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organized or operated for exclusively for one or more of the purposes specified in
subdivision (i) of this subparagraph unless it serves a public rather than a private interest.
Thus, to meet the requirement of this subdivision, it is necessary for an organization to
establish that it is not organized or operated for the benefit of private interests such as
designated individuals, the creator or his family, shareholders of the organization, or
persons controlled directly or indirectly, by such private interests.

Section 1.501(c)(3)-(1)(e) of the Regulations provides that an organization may meet the
requirements of section 501(c)(3) although it operates a trade or business as a substantial
part of its activities, if the operation of such trade or business is in furtherance of the
organization’s exempt purpose or purposes and if the organization is not organized or

operated for the primary purpose of carrying on an unrelated trade or business, as defined
in section 513.

Section 513 of the Code provides that the term “unrelated trade or business” means any
trade or business the conduct of which is not substantially related to the exercise or
performance by an organization of its charitable, educational, or other purpose or function

constituting the basis for its exemption under section 501, except that such term does not
include any trade or business -

a) in which substantially ali the work in carrying on such trade or business is
performed for the organization without compensation, or

b) Which is carried on, in the case of an organization described in section 5§01(c)(3)
primarily for the convenience of its members, students, patients, officers, or
employees, or

c) Which is the selling of merchandise, substantially all of which has been received by
the organization as gifts or contributions.

326 U.S. 279 (1845), held
that the presence of a single nonexempt purp n nature, will preclude tax
exemption under section 501(c)(3) of the Code.

In court held that the organization
di Code. In this case, the B.S.W.
G services primarily in the area of
health, housing, The consulting clients were
tax-exempt orga r close to cost, however, fees
were sufficiently inal” administrative fee. The

Internal Revenue Service denied exemption to the organization under section 501(c)(3)
because the organization did not meet the operational test of section 1.501 (c)(3)-1(c) of the
Regulations, since it was primarily engaged in an activity which is characteristic of a trade or
business. The Court agreed with the Service’s adverse niling, noting that B.S.W.’s activity
constitutes the conduct of a consulting business of the sort which is ordinarily carried on by
commercial ventures organized for profit.

, TCM 1989-36 (1989), the
501(c)(3) of the Code of a
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nonprofit corporation that conducted continuing medical education tours. The petitioner had
three trustees. Mr. Helin, who was a shareholder and the president of H & C Tours, a for profit
travel agency. Mr. Regan, an attorney, and a third director who was ill and did not participate.
Mr. Helin served as executive director. The petitioner used H & C Tours exclusively for all travel
arrangements. There is no evidence that the petitioner ever sought a competitive bid. The

Court found that a substantial purpose of the petitioner was benefiting the for-profit travel
agency. It concluded that:

When a for-profit 9rganization benefits substantially from the manner in which the activities
of a related organization are carried on, the latter organization is not operated exclusively for

exempt purposes within the meaning of section 501(c)(3) even ff it furthers other exempt
purposes.

We find that a substantial purpose of petitioner's operations was to increase the income of
H & C Tours. H & C Tours benefits from the distribution and production of brochures
which solicit customers for tours arranged by H & C Tours. Approximately 80 percent of
petitioner's total revenue for 1977 was expended on production and distribution of
brochures. The terms of the Travel Service and Administrative Support Agreement further
insured that H & C Tours would substantially benefit from petitioner's operations.
Petitioner did not solicit competitive bids from any travel agency other than H & C Tours.

In est_of Hawaii v. Commissioner, 71 T.C. 1067 (1979), several for-proft est organizations
exerted significant indirect control over est of Hawaii, a nonprofit entity, through contractual
arrangements. The Tax Court concluded that the for-profits were able to use the nonprofit as an
“instrument” to further their for-profit purposes. Neither the fact that the for-profits lacked
structural control over the organization nor the fact that amounts paid to the for-profit
organizations under the contracts were reasonable affected the court's conclusion that est of
Hawaii did not qualify as an organization described in section 501(c)(3) of the Code.

In Church by Mail, Inc. v. Commissioner (1985), the Court affirmed a Tax Court decision (T.C.1984-
349). Church by Mail sent out sermons in numerous mailings. This required a great deal of printing
services. Twentieth Century Advertising Agency provided the printing and mailing. Twentieth
Century was controlled by the same ministers. It also employed family members. The services
were provided under two contracts. The contracts were signed by the two ministers for both Church
by Mail and Twentieth Century. Church by Mail business comprised two-thirds of the business of
Twentieth Century. In deciding for the govemment, the Court made the following statement:

There is ample evidence in the record to support the Tax Court's finding that the
Church was operated for the substantial non-exempt purpose of providing a market
for Twentieth's services. The employees of Twentieth spend two-thirds of their
time working on the services provided to the Church. The majority of the Church’s
income is paid to Twentieth to cover repayments on loan principal, interest, and
commissions. Finally, the potential for abuse created by the ministers’ control of
the Church requires open and candid disclosure of facts bearing upon the
exemption application. Moreover, the ministers’ dual control of both the Church
and Twentieth enables them to profit from the affiliation of the two entities through




increased compensation.

Rev. Rul. 67-392, 1867-2 CB 191 held that a nonprofit organization which encouraged and
promote_d the gdvancement of young musical artists by conducting weekly workshops,
sponsoring public concerts by the artists, and securing paid engagements for the artists to

improve their professional standing may be exempt from Federal income tax under section
501(c)(3) of the Code.

Rev. Rul. 72-369, 1972-2 CB 245 held that an organization formed to provide managerial and

consulting services at cost to unrelated exempt organizations did not qualify for exemption
under section 501(c)(3) of the Code.

Rev. Rul. 76-2086, 1976-1 CB 154 held that a nonprofit organization formed to generate
community interest in the retention of classical music programs by a local for-profit radio station
by seeking program sponsors, encouraging continuation of contracts by existing sponsors,
urging the public to patronize the sponsors, soliciting subscriptions to the station’s program
guide, and distributing materials promoting the classical music programs, all of which activities

tended to increase the station's revenues, did not qualify for tax exemption under section
501(c)(3).

Application of Law;

Section 501(c)(3) of the Code sets forth two main tests for qualification for tax exempt status.
An organization must be both organized and operated exclusively for purposes described in
section 501(c)(3). M has satisfied the organizational test.

To satisfy the operational test, M must be operated exclusively for one or more exempt
purposes. M will not be “operated exclusively for one or more exempt purposes” unless the
following conditions are met. First, as set forth in sections 1.501(c)(3)-1(c) and 1.501(c)(3)-
1(d)(1)(ii) of the Regulations, M's net earnings must not inure in whole or in part to the benefit
of any private shareholders or individuals and M must serve public rather than private interests.
Second, as set forth in section 1.501(c)(3)-1(e)(1), M’'s musical event services must be operated
in furtherance of exempt purposes and not carrying on an unrelated trade or business.

It is our understanding that M's primary activity is to organize venues and make arrangements
for musical performances throughout the world on a fee basis. Revenues from fees for services
are projected to represent 85% to 90% of M's total revenues each year. Prior to M's
incorporation, P, a related for-profit entity, was conducting the activities that M now conducts.
M's web site refers individuals to P for assistance in travel-related services. The web site
contains personal accolades from M's past participants who praise P for its travel services. One
of P's partners serves as president and paid staff member of M. In addition, P’s attorney serves
as an officer of M. M is contracting with P for services as well as the use of their facility. P is
providing extensive services to M, including all customer and vendor communications,
employee management, office needs, marketing, transportation, product development,
advertising, etc... M pays P a reasonable reimbursement of P's actual expenses in return for

these services. The contract stipulates that M will not pay in excess of fair market value for
services provided.

Based on the information submitted, we hold that M does not meet the requirements outlined in
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se:ctions 1.501_(c)(3)—1 (c), 1.5_01 (€)(3)-1(d)(1)(ii), and 1.501(c)(3)-1(e)(1) of the Reguiations.
M s contract with P serves private rather than public purposes, M's eamings inure to P and
ultimately P's partners, and finally, M’s primary activity, the organization of musical events

throughout the world on a fee basis, constitutes an unrelated trade or business regularly carried
on.

The presence of a single non-exempt purpose, if substantial in nature, will destroy a claim for
exemption regardless of the number or importance of truly exempt purposes. Better Business
Bureau of Washington D.C., Inc. v. United States, 326 U.S. 279 (1945). Like the Better
Business Bureau of Washingion D.C., Inc., M is furthering a substantial non-exempt purpose by
setting up global musical performances for a fee. M is funded almost entirely through fees for
services and thus lacks the donative element necessary to characterize their activities as

charitable. Further, M's activities ultimately serve the private interests of P to a substantial
degree.

M is similar to B.S.W. Group, Inc. because M’s activities constitute the conduct of a commercial
business of the sort which is ordinarily carried on by commercial venues organized for profit.

Like B. S. W. Group, Inc., the fact that M”s fees are set at or close to cost is not enough to
characterize their activities as charitable.

M is similar to the organization described in International Postgraduate Medical Foundatjon v.
Commissioner, supra, because P and by extension P’s partners benefit substantially from the
manner in which M'’s activities are conducted.

In order for private benefit to be present it is not required that payments for goods or services to
P be unreasonable or exceed fair market value. In est of Hawaii, the Tax Court stated:

“Nor can we agree with petitioner that the critical inquiry Is whether the
payments made to International were reasonable or excessive. Regardless of
whether the payments made by petitioner to International were excessive,
International and EST, Inc., benefited substantially from the operation of
petitioner.”

Like Est of Hawail, P is benefiting to a substantial degree from the operations of M. The fact
that M is reimbursing P at rates which are not unreasonable or excessive does not take away
the fact that M is serving the private interests of P rather than the interests of the general public.
As a result, tax exemption under section 501(c)(3) is precluded.

Also, in Church by Mail, supra, the Church argued that the compensation to the for-profit was
reasonable. The Court's statement on the subject is very significant. The Church exaggerates
the importance of the contracts. The critical inquiry is not whether particular contractual
payments to a related for-profit organization are reasonable or excessive, but instead whether
the entire enterprise is carried on in such a manner that the for-profit benefits substantially from
the operation. Like Church by Mail, M’s entire enterprise is carried onin such a manner that the
for-profit, P, benefits substantially from M's operation. The requirements for ax exemption under
section 501(c)(3) are not met because M is serving private rather than public purposes.
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Mis djssimilar to th_e organization described in Rev. Rul. 67-392. Unlike the organization
described in the ruling, M is operating an unrelated trade or business that is funded aimost

err:tirﬁlybtlhrough fees. M lacks the donative element necessary to characterize their activities as
charitable.

M is similar to the organization described in Rev. Rul. 72-369 because M is also providing
commercial services ona cost basis. In this case, M's commercial services consist of setting up
and arranging for musical performance events worldwide. As noted in this ruling, providing

commercial services on a cost basis lacks the donative element necessary to characterize M's
activities as charitable.

M is similar to the organization described in Rev. Rul. 76-206, 1976-1 CB 154 because their
primary purpose of enriching the musical arts through the organization of musical events
ultimately lead to an increase in revenues to M's related for-profit P. As a result, M does not
qualify for tax exemption under section 501(c)(3).

Taxpayer's Position:

M argues that they are organized and operated exclusively for the exempt purpose of education,
specifically the arts education of music. M states that they serve exclusively public interests by
conducting music festivals, contests, workshops, performances and educational opportunities
for students. M states that they do not serve private interests. Schools and musical groups
choose to participate in M's events directly or through tour and travel service companies.
Participating organizations are not required to use the services of M's related travel company, P.
Advertised fees are charged for events and these fees do not include travel-related fees. M's
mission is to provide students with opportunities in music at the lowest possible cost. They
state that one of the reasons they are applying for tax exemption is to obtain the benefit of
contracting with performance venues, judges etc... on a much lower fee schedule, which will
result in lower fees charged to schools and other music groups for performance participation.

Finally, M argues that they have an independent board made up of nine individuals who are
music educators from various disciplines throughout the United States. They assert that M's
board is not controlled by P and that the activities of M do not further the private interests of P.

IRS Position:

We assert that M Is not organized for the exclusive charitable purpose of arts education. M's
sole activity is to arrange musical performance events for schools and other musical groups on
a fee basis. Fees represent % to ‘% of M's projected revenues. Arranging for musical
events on a fee basis constitutes a commercial service. Such activities do not meet the
definition of charitable as outlined in section 1.501(c)(3)-1(d)(1)(i) of the Regulations. Even
though these services are provided on a cost or break-even basis for various nonprofit
organizations, they still lack the donative element necessary to characterize them as charitable
within the meaning of section 501(c)(3). Such activities would be more accurately described in
Section 513 of the Code as unrelated trade or business activities.

Further, M is conducting activities which were previously conducted by a related for-profit, P.
P's partner, A, and P’s attorney, serve as board members of M. M leases space from Q, a
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company owned wholly or in part by A at below fair market value. M contracts with P for the
following services: customer communication, vendor communication, employee management,
and office services. M reimburses P on a monthly basis for the costs incurred by P to provide
these services. There is no indication that M solicited competitive bids to determine which
organization they would contract with to provide these services. Ultimately, P benefits
subs.tantiauy from the operation of M and this substantial benefit is not incidental to M's overall
charitable purpose. The requirements outlined in sections 1.501(c)(3)-1(c) and 1.501(c)(3)-
1(d)(1)(ii) of the Regulations are not met because M's contract with P serves private rather than
public purposes and M’s earnings inure to P and ultimately P's partners.

Conclusion:

Based on the facts presented in your application, we conclude that you are not tax exempt
under section 501(c)(3) of the Code because you do not meet the operational test outlined in
section 1.501(c)(3)-(1)(c) of the Regulations. Rather, we hold that you are best described as an
unrelated trade or business described in section 513 of the Code.

Section 1.501(c)(3)-(1)(c) of the Regulations provides that an organization will be regarded as
“operated exclusively” for one or more exempt purposes only if it engages primarily in activities
which accomplish one or more exempt purposes specified in section 501 (c)(3) of the Code. An

organization will not be so regarded if its net earnings inure in whole or in part to the benefit of
private shareholders or individuals.

Based on the Information provided, it is clear that M's eamings inure to P through M's contract
for services with P. M was created by P to take over activities that were previously carried on
by P. M contracts with P for services on a cost basis. There is not indication in the file that M
solicited a competitive bid for such services. Rather, it appears that M exists to provide
substantial benefits to P which are not incidental to M's overall charitable purposes. As a result,
we are not able to conclude that M is operated exclusively for public rather than private
purposes. Despite any educational purposes M's activities may achieve, M cannot qualify for tax
exemption because more than an insubstantial part of M's activities is not in furtherance of
axempt purposes.

Further, M's sole activity to arrange for musical performance events for a fee. Such activities do
not meet the definition of charitable as outlined in section 1.501(c)(3)~1 (d)(1)(i) of the
Regulations. Rather, M's activities constitute a commercial activity as defined in section 513 of
the Code. Providing commercial services for a fee, regardless of the fact that fees are based on
cost, and that educational purposes are being achieved incidentally, does not change the }
nonexempt character of M's activities. Since these commercial services are M's sole activity and
they represent % or more of M’s total revenue, tax exemption under section 501(c)(3) is
precluded.

Accordingly, M does not qualify for exemption under section 501(c)(3) of the Code because M
does not meet the proscriptions outlined in sections 1.501(c)(3)-1(c), 1.501(c)(3)-1 (d)(1)(ii) and
1.501(c)(3)-1(e)(1), of the Regulations.
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You have the right to file a protest if you believe this determination is incorrect. To protest, you
must submit a statement of your views and fully explain your reasoning. You must submit the
statement, signed by one of your officers, within 30 days from the date of this letter. We will -
consider your statement and decide if the information affects our determination. If your
statement does not provide a basis to reconsider our determination, we will forward your case to
our Appeals Office. You can find more information about the role of the Appeals Office in
Publication 892, Exempt Organization Appeal Procedures for Unagreed Issues.

An attorney, certified public accountant, or an individual enrolled to practice before the Internal
Revenue Service may represent you during the appeal process. If you want representation
during the appeal process, you must file a proper power of attorney, Form 2848, Power of
Attorney and Declaration of Representative, if you have not already done so. You can find more
information about representation in Publication 947, Practice Before the IRS and Power of

Attorney. All forms and publications mentioned in this letter can be found at www.irs.gov, Forms
and Publications.

If you do not file a protest within 30 days, you will not be able to file a suit for declaratory
judgment in court because the Internal Revenue Service (IRS) will consider the failure to appeal
as a failure to exhaust available administrative remedies. Code section 7428(b)(2) provides, in
part, that a declaratory judgment or decree shall not be issued in any proceeding unless the Tax
Court, the United States Court of Federal Claims, or the District Court of the United States for
the District of Columbia determines that the organization involved has exhausted all of the
administrative remedies available to it within the IRS.

If you do not intend to protest this determination, you do not need to take any further action. If
we do not hear from you within 30 days, we will issue a final adverse determination letter. That
letter will provide information about filing tax retums and other matters.

Please send your protest statement, Form 2848, and any supporting documents to the
applicable address:

Mail to: Deliver to:
Internal Revenue Service Internal Revenue Service
EO Determinations Quality Assurance EO Determinations Quality Assurance
Room 7-008 550 Main Street, Room 7-008
P.0O. Box 2508 Cincinnati, OH 45202

Cincinnati, OH 45201

You may fax your statement using the fax number shown in the heading of this letter. If you fax
your statement, please call the person identified in the heading of this letter to confirm that he or
she received your fax.
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If you have any questions, please contact the person whose name and telephone number are
shown in the heading of this letter.

Sincerely,

Robert Choi
Director, Exempt Organizations
Rulings & Agreements



