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I.  Introduction

During discussions with representatives from SAT, a concern arose regarding the re-sale of in-kind donations by authorized donees.  SAT had recently learned of an authorized donee that resold three containers of donated imported goods.  This raised questions about the practice of permitting authorized donees to raise funds in this manner.    
We have been asked to compare this practice to that of other countries and provide analyses of two topics: (1) customs treatment of imported donated goods re-sold by authorized donees; and (2) taxation of proceeds from the sale of donated goods by an authorized donee. 
II.  Customs Treatment of Imported Donated Goods 
Typically, we find that concerns regarding the resale of donated goods arise in the context of questions about import duty exemptions.  There is a concern that, if goods are imported duty-free, they should not be sold in the open market, but, rather, should be used for a social purpose. The socially beneficial use of the imported good is, after all, the basis for the customs exemption.
 

In many countries, where imported donated goods are duty-free, the customs exemption is subject to rules restricting the sale of the goods, at least for a particular period of time.  Note that this rule is not applicable only to donated goods, but to any goods imported for socially beneficial ends. 
The European Union’s custom policy, for example, provides for the duty-free import of “goods required to meet immediate human needs . . . (e.g. food, medicine, clothing and bedclothes) imported by approved charitable organizations for free distribution to needy persons, or any goods to be used for fundraising to benefit needy persons . . . [as well as] equipment and office materials sent free of charge to charitable organizations to meet their operating needs.”  The exemption, however, is subject to restrictions on selling and transferring the goods.  The recipient may not, under these rules, sell the goods – or even transfer them for free to anyone who is not a qualified recipient under the regulations -- without notifying the customs officials and paying the customs duties.
Peru, the Czech Republic, and Bulgaria have similar rules.  Under the Peruvian customs law, the beneficiary of a donated imported good must pay all customs duties if it sells or transfers the good within four years of its receipt.   In the Czech Republic, the beneficiary must retain and use the goods for five years in order to avoid paying customs duties. 
  
In Mexico, as we understand it, imported donated goods destined for cultural, educational, research, public health or social service uses, well as to authorized donees, are duty-free, so long as certain requirements are met by the importer.  The rule does not directly address whether the use of a donated item for social purposes by an authorized donee might include the re-sale of such goods, nor does there appear to be a rule precluding the sale of duty-free goods. 
If the discomfort regarding the resale of donated goods by authorized donees derives from the fact that they have received them duty-free, the problem is easily resolved.  Mexico could adopt a rule similar to that of Peru or the European Union.  

III.   Some Questions Regarding Mexico’s Taxation of Income from the Sale of 
Goods  

We surmise that SAT's concern is less about customs duties than whether resale of donated goods jeopardizes the income tax base.  We understand that proceeds from sales of donated goods, by authorized donees, are not taxable.  We also understand from knowledgeable sources that income from the sale of goods by an authorized donee -- whether or not the goods are donated -- is not taxable.  Our analysis of the relevant provisions would seem to suggest otherwise.  No doubt our confusion derives from the translation of the law, or legal principles with which we are not familiar.  However, because the English translation with which we are working was obtained in Mexico, and because interpretations of tax provisions are inherently subject to some interpretation, we wanted to raise the issue for consideration and clarification at this point.  


Section 93 of Title III of the LISR states that authorized donees “shall pay no Income Tax except as provided in Section 94.”  Section 94 states that “entities referred to in this Title, (excepting those mentioned in Section 102 hereof and [certain investment companies]) shall pay Income Tax on the revenues of the nature referred to in Chapter IV, VI, and VII of Title IV.”  Thus, under the translated version and our interpretation, Section 94 carves out an exception to the general exemption contained in Section 93. 

Chapter IV addresses “sales of assets,” while Chapters VI and VII address interest income and lottery proceeds. We read this as requiring, at least in the translated version, the taxation of revenues from the sale of assets by authorized donees.  


We stress that our interpretation may be faulty, and that, moreover, the practice in Mexico may diverge from what could be possible under a strict interpretation of the law.
    For these reasons, discussions should proceed cautiously to avoid the result of a stricter interpretation of the law regarding taxation of economic activities.  


IV.  Comparative Information Regarding Taxation of Income from the Resale of Donated Goods 

We are not aware of any country that prohibits the re-sale of donated goods.
  Indeed, the resale of donated goods is a staple fundraising activity used by not-for-profit organizations (NPOs worldwide.    We are also not aware of any country that has carved out a rule specifically taxing the resale of donated goods as distinct from income from other economic activities.


In fact, in most countries no special tax rules exist relating to the income from the sale of donated goods. The proceeds from such sales are simply treated just like other income from economic activities.  However, in a few jurisdictions – for example, the United States – such income is treated as a distinct category of income, and exempted from taxation.  
We discuss below (1) the special taxation rule exempting income from the resale of donated goods and the reasons for that rule and (2) several models of taxation of proceeds from economic activities by not-for-profit organizations (NPOs). 

A.  Special Rule Exempting Income from Resale of Donated Goods.

In the United States, income from economic activities by NPOs is taxed, or not, depending whether it is considered “related business income” or “unrelated business income.”  Income from business “related” to the public benefit purpose of the NPO is exempt.  Income from business that is “unrelated” to that purpose is generally taxed.  

However, the IRS exempts a few categories of income from taxation even when they are from unrelated business income.  One exemption is for business that consists of selling merchandise that has been received as gifts or contributions. 
In part due to this rule, it is quite common for NPOs in the United States to raise money to carry out their charitable purposes by selling donated goods. They may engage in these sales on an occasional basis, or, even more frequently, an organization may set up a “thrift shop” – a store that sells exclusively donated goods.  

This method of raising money for a publicly beneficial purpose serves the organizations well for obvious reasons. Organizations often find it easier to collect used goods than cash donations, especially in times of economic downturn.  Sometimes the thrift store becomes a part of the organization’s mission, by being used as a training ground to enhance the employability of under-skilled or disabled individuals. 
Those who purchase the donated goods also reap a benefit, since prices for resale of donated goods are usually lower, and purchasers are often needy individuals that cannot afford to pay higher prices for new goods.  Finally, donors are enthusiastic about the practice, since they benefit in a variety of ways:  they can productively dispense with goods they have no further use for; they are helping an organization that serves the public to raise funds for that purpose; they are providing goods at below-market prices to a marginal class of society; and, finally, they may, depending on the tax laws, be able to take a deduction on their own taxes for the gift. 
The policy behind the exception for re-sale of donated goods is the same as the policy that drives other tax exemptions for publicly beneficial activities.  The state has an interest in encouraging the operation and financial well-being of organizations that provide services that benefit the public.  Moreover, donated goods are generally used goods.  Tax revenue has already been generated as a result of their production, original sale, and perhaps import, and their value has diminished. State officials may decide that the potential income from taxation of the resale of donated goods does not offset the loss in services that might result if they were fully taxed. 

B.  Taxation Models for Income from Economic Activities.

It is not clear to us that Mexico’s policies with respect to taxing the economic activities of authorized donees is in any need of any revision, and we understand that the focus of the present inquiry is tax treatment of the resale of donated goods.  In most countries,  however, income from the sale of donated goods is treated exactly the same as income from other kinds of economic activities. For this reason, we provide below comparative information on the treatment of income from economic activities.  

In most countries in our survey, generally one of three different rules is applied to determine whether the income is taxed, recognizing that hybrid approaches are also common.  
The first approach is to tax income from all economic activities, regardless of the source or destination of the income.  This approach is increasingly being rejected in favor of the other two approaches, based on recognition that the ability to engage in economic activities is a vital means of enabling NPOs to become financially sustainable.  

The second approach is to apply a "destination of income" rule, exempting income from economic activities that is used for public benefit purposes. The third approach focuses on the source of the income, granting an exemption only when it results from activities which are "related" to the public benefit purposes of the organization. 
We provide below an analysis of each of the three basic tax approaches.  Below, we describe each of the three basic tax approaches, and then analyze each with respect to four analytical criteria: (1) the simplicity or complexity of administration; (2) the effects on revenue collection; (3) the effects on the development of the NPO sector; and (4) practical concerns about implementation.   

1. Taxation of All Economic Activities.  A few countries take the position that all economic activities should be taxable, regardless of the source or destination. As noted above, this approach is becoming increasingly discredited.  Chile still follows this approach.
  So does Ukraine, and until recently, Estonia.
 
(a) Simplicity or Complexity of Administration: A principal advantage of this approach is its administrative simplicity. While there is sometimes confusion as to what constitutes an economic activity, the concept that NPOs should be treated as any other organization for tax purposes is not difficult to apply. 
(b) Effects on Revenue Collection: The tax base depends on the number of taxpayers and their associated income. Taxing all economic activities would likely decrease the number of NPOs engaging in such activities. Thus -- perhaps contrary to intuition -- this approach potentially reduces the tax base.

(C) Effects on the Development of the NPO Sector: This approach depresses the development of the not-for-profit sector. NPOs operating under this legal regime are limited in their ability to financially sustain their operations. This approach also fails to provide incentives for NPOs to engage in public benefit activities involving an economic or commercial component (such as an association for the blind selling walking canes).

(d) Practical Implementation Issues: From an accounting standpoint, it is often difficult to determine NPO income and expenses attributable to a specific project. Moreover, this approach still requires a determination of which activities fall within the definition of "economic" activities.


2. “Destination of Income" Rule.   The second approach is the "destination of income" rule.  Under this rule, the source of the income is irrelevant. Instead, tax treatment depends entirely upon the use of the income.  Any income devoted to public benefit purposes is not taxed.  In many jurisdictions in Latin America, where organizations are required to dedicate all of their income towards their public benefit purpose, virtually all income from economic activities would be exempt under this rule, so long as the NPO is otherwise exempt.  Income that is spent on fundraising activities, for example, or money that is used to generate the economic activity, would be taxable. The rule is based upon the premise that tax exemptions should help to subsidize activities that benefit the public, but only income actually spent directly on public benefit purposes should be exempt. 

Peru and Argentina both follow the destination of income rule.  In Peru, NPOs can engage in economic activities of any type, so long as the revenues are applied to the organization’s social purpose; the production of goods and services can even be a direct means of carrying out that social purpose. In Argentina, economic activities are permitted so long as the funds earned are used only for the social purpose, and do not displace the social objective of the organization.  Income from such activities is not taxed – unless it is generated from the “exploitation of public spectaculars,” games of chance, or horse races. Others countries applying some form of the destination of income approach include Poland, the United Kingdom, Czech Republic, Croatia, Denmark, and Ireland.
 
An innovative variation to this rule is to exempt income devoted to public benefit purposes up to a certain limit, either in absolute terms or based upon a percentage of the income or tax base.
   This approach is attractive for countries that want to strike a balance between subsidizing activities that redound to the public benefit and ensuring that NPOs keep economic activities to a minimum.  
(a) Simplicity or Complexity of Administration: This approach avoids the necessity of conducting an in-depth analysis of the source of income to determine whether it is related to the NPOs public benefit goals. Nonetheless, it is necessary to ascertain whether the income is spent on public benefit goals, which is often difficult to determine.

(b) Effects on Revenue Collection:  Use of this rule, with a cap imposed, would generate some revenue, while still providing support for public benefit services.  This rule in its purest form would likely generate the lowest level of tax revenue, since, as long as income is devoted to public benefit purposes, there is no tax liability. 

(c) Effects on the Development of the NPO Sector:  When there is no limit to the exemption, this approach provides the greatest level of financial support to NPOs. Even if limits exist, NPOs still have access to a defined level of tax exempt income from economic activities.  
(d) Practical Implementation Issues:  Few practical implementation issues arise with this approach.  Tax authorities may need to issue rules clearly specifying expenditures that will not be considered to be spent on statutory public benefit purposes.  

3. The "Relatedness" Rule.  Under this approach, the income from economic activities that are related to the public benefit purposes of an NPO is exempt from taxation.  Variations upon the "relatedness" rule are in effect in many jurisdictions, including the United States, France, Germany, the Netherlands, and many Central European countries.
 
A tax exemption for income from economic activities related to public benefit purposes makes a great deal of theoretical sense. Often the most effective way for an NPO to achieve its purposes is to pursue them through economic means.  NPOs that assist disadvantaged groups will find it natural to sell products that serve that group – like, for instance, medical devices for people with disabilities. As long as the public benefit goals remain the principle purpose of the NPO, and the income is not improperly distributed, there is every justification for supporting related activities with tax preferences.  

Moreover, in granting such tax exemptions, governments not only provide additional revenue to NPOs, they also provide incentives and send signals for NPOs to engage in certain kinds of activities.  The "relatedness" rule requires NPOs to focus the majority of their activities on their public benefit purposes, thus reducing the incentive to undertake economic activities merely because they yield high profits. 

(a) Simplicity or Complexity of Administration: Unfortunately, it is often difficult to distinguish "related" economic activities from those which are "unrelated," and hence this rule is often complicated to administer.  If a museum opens a shop on its premises to sell books about its collection, this is clearly related to the purposes of the museum.  But what if the museum opens a retail store somewhere else which sells materials about art and culture in general?  

It is difficult to draft laws or regulations that codify adequately the concept of "relatedness." Guiding principles must often be established on a case-by-case basis. For countries in a state of transition, where guidelines for the not-for-profit sector need to be established, the concept of "relatedness" creates a degree of uncertainty concerning the tax treatment of income. This might needlessly deter NPOs from certain types of activities, or subject them to arbitrary administrative responses.

(b) Effects on Revenue Collection: The experience of countries taking this approach suggests that the administrative difficulties tend to result in greater revenue loss than it should.  Nonetheless, this approach does tax "unrelated" activities which could be exempt under the "destination of income" test. Careful drafting and application of a "relatedness" concept can limit the loss of tax revenue. 

(c) Effects on the Development of the NPO Sector: This approach creates incentives for NPOs to engage in economic activities related to the organization’s public benefit goals. Thus, this approach promotes activities considered to be in the public benefit and generally worthy of support. This approach also allows NPOs to generate income from economic activities, though less than under the "destination of income" rule.

(d) Practical Implementation Issues: As discussed above, the primary task associated with this approach is defining "related" and "unrelated" activities. To avoid some of the difficulties inherent in applying a definition of "related" activities, some laws include an illustrative list.  Hungary has followed this approach.
Another approach with particular merit is to pass a law covering the basic provisions of "relatedness," but leave the task of preparing and enforcing precise definitions and practices to regulations or decrees. This guidance may take the form of a list of exempt activities, specific instructions, and/or explanations of examples.  Any listing of exempt activities should contain a "catch-all" provision, to highlight its illustrative, rather than exhaustive, nature.  One possibility is to form a joint government-NPO committee to help prepare this list for eventual promulgation.  

IV.  Summary and Conclusions
In conclusion, we understand that the SAT is concerned about the sale of donated goods.  From a comparative perspective, this issue most often arises in the context of the sale of good imported duty-free.  In this scenario, governmental concerns are typically ameliorated by requiring the payment of customs duties when goods are sold within a period of time.  
In terms of income tax, the predominant approach is to treat the sale of donated goods in the same fashion as other economic activities.  We leave it to Mexican experts to determine whether these more general rules require revision.  If so, we discuss advantages and disadvantages of various approaches above.  

Moreover, to the extent the resale of donated goods is treated specially, it is generally to provide a special exemption.  Imposing income tax on the re-sale of donated goods, as distinct from taxation of other economic activities, would be an anomalous result.
� There are basically two models used by most countries with respect to exempting socially useful goods from customs duties.  In the first, specific types of goods are granted an exemption, regardless of their destination or recipient.  In the second, exemptions are based on the recipient of the imported goods, and usually include charitable or not-for-profit organizations. Some countries use a hybrid approach.  We would be happy to provide additional comparative and analytical information on these approaches if it would be helpful. 





� In Bulgaria, goods may not be “hired, pledged, leased or transferred, for remuneration or gratuitously, for purposes other than those provided for in the respective provisions” for three years. If the goods leave the control of the importing party for any reason besides the purpose for which they were imported, a customs debt is incurred.  Similar rules apply to humanitarian goods under the World Customs Organization’s Kyoto protocol, under which humanitarian goods are exempt from import taxes only if they are distributed for free.


� Indeed, in some countries, not-for-profit organizations are technically liable for income taxes, but in practice do not pay any. This may be because, since they do not distribute funds as profits, and must use all their funds for their statutory purposes, they have no taxable income under the rules of the tax law. 


� Some countries do restrict NPOs from in engaging certain other kinds of economic activities. For example, NPOs cannot engage in consultancy in Ecuador; in “trading,” in Paraguay, or in the granting of loans or credits in Chile.





� Some countries do discourage tax exempt groups from engaging in other types of activities – such as, for example, selling alcoholic beverages -- through taxation policies.  


� In Chile, most types of NPOs are not subject to the Income Tax Law because they do not, by definition, generate profits.  Instead, they are “agents” of funds that that dedicate themselves to the administration of resources from donations for the execution of programs. At the same time, they are permitted to engage in economic activities that are complementary or auxiliary to their statutory goals, so along as all income is spent for those statutory goals.  If, however, an NPO does engage in such activities, all income will be fully subject to the income tax.


� In Ukraine, NPOs face 28 different kinds of tax on economic activity.  Until recently, Estonia imposed taxes on all economic activities of NPOs, which are broadly defined to include income from charitable events as well as business activities. 





� Poland considers income earned by foundations to be tax exempt if it is devoted to public benefit goals which are specified in the tax law. The United Kingdom exempts income earned by for-profit entities established by charities if the income is used exclusively for charitable purposes. As discussed below, the Czech Republic taxes profits on economic and commercial activities related to the public benefit purposes of NPOs, but 30% of the tax base or 3 million CZK (about US$100,000) of the profit, whichever is less, is exempt from tax if used to further public benefit ppurposes. Income from unrelated activities is fully taxed. 





� In Croatia, for example, the tax exemption is limited to 50,000 kunas (approximately US$10,000); in the Czech Republic, the limit is approximately US$ 100,000.


� The United States grants a tax exemption for income from economic activities that are related to the public benefit purposes of NPOs, but taxes all income resulting from economic activities which are not so related. Germany requires 1) that economic activity be directed towards the accomplishment of the organizations public benefit purposes, and 2) that the economic activity be necessary to achieve these purposes. Otherwise, no tax exemption is permitted. Hungary takes yet another approach, providing a list of activities (with a "catch-all" provision) which are exempt from taxation. Income from other activities is taxed unless it is less than 100,000 HUF or 10% of the organization’s gross income. 
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