O PROTEST RECEIVED
Rsicase copies to Districk

Date_S-//-73
— |

I
MAR 31 1993

Employer Idepntification Number: I
Key District: NN

Dear Applicant:

This letter is in furthexr consideration of your application
for recognition of exemption as an organization described in
section 501 (c)(3) of the Internal Revenue Code. On |IIIIIIEIEGEGNE
B, ve issued you a proposedq denial of recognition of
exemption. You submitted a protest to that letter dated I
* We are reissuing the proposed denial, subject to the
regular protest provisions, Our reasons for the conclusion that
you are not exempt under section 501(c) (3) of the Code and the
facts upon which it is based, as well as your protest rights, are
explained below.

You were incorporated |, under the laws of the
State of . You vere incorporated for the following

purposes: to encourage the participation of young women in the
State of MENNEN in toe HSIESRAN ©-ccant and to
provide a program for issuing scholarships and/or cash or
equivalent awards to young people based upon talent and character
aliowing them to further their educational and personal
opportunities; and to affiliate with the h to
allow I to participate in the national competition to
select I . 2s anenQed, your Articles also provide that
you are organized exclusively for charitable, educational,
religious, or scientific purposes within the meaning of section
501 (c) (3) of the Code. You also represent that you coach and
assist in the preparation of the winner for competing in the
annual [ Pogeant .

You are required to require all contestants in the state
pageant and %o cause contestants in the local pageants to sign a
contestant contract. You, on behalf of G
must cause your finalist to enter into a second contract. You
provide the finalist with incidentals money, meal money, and
round trip transportation to I . 'ou
require that your contestants nave not entered into contracts to
endorse products competitive with the sponsors of I
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I $You represent that a contestant's breach of
contractual prcvision will not result in a forfeiture of her
scholarship, if she is otherwise entitled to the scholarship.

Whether a contestant signs a six-page local contestant
contract or the ten-page state level contestant's contract, the
contract includes a section devoted to "scholarship funds." The
first sentence of this section states "I understand that the
scholarship funds will be provided by certain prominent companies
and by the Pageant itself, and I agree that at no time during the
period I hold the [title] . . . will I endorse or permit my name
or likeness to be used in connection with the endorsement or
advertisement or any product or products competitive to the
products of any of the major contributors to said scholarship
fund.®

Section 501(c) (3) of the Code provides for the exemption
from federal income tax to organizations organized and operated
exclusively for charitable purposes or educational purposes, no
vart of the net earnings of which inures to the benefit of any
private shareholder or individual.

Section 1.501(c)(3)~1(a) of the Income Tax Regulations
provides that to be exempt as an organization described in
section 501(c) (3) of the Code, an organization must be both
organized and operated exclusively for purposes specified in
section 501(c) (3).

Section 1.501(c)(3)-1(b) (1) (i) of the regulations states
that an organization is organized exclusively for one or more
exempt purposes only if its articles of organization limit the
purposes of such organization to one or more exempt purposes, and
do not expressly empower the organization to engage, otherwise
than as an insubstantial part of its activities, in activities
which in themselves are not in furtherance of one or more exempt
purposes.

Section 1.501(c)(3)-1(c) (1) 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 of such exempt purposes
specified in section 501(c)(3) of the Code. An organization will
not be so regarded if more than an insubstantial part of its
activities is not in furtherance of an exempt purpose.

Section 1.501(c)(3)-1(d) (1) (ii) of the regulations states
that an organization is not organized or operated exclusively for
one or more of the purposes specified in section 501(c) (3) of
the Code unless it serves a public rather than a private
interest. Thus, to meet the requirements under section
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501(c) (3), 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, or persons controlled
directly or indirectly by such private interests.

Rev. Rul. 66-103, 1966~1 C.B. 134, states that an
organization whose primary activity is to provide awards and
grants, including scholarship and fellowship grants to needy
individuals who would otherwise not be able to pursue their
studies for lack of funds and with no monetary benefits to the
donor organization, qualifies for exemption under section
501(c) (3) of the Code. The organization is primarily engaged in
a charitable activity or providing relief of the poor.

Rev. Rul. 69-257, 1969-1 C.B. 151, states that an
organization providing scholarships selected from a broad class
of applications, on the basis of scholastic standing, qualifies
for exemption under section 501(c) (3) of the Code. The
organization was created for the purpose of advancing education.

In Better Business Bureau v. Commissioner, 326 U.S. 279
(1945) , the Supreme Court determined that while some activities
of the organization under consideration were educational, a
substantial purpose of the organization was to promote business;
thus, the organization was not operating exclusively for
educational purposes.

In Bingler v. Johnson, 394 U.S. 741, 751 (1969), the Supreme
Court stated that to be excluded from gross income under section
117, a scholarship must be a relatively disinterested, no strings
educational grant, with no requirement of any substantial guid
pro quo for the recipients.

Miss Georgia Scholarship Fund, Inc. v. Commissioner, 72 T.C.

267 (1979) involved an organization formed for the purpose of
giving scholarships to contestants in the Miss Georgia Pageant.
The participants were required as a condition for qualifying for
scholarships to enter into a contract that would obligate them in
the event they were selected to participate in the Miss America
Pageant to abide by the rules and regulations of the pageant,
including participation in public appearances and the like, under
the sponsorship of Miss Georgia Pageant. These scholarships were
unavailable to those contestants who failed to execute the
contestant's contract. The Tax Court stated that the principal
issue in its decision was whether the purported "scholarships"
granted by the organization were exempt under section 117 or
section 74 of the Code, or were compensatory in nature. Tae
organization was not exempt under section 501(c) (3) because the
organization was operated primarily for the purpose of providing
compensatory payments to contestants in the pageants.
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Your articles of incorporation fail to limit your
organizational purposes to one cor more exempt purposes. You are
organized, inter alia to affiliate with
to allow I to participate in the national competition
to select . You are also organized to make non-
scholarship cash payments to certain persons. There is nothing
per se exempt in such purposes.

Section 117 (a) of the Code provides, in relevant part, that
gross income does not include any amount received as a qualified
scholarship. Section 117(c) imposes a limitation thereon,
however, and specifies that the exclusion for "qualified
scholarships" shall not apply to that portion of any amount
received which represents payment for teaching, research, or
other services by the student required as a condition for
receiving the qualified scholarship.

A scholarship or fellowship grant represents payment for
services when the grantor requires the recipient to perform
services in return for the granting of the scholarship or
fellowship. A requirement that the recipient pursue studies,
research, or other activities primarily for the benefit of the
grantor is treated as a requirement to perform services. A
scholarship or fellowship grant conditioned upon either past,
present, or future services by the recipient, or upon services
that are subject to the direction or supervision of the grantor,
represents payment for services under this section.

Aside from your organizational defect, your actiwities
reflect a substantial purpose of paying compensation. You
represent that certain payments are scholarships. However, to
the extent the payments are scholarships, the same issue
presented to the Tax Court in Miss Georgia Scholarship Fund,
Inc., supra, is present in your case. We must determine whether
the scholarships you award to contestants in
I ragecant are compensatory payments as defined in
section 117 (c) of the Code, and thus not excludable from income
pursuant to section 117(a).

The information submitted indicates that each contestant of
your contest is required to execute a contract before she
participates in the local pagzant and again before she
participates in the state level pageant. These contracts merely
confirm that each contestant is expected to render services to
I 1y participating in the series of
events leading up to the selection of NN - N
HE. Each contestant signs these contracts before she
receives her scholarship. Both contracts require the pageant
participants and winners to perform certain services and refrain
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from certain activities. One such activity is to refrain from
endorsement or advertisement of any product competitive to the
products of any of the major contributors to the scholarship
funds. In light of these contracts (and other contracts required
of all pageant contestants), and the provisions therein
respecting personal service obligations on the part of
contestants and selectees, we conclude that the "scholarships"
awarded are clearly payments for past, present, and future
services by the contestants, including participation in your
scholarship program as well as other programs and activities.
Your "scholarship" awards are simply additional prizes for
executing contracts, and for entering, participating in, and
winning your progranm.

Because your substantial purpose is the provision of
compensatory payments to contestants in the program, you are not
operated exclusively for one or more exempt purposes specified in
section 501(c) (3) of the Code. See section 1.501(c) (3)-1(c) (1)
of the regulations and Rev. Ruls. 66-103 and 69-257, both supra.

Furthermore, by facilita

ting the girls' obligation to
perform certain services for “, you are

serving private rather than public interests. Therefore, you
have again shown that you are not operated exclusively for one or
more exempt purposes under section 501(c)(3) of the Code. See
section 1.501(c) (3)-1(d) (1) (1) of the regqulations.

We find you to be analogous to the taxpayer in Miss Georgia
Scholarship Fund, Inc., supra. That taxpayer did not qualify for
exemption under section 5C1(c) (3) of the Code.

Better Business Bureau, supra, instructs that, under the
organizational test, it is not enough to have two purposes, one
charitable and the other non-charitable, if the latter is
substantially non-charitable. Your documents and contracts
indicate that you are organized for a substantial non-charitable
purpose, namely the provision of compensation. At best then, you
are organized for two purposes. You assert that you are
organized to promote education; and the record clearly evidences
a substantial non-charitable purpose.

You are organized for at least two non-exempt purposes,
including the selection of a I to participate in the
I contest, and you have a substantial organizational
and operational purpose of providing compensation to some of your
contestants, see sections 1.501(c) (3)-1(b) (1) and (c) (1) of the
regulations. Additionally, you operate to promote social
purposes. Further, you serve the private interests mentioned
above. See section 1.501(c) (3)=-1(d) (1) (ii).
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Accordingly, we conclude that you fail to qualify for
exemption from federal tax under section 501(c) (3) of the Code.
You are required to file federal income tax returns on Form 1120.
A scholarship or fellowship grant that represents payment for
services under section 117(c) is considered "wages" for purposes
of section 3401(a). Additionally, the grantor of such amounts is
subject to certain filing and/or reporting requirements
respecting wages. See Notice 87-31, 1987-1 C.B. 475, a copy of
which is enclosed.

You have the right to protest our ruling if you believe that

it is incorrect. To protest, you should submit a statement of
your views, with a full explanation of your reasoning. This
statement must be submitted within 30 days of this letter and
must be signed by one of your officers. You also have a right to
a conference in this office after your statement is submitted.
If you want a conference, you must request it when you file your
protest statement. If you are to be represented by someone who
is not one of your officers, he/she must file a proper power of
attorney and othrrwise qualify under our Cconference and Practice
Requirements.

If you do not protest this proposed ruling in a timely
manner, it will be considered by the Internal Revenue Service as
a failure to exhaust available administrative remedies. Section
7428 (b) (2) of the Code provides, in part, that a declaratory
judgment or decree under this section shall not be issued in any
proceeding unless the United States Tax Court, the United States
Claims Court, or the District Court of the United States for the
District of Columbia determines that the organization involved
has exhausted administrative remedies available to it within the
Internal Revenue Service.

If we do not hear from you within 30 days, this ruling will
become final and copies will be forwarded to your key District
Director. Thereafter, if you have any questions about yocur
federal income tax status, including questions concerning
reporting requirements, please contact your key District
Director.

When submitting additional letters with respect to this case
to the Internal Revenue Service, you will expedite their receipt
by placing the following symbols on the envelope: E:EO0:R:4-CCH,
Room 6136. These symbols do not refer to your case but rather to
its location.

Sincerely,

Enclosure
Copy of Notice 87-31

Chief, Exempt Organizations
Rulings Branch 4

Y343
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Dear Applicant: ’ g ' )

You were incorporated | vnder the laws of the
State of HHE. VYou were incorporated for the following
purposes: to encourage the part1c1pation of young women in the ‘
_ Pageant and to provide a program for b
issuing scholarships and or the' cash‘\equlvalent awards to young
people based on cexrtain objectlve crlt\erla allowing them to
further their educational and pers sonal’ opportunities; and to
affiliate with ' to allow I :o
participate in the national competition to select I .
You are also organized exclusively for charitable, educational,
religious, or scientific purposes within the meaning of Section
501(c) (3) of the Internal Revenue Code. You also represent that
you coach’'and assist in the pPreparation of the winner for
competlng in the annual

/(

You are required to require all contestants in the state
pageant\and to cause contestants in the local pageants to sign a
contestaiit contract. You, on behalf tof
must cause your finalist to enter into a second contract. You

provide the finalist with incidentals money, meal money, and
round trip transportation to * You

!

““require that your contestants have nots entered into contracts to

endorse products competitive with the sponsors of

B  (ou represent-that a contestant's breach of

contractual provision will not result in a forfeiture of her

scholarship, if she j‘.}\s otherwise entitled to the scholarship.
b ta

Whether a contestant signs a six page local contestant
contract or the ten page state level contestant's contract, the
contract includes a section devoted to "scholarship funds." ‘The
first sentence of this section states "I understand that the
scholarship funds will be prowvided by certain prominent companies
and-hy the Pageant itself, and I agree that at no time during ‘the
period I hold the - [tltle] . « .. will I endorse or vermit my name
or likeness to be used in connection with the endc. ‘2ment or
advertisement or any product or products competitive to the

b
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products of any of the \\‘maj or contributors to said scholarshlp
fund. "™
!I

Section 501 (c) (3) of the Code [herein "Code®] provides for
the exemption from Federal Income Tax to organizations organized
and operated exclusively for charitable purposes or educational
purposes, no part of the net earnings of which inures to the
benefit of any private shareholder or individual.

Section 1.501(c) (3) 1(a) of the Federal Income ‘Tax
Regulations ‘[herein "Regulatlons"] provides that to be exempt as
an organization described in section 501(c) (3), an organization
must be both organized and operated exclusively for purposes
specified in section 501(c) (3).

Section 1.501(c) (3)-1(b) (1) (i) of the Regulations states
that an organization is organized exclusively for one or more
exempt purposes only if its articles of organization limit the i
purposes of such organization to one or more exempt purposes, and "
do not expressly empower the organization to engage, otherwise
than as an insubstantial part of its activities, in activities
which in themselves are not in furtherance of one or more exempt
purposes.

Section 1.501(c) (3)~- 1(c) (1) of the Regulations prov1des 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 of such exempt purposes
specified in section 501(c) (3). An organization will not be so
regarded if more than an insubstantial part of its activities is
not in furtherance of an exempt purpose.

Sectlon 1.501(c) (3)-1(d) (1) (ii) of the Regulations states
that an organization is not operated exclusively for section
501(c) (3). purposes unless it serves a public rather than a
private interest. Thus) to qualify under section 501(c)(3) an
organization must establish that it is not organized or operated
for the benefit of private 1nterests such as designated
individuals, or persons controlled directly or ‘indirectly by such
private interests. . 5

In Better Business Bureau v. Commissioner, 326 U.S. 279
(1945) , the Supreme Court determined that while some activities
of the organization under consideration were educational, a
substantial purpose of the organlzatlon was to promote bus:Lness,
thus, the organization was not operating exclusively for
educat10na1 purposes.

Section 1.117-3(a) of the Regulations défines the term .
""'scholarship" to generally mean an amount paid or allowed to, or
for the benefit of, a student pursuing his studies. -
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Section 1.117-4(c) (1) of the Reguld&tions provides that any
amount paid or aliowed to, or on behalf of, an individual to

enable him to pursue studies or research, shall not be con51dered

to be amounts received as a scholarship grant under section 117
if such amount represents either compensation for past, present,
or future employment services or represents payments for services
which are subject™to the direction or supervision of the grantor.

In Bingler v. Johnson, 394 U.S. 741, 751 (1969), the Supreme
Court stated that to be excluded from gross income under section
117, a scholarship must be'relatively disinterested, no strings o
educational grants, with no requirement of any substantlal guid w?
pro _quo for the recipients. . N

Rev., Rul. 6€-103, 1966-1 C.B. 134, states that an
organization whose primary activity is to provide awards and
grants, including scholarship and fellowship grants to needy
individuals who would otherwise not be able to pursue their
studies for lack of funds and with no monetary benefits to the
donor organization, qualifies for. exemption under section
501(c) (3) of the Code. The organization is primarily engaged in
a charitable activity or providing relief of the poor.

Rev. Rul. 68-20, 1968-1 C.B. 55, states that under section
117, a scholarship is includable in the gross income of a beauty
pageant winner as compensation for participating in the contest,
playing a leading role in the televised pageant, and for
performing subsequent services for, or at the direction of, the-
sponsoring corporation.

Rev. Rul. 69-257, 1969%-1 C.B. 151, states that an
organization p{ledlng scholarships selected from a broad class
of applications} on the basis of scholastic standing, qualifies
for exemption under section 501(c)(3) of the Code. The
organization was created for the purpose of advancing education.

Miss Georgia Scholarship Fund, Inc. v. Commissioner, 72 T.C.
267 (1979) involves an organization formed for the purpose of
giving scholarships to contestants in the Miss Georgia Pageant.
The participants were required as a condition for qualifying for
scholarships to enter into a contract that would obligate them in
the event they were selected to part1c1pa\e in the MlSS America
Pageant to abide by the rules and regulatlans of the pcgeant
including participation in public appearances and thg/llke, under
‘the sponsorship of Miss Georgia Pageant. These scholarshlps were
unavailable to those contestants who failed to execute the
contestant's contract. The Tax Court stated that the principal
issue in its decision was whether thespurported "scholarships"
granted by the organization were exempt under section 117 or
section 74 of the Code, or were compensatory.in nature. The
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organization was not exempt undeﬁ'section 501(c) (3) of the Code,

because the organization was operated primarily for the purpose ¢,
of providing compensatory payments to contestants in the K’T;“
pageants. Tl

Your articles of incorporation fail to limit your
organizational purposes to one or more Pxempt urposes. You axre
organized, inter alia to affiliate Wlthhh\
to qllow I to participate in the national competitioni
to select . VYou are also organlzed to make non-

SChOlaIShlp cash payments to certain persons. There is nothing
per se exempt in such purposes. W <

. Aside from your organizational defect your activities
reflect a substantial purpose of paying compensatlon. You
represent that certain payments are scholarships. ~However, to
the extent the payments are scholarshlps, the same issue
presented to the Tax Court'in Miss Geordia Scholarship Fund, Inc.
'is present in your case. We have to determlne whether the award
payments you characterize as "scholarshlps“ are "scholarships" as
defined by section 1.117-3(a) of the regulations or are an
exclusion therefrom pursuant to section 1.117-4(c) (1) of the
regulatlonSJ . \
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The information submitted indicates that the winner of your
contest is requlred to execute an agreement before she
participates in the local pageant) and ’qaln before she ~
participates in the state level pageant She signs these
agreements before she receives her scholarshlp.: Both agreements
requlre the pageant participants and winners to perform certain G
services and refrain from certain activities. One such activity
is endorsement or advertisement of any product competitive to the
products of any of the major contributors to the scholarship “
funds. In light of this agieement (and other agreements required
of all pageant contestants), and the grov1s1ons therein’
respecting personal service obllgatlons on the part of
contestants and selectees, we conclude that the "ioholarshlps"
awvarded are clearly payments for past, present, and. future -
services by the contestants, including participation in your
scholarship program as well as other programs and activities.
Your "“scholarship" awards are simply additional prizes for
executlng contracts, and for entering, partlclpatrAg in, and

Ps]

winning your program. .Under section 1. rl7ﬁé(c)(l) of the %OQ}\“
requlations, such’awards are not scholarships. : 1 g;“/,“x
R — o P .!e "/
e

Because your substantial purpose is the prov151on of ST S )

compensatory payments to contestants in the program, you are not
operated exclusively for one-:or more exempt purposes specified in
section 501(c) (3) of the Code. See also section 1.501(c) (3)~

1 (c) (1) of the regulations.
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Furthermore, by facﬂ\.ttating the girls' obligation to
perform certain services for GGG ou are
serving prlvate rather than/publlc interests. Therefore, you
have again shown that you are not operated exclusively for one oxr
nore exempt purposes under section 501(c) (3). See section

1.501(c) (3)-1(d) (1) (i) of the regulations.

We find you to be analogous to the taxpayer in Miss Georgia
Scholarship Fund, Inc., supra. That taxpayer did not qualify for
exemption under section 501 (c) (3) of the Code.

Better Business Bureau, supra, instructs that, under the
organizational test, it is not enough to have two purposes, ore
char\ltable and the other non-charitable, if the latter is
subsvantlally non-charitable. Your documents and contracts .
1nd10\|ate that you are organlzed for a substantial non-charitable
purpo'se, namely the provision of compensation. At best then, you
are organized for two purposes. You assert that you-are
organized to promote education; and the record clearly evidences
a subgtantial non-charitable purpose. N g

i
L<§{ou are organized for at least two non-exempt purposes,
including the selection of a I to participate %in che
I contest, section 1.501(c)(3)-1(b) (1). You havo a
substantial organlzatlonal and cperational purpose of prov1d:|.ng
compensation to some of your contestants, see section
1.501(c) {(3)-1(b) (1) ; section 1.50L(c) (3)-1(c). Addltlonally, you
operate to promote social purposes. Further, you serve the )
private interests mentioned above. See sect;.;:'gon 1.501(c) (3)-

1(d) (1) (ii), supra.

Accordingly, we conclude that you fail to qualify for# ~
exemption from federal tax under secticn-501(c)(3) of the Code.
You are required to file federal income tax returns on Form 1120.

(6

You have the right to protest our ruling if you believe that

it is incorrect. To protest, you should submit a statement of
your views, with a full explanation of your reasoning. This
statement must be submitted within 30 days of this letter and
must be signed by one of your officers. You also have a right to
a conference in this office after your statement is submitted.
If you want a conference, you must request it when you f£ile your
protest statement. If you are to be represented by someone who
is not one of your officers, he/she must file a proper power of
attorney and otherwise quallfy under our Conférence and Practice
Requirements. RN

“If you do not protest this proposed ruling in a timely
manner, it will be considered by the Internal Revenue Service as
a failure to exhaust available administrative remedies. Sectiono

7428 (b) (2) of the Code provides, in part, that a declaratory
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judgment or.decree under this section shall not be issued in any
proceeding unless the United States Tax Court, the United States
Claims Court, or the District Court of the United States for the
District of Columbia determines that the organization involved .
has exhausted administratiwve remedies avallable to it within the
Internal Revenue Service.

\ If we do not hear from you within 30 days, this ruling will

become f£inal and copies will be forwarded to your key District

Director. Thereafter, if you have any questions about your

federal income tax status, including questions concerning

reporting requirements, please contact your key District g
Director. .

P

When submitting additional letters with respect to this case
to the Internal Revenue Service, you will expedite their receipt
by placing the following symbols on the envelope:

B . These symbols do not refer to your case but
rather to its location. )

v Sincerely,

— Chief, Exempt Organlzatlon;
- Rulings Branch 2. N




