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Hancock Academy of Savannah, Inc. v. Commissioner, 69 T. C. 488 (1977)

An organization must be organized and operated exclusively for exempt purposes
and no part of its net earnings may inure to private individuals to qualify for tax-
exempt status under Section 501(c)(3).

Summary

Hancock  Academy of  Savannah,  Inc.  ,  sought  tax-exempt  status  under  Section
501(c)(3)  but was denied by the IRS due to transactions that benefited private
interests. The court upheld the denial, finding that Hancock Academy’s assumption
of an excessive goodwill liability and its requirement for parents to provide interest-
free loans to a related for-profit entity violated the requirements for tax exemption.
The  decision  emphasizes  the  need  for  organizations  to  demonstrate  they  are
operated exclusively for exempt purposes and that no part of their net earnings
benefits private individuals.

Facts

Hancock Academy of Savannah, Inc. , was formed as a nonprofit to take over the
operations of Hancock Schools, Inc. , a for-profit school. The academy assumed a
$50,000 liability for goodwill from Hancock Day Schools, Inc. , and required parents
to  make  interest-free  loans  to  Hancock  Schools,  Inc.  The  IRS denied  Hancock
Academy’s application for tax-exempt status under Section 501(c)(3), citing these
transactions  as  evidence  that  the  academy  was  not  organized  and  operated
exclusively  for  exempt  purposes  and  that  its  net  earnings  inured  to  private
individuals.

Procedural History

Hancock Academy appealed the IRS’s denial of its application for tax-exempt status.
The U. S. Tax Court reviewed the case under its declaratory judgment jurisdiction,
considering the administrative record. The court upheld the IRS’s determination
that Hancock Academy did not qualify for tax-exempt status under Section 501(c)(3).

Issue(s)

1.  Whether Hancock Academy of  Savannah,  Inc.  ,  was organized and operated
exclusively for exempt purposes under Section 501(c)(3).
2. Whether part of Hancock Academy’s net earnings inured to the benefit of private
individuals under Section 501(c)(3).

Holding

1. No, because Hancock Academy’s assumption of an excessive goodwill liability and
its requirement for parents to make interest-free loans to Hancock Schools, Inc. ,
showed it was not organized and operated exclusively for exempt purposes.
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2. Yes, because the same transactions indicated that part of Hancock Academy’s net
earnings inured to the benefit of private individuals.

Court’s Reasoning

The court applied the requirements of Section 501(c)(3) to the facts, focusing on the
transactions involving goodwill and interest-free loans. It found that the $50,000
liability for goodwill was excessive, as the academy projected net losses, indicating
no goodwill value. The court rejected the academy’s arguments that the payment
was  for  a  covenant  not  to  compete  or  for  the  value  of  the  Hancock  name,
emphasizing the need for objective evidence of fair market value. Regarding the
interest-free loans, the court determined that they provided a benefit to Hancock
Schools,  Inc.  ,  despite  the  loans  being  used  for  school  improvements,  as  the
improvements would revert to Hancock Schools, Inc. , at the end of the lease. The
court concluded that these transactions violated the requirements for tax-exempt
status,  as  they  benefited  private  interests  and  showed  the  academy  was  not
exclusively operated for exempt purposes.

Practical Implications

This decision underscores the importance of ensuring that transactions involving
nonprofit  organizations do not  benefit  private interests.  Nonprofits  seeking tax-
exempt status under Section 501(c)(3) must demonstrate that they are organized
and operated exclusively for exempt purposes and that no part of their net earnings
inures to private individuals. The case highlights the need for objective evidence to
support  the  fair  market  value  of  assets  like  goodwill  and  the  potential  for
arrangements  like  interest-free  loans  to  be  scrutinized  for  private  benefit.
Subsequent cases have cited Hancock Academy for its analysis of private inurement
and the requirement for exclusive operation for exempt purposes, impacting how
similar  cases  are  analyzed  and  how  nonprofits  structure  their  operations  and
transactions.


