described above is not appropriate asdescribed, but a similar relationship may be
appropriate if it is structured tocomply with the appropriate rules and regulations. The organization being
askedto serve as the fiscal sponsor must be careful to comply with all applicablerules and regulations. The
fiscal sponsor has the most to lose, includingrevocation of its tax exempt status, if the IRS determines that
the relationshipis inappropriate.

Oneof the primary issues for the fiscal sponsor is that it must ensure that any funds it distributes are usedin
furtherance of its charitable or other tax exempt purpose. This requirementis derived from a set of six
separate tests that must be met by all entitiesrecognized as exempt under Internal Code Section 501(c)(3).
One of these testsis the “operational test.” The operational test requires that the organizationbe operated
exclusively for one or more exempt purposes. Among other things, inorder to meet the operational test,
an organization’s activities, including thedistribution of funds, must be reasonably related to the
accomplishment of theorganization’s exempt purpose.
Addressingthe distribution of funds to an entity which has not received exemption, inRevenue Ruling 68489 the IRS ruled that an organization will not jeopardizeits exemption by making grants to a non-exempt
organization if the followingconditions are met: (1) the distributions are made in furtherance of the
exemptorganization’s own purposes, (2) the exempt organization retains control anddiscretion as to the use
of the funds, and (3) the exempt organization keepsrecords showing that the funds are actually used for
that purpose.
RevenueRuling 68-489 illustrates the general rule that distributions from exemptentities are appropriate
so long as the distribution furthers the exemptorganization’s purpose. For example, if the mission of the
sponsoring entity isto provide, promote and facilitate educational programs, it may be appropriate for it to
support theactivities of a separate school providing similar services.
Asset forth in Revenue Ruling 68-489, fiscal sponsors must also retain controland discretion over the use
of the funds, and keep records showing that thefunds are actually used for that purpose. In order to meet
this requirement,the fiscal sponsor must own the funds and be free to distribute them, or not,as it sees fit.
For this reason, donors may not earmark or otherwise restrictfunds donated to the fiscal sponsor. If the
funds are earmarked or otherwiserestricted for distribution to the sponsored entity, the IRS will likely
takethe position that the funds were, in actuality, intended to benefit anon-exempt entity and, therefore,
do not constitute a charitable contribution bythe donor to the fiscal sponsor. This issue is one of the reasons
that thefiscal sponsorship described above is inappropriate (in that example the fiscalsponsor agreed to
funnel all earmarked donations to the sponsored entity).
Furthermore,exempt entities that distribute funds to non-exempt entities have legal andfiduciary duties to
ensure that any funds distributed to the non-exempt entitywere actually used for appropriate exempt
functions. This obligation can be metthrough appropriate monitoring of the use of funds and the
maintenance ofproper reports, books, and records.
Dueto the legal and fiduciary responsibilities placed upon the sponsoring entityand the various issues that
may arise during the term of a fiscal sponsorship,a written agreement should be prepared. The agreement
should not contain anyobligation on the part of the fiscal sponsor to send distributions to thesponsored
entity. The fiscal sponsor must maintain control and discretion overany and all funds that it receives. The
agreement should at least address thefollowing issues: the services to be provided by the parties, how
payments willbe made, whether funds will be invested, documentation for accounting
purposes,monitoring the use of funds, availability of books and records for inspection,necessary reports,
indemnification of the fiscal sponsor, and the rights of theparties to terminate the arrangement.
Inaddition to the issues discussed above, fiscal sponsors should be aware that byacting as fiscal sponsor
there is a risk that they may be legally liable forthe activities of the sponsored entity. This may include a
determination, byone or more governmental entities, that the fiscal sponsor and not thesponsored entity is
the de facto employer of the sponsored entity’s staff. Ifan entity intends to enter into a fiscal sponsorship,
it should conduct properdue diligence to determine, among other things, the sponsored entity’s
currentobligations, the existence of appropriate insurance, and compliance with allapplicable regulations
and laws. In addition, the fiscal sponsor shouldconsider additional coverage from its existing insurer.

IRS RECENT ANNOUNCEMENT
RE IRS FORM 1023-EZ
TheIRS recently announced that publicly
available information from approvedapplications
for tax exemption using Form 1023-EZ, Streamlined Application forRecognition of Exemption, is now
available electronically on the IRS’ websitefor the first time.

Thedata on the IRS’ website is available in spreadsheet format and includesinformation for approved
applications beginning in mid-2014, when the 1023-EZform was introduced, through 2016. The
information will be updated quarterly,starting with the first quarter of calendar year 2017.
Information in theForm 1023-EZ includes basic identifying information such as the name of
theorganization, Employer Identification Number and the names of officers,directors and trustees. The
Form also contains information regarding items suchas the organizing documents, state of incorporation,
purpose and activities ofthe organization.
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