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_ [13024]1 PUBLISHING ACTIVITIES OF EXEMPT ORGANIZATIONS

By Wendell R. Bird, Attorney at Law, Atlanta, Georgia

To get and maintain tax exemption under Section 501(c)(3), an organization must, among other
things, (1) have exclusively exempt purposes and (2) not have income inure to the benefit of nonexempt
persons. These are the two major problem areas for publishing by exempt organizations.
The issue of nonprofit publishing has been most acute in the area of religious publishing, but has
involved other charitable organizations as well. Because of the potential exemption problems, most
religious publishers are commercial (Word, Zondervan, Nelson, Baker, Erdmans, Scripture Press, Cook,
and- Crossways), unless they are denominational . divisions: (Broadman, ‘Augsburg, Fortress, Bethany:
House, Judson, ‘Concordia). There:are few exceptions- (Présbyterian ‘& - Reformed, which -recently"
litigated the issue, Moody, and Gospel Light), and the IRS has revoked many exemptions (Scripture
Press, Gospel Worker Society, Fides Publishers, and various others in revenue rulings).
The following topics will be covered: ' '
I. Exclusive exempt purposes [13024.1]
No commercial pricing or profit [Y3024.2]
No substantial indirectly related or unrelated publishing [1]3024.3]
No substantial unrelated business income [13024.4]

2. No private inurement [{3024.5]
No questionable royalty payments [ 3024.6]
No cross-subsidization or other inurement [ 3024.7]

3. Permissible alternatives [Y3024.8]

- Feeder organizations [3024.9]

Some joint ventures or partnerships [13024.10]

EXCLUSIVE EXEMPT PURPOSES

[93024.1]1 The requirement that a charity must have exclusively exempt purposes has several
corollaries. :

o It must not use commercial pricing levels or consistently have substantial profits, because that
reflects a substantial commercial purpose.

o It must not carry on substantial publishing not directly related to its exempt purposes, because that
constitutes a substantial purpose different from its exempt purpose.

o It must not have too substantial a level of unrelated business income (UBI) from advertising sales,
mailing list sales, etc., for the same reasons. N

Violation of each rule jeopardizes a nonprofit organization’s tax exemption. In interpreting the
exclusive purpose language of IRC §501(c)(3), the Supreme Court has stated that the “presence of a
single [nonexempt] purpose,. . .substantial in nature, will destroy the exemption.”! ‘

The IRS has adopted that approach in regulations.?

Conforming to these rules—no commercial pricing, substantially related publishing, no excessive UBI
—allows an exempt organization to treat its publishing income as nontaxable.2

[13024.2] No commercial pricing or profit. The regulations, in defining the term “education”
under IRC §501(c)(3), require that “the manner in which the distribution is accomplished [be]
distinguishable from ordinary commercial publishing practices.”?

The IRS position essentially is that pricing publications significantly above actual cost (which maynot

take into account general overhead or depreciation) or at a level bringing substantial consistent profit is
a substantial nonexempt purpose.

Nondenominational publishers. A number of decisions have revoked tax exemptions of religious
publishers on these grounds. :

In Presbyterian & Reformed Publishing Co. v. Commissioner,* the IRS made that argument and
persyaded the Tax Court, although not the Third Circuit.

o Profits and commercial pricing. In Scripture Press Foundation v. United States,’ the court of claims
held that a nondenominational publisher was no longer entitled to exemption, because of commercial
pricing and profit accumulation:

Footnote references start at the end of the analysis.
A Tax-Exempt Organizations 1 3024.2
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thereto. 1t is true that plaintiff erected a new building in Wheaton, Illinois, at a total cost in excess of $1,000,000 in 1956. Even
allowing for the cost of the building, however, the disparity between amounts actually expended for instruction when compared with
amounts realized in earnings is unaccountably small.$

Fides Publishers Association v. United States similarly involved revocation of the exemption of a
*“Catholic Action movement” publisher with pricing to yield a profit and with substantial net profit,
because “the publication and sale of religious literature at a profit” was a “non-exempt purpose which is
substantial in nature.”’

e Profits and commercial practices. Christian Manner International,_ Inc. sold religious books at a
profit in acommercial ‘manner, and so was denied exemption. ; ‘ ~ .
' But even if we assume that the publication of Smith’s books:was in. part furtherance of religious or educational purposes, petitioner

would still not qualify for exemption under section 501(c)(3) because a'substantial part of the:activity it engaged in was in furtherance
of a purpose to benefit Smith personally rather than to benefit the public at large and it was commercial in nature. Smith'.s,books were
priced to return a profit to petitioner and the distribution and marketing of the books were patterned on standard commercial
practices. Even though petitioner argues that some of the books were given away, the gifts were made in return for a minimum
contribution which exceeded the list price of the books. ...}

e Profits and commercial subject matter. Parker v. Commissioner denied exemption to a publisher of

self-improvement publications for profit.

We are not saying herein that religious organizations may not maintain their tax exempt status if they . . . offer their literature for
sale. The non-religious purpose of this particular organization was evidenced by the extent and scope of the profit-making circulation,
the methods of promotion. the general non-religious subject matter of some of the publications, the large annual profit, the substantial
accumulated earnings, and the statements made by Dr. Parker. When all of this is viewed in relationship to the organization’s exempt
activities, the substantial nature of the non-religious purpose is established. . . .8
A 1960 revenue ruling denied exemption to a secular publisher of a foreign language magazine that

was sold at a subscription price above cost. !0

A 1998 technical advice memorandum treated newsletter and magazine subscriptions, and book sales,
as UBI and taxed them, but did not revoke the exemption of a secular educational organization.!0a

e Profits and commercial competition. In Incorporated Trustees of the Gospel Worker Society v.
United States Department of the Treasury, a federal district court rejected the argument that $5.3 million
of accumulated profits was for expansion: “the sheer size of the surplus and the lack of anything more
concrete than the word of plaintiff’s officers as to its future use militates against such a finding,” along
with “direct competition with a number of commercial publishers.”!!

Contemporary Mission v. United States'? is an unpublished Federal Circuit decision denying
exemption to a Catholic religious order because publishing activities were too commercial and other
expenditures constituted private inurement.

The reasons for the IRS position are that commercial pricing generally reflects a commercial purpose
and unfairly competes with for-profit publishers.

but tends to be stingy in allocating indirect costs such as overhead. A case involving a true nonprofit
publisher will stand or fall depending on what costs are found to count in determining profit, as well as
on whether the publishing activity “smells” commercial. By contrast, pricing at or below cost is
permissible for an exempt organization, and tax exemptions have been upheld in such cases.

In Elisian Guild, Inc. v. United States, the First Circuit held that a small publisher did not have a
commercial purpose just because it had one year of profit due to sale of a capital asset or because it had
increasing sales each year (up to a peak $615).5 “[In this case the deficit operation reflects not poor
business planning nor ill fortune but rather the fact that profits were not the goal of the operation.” 4

In Universal Church of Scientific Truth, Inc. v. Commissioner,'s the district court found the level of
“minimum donation” low enough to allow exemption of a religious organization that published tracts
and sermons. , :

In Pulpjt Resource, the Tax Court upheld the exemption of a nonsectarian publisher of sermon helps,

despite a small profit ($1,075), with the following analysis:
. . . Although subscription prices are kept as low as possible, Pulpit Resource is no? sold at or below cost. Its net profit for 1977,
after allowance of 2 $15,000 salary for Harris, is projected to be $1 ,075. This in itself suggests a commercial as opposed to a charitable
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. The fact that petitioner intended to make a profit, alone, does not negate that petitioner was operated exclusively for charitable
purposes. [Cites omitted.] If the sale of religious literature was an integral part of and incidental to petitioner’s avowed religious
purpose, that activity may be considered a part of the religious purpose or objective. [Cites omitted.] We find that it was.!¢ [Emphasis
added.]

Further, the court considered the following facts to be persuasive:

e Sale of the publication above cost was the only way to accomplish the goal of disseminating
sermons to ministers at a price high enough to pay costs and a reasonable salary.

o There was little, if any, other income.

e The organization was not competing with a commercial enterprise.

o The profit was small and was designated for a tax-exempt purpose.!?

In Foundation of Human Understanding,'® the Tax Court found that an organization formed to spread
the religious teachings of its founder through publishing and broadcasting was a bona fide church
entitled to exemption.

In Forest Press, Inc.,'® the Tax Court declared a secular publisher to be exempt that was formed to
publish and disseminate the Dewey decimal system for libraries, because the publications were priced to
recover manufacturing costs plus enough to sustain the small staff of seven to ten persons.

In A.A. Allen Revivals, Inc.,”® the Tax Court found that an evangelistic organization was exempt
despite sales of religious literature and profits. The court found that the organization throughout the
years had devoted all of its gross profits to its religious purposes. Sale of a publication and the receipt of
income from the sale doesn’t, in itself, affect an organization’s exempt status.?!

The IRS or the Tax Court have upheld exemptions under all of the following circumstances:

o A religious orgamzatlon received income from retreat tuition fees and book sales as well as
donations.?

e An organization sold a secular bulletin of translated foreign news below cost.z

e A publisher sold a religious newspaper with interdenominational church news, and its church
subscription and advertising revenues didn’t cover its costs.?

e The organization distributed free publications? or sold religious publications at nominal prices or
below cost.26

e A secular organization published a subsidized book on decorative arts pursuant to its exempt
purpose.26!

MWNOTE~>- The difficulty in distinguishing the cases that revoke publishers’ exemptions from the
cases upholding exemptions shows the importance of establishing firmly the exempt purpose of the
organization and its furtherance by the publications.

Denominational publishers. The exceptions have been mostly denominational presses, presumably
because they are an integral agency of, or bear an intimate relationship to, the clearly exempt
denominations.262 -

The sale of religious publications to students and members of the “I Am” religious movement, in
Saint Germain Foundation, did not defeat exemption and the sales were closely associated with and
incidental to exempt purposes:

The sale of religious literature and the conclaves held to propagate the precepts of the petitioner are activities closely associated with,

and incidental to, the religious purposes of the petitioner. Such activities bear an intimate relationship to the proper functioning of the

petitioner, and we do not believe that income received from these activities prevents the petitioner from bemg an organization
organized and operated “exclusively” for religious purposes.. . .2’

A publishing house controlled by the Catholic Church, which sold Catholic curricular materials to
Catholic schools, was exempt even though sales were at a profit because profits were returned annually
to the schools.2® However, a church-controlled printer that did commercial rather than sectarian pnntmg
‘was not exempt, but instead was ruled a taxable feeder organization.?

Most of the major religious denominations have publishing arms that are exempt.

The Presbyterian & Reformed Case. In the Presbyterian & Reformed case, the Tax Court revoked the

onvga%,z_ation’s exemption and gave the general objection of commercialism:

e must, then, decide toward what ends petitioner’s activities are directed and whether they are “animated” by a substantial
commercial purpose. [Cites omitted] Where a nonexempt purpose is not an expressed goal, courts have focused on the manner in
which activities themselves are carried on, implicitly reasoning that an end can be inferred from the chosen means, If, for example, an
organization’s management decisions replicate those of commercial enterprises, it is a fair inference that at least one purpose is
commercial, and hence nonexempt. And if this nonexempt goal is substantial, tax exempt status must be denied.’®

& Tax-Exempt ‘ Ofganizations 1|3024.2
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The Tax Court listed four very significant factors that militate against exemption:
e the presence of substantial profits,
o the method of pricing—above or below costs,
e sizable profits at consistent and comfortable net profit margins,
e competition with commercial publishers.
Other less significant factors considered by the court involved a conscious effort by the organization
to transform itself into a more mainline commercial enterprise by
searching out more readers,
employing paid workers,
dropping nonprofitable plans,
paying substantial royalties,
making formal contracts,
expanding facilities to reap more profits, and
nonaffiliation with or control by any particular church.’!

YNOTE—>- The Tax Court factors, while not entirely addressed by the U.S. Court of Appeals,
generally reflect the IRS’s position and, as a cautious approach in structuring a nonprofit publisher,
should be followed as closely as possible.

The Third Circuit rejected the Tax Court’s conclusion and upheld the tax exemption with the

following summary:
In this case, the Tax Court focused primarily on two factors—the lack of affiliation with a particular church and the accumulation
of profits. As we have shown, neither factor indicates the presence of a non-exempt purpose here.. . .2

The Third Circuit obviously did not address some of the factors mentioned by the Tax Court.3

The IRS after Presbyterian & Reformed has stated its position as follows:

If an organization’s primary purpose in conducting publishing, which represents ‘its sole or primary activity, is to operate a
commercial business producing net profits, the organization is not exempt under IRC 501(a) as an organization described in IRC
501(c)(3). The decision as to what an organization's primary purpose is must be made in light of all of the relevant facts and
circumstances in a particular case. Among the factors that should be considered are the organization’s methods of pricing, presence of
substantial profits from its operations, and the intended purpose of any accumulated profits. The mere presence of operating profits is
not, by itself, a bar to exemption of a publishing organization.

At the same time, profits are the objective of commercial operations. Therefore, the presence of profits suggests that the
organization’s purpose is commercial. The presence of profits thus invites further inquiry as to how the profits were produced, for
whaf purposes, and for whose benefit. Many successful denominational publishing houses have chosen to avoid the necessity of
justifying their profits by organizing their publishing departments as for profit corporations.* [Emphasis added.]

[13024.3] No substantial indirectly related or unrelated publishing. Substantial publishing on
subjects not directly related to the organization’s exempt purposes is also a substantial: nonexempt
purpose.’’

The IRS continuing professional education manual states the rule as follows:

The IRC 502 regulations also provide that a subsidiary of an exempt organization will not be exempt if it is operated for the
primary purpose of carrying on activities that would be unrelated business if carried on directly by its parent. For example, Rev. Rul.
73-164, 1973-1 C.B. 223, concluded that a church-controlled commercial printing corporation whose business earnings are paid
periodically to the church, but which has no other significant charitable activity, is a feeder organization as described in IRC 502 and
does not qualify for exemption under IRC 501(a) as an organization described in IRC 501(c)(3).%

In American Institute for Economic Research v. United States, an organization sought exemption on an
educational basis, but its economic and investment newsletter competed with commercial services and
was sold above cost.¥’ '

By contrast, publishing by an exempt organization on topics related to its exempt purposes is
permissible. A 1974 revenue ruling recognized the exemption of a secular news publication designed to
educate the public on the accuracy of news reporting and to encourage higher standards of reporting.3?

In a recent letter ruling, licensing arrangements by which an education institution disseminated its
copyrighted curriculum package were related to the institution’s exempt purpose of disseminating
knoyJedge and were not an unrelated trade or business.*

MPOINTER—> Sales that generate UBI may not be so substantial as to jeopardize the
organization’s exemption. A trade association’s sale of standard forms, in a technical advice
memorandum, generated UBI but did not cause revocation of the exemption.¥A

Although the “relatedness” test is highly subjective and amorphous, it is very important to establish
the close relationship between the exempt organization’s purpose and its publishing activity.
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[13024.4] No substantial unrelated business income. Substantial unrelated business income from
advertising sales, mailing list sales, and similar sources is also a substantial nonexempt purpose. The IRS
denied exemption to a nonprofit newspaper organization that solicited advertising and generated
subscriptions in the same way as commercial newspaper publishers.*

However, income from advertising related to the exempt purpose is permissible.4! Also, advertising
sales that still leave the publication nonprofitable may not jeopardize its exemption.? And insubstantial
sales of a newsletter, magazine, and books will not cause revocation of exemption.+2A Even substantial
UBTI, such as from sales of advertising not related to the organization’s exempt purpose, may not
jeopardize its exemption.428

In more recent technical advice, the Service ruled that a religious college and school that operated a
publishing division that “amounted to more than one-half of the organization’s total receipts,” and was
well beyond the textbook needs of the college and school, generated UBI but did not revoke the
exemption. This was so even though the pricing was “probably comparable to ordinary commercial
prices,” and the sales methods were “indistinguishable from ordinary commercial sales practices.”#c

NO PRIVATE INUREMENT

[93024.5] The requirement that a IRC § 501(c)3) organization must not allow its income to inure
to private benefit has several corollaries: (1) the IRS is suspicious of royalties on publications and (2) an
exempt publisher must not subsidize a related commercial publisher or allow other private inurement.

[93024.6] No questionable royalty payments. Payment of royalties by an exempt organization can
jeopardize its exemption, whereas grants to authors for services rendered are permissible.

The IRS denied exemption to an organization that made funds available to authors and editors to
prepare teaching materials and write textbooks and then paid them part of the royalties received after
repayment of costs.® Reason: “[A]ll the participants expect to receive a monetary return.”*

The Tax Court in Presbyterian & Reformed found royalty payments to be one of a number of negative
factors, although it didn’t explain how a nonprofit publisher was supposed to generate funds before
publication to pay a fixed fee to an author instead of a royalty after publication.® By contrast, the IRS,
in a ruling, upheld payment of a percentage of patent royalties to inventors.4

The IRS presses the exempt organization to hold the copyrights.4A That is generally reasonable for
works for hire, but not for works by third-party authors who insist on keeping the copyright.

By contrast, receipt of royalties by an exempt organization is permissible and is not unrelated business
taxable income as long as the royalties do not come from a “controlled organization.”’ Extensive
regulations apply to controlled organizations and income allocations between related and unrelated
income.

MWQUERY—> It is difficult to understand why the IRS questions a reasonable royalty for published
works not created during paid work time for a nonprofit organization, while reasonable compensation is
unquestioned. The dollar amount might be the same for a percentage-based royalty and a fixed salary.

[93024.71 No cross-subsidization or other inurement. Provision of an exempt organization’s funds
or facilities below cost to a commercial business is impermissible private inurement. In Est of Hawaii v.
Commissioner, a religious publisher improperly served a substantial commercial purpose of a for-profit
organization.5°

In an unpublished decision of the Federal Circuit, Contemporary Mission v. United States, the court
affirmed the Claims Court and held that a Catholic religious order not affiliated with the Vatican was
not entitled to exemption because of private inurement. The court found unexplained expenditures as
well as commercial-like activities in publishing.

PERMISSIBLE ALTERNATIVES

[93024.83 Two things that a nonprofit organization may do are (1) own or control a commercial
publishing corporation (less than 50% ownership is preferable) or (2) enter into some types of joint
venturgy- or partnerships to carry on activities that direc_tly further its exempt purposes.

[13024.93 Feeder organizations. An exempt organization may own a “feeder organization” or
taxable subsidiary.5!

A “feeder organization” is a commercial organization operated for the primary purpose of carrying on
a trade or business for profit.? Examples are a publishing corporation owned by a church’? and a for-
& Tax-Exempt Organizations . 130249
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profit subsidiary formed by a nonprofit religious publisher to carry on all its unrelated business activities
(commercial publishing).’* A for-profit corporation may be owned by a religious organization to
advertise and sell its publications.54

Dividends and passive interest, royalties, and real property rents that the feeder organization pays to
the exempt organization are tax-free for the exempt organization as long as the feeder organization is not
a “controlled organization.” And dividends and royalties are tax-free even if the taxable subsidiary is a
controlled organization, if its sales are related publications, “as long as it can be shown that [the taxable
subsidiary] is a separate taxable entity rather than merely your marketing arm or an instrumentality.5sa
However, royalties and rents, along with interest and annuities, are taxable as UBI to the parent if the
taxable subsidiary is a controlled organization (except to the extent the royalties derive from related
activities.’s® A “controlled organization™ generally is one owned more than 50% by the exempt
organization.”® The 1996 tax law changed the percentage to 50% from 80%.%1

An exempt organization in an arm’s-length transaction may license such a commercial publisher to
print and market its books, while retaining the copyright and receiving royalties back.5’?

[13024.101 Some joint ventures or partnerships. The IRS initially followed a per se rule forbidding
the involvement of nonprofit organizations in partnerships or joint ventures,’® but was rebuffed in the
Plumstead Theatre case.”® That case involved a nonprofit theater corporation that entered a limited
partnership with a corporation and individuals to attract funds to produce a play at the Kennedy Center.
The IRS revoked the theater’s exemption for private inurement. The Tax Court and the Ninth Circuit
rejected the per se rule and upheld the theater’s exemption.

More recently, the IRS has employed strict scrutiny instead of a per se rule, as reflected in a number of
_ general counsel memoranda on exempt organization involvement in partnerships and joint ventures.5
One reason was the express reference to partnerships in the unrelated trade or business section, as well
as in the private foundation regulations on taxable expenditures.®! Another reason was the necessity in
the health care area for nonprofit hospitals to purchase expensive equipment and in the retirement
housing field to construct costly buildings.®2

The current strict scrutiny test seems to involve whether the partnership or joint venture furthers the
exempt purpose of the exempt organization, whether it adequately protects the interests of the exempt
organization, and whether it sufficiently precludes private inurement.®? Despite close scrutiny, the
growth of nonprofit partnerships and ventures continues.

MWNOTE—> Taxable subsidiaries (feeder organizations) that are operated as true separate entities on
an arm’s-length basis are preferable to joint ventures or partnerships in view of the IRS’s present
enforcement position that disfavors the latter.

CONSULT TABLE UNDER THE TAB CARD “CROSS REFERENCE TABLE” FOR OTHER
ARTICLES AND NEW DEVELOPMENTS RELATED TO THIS SUBJECT
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