17 T.C. 1604 (1952)

A corporation is not exempt from federal income tax under Section 101(6) of the
Internal Revenue Code if any part of its net earnings inures to the benefit of private
individuals, even if the organization serves a scientific or educational purpose.

Summary

The Gemological Institute of America (GIA), a non-profit corporation, sought tax
exemption under Section 101(6) of the Internal Revenue Code, arguing it was
organized and operated for scientific and educational purposes. The Tax Court
denied the exemption because a significant portion of GIA’s net earnings was paid to
Robert M. Shipley, its executive director, as a percentage of net income, in addition
to his fixed salary. The court held that this arrangement constituted a prohibited
inurement of net earnings to a private individual, disqualifying GIA from tax-exempt
status, regardless of its educational activities.

Facts

The Gemological Institute of America (GIA) was incorporated in 1942 as a non-profit
organization in Ohio. It evolved from a venture started in 1931 by Robert M. Shipley
and his wife to offer gemmology courses. In 1943, GIA entered into an agreement to
purchase the original venture from the Shipleys for $4,000. Simultaneously, GIA
contracted with Robert Shipley to serve as executive director for three years at a
fixed monthly salary. A supplemental agreement stipulated that Shipley would also
receive 50% of GIA’s annual net income, calculated after expenses and his base
salary. For tax years 1944-1946, Shipley received both his fixed salary and the 50%
share of net income, which constituted a substantial portion of GIA’s earnings.

Procedural History

The Commissioner of Internal Revenue initially granted GIA tax-exempt status under
Section 101(6) but later revoked this determination. The Commissioner assessed tax
deficiencies and penalties for the years 1944, 1945, and 1946. GIA petitioned the
Tax Court, contesting the tax deficiencies. The Tax Court upheld the Commissioner’s
determination, finding GIA was not entitled to tax exemption.

Issue(s)

1. Whether the Gemological Institute of America was exempt from federal income
and declared value excess-profits tax under Section 101(6) of the Internal Revenue
Code, which exempts corporations organized and operated exclusively for scientific
or educational purposes, provided that no part of their net earnings inures to the
benefit of any private shareholder or individual.

Holding
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1. No, because a part of GIA’s net earnings inured to the benefit of a private
individual, Robert M. Shipley, through an agreement to pay him 50% of the
organization’s net income, in addition to his fixed salary. This violated the
requirement that no part of a tax-exempt organization’s net earnings may benefit
private individuals.

Court’s Reasoning

The Tax Court focused on the second test for tax exemption under Section 101(6):
whether any part of the organization’s net income inured to the benefit of private
shareholders or individuals. The court cited Treasury Regulations defining ‘private
shareholder or individual’ as persons having a personal and private interest in the
organization’s activities. The court found that Shipley, as the founder of the
predecessor venture and the executive director of GIA, clearly had such a personal
and private interest. The court emphasized the significant amounts paid to Shipley
as a percentage of net income, noting that in each year, this payment mirrored
approximately half of GIA’s net earnings after deducting this payment as an
expense. The court stated, “Regardless of what these amounts are called, salary or
compensation based on earnings, it is obvious that half of the net earnings of
petitioner inured to the benefit of an individual, viz., Shipley.” The court concluded
that this distribution of net earnings, regardless of Shipley’s valuable services,
constituted a prohibited inurement of benefit, thus disqualifying GIA from tax
exemption. The court did not need to address whether GIA met the other
requirements for exemption because failure to meet any single requirement is
sufficient for denial.

Practical Implications

This case underscores the strict interpretation of the “no private benefit” or
“inurement” rule for tax-exempt organizations. It clarifies that compensation
arrangements, particularly those based on a percentage of net income, can easily
violate this rule, even if the individual provides valuable services and the
organization has legitimate educational or scientific purposes. Attorneys advising
non-profit organizations must carefully scrutinize compensation agreements with
insiders to ensure they are reasonable and not tied to net earnings in a way that
could be construed as inurement. This case serves as a cautionary example for
organizations seeking tax-exempt status, highlighting the importance of structuring
financial arrangements to avoid any appearance of private benefit from net
earnings. Subsequent cases and IRS guidance have continued to emphasize the
importance of fair market value and avoiding profit-sharing arrangements with
individuals who have significant influence over the non-profit organization.
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