Chicago Metro. Ski Council v. Commissioner, 104 T. C. 341 (1995)

Social clubs may deduct editorial expenses from advertising income in computing
unrelated business taxable income under section 1. 512(a)-1(f) of the Income Tax
Regulations.

Summary

The Chicago Metropolitan Ski Council, a social club under section 501(c)(7),
published a magazine with both editorial content and paid advertisements. The issue
was whether the club could deduct editorial expenses from the advertising income
for tax purposes. The Tax Court held that section 1. 512(a)-1(f) of the Income Tax
Regulations, which allows such deductions, applies to social clubs. This decision
affirmed the deductibility of all publication expenses against advertising income,
resulting in smaller tax deficiencies than initially determined by the Commissioner.

Facts

Chicago Metropolitan Ski Council, a nonprofit corporation organized under Illinois
law, was recognized as a social club exempt from federal income tax under section
501(c)(7). It published the Midwest Skier magazine, distributing it free to members
and nonmembers. The magazine included both editorial content and paid
advertisements from ski industry businesses. For the tax years ending June 30,
1987, and June 30, 1988, the club earned advertising revenue of $40,296 and
$39,383, respectively, and incurred publication expenses totaling $36,311 and
$40,185. The Commissioner initially allowed all these expenses to be deducted from
the advertising income but later reconsidered, allowing only 39. 823% of expenses
based on the proportion of advertising space.

Procedural History

The Commissioner issued a notice of deficiency, disallowing a portion of the
publication expenses as deductions. The Ski Council petitioned the Tax Court,
contesting the Commissioner’s revised position. The case was assigned to a Special
Trial Judge, whose opinion was adopted by the Tax Court.

Issue(s)

1. Whether section 1. 512(a)-1(f) of the Income Tax Regulations, which allows the
deduction of editorial expenses from advertising income, applies to social clubs
under section 501(c)(7).

Holding

1. Yes, because section 1. 512(a)-1(f) applies to social clubs, allowing the deduction
of all editorial expenses from advertising income in computing unrelated business
taxable income.
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Court’s Reasoning

The Tax Court analyzed the legislative history and the language of the relevant
sections of the Internal Revenue Code and regulations. It noted that while section
512(a)(3)(A) defines unrelated business taxable income for social clubs differently
from section 512(a)(1), both sections use the phrase “directly connected with” when
referring to allowable deductions. The court rejected the Commissioner’s argument
that section 1. 512(a)-1(f) was inapplicable to social clubs, as the regulation did not
explicitly limit its application. The court also cited Ye Mystic Krewe of Gasparilla v.
Commissioner, which applied a similar test for deductions under section
512(a)(3)(A). The court concluded that applying section 1. 512(a)-1(f) to social clubs
was consistent with the regulation’s intent to allow deductions for expenses directly
connected with advertising income. The court emphasized that other regulatory
provisions provide safeguards against the subsidization of exempt functions through
taxable income.

Practical Implications

This decision clarifies that social clubs can deduct all expenses related to the
publication of periodicals, including editorial expenses, from advertising income.
This ruling impacts how social clubs calculate their unrelated business taxable
income, potentially reducing their tax liabilities. Legal practitioners advising social
clubs should ensure that clients are aware of this deduction when preparing tax
returns. The decision may also influence how the IRS audits social clubs and how
they structure their publications to maximize deductions. Subsequent cases have
followed this precedent, reinforcing the applicability of section 1. 512(a)-1(f) to
various types of exempt organizations.
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