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Dear * * *

. This responds to a letter dated December 22, 1994, as supplemented and modified by

-G. subsequent correspondence, containing a reques.t for various letter rulings forl~d its
--- taxable subsidiaries, Z and.. Y·. I ", ., -\. ";'1: •tl'G£ 4-~f n+..,.ra",."1 •

Facts

1. Background

Founded by prominent educators, explorers and inventors, X is a nonprofit
corporation recognized as an exempt organization described in section 501(c)(3) of the
Internal Revenue Code of 1986 (hereinafter 'Code') and classified as other than a private
foundation under section 509(a)(2). X has for many years engaged in educational and
charitable activities in support of its exempt purposes. Such purposes include increasi*
wi.thin the United States and throughout the world a knowledge and knowledge ofth~
sciences,

Activities in support Ofthes~urposes include (i) the support of research and
exploration in any branch ofth b ciences, (ii) the conduct of seminars and lectures, (iii)
the publication of books, magazi es or other periodicals, (iv) the production of films for
television and video, and (v) any and all other activities necessary or appropriate in
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support of the above purposes and activities.

In the past decade, through it~d through grants, X has focused~siderable
manpower and financial resources on improving classroom teaching o~ubjects.

X is a membership nonprofit co~ ration, with a large number of members from the
public-at-large. X's official joumal d is distributed to all members on a monthly basis. X
is governed by a Board of Trustees oard') exceeding 20 persons, as provided in X's
By-laws.

X's functions are ca¢.ed out by divisions devoted to the various activities described
above. For example, thf\:J.is responsible for researching, producing and distributing
books, magazines and periodicals. Th~esponsible for production of films for
television and video. The total number O{9:mployees is well over 100.

X annually files Form 990, reflecting gross revenues from its exempt functions. It
reports on Form 990-T advertising income as unrelated trade or business income. The
Form 990's balance sheet reflects assets, including (i) cash endowment, (ii) tangible
personal property, (iii) intangibl pro.~, i.e., coptghts in.JhehQ~,IY."
-5t0grams, etc., produced by th ean~d (iv) rea pro~TY' Another valuable asset of

IS ItS name, log, e ademarks (collectIvely, 'lrade N:a.!llO. Given X's strong
internau:Oriiilrecogmrton ana reP-atmon, itS Trade Name Sfgnifies unsurpassed quality and
may be unique in its field. Yet another valuable asset is its membership list.

For many years X, in furtherance of its exempt p~ses, has produced prograrmning
for the Public Broadcasting Service ('PBS'). Known g, the programming was funded in
part by corporate sponsors. For the 1995 calendar y1!!!i J either X nor PBS was able to
obtain a corporat.e sponsor willin~Ounderwrite the,yrodu~'n costs. As a result, X
agreed to prodtifive hour-Ion g or a~ercial networ h which agreed to
underwn.ite th oduction costs. il h '11 also pay X a ee fixed according to a
schedule for ill , will not share in an lated advertising revenues.

X's principal interest in th.Jh\,eries otYg'\s to continue to produce high-quality
educational progranuning con~nt withIM mission and~emPt purposes. Nonetheless,
X believes that broadcast on a commercial network of it g ay be viewed by the Internal
Revenue Service as an 'unrelated trade or business' within e meaning of section 513(a)
of the Code. wishes to ensure that such commercial broadcast activities do not
jeopar s exemption under section 501(c)(3)./

2. PROPOSED TRANSACTION

To preclude any tax risk to its section 50I(c)(3) exempt status~~roposes to engage
in the following transactions, effective as of January I, 1995, but subject to the receipt of
the rulings herein requested: t;. ..

~. ~~~\~>
(a) Transfer th~ssets and Liabilities (defined below) to a newly-created taxable AI illS,~14f,,0,1"~

corpo.ration ('Y'), for Y stock andd~ in the face amount of7x represented by a ta .. NGE.~&,
promissory ~ote ('Note') ~ecured b1(!iAssets. The Y stock will be shares of voting 1"llf sfaCl/G-'t! N,

commo the Issued and outstanding shares to be held by X. The Note will )1'" ,~tM
a e nine year term with a single lump sum principal payment at the end of the term 0\ I~ I'll' ~o M.

with i e quarterly at an appropriate rate. ' t!\l'l o(l 2<>,QI./

//'. Thl'fAssets to be transferred consist principally of the following items: (i) film _f:\
-( -J library1tric-luding copyrights therein), (ii) a list of i subscribers (i.e., SUbscribers to th'tV
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program), most ofwhose names were derived from X's membership list, (iii) furniture,
fixtures and equipment, (iv) cash (working capital), (v) accounts receivable, (vi) contract
rights~ibutable to the Trademark Lice~ (defined below), and. (vii) going concern
valu~ as ~so.agreed to contribute toQYn a staged b~J1.J!gll!:~£.~tin.& ~2V~s
gaplt contributioas.

ThAiabilities to be transferred Consist ofJ1)urrent~f.0unts payable. There is
neither~;g-term indebtedness nor debt encurnb?ring th&ssets being transferred.

X will sublease office space to Y. The transfer ofth,,(f\ssets and Liabilities and
cash will be effected pursuant to an Asset Transfer Agr~~nt. There is no present
plan; to issue other shares ofY common stoCk.QIJIDY other Y_\?.8-E.2f st£ck to !!,li~d
parties.
~

(b) X will license its Tra~ame to Y for exclusive use by the latter in connection
with (i) usage of the existin:.'(9.I:i~m library and (ii) the future development, production
and distribution of films, television and other audio-visual programming and ancillary
materials. The license ofX's Trade Name will be embodied in a Trademark License. In
return for the license of the Trade Name.Y will pay an annual royalty to X in an amount
commensurate with the income attributable to use of the Trade Nl'il':I'ie:'""--

(c) X, contemporaneous with Y's formation, will also incorporate another taxable
corporation ('Z'). As part of a pre-arranged plan, for bona fide business reasons X will
contribute the Y stock to Z in return solely for voting common stock of Z. Accordingly,
Y will become a wholly-owned subsidiary ofZ, and hence a second-tier subsidiary ofX.... ... ........

There is no present plan to issue other shares of Z common stock or any other
class of Z stock to third parties.

(d) TheZ and Y directors and officers will consist in part of current X directors and
officers, and in part of 'outsiders' (i.e., persons who will be neither X directors nor
officers).

Prior to X identifying the outside directors.X's President and_E~l!i¥e..\W,ce
President will serve as the sole members.ofthe.Z and Y Boardsornir~for an
interim period, not to exceed si'Xtbfii1oiiihs;'in order to undeflilke organizational
activities.

RULINGS REQUESTED

Consistent with the above facts, X initially requested the issuance of the following
rulings:

1. Neither X's transfer of the fJ), ssets and Liabilities nor the license of its Trade Name
and membership list to Y advers'ify-affects X's continuing entitlement to section
501(c)(3) of the Code status as a section 509(a)(2) public charity.

2. X's transfer of th;1f}Assets and Liabilities to Y will not cause the recognition under
section 5l2(a)(I) ofunr-;;ratedbusiness taxable income to X.

3. Subsequent to the proposed transaction, the activities of Z and Y will not be
attributed to X , i.e., X will not be deemed to be engaged in day-to-day management of
either Z or Y by virtue ofthe (i) partial overlap of the Board and/or officers of X, Z and
Y, (ii) provision of general and administrative services by X to Z and Y, or (iii) license of
X's Trade Name and membership list to Y, or any combination of (i), (ii), and (iii).
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4a. Interest on the Note will constitute interest within the meaning of section
5I2(b)(1);

t4blAmounts paid by Y to X under the license of the Trade Name will constitute
roy'liitl"es within the meaning of section 512(b)(2); and,

4c. Amounts paid by Y and Z to X for the lease ofX's office space will constitute
rent within the meaning of section 512(b)(3). b M oS (l1't·'!"f/!VI -;

5a. Notwithstanding X's transitory direct control oftCbSeqUent to X's
contribution of Y to Z, X will not be deemed to controP';~itlun the meaning of
section 512(b)(13), and hence the royalties, interest, and rents paid by Y will not be
treated under section 512(b)(13) as items of gross income included in X's unrelated
business taxable income under section 512(a)(1) and,

5b. Dividends that X may receive from Z will not constitute unrelated business
taxable income under section 512(a)(1) by virtue of section 512(b)(1).

6. X will not be deemed in violation of the section 501(c)(3) inurement and private
benefit tests with respect to amounts received from Y for interest on the Note, royalties
for use ofX's Trade Name, amounts paid for use ofX's membership list, rents for the
lease ofX's office space, and compensation from Z and Y for general and administrative
services, where all such amounts are determined in accordance with section 482 and the
Income Tax Regulations (hereinafter 'regulations') thereunder, as follows:

6a. Interest on the Note: Section 1.482-2(a)(2)(i) of the regulations or section
1.482-2(a)(2)(iii);

6b. Rents under X's lease: Section 1.482-2(c)(2) of the regulations;

6c. Royalties for use ofX's Trade Name and payments for use ofX's membership
list: Section 1.482-4(c) of the regulations; and,

6d. Compensation for general and administrative services: Section 1.482-2(b)(3)
and (4) of the regulations.

C¥
7. For Federal income tax purposes, the formation ofY by X, the transfer by X of the

f ssets to Y in exchange for Y stock and the Note, followed by the immediate transfer by
of all the issued and outstanding stock of Y to Z in exchange solely for shares of Z

stock~'ll be disregarded. Instead, these transactions will be treated as (i) a transfer"'~X
ofth f sets to Z in exchange for Z stock, the Note and the assumptionbY~ fth(!)
liabili res (hereafter the 'z Exchange'), followed by (ii) ~ansfer by Z of th f ssets to Y
in exchange for Y stock and the assumption by Y of th\91iabilities and the ote (the Y
Exchange).

8. The transfer by X of the section 35@ssets (see section 4.031-V of Rev. Proc. Z\
83-59 Checklist) to Z in exchange for Z stock, the Note and the assumption by Z ofthel!;
liabilities will be an exchange within the meaning of section 351. (sections 351(a),
351(b),357(a)).

9. Any gain realized by X on the transfer of the section 351W-ssets in the Z Exchange
will be recognized in the tax year that the exchange is consummated, but in an amount
not in excess ofthe fair market value of the Note. (sections 351(a), 351(b)(1)). Any loss
realized upon the exchange will not be recognized. (section 351(b)(2)).
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10, No gain or loss will be recognized by Z upon the receipt of assetWom X in
exchange for shares ofZ stock, the Note and the assumption by Z oftheQ)iabilities.
(section 1032(a».

11. The basiS~the section 3514l.osets in the hands ofZ will be the same as the basis
of the section 351 f sets in the hani.:fs"ofX immediately prior to the Z Exchange,
increased by the ount of gain recognized by X under section 351(b) on the Z
Exchange. (section 362(a».

12. The holding period of the section 351rfhssets in the hands ofZ will include, in
each instance, the holding period during whicl?'"X held the assets. (section 1223(2».

13. The basis of the Z stock received by X in exchange for ~section 351frLssets in
the Z Exchange will be the same as the basis of the section 351 f ssets imme~ely prior
to the@EXChange, decreased by (i) the fair market value of the ote and (ii) the amount
of the f iabilities (except to the extent, if any, such liabilities are described in section
357(c » and increased by the gain recognized by X under section 351(b) on the
exchange. (sections 358(a)(I), 358(d)(l), 358(d)(2».

14. The basis of the Note received in exchange for the section 35I(0ssets in the
hands of X will be its fair market value. (section 358(a)(2».

15. The holding period of the Z stock received by X in exchange for ~~ection 351ID
assets in the Z Exchange will include the hOldi~eriOd of the section 3511!Jassets
transferred by X to Z, provided the section 351 f ssets were held by X as capital assets
on the date of the Z Exchange. (section 1223(1) .

1/':.1._16. The transfer by Z ofth~ction 35~sets to Y in exchange for solely Y stock
and the assumption by Z ofthevJiabilities and the Note will be an exchange within the
meaning of section 351. (sections 351(a), 357(a».

17. No gain or loss will be recognized by Z upon its transfer of the se~n 351\V
assets to Y in exchange for solely Y stock and the assumption by Y ofthV/liabilities and
the Note. (sections 351(a), 357(a».

18. No gain or loss will be recognized by Y upon the receipt of~ts from Z in
exchange for shares ofY stock, the Note and assumption by Y oftheJjiabilities. (section
1032(a».

19. The basis ofthel1ction 35,/f),osets in the hands ofY will be the same as the
basis ofthe section 351~ssets in ftlhands of Z (as determined in accordance with
ruling #11, above) immediately prior to the Y Exchange. (section 362(a».

20. The holding period of the section 351rfJ,ssets in the hands ofY will include, in
each instance, the holding period during whi6ri held the asset (as determined in
accordance with ruling #12, above). (section 1223(2».

21. The basis of the Y stock received by Z in exchange fOr~SeCtion 351~sets in
the Y Exchange will be the same as the basis of the section 35 f ssets (as determined in
accordance with ruling #11, above) immediately pri~to the Y xchange, decreased by
(i) the amount of the Note and (ii) the amount ofthttJ,Aiabilities3 (except to the extent, if
any, such liabilities are described in section 357(c)(3». (sections 358(a)(I), 358(d)(l),
358(d)(2».

IRS Letter Rulings and Memoranda: Copyright 1997,Research Institute of America Inc. 4/23/97 Page 6



22. The holding period of the Y stock received by Z in exchange for ~~ction 35:0
assets in the Y Exchange will include the holding period of the section 351\YiSsets (as
determined~·accordance with ruling #12, above) transferred by Z to Y, provided the
section 351 f sets were held by Z as capital assets on the date of the Y Exchange.
(section 12 (1)).

_,~TO the extent the basis in a transferred film in the hands ofZ does not exceed the
,-- basIs III the filing in the hands ofj[[crelermhied illider section 1011, adjusted ·ded ~ t~

in section 1016(a)(3)(B)), such portion of the basis will not be subject to ction 197
will be amortizable under section 167. To the extent the basis in the trans e mIll
the hands of Z exceeds the basis in the film in the hands of~sucIi portion ortIlebasis
will be subject to section 197 and shaII'WamortIzed: ratably over a 15-year period
beginning with the month in which the Z exchange occurs. Pursuant to section 197(f)(2),
for purposes of applying section 197, Y shall be treated as Z with respect to Y's entire
basis in each transferred film. Accordingly, to the extent the basis in a transferred film in
the hands01"'YdoeSilofexceed the basis in the film in the hands ofX,sucli portion oIthe
basis will not be subject to section 197 and wiIl 6e amortizable under section 167. To the
extent the basis in the transferred film in the hands of Y exceeds the basis in the film in
the hands of X, such porhon of the basis will be subject to section 197 and shall 'be""'
amortized ratably over a 15-year period beginning with the month in which the Y
exchange occurs.

24. Royalties incurred by Y to X for use of X Trade Name pursuant to the Trademark
License will be allowed as a deduction under section 162(a) in the tax year incurred.

Law AND ANALYSIS &mdash; EXEMPT ORGANIZATION ISSUES

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

Section 511 of the Code imposes a normal tax and a surtax on the unrelated business
taxable income (defined in section 512) of organizations exempt from tax under section
501(c).

Section 512(a)(1) of the Code provides that the term 'unrelated business taxable
income' means the gross income derived by any organization from any unrelated trade or
business (defined in section 513) regularly carried on by it, less the allowable deductions
which are directly connected with the carrying on of such trade or business.

Section 513(a) of the Code provides that the term 'unrelated trade or business' means,
in the case of any organization subject to the tax imposed by section 511, any trade or
business the conduct of which is not substantially related to the exercise or performance
by such organization of its charitable, educational, or other purpose or function
constituting the basis for its exemption.

Section 1.513-1(d)(2) of theregulations provides that a trade or business is 'related' to
exempt purposes only where the conduct of the business activities has causal relationship
to the achievement of exempt purposes (other than through the production of income).
Further, it is 'substantially related,' for purposes of section 513 of the Code, only if the
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causal relationship is a substantial one. For this relationship to exist, the production of
goods or the performance of the services from which the gross income is derived must
contribute importantly to the accomplishment of exempt purposes. Whether the activities
productive of gross income contribute importantly to such purposes depends in each case
upon the facts and circumstances involved. .

Section 1.501(c)(3)-1(e) of the regulations provides that an organization may meet the
requirements of section 501(c)(3) of the Code 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.

/~ organization is not operated exclusively for an exempt purpose if more than an
insubstantial part of its activities are in furtherance of a nonexempt purpose. Better
Business Bureau v. United States, 326 U.S. 279 [34 AFTR 5], 283 (1945).---- The central question in this case is whether the commercial activities of Y and Z can
be considered the activities ofX for purposes of determining X's qualification for
exemption under section 501(c)(3) of the Code.

For federal income tax purposes, a parent corporation and its subsidiaries are separate
taxable entities so long as the purposes for which the subsidiary is incorpora~d are the
equivalent of business activities or the subsidiary subsequently carries on business
activities. Moline Properties, Inc. v. Commissioner, 319 U.S. 436 [30 AFTR 1291],438
(1943); Britt v. United States, 431 F.2d 227 [25 AFTR 2d 70-1212], 234 (5th Cir. 1970).
That is, where a corporation is organized with a bona fide intention that it will have some
real and substantial business function, its existence may not generally be disregarded for
tax purposes. Britt, 431 F.2d at 234. However, where the parent corporation so controls
the affairs of the subsidiary that it is merely an instrumentality of the parent, the corporate
entity of the subsidiary may be disregarded. Krivo Industrial Supply Co. v. National
Distillers and Chemical Corp., 488 F.2d 1098, 1106 (5th Cir. 1973).

X has created two for-profit subsidiaries. Since each corporation is organized with a
bona fide intention that it will have some real and substantial business function, its
existence will not be disregarded. Accordingly, X's creation of two for-profit subsidiaries
by means of the transfer of certain of its assets, as described above, will not advers~ly

affect X's continuing entitlement to section 501(c)(3) status.

The law and yses regarding the license ofX's Trade Name is discussed hereafter
,.""~"tlrrtl 4b For purposes of this ruling we will assume without so ruling that

rental of the me ership list and the providing of general and administrative services will
constitute an unrelated trade or business by X.

The rental ofX's Trade Name results in the receipt ofroyalty income. The rental of
X's membership list and the providing of general and administrative services, even
assuming that such activities constitute an unrelated trade or business, are an insubstantial
part ofX's activities. X is not organized or operated for the primary purpose of carrying
on an unrelated trade or business.

For the above reasons, the organization, capitalization with cash anC@ssets, and the
ownership ofY in return for Y stock and the Note, and the contemporaneous contribution
of the Y stock to Z for all ofthe latter's issued and outstanding stock will not jeopardize
X's continuing entitlement to section 501(c)(3) status as a section 509(a)(2) public
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charity.

2a. IN GENERAL. Section 512(b)(5) ofthe Code provides that, in computing
unrelated business taxable income, an organization may modify its gross income by
excluding 'all gains from the sale, exchange, or other disposition of property' other than
(i) inventory and (ii) property held primarily for sale to customers in the ordinary course
of a trade or business (collectively, 'inventory'). Section 1.512(b)-1(d) of the regulations
restates the broad language of section 512(b)(5) of the Code.

~
Accordingly, any gain realized and otherwise recognizable by X on the transfer of the

f ssets to Y is excluded from unrelated business taxable income pursuant to section
12(b)(5) of the Code.

2b. INVENTORY. Despite the exclusion of inventory from the computation
modification of section 512(b)(5) of the Code as mentioned above, here the sale of such
inventory will not result in unrelated business taxable income under section 512(a)(l),
where the inventory's sale is 'substantially related' under section 513(a) to the exempt
purposes ofX.

A trade or business is 'related,' where it has a causal relationship to the achievement
of an organization's exempt purposes, and it is 'substantially related' only if the causal
relationship is a substantial one. Thus, for the trade or business from which a particular
amount of gross income is derived to be substantially related to the purposes for which
exemption is granted, the production and distribution of goods or the performance of
services from which the gross income is derived must contribute importantly to the
accomplishment of those purposes. Section 1.513-1(d)(2) of the regulations.

, '1\ M~ X's inventory consists ofth i IlmS of and about b sciences. EacJ\Dis intended to, and
I does il}o[act, increase and 1 se e owledge 0 matters and(£,)sciences. That

is, the~ontribute importantly within the meaning of secti n 1.513-1(d)('!) of the
regulations to the accomplishment of the purposes for which X was granted and
maintains its exempt status under section 501(c)(3) of the Code.

Accordingly, the transfer otlJo Y does not result in unrelated business taxable
income to X under section 512~i) of the Code.

3. As noted above, Y and Z will be formed for bona fide business purposes and in fact
will conduct business ~vities. That is, Y will conduct the mission activities ofX
formerly conductedb~d Z will constitute a holding company providing strategic
planning with respect to other taxable activities in support of X's historical and
continuing exempt functions. The only issue, therefore, is whether Y or Z should be
deemed for tax purposes to be an instrumentality or an agent of X.

Under paragraph one of the LAW AND ANALYSIS, supra, we cited authority for the
principle that where a parent corporation so controls the affairs of the subsidiary that it is
an instrumentality of the parent, the corporate entity of the subsidiary may be
disregarded. In the absence of such control, the existence of the subsidiary will generally
not be disregarded.

PLR 9542045, 10/20/95 -- IRe Sec. 512
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PLR 9542045,10/20/95 --IRe Sec. 512

For an interim period oftime represented to be no longer than six months from the 'Ie.. "".~
date of capitalization of Z and Y by virtue of the asset transfers described above, the )(. '1
officers of X will also serve as officers of Z and Y. A-fajori.tY of the Board_.Qf..~'"
ofY and Z will be independent ofX, i.e., will not be Board memoeiii,ortiCers or staff
persons. While the Secretary and Treasurer erz and the Secretary ofY will also be X
officers, the President and Chief Executive Officer ('CEO') of Y and Z will be
independent of X, i.e., will not then be an officer or director (following the 'interim
period' described in the first sentence above).

The management of X has represented that there is no understanding or agreement,
written or unwritten, that X will direct or actively participate in the day-to-day
management of Y or Z. X intends to exercise only the normal rights of a shareholder.

To the extent that Y and Z sublease office space from X and use the latter's office
equipment and staff, detailed records will be maintained reflecting actual usage, and Y
and Z will reimburse X for such usage. Similarly, where X provides general and
administrative services to Y and Z pursuant to the Administrative Services Agreement, X
will receive appropriate reimbursement from them.

Based on the above facts and representations, the activities and income of Y and Z
should not be attributed to X for purposes of (i) X~'sntinuing entitlement to tax-exempt
status under section 501(c)(3) of the Code, and (ii x eing deemed in receipt of unrelated
trade or business income with respect to Y's and Z' activities.

4a. Section 512(b) of the Code sets forth modifications for various kinds of income
excluded from the computation of unrelated business taxable income as defined under
section 512(a)(1). Section 512(b) provides that there shall be excluded all dividends,
interest, payments with respect to securities loans ... and annuities. Assuming that the
Note issued by Y to X is representative of valid debt and assuming that payments with
respect thereto are, accordingly, respected as payments of interest, such payments will
constitute interest under section 512(b)(1).

4b. Section 512(b)(2) of the Code provides that there shall be excluded all royalties
(including overriding royalties) whether measured by production or by gross or taxable
income from the property, and all deductions directly connected with such income.

Rev. Rul. 81-178, 1981-2 C.B. 135, considered the application of section 512(b)(2) of
the Code to two situations in which payments were received by an exempt organization
from third party licensees for use of the organization's trademarks, tradenames and
service marks. Holding in Situation (I) that the licensing payments constituted royalties,
the Service found that the retention and exercise of quality control rights by the licensor
did not change this result, citing Lemp Brewing Co. v. Comm., 18 T.C. 586 (1952), acq.
1952-2 C.B. 2.

Accordingly, the payments made by Y to X for use of its Trade Name under the
Trademark License will be deemed royalties within the meaning of section 512(b)(2) of
the Code.
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4c. Section 5l2(b)(3).provides that all rents from real property shall generally be
excluded from unrelated business taxable income, provided that rental payments are (i)
not based on the income or profits of any person from the property leased (other than an
amount based on a fixed percentage(s) of receipts or sales) and (ii) attributable to real
property, or personal property leased with real property, where such rents for personal
property are an incidental amount of the total rents. Section 1.5l2(b)-1(c)(2)(ii)(b) of the
regulations provides that rents attributable to personal property are not an incidental
amount of the total rents received or accrued under the lease, determined at the time the
lessee first places the personal property in service, if the personal property rents exceed
ten percent (10%) of the total rents.

'''Xdiher owns in fee simple real property used in the conduct of its exempt function~
or leases such real property from unrelated third parties, with no outstanding 'acquisition:
indebtedness' within the meaning of section 5l4(c) of the Code. X intends to lease certain
office space to Z and Y. X owns the office building in fee simple. As to such space, the
rental will be fixed, i.e., not based on the income or profits of Z, Y or any third party, and
the amount determined on an arm's-length basis. Any rental attributable to personal
property located at such property will be incidental in amount within the meaning of
section 5l2(b)(3) of the Code and section 1.5l2(b)-1(c)(2)(ii)(b) of the regulations.

Prior to the relocation of its headquarters in mid-1995, X will sublease from X the
current headquarters office space. As to these and any other subleased premises, X will
charge appropriate rents to Y and Z.

Accordingly, amounts paid by Y and Z to X for the lease or sublease of the above X
office space will constitute rent from real property within the meaning of section
5l2(b)(3) of the Code.

5a. Sections 5l2(b)(1), (2), and (3) of the Code generally provide that interest,
royalties, and rent from real property, respectively, are excluded from the computation of
unrelated business taxable income.

Section 5l2(b)(13) of the Code provides, in part, that notwithstanding the exclusion
for interest, royalties, and rents described above, such payments made by a controlled
organization can be taxable to the controlling organization in proportion to what would be
the unrelated business income of the controlled organization if operated by its parent. The
definition of 'control' is contained in section 368(c). -

Section 1.512(b)-1(l)(4)(i)(a) of the regulations and section 368(c) ofthe Code
indicate that, in the case of a controlled stock corporation, the term 'control' means
ownership by an exempt organization of stock possessing at least 80 percent of the total
combined voting power of all classes of stock entitled to vote and at least 80 percent of
the total number of shares of all other classes of stock of such corporation. No indirect
ownership rules are provided.

In this case, the interest, royalties, and rents are paid to the Pt;wt~ X's second tier
subsidiary, Y. Under the definition of control under section 368 c o~~JCode, X does
not own at least 80 percent of the stock of Y following the transfer of Y's stock to Z.

4 Therefore, because there is no direct control of X by X,"as required by section 368(c), the
interest, royalty, and rent payments made by Y to X are not taxable as unrelated business
taxable income under section 5l2(b)(13). (Such analysis obviously does not apply to any
rent payments made Z to ...............••
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5b. Z will constitute the common parent of an affiliated group of taxable corporations
(initially including only Y) which will file a consolidated federal income tax return. Any
after-tax earnings and profits of the affiliated group may be remitted by Z as dividends to
X for use by X in the performance of its tax-exempt functions.

Section 512(b)(1) of the Code provides that dividends will be excluded from the
computation of unrelated business taxable income under section 512(a)(I).

Accordingly, dividends X may receive from Z will not constitute unrelated business
taxable income under section 512(a)(l) by virtue of section 512(b)(I).

6. IN GENERAL. Section 501(c)(3) of the Code provides that an organization will be
exempt, in relevant part, if it is organized and operated exclusively for exempt purposes,
and no part of its net earnings inures to the benefit of any private shareholder or
individual. This statutory requirement subsumes what is commonly referred to as the (i)
inurement test and (ii) the private benefit test.

Section 1.501(c)(3)-I(c)(2) of the regulations restates and elaborates upon the
inurement test by providing that an organization will not be deemed operated exclusively
for exempt purposes if its net earnings inure in whole or in part to the benefit of 'private
shareholders' or 'individuals.'

Section 1.501(c)(3)-I(d)(1)(ii) of the regulations elaborates upon the private benefit
test by providing that ~ organization is.not o.rganized or operate~ for e:cemptp~oses o'1"1.l.(\"\
unless It serves a public rather than a pnvate mterest. To meet this requirement, It IS 1\ ;~_ i!Jl,if"'
necessary that the organization establish that it is not organized or operated for the b~£i,t-""'"'"" ,Uc;,5;
of private interests such as designated individuals, the .creator or his fami~lders
ofthe organization or persons controlled, directly or indirectly, by suchpnvate interests.

The Service's long-standing position is that an organization described in section
501(c)(3) of the Code can organize, capitalize and own, provide services and assets (real
and personal, tangible and intangible) to a taxable entity without violating either the
inurement or private benefit tests, regardless of whether the taxable entity is wholly or
partially owned. The common condition, however, to Service approval of such cash/asset
transfers and provision of services has been that the section 50 I(c)(3) organization
receive fair market/rental value for the assets transferred and arm's-length compensation
for the services provided.

For purposes of the inurement and private benefit restrictions under section 501(c)(3)
of the Code, the appropriate amounts paid by Y and Z to X for interest, rents, royalties,
use of the membership list, and general and administrative services will be determined in
accordance with section 482. "l

Representations &mdash; CORPORATE ISSUES "

The following representations have been made in co~ction with the trans~,6/tht@
assets from Tr~~eror to Transferee 1. The Transferor i the Transferee lid
Transferee 2 i~orpurposes of the Corporate 'REPRE TATIONS' and for urposes
of the 'Corporate Rulings' set forth later in this letter.

(a) (i) No st'3ff or securities will be issued for services rendered to or for the benefit
of Transferee 1t9 in connection with the proposed trans~on, and (ii) no stock or
securities will be Issued for indebtedness of Transferee I QJthat is not evidenced by a
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security or for interest on indebtedness ofTransferee I (Y) which accrued on or after the
begirming of the holding period of Transferor (X) for the debt.

(b) Transferor (X) will not retain any rights in the property transferred to Transferee 1
(Y)' other than a security interest in the f assets as collateral under the Note.

(c) All rights, title, and interests for each copyright, in each method ofe<>nJ.gitation,
~-----1 are bein transferred to Transferee 1 (Y). -- - -",.'-

(d) Transferor (X) will license its trade to Transferee 1 (,y~or its exclusive use
in connection with (i) usage of its existiri film Ii r (ii)~~ development,
production and distribution of films, !elevis _~ au~i~6R!'.QgXil!l\!Ui!1!;.lm!;L.
ancillary materials. Transferor (x)'s license of tlie trade name does not constitute a
transfer of property within the meaning of section 351(a). Transferor (X) will retain
significant p~r, right and continuing interest in the trade name to be licensed to
Transferee 1(lJ:JI.

(e) The transfer is not the result of the solicitation by a promoter, broker, or
investment house.

(f) The value of the stock received in exchange for accounts receivable will be equal
to the net value of the accounts transferred, i.e. the face amount of the accounts receivable
previously included in income less the amount of the reserve for bad debts.

(g) The adjusted basis and the fair market value of the assets transferred by Transferor
(X) to Transferee I (Y) will, in each instance, equal or exceed the sum ofthe liabilities to
be assumed by Transferee 1 (Y) plus any liabilities to which the transferred assets are
subject.

(h) The liabilities of Transferor (X) to be assumed by Transferee I (Y) were incurred
in the ordinary course of business and are associated with the assets to be transferred.

(i) There is no indebtedness between Transferee I (Y) and Transferor (X) and there
will be no indebtedness created in favor of Transferor (X) as a result of the transaction,
other than the Note which Transferee I (Y) will issue to Transferor (X).

(j) The transfers and exchanges will occur under a plan agreed upon before the
transaction in which the rights of the parties are defined.

(k) All exchanges will occur on approximately the same date.

(1) There is no plan or intention on the part of Transferee 1 (Y) to redeem or otherwise
reacquire any stock to be issued in the proposed transaction.

(m) Taking into account any issuance of additional shares of Transferee I (Y) stock;
any issuance of stock for services; the exercise of any Transferee 1 (Y) stock rights,
warrants, or subscriptions; a public offering of Transferee I (Y) stock; and the sale,
exchange, transfer by gift, or other disposition of any Transferee~Y) stock to be
~ived in the emc (other than~ transfer of Transferee I sto~Transferor
~~ Transfere. (Z TransferorQ)Jwill be in control of Trans eretQ.J2)Jwithin the
meaning ofsectlO (c).

,7'"" '''''''''''''''''' """""'''''''' ,.,•...~.."., , "..",,, ,..,, .
"", (n) Transferor (X) will receive stock, securities or othe~·p;~p~rtY·approximately e~

, to the fair market value of the property transferred to Transferee I (Y). ~

'<,.."''''''''',.."''''''',.,-,---''"'''''.,''''' ..,..",..""..,'''.. '"'-~,~._"=-''"'''".,~'''='''',, .....'''-,....."..,.--_._--,~ ~------.
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(0) Transferee 1 (Y) will remain in existence and retain and use the property
transferred to it in a trade or business.

(P) There is no plan or intention by Transferee 1 (Y) to dispose of the transferred
property other than in the normal course of business operations.

(q) Transferor (X) will pay the expenses, if any, incurred by itself and Transferee I
(Y) in connection with the proposed transaction.

(r) Transferee 1 (Y) will not be an investment company within the meaning of section
3S1(e)(I) and section 1.351- l(c)(l)(ii) of the regulations.

(s) Transferor (X) is not under the jurisdiction of a court in a title II or similar case
(within the meaning of section 368(a)(3)(A)) of the Code and the stock received in the
exchange will not be used to satisfy the indebtedness of such debtor.

(t) Transferee I (Y) will not be a 'personal service corporation' within the meaning of
section 269A.

RUlings

Based on the above facts, we rule as follows:

1. Exempt Organizations Rulings --

I. Neither X's transfer ofth,/f).ssets and Liabilities nor the license of its Trade Name
and %)embershiElist to Y adver~y'affects X's continuing entitlement to Code section
SOI(c (3) status as a section S09(a)(2) public charity.

2. X's transfer ofth,;fAssets and Liabilities to Y will not cause the recognition under
section SI2(a)(l) ofthe"C{,de ofunrelated business taxable income to X.

3. Subsequent to the proposed transaction, the activities of Z and Y will not be
attributed to X, i.e., X will not be deemed to be engaged in day-to-day management of
either Z or Y by virtue of the (i) partial overlap of the Board and/or officers of X, Z and Y
(ii) provision of general and administrative services by X to Z and Y, or (iii) license of
X's Trade Name and membership list to Y, or any combination of (i), (ii), and (iii).

4a. Interest on the Note will constitute interest within the meaning of section
512(b)(l) of the Code.

4b. Amounts paid by Y to X under the license of the Trade Name will constitute
royalties within the meaning of section 512(b)(2) of the Code.

4c. Amounts paid by Y and Z to X for the lease of X's office space will constitute
rent within the meaning of section S12(b)(3) of the Code.

Sa. Notwithstanding X's momentary control ofY, subsequent to X's contribution
of Y stock to Z, X will not be deemed to control Y within the meaning of section
SI2(b)(13) of the Code, and hence the royalties, interest, and rents paid by Y will not
be treated under section 512(b)(l3) as items of gross income included in X's unrelated
business taxable income under section SI2(a)(l).

Sb. Dividends that X may receive from Z will not constitute unrelated business
taxable income under section SI2(a)(I) ofthe Code by virtue of section SI2(b)(l).
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6. X will not be deemed in violation of Code section 501(c)(3) inurement and private
benefit tests with respect to amountsreceivedfrom Y for interest on the Note, royalties
for use ofX's Trade Name, amounts paid for use ofX's membership list, rents for the
lease ofX's office space, and compensation from Z and Y for general and administrative
services, where all such amounts are determinedin accordance with section 482 and the
regulationsthereunder.

We express no opinion as to whether the Note issued by Y to X is representative of
debt or equity for federal income tax purposes or whetherpayments made with respect to
the Note constitutepayments of interest. If the payments do constitute interest, such
amounts will be excludedunder section 512(b)(1) of the Code; see Rilling 4a., supra.No
ruling is requested and none is issued as to whether paymentsmade by Y or Z to X,
relating to the rental of the membership list or the provision of general and administrative
services, con~lifiil'e mifdatea:5iisines§ tMrable income under section 512(a)(I). Except as
specificallyruled upon above,no opinion is expressed concerning the federal income tax
consequences of the transfers and transactionsdescribedabove under any other provision
of the Code.

II. Corporate Rulings --

Based solely on the information submittedand the representations set forth above,
and provided that the Note is debt for federal income tax purposes,we rille as follows:

I. The transfer by Transferor(X) of th@Ssets to Transferee I (Y) in exch~ for
Transferee I (Y) stock, the Note, and the assumptionby Transferee I (Y) ofthV
liabilities will be an exchangedescribed in section 351(a) and (b). The subsequent
transfer by Transferor ('X') of the Transferee I (Y) stock to Transferee2 (Z) will not
cause the transfer of the f assets to Transferee I (Y) to fail to qualify under section 351(a)
and (b).

2. Transferor (X) will recognize gain, if any, on its transfer ofth::/fLsets to
Tra.j;lllferee I (Y) in exchangefor Transferee I (Y) stock, the Note, aricYthe assumption of
th~abilities, but not in excess of the fair market value of the Note received by
Transferor (X) (sections 351 (b)(1) and 357(a». No loss.will be recognized (section
35I(b)(2».

3. Transferee I (Y) will recognize no gain or loss on its receipt ofthe@ssets from
Transferor (X) in exchange for Transferee I (Y) stock (section 1032).

4. The basis of eacIfiAsset transferred by Transferor (X) to Transferee I (Y) in the
hands of Transferee I ('1) will be the same as the basis ofthe asset in the hands of
Transferor (X) immediately before the transaction, increasedby the amount of gain
recognizedby Transferor(X) un~dersection 351(b) on the transfer (section 362(a».

5. The holding period of eac f sset transferred to Transferee I (Y) in the hands of
Transferee I (Y) will includethe olding period of the asset in the hands ofTransferor
(X) (section 1223(2».

6. The basis of the Transferee I (Y) stock received by T~eror (X) in the hands of
Transferor (X) will be the same as the basis of the transferre f sets immediately Ptl~)
to the exchange, decreased by the fair marketvalue ofthe No e and the amount ofthW
liabilities (except to the extent those liabilitiesare describedin section 357(c)(3», and
increased by the gain recognized by Transferor (X) under section 351(b) on the exchange
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(sections 358(a)(1), 358(d)(I) and 358(d)(2)).

7. The basis of the Note received by Transferor (X) in the hands ofTransferor (X)
will be its fair market value (section 358(a)(2)). ~

8. The holding period of the Transferee 1 (Y) stock receiv~ by Transferor (X) in the
hands of Transferor (X) will inc1ud»the holding period of th(fpssets transferred to
Transferee 1 (Y), provided that th~ssets were capital assets or property described in
section 1231 at the time of the exchange (section 1223(1)).

We express no opinion on the application of section 351 and related Code sections to
Transferor (X)'s transfer of Transferee 1 (Y) stock to Transferee 2 (Z) because the
transaction (an exchange of stock for stock in the formation of a holding company) is a
no-ruling area. Section 3.01(22) of Rev. Proc. 95-3,1995-1 LR.B. 85, 87.

We also express no opinion concerning the federal tax consequences of the proposed
transactions under any other provision of the Code or Income Tax Regulations, or any tax
effects of any condition existing at the time of, or effects resulting from, the proposed
transaction not specifically covered by the above rulings. In particular, no opinion is
expressed concerning whether the Note is debt or equity for federal income tax purposes,
or the tax consequences of the paym~by Transferor (X) of Transferee I (Y)'s expenses
in connection with the transfer ofth&sets from Transferor (X') to Transferee I (Y).

III. Royalty Deduction Ruling --

Royalties incurred by Y to X for the use of X's trade name pursuant to the trademark
license will be allowed as a deduction under sectionl?i2'wthe CQQ.l< jI11h~x~ar incurred.

~~Iing request number 23, above, dealing Primaril~ with section~~f~h~
. be th~.~~~I<:~!.?L~~p'ar.::::coinn;unic:~~:t•.., ._po,/

Pursuant to a Power of Attorney on file in this office, a copy of this letter is being sent
to X's authorized representative.

This ruling is directed only to the organization that requested it. Section 61100)(3) of
the Code provides that it may not be used or cited by oth~~~!:t,lde1J~'--,.. . . ,

We are providing your key District Director with a copy of this ruling. You should
keep a copy of this letter in your permanent records.

Sincerely yours,

Edward K. Karcher

Chief, Exempt Organizations

Technical Branch 3
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PLR 9542045, 10/20/95 --IRC Sec. 512

PLR 9542045,10/20/95 --IRe Sec. 512

October 20, 1995

Code sec.512

Uil nos.0512.10-00; 0368.11-00

Headnote

The Service has ruled that an exempt educational organization's transfer of assets and
the licensing of its trade name and membership list to a for-profit organization will not
jeopardize its section 501(c)(3) exempt status.

Full Text

Date: July 28, 1995

CP:E:EO:T

E1N:***

Key District Office: * * *

LEGEND:

x =* * *

y =* * *

z = * * *

a = * * *

b = * * *

c = * * *
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II. DISCUSSION

" To evaluate theclaims ofinfringement leveled by Greenberg against the
. . ..... .... . . . :.'.$ . . '

"~ef~darttS/we"musl iuter~rOt and apply: §2,01(c)ofthe Act. That section,
. . . - . . ',. -. '.' ".' ... ...-:- ,.

, " """ sTh~ is no eVidCD~~hi. tho record that woUldsupl?oxttbe theory that National
GeD;;rdphicEnt~rpri~esor1v.f:indsoppe, neither ofwhich has a copyright tnreresrtn'me original
i~:5uesofthe Magazine, 5otQ.eho~ate pnv-y to~ priVilege in § 201(c) enjoyed by Ihe;: Suci~.

• • '.. • .. . • 'n ". • . . • ": _. ••.•.• .,:. .",.. _ • ,', '.

• . "In the Am.ended"Complamt, GTeenberg:refers La ivlludscapc"~ and N~tion.a1Gecgraphic
"Ent~ses'sli~hilityas "at-least Vicarious:', \VI;:; construe this as an cllcga.tion'ofcontn'butory

" IAlpyright i~$/:)1ent. Acontributcry copyright infringer is "one who. with kn.Qyrlcdgo Qfthe '
infring.ing activity» induces, oauses O't materially ccntrlbutesto the infringin~cOllllnct of'eaother;"
Cablc!.E;ome Communic~tion Com. v. l'iettvork :ErQ:ds;,; fue.,.9'02 F.2t1829t 845 (11th w, 1990)""
(citations omitted). AcCOrdi.1:J.ety~there can 'be no contributory Iufiu!gemcnt vrithouta.findJnztQ::!~ _
there WG.S direct copyrigbf .infrju.gement by another PartY. Id.

IF Foo,NOTE (5) IS' UAUO; How DOES IT Itf,1PACT oi/fER" PRO~CTS CARRIED,

By N4f10NAlGR:JtneAPH1C eIJ7'£(?PR1SE:S '"(?/.AT Wt:Rfi" FIRST PttBlfSIj£r)

BY THE NoT RJR PROFIT AJlinO.AJAL (;.B:JBR4-fJIIIC SocIETy.

(j.E) THE CD ROM fOB Y£/JRs ()F NlI-nONA-L GEOUR4n1IC. AAAGAEIAJ£ MAPs
/I \\

AND 0 THIER PROO{,(CTS UNOB< 7HI: £AJTERP!</SES BANNER.

,-"~~~_.


