Copyright Clearance Center, Inc. v. Commissioner, 79 T. C. 793 (1982)

An organization must be organized and operated exclusively for exempt purposes to
qualify for tax-exempt status under IRC § 501(c)(3).

Summary

Copyright Clearance Center, Inc. (CCC) was established to facilitate the licensing of
copyrighted material for copying, acting as a conduit for license fees. Despite its
public benefits, the U. S. Tax Court denied CCC’s request for tax-exempt status
under IRC § 501(c)(3). The court found that CCC’s primary purpose was the
profitable exploitation of copyrights, which was substantial and not merely
incidental to any exempt purpose. The decision underscores that the presence of a
significant nonqualifying purpose can disqualify an organization from tax-exempt
status, regardless of its charitable activities.

Facts

Copyright Clearance Center, Inc. (CCC) was incorporated in 1977 by the Association
of American Publishers (AAP) to provide a centralized mechanism for libraries and
others to pay license fees for copying copyrighted materials. CCC did not copy
materials itself but operated as a clearinghouse for licensing and a conduit for
transferring license fees to copyright holders. Publishers registered with CCC and
set their own license fees, which were then collected by CCC. The initial funding for
CCC came from contributions solicited from publishers, with the amounts requested
based on the potential financial benefit to each publisher from CCC’s operations.

Procedural History

CCC applied for tax-exempt status under IRC § 501(c)(3) in 1978. The Commissioner
of Internal Revenue issued a final adverse ruling in 1980, denying the exemption.
CCC sought a declaratory judgment from the U. S. Tax Court, which heard the case
based on the stipulated administrative record.

Issue(s)

1. Whether CCC was organized and operated exclusively for exempt purposes as
required by IRC § 501(c)(3).

2. Whether CCC’s nonexempt purpose of profitable exploitation of copyrights was
substantial and not merely incidental to any exempt purpose.

Holding

1. No, because CCC was not organized and operated exclusively for exempt
purposes. The court found that CCC’s primary purpose was the profitable
exploitation of copyrights, which was substantial and not incidental to any exempt
purpose.
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2. Yes, because CCC’s nonexempt purpose was substantial and not merely incidental
to any exempt purpose, as evidenced by the solicitation letters and the financial
benefits to publishers.

Court’s Reasoning

The court applied the organizational and operational tests under IRC § 501(c)(3) and
the regulations. The organizational test requires that an organization’s articles limit
its purposes to exempt ones and do not authorize substantial non-exempt activities.
The operational test requires that the organization’s activities further an exempt
purpose, except for insubstantial activities. The court relied on the Supreme Court’s
decision in Better Business Bureau v. United States, which held that a single
substantial non-exempt purpose can destroy the exemption regardless of other
exempt purposes.

The court found that CCC’s founders were primarily motivated by the desire to
protect copyright ownership and collect license fees, as evidenced by solicitation
letters that emphasized the financial benefits to publishers. The court distinguished
CCC from cases where incidental nonexempt benefits did not disqualify an
organization from exemption, concluding that the profit motive was the dominant
concern of CCC’s organizers. The court also noted that the financial benefits to
publishers were direct and potentially substantial, further supporting its conclusion
that the nonexempt purpose was not incidental.

Practical Implications

This decision has significant implications for organizations seeking tax-exempt
status under IRC § 501(c)(3). It emphasizes that an organization’s primary purpose
must be exclusively exempt, and any substantial nonexempt purpose can disqualify it
from exemption. Organizations must carefully structure their operations and
communications to avoid suggesting that a nonexempt purpose, such as profit, is a
significant motivation.

Legal practitioners should advise clients to ensure that any financial benefits to
private parties are incidental to the organization’s exempt purposes. The decision
also highlights the importance of the language and tone of communications, such as
solicitation letters, in demonstrating the organization’s primary purpose.

The ruling may impact similar organizations in the copyright and licensing field,
requiring them to demonstrate that their primary purpose is exempt and that any
financial benefits to copyright holders are incidental. Subsequent cases have cited
this decision in analyzing the organizational and operational tests for tax-exempt
status.
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