CHURCH OF SCIENTOLOGY INTERNATIONAL
and

RELIGIQUS TECHNOLOGY CENTER

SUPPLEMENTAL SUBMISSION
PART I

August 3, 1987




TARLE CF CONTENTS

Tanle ¢f Zxhioits

Procedural 2ackgreound L. . . . . L
Examinration of a churcnh's
*commercial-like® activiczies is
prohibited by the Conszitution . . . . .,

Cemmercialism is Irzrelevane
when Aczivities are Inherently Exempt .

Commercialism . ¢ « v v ¢ ¢ ¢ 4 e 4 e e
A, Adverzising . « « v v 4 4 e e 4 e e
8. Reduced-ree Services , . . . . . . .
C. PriCifNg . v v v v v v v e e e e e e
1. Policy and Ecclesiastical Review.
a, Books . . . . . s 4 e 0 e e
b, E-Meters and Jewelry. . . . .
C. Services. . . . . .« .« o+ e
Z. ZIxperts on Pricing. . . . . . .
a., Experts on book pricing . . .
b, Experts on E-Meter pricing. .
¢. Experts on Jewelry. . . . . .
3. Analysis of Pricing . . . . . . .
4. Books . . . .
bc E-M.t.:s. . .

¢, Jewelry . . .
d. Services. . .

e ® &
.

e o o o

e e s o

e o & o

e o o o

e o & o
.

4. Increase in Contribution Rates, .
D. ReServes. . . . . « ¢ o ¢ « o o o o =

l. Scientology's Central Reserves
SYSEEM. . . . . . 4 e e e e e

2. Reserves Management . . . . . . .

a. Role of ecclesiastical
management. . . . . . . s e s




v.

TA3LT CF CCNTIUTS

5. Rcle 0of the Reserves
Committee

J. Anount of Reserves,
4. Planned Uses of Reserves.

a. Dissenirazion of the
technology.

(1) Public -dissemination of
200ksS . . .

(2) Esbablzshlng Hubba:d JLane: cs
Foundations .

(3) Cirgulaction of dzssenxna:zon
materials within Churcen
organizations . . . .

(4) Promoting the Purzfxca:xon
Ruadown . . . « ¢ « ¢ o« o«

b. Legal defense of the religion

¢. Acguisition, construction and
renovation of Church property

(1) The CSFSO facilities,
Clearwater, Florida . . . .

{2) Churches in the Los Angeles
AC@A. . « « + « 4 e . .

d. Egquipnment needed to carry out
religious functions . . . . . .

{l) Computer egquipment., . . . . .

{2) Transcribing and publishing
equipment . . . e e e e

(3) Tape and film productzon
equipment . . . . . . . .

e, Church publications and
public relazions activities

£. Support of Church staff .

E. Emphasis on Finance . . . . .+ « « « o « &

Conclusion . . . v v e e e e e e e e e e e e




G-13
G-14

TA3LE OF IXHIZ1ITS

1ence 0f Mental Healnwn®

*ITANTTICS vcdern S

safzzover

0

*DIANEZTICS Mocdern Science of Ment=al Heal:=n"
harécover

"Organization EIxecutive Course® 3asic Staff
volune O

Literary Agreement, dated June 1, 1982
cetween L. Ron Hubbard and New Erza
productions ApS

Sublicense Agreenment, dated June 8, 1982,
cetween New Era Puplications ApS and 3ridge
Publications, Inc.

Sublicense Agreement, dated March 15, 1983,
between New Zra Punlications ApS and Bridge
Pupblications, Inc.

Amendment to March 15, 1983, Sublicense
Agreement, dated February l, 1985, between
New Era Publications ApS and Bridge
Publications, Inc.

Jeclaration of Stephen Conland
Declaration of Glen Ruh

Sublicense Agreement, dated August 19, 1982,
between New Era Publications ApS and Bridge
Publications, Inc.

Amendment to August 19, 1982, Sublicense
Agreement, dated February 1, 198%, between
New Era Publications ApS and Bridge
Publications, Inc.

Agreement (E-Meter), dat-ed August 19, 19382,
between L., Ron Hubbard and New Era
Publications ApS

Declaration of Dudley B. Smith

Declaration of Cruzan Alexander




=332 CF ITXEI3:TS (concinued)

- . »
S Selb = segsrLziLc

G-.% S.alizense Agr2erment, dated January I, 1386,
affaczive as 2f Juine 8, 19352, teiveen VNew Ira
Funlica=.ons, ApS and Bridge Puziisazions,
ac.

G-18 License Agreemenz, dated May 28, 1982,
ne-ween Lafayectte Ronald Hubbard and YNew Zra
Punlizations

G-17 Declaration of Jack R. Revoyr

E-1 Finance Services llR

H=2 Package -- Dissemination of the Tachnolegy

-3 Package -- Lagal Jefense of the Religion

H=4 Package -- CSTSO Facilities

H=-S pPackage -- Cedars Complex

H-6 Packaga -- Hollywood Inn Building

H-7 Package -- 3o0arcing School

3-8 Package -- Reconstruction of Manor

£-9 Package -- Gilrman Hot Springs ‘

g-10 Package -- Computer Equipment

H-11 Package -- Transcribing and Publishing

Equipment
H=-12 Package -- LRH Public Relations Qffice
International

H-13 Package -- Church Publications

H-14 Package -- Support of Church Staff

J-1 National Geogracghic, March 1987

J=2 Abramson, H.S. Nazional Geographic: 3enind

Arerica's Lens on tne world (1987)




TA3LE OF TXHIZITS (concluded)

23

[ ]

-
. e

(4]

T=e Nazional Gecgrapnic Scciety
2333 I2s Form 990

The National Geographic Society
1984 IRS fForm 990

Tastimony of U.S., Cartographic Induscry
Merpers 0 the 3Subcommittee on Cversighes
Regarding the Review of Unrelated 3usiness
Income Tax (July 17, 1987).




Ny

4
(¢ ]
[
[9)
0
]
(9N
[§
(A}
(1)
) -
w
w
O
}
1
)
)
)

==.;35 sczmission (whe "Scpoiemenzal Sutmissien') is
seing filed Jointly by the Church of Scientclagy
Thrernational (°CSI") and Religious Technology Center
("’TZ*) fcr the purpose of supplementing the administraz:.ve
record with respec: to the determination of thelr
exemption under section S0l(c)(3) of the Code. This
submission embodies certain facts and legal argurents
discussed during.the January 1987 conference at the

National Cffice.

CS! and RTC applied for recognition of their
exemption under section 501l(¢)(3) on April 22, 1983 and
May 23, 1983, respectively. Between then and July 26,
19385, tne Service issued a series of eight letters to CSI
and six letters to RTC requesting a substantial amount of
addizicnal information on the details of their religious,
ecclesiastical and financial affairs. CSI and RTC
provided the IRS with extensive responses to these

requests.

Sucseguently, on January 7, 1986, the Service issued

very lengthy initial adverse determination letzters to CSI

and RTC (63 pages to.CSI and 70 pages to RTC) that




dealt wizth faczial and le2zal issces Zerzaining
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.- and
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¢ 29 & lesser
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23 azsivi.z.es conductzed oy
exzent, wi:tn factual and legal :issues concerning the
aczivizies of Church of Spiritual Technology (°CS7T*),
anczher Church of Scientology whose agplication for
exempzicn has teen pending before the National Cffice
since 1983, These letters are virtually identical and are
referred =20 individually as the *"CSI lLetter”®” or the °*RTC

Letzer® and collectively as the *Initial Letter.®

The Injitial lLetter tentatively determined that (CSI
and RTC are not entitled to exemption because they are not
crganized and operated exclusively for exempt purposes and
because they fajled to establish that they are entizled to
exeTztT status. In particuilar, the Initial Letter concluded
that these corganizations benefited the private interes:s
of L. Ron Hubbard through various licensing and assignment
arrangements and through their “commercial-like"*

activities.

On July 4, 1986, CSI, RTC and CST filed an extensive
protest (the "Protest®) that compiled for the first tinme
all tre facts and légal arguments that had been raised
over the exemption proceedings, The Protest consisted of

12S pages of detailed factual discussion and over 240

Fages of argument, The Protest countered each and every




cre of =2e challences ¢ontained in the Inizial Le=ter. It
also shmowed =hat the whole underpinning for the Service's
position -- benefi: to Mr., Hubbard -- evaporated with his

death.

Susseguently, CSI, RTC and CST conferred with the
Service at :the National Office (the "Conference®) to
discuss the factual information and legal issues contained
in the Initial Letter and the Protest, The Conference
began on January l4. By the time it ended, six days
later, the issues raised by the Service in the Initial

Letter had been substantially narrowed or clarified,

As a preliminary matter, the Service acknowledsged
that with the amendnments to their articles of
incorporation, CSI, RTC and CST now are ocorganized
exclusively for exempt purposes. The Service also agreed
to withdraw its position on private benefit for periods
after Mr. Hubbard's death if CST demonstrates that his
estate in fact is to be distributed as represented at the

Conference,

Most of the issues discussed at the Conference

related to activities conducted by or associated with CSI

or RTC and can be classified in two basic categories --
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srivate senefi:z for periods zefo
am~=arzialism. With resgect to privace zenef s, the
Servics focused primarily on the relationsnip Setween thne
Scienzology zeligion and Mr. Hubbard, including the
licensing and assignment arrangements among Mz, Hubzard,
Scien=ology Churches, and two Church-controlled pudlisa:ing
companies, Bridge Publications, Inc. ("Bridge®) and New
Tra publications Internaticnal, APS (°NZP®). The Service
alsc inquired into certain Church-sponscred activities in
supper: cf these arrangements. The issues taised by zhe
Service with respect to commercialism dealt primacrily with
the pricing of religious books, services and materials,
the amount and mapaqcmon: of Church reserves, certain
*commercial-like® activities such as advertising and the
caymen:z of cammissions, and a perceived overall concern

with profits in general.

Very few of the substantive issues discussed during
the Conference related directly to CST. Basically, the
Service put forth the position that CST is so closely
"conneczed® to CSI and RTC (and was to Mr. Hubbard) that
its exemption should turn on the basis of their
activities, CST pointed out that it is a separate and

autonomeous entity from CSI and RTC, that its application

presents factual and legal issues unique only to it, and




1Mat LT3 2Xemption must tnerefore te dezer=:ned
:ndezendanzly of theirs. Ccnseguently, on vay 21, .387,
CST sucmitted 2 separate supplemental submissicn t=mat

concerned only those issues pertaining to its exempt

status, including the distribuzion of Mr, Hubsard's escac-e.

CSI and RTC now are filing their Supplemencal
Submission., It will be filed in two parts. This
docurment, Part I, encompasses all factual and legal issues
relating to commercialism. Part II, to be submitted
within two mconths' time, will encompass all factual and
legal issues related to benefit p:ior to Mr. Hubbard's
death and will describe in detail the licensing and
assignment arrangements with €SI and RTC and the important
roles 3ridce and NIP play in furthering the Scientology

religion.,

CSI and RTC‘es:imato that the Service has asked
several hundred questions over the course of their lengthy
cetermination proceedings. CSI and RTC have endeavored to
meet each and every issue the Service has raised but are
concerned that one or two issues may have slipped by in
this unprecedented onslaught of questioning. CSI and RTC
therefore request the Service to inform them of any
cutstanding issue that may not have been addressed to its

satisfact=ion.

FREOD HNHOU



7=.5 Supplemenzal Suzmission presenzs facts and

.

arguments the Service has ye: to address., Indeed, tne

[¢%
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ea=n 2% Mr., Hubbard alone regquires the Service to al:zer
radically the position it has takan up to now. Fundamen:al
fairness requires that CSI and RTC be given a written
statemnent of the Service's new positicn, including the
facts on which it is based, and have the opportunity =9
respond if the Service's new position is still adverse.
Consequently, if the Service tentatively proposes to deny
exemption in light of these additional facts and arguments,
CSI and RTC respectfully request the opportunity to

discuss the Service's concerns at a conference at the

National Office,.
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The Service's tentative finding in the Iaiczial
Letter that the Churches fulfill their concededly
religious nission in a manner that serves an overriding
commercial purpose directly contravenes the clear
dictates of the First Amendment to the Constitution.
The Service's inquiry based upon certain perceived
*commercial factors" fosters excessive church/state

entanglement in violation of the Establishment Clause.

The Establishment Clause prohibits extensive and
ongeing governmental inspection of religious organi-

zaticns on the grounds that it leads to a degree of

religion, The Supreme Court has recognized the right
to Church autconomy free from state interference in a
series of cases. These cases explicitly recognize an
organization's right to decide, free from governmental

interference, matters of Church governmentl/, Church

L/ Cocrporation of the Presiding Bishoo of the Church

of Jesus Christ of latter Day Saints v. Amos,
g. S. , 55 USLW S00S (June 24, 1987). Kedrof?f v,

Saint Nicholas Cathedral, 344 U.S. 94, 119 (1952)

HoL



~azzers of faiin and docurine.d/ Churchnes have the
unferzered right to selec: thelir own leaders,3/ define
their own doc:rines,f/ resolve their own disputes)/ and
zun their own instizitions.3/ These rights include the
f:.ndamenzal freedoms to carcy on religious
activities,d/ to build churches and schools,l3/ to
conducs worship services,:l/ to engage in the
sacraments of the religion,12/ to spread the faithll/
and to solicit funds to further a religious mission.ld/
These freedoms are intrinsic to the very ixistonco of
religions and are fundamental to First Anendment

Jjuzisprudence,

¢/ Secrdian ESastern Orthodox Diocese v, Milivo-evich,
426 U.S. 636, 7.0 (1976).

3/ Kedroff, supra, 344 U.S. ac 107-108.

4/ Serbian Orthodox, supra, 426 U.S. at 710.

S/ Gonzales v. Roman Catholic Arch Bishop, 280 U.S. 1
T19237. (Decided on common law grounds); Kceshik v.
Saint Nicholas Cathedral of the Russian Orthodox
Churea, 363 U.S. 190 (196Q) (per curiam),

Presbvserian Church v. Mary Elizabeth Blue Hull
morial Praspyterian Churzrch, 393 U.S. 440, 449 (1969)

Kjon

AD\

7/ Jones v. Wolf, 443 U.S. S$95 (1979);: Watson v.
Jones, 80 U.S. CB wWall., 679 (1871) (deczd d on common
Taw grounds). (13 wall.)

(Footnotes continued on next page]
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into a Church's financial affairs. Til=on
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v, Riz=az4szn, 403 U.S. 672, €88 (1971);: walz v, Tax

Tammissicn, 397 U.S. 664, 639 (197Q) (3rennan, ..

coneurzing); Surinach v, Pesguera de 3usguets, 604 F, 24

73, 78-79 (lst Cic. 1979).

The Service does not -- and cannct -- argque that
the Church's religious program is a sham or that it
lacks substance. The Church possesses a rich and
extensive system of beliefs and program of religious
services that provides spirictual fulfillment to its

thousands upon thousands of adherents. Yet, the

(Footnotes continued from previous page]
8/ NL2B v. Catheolic Bishop, 440 U.S. 490 (1979).

3/ McDaniel v, Paty, 43% U.S. 618, 626 (1978).
{plurality cpinion)

13/ Pierce v, Society of Sisters, 268 U.S, $70 (192%)
ecided cn substantive due process grounds); Diatonian

Society v. City of Chicago Zoning Board of Appeals, 63
I{l. App. 3d 353. 380 N.E, 2d 843 (13787,

11/ Xunz v, New York, 340 U.S. 290 (1951); O'Hair v.
Andrus, 613 F.2d 931 (D.C, Cir. 13979).

12/ B8randon v. 3card of Education, 635 F.2d 971 (2d
Cir. 1980) (cert. den. 454 U.sS, 1123 (1981)).

13/ Heffron v. International Society of Krishna
consciousness, 452 U.S. 640 (1981); Follete v. Town of
Mcormick, 321 U.S. 573 (1944); Murdock v, Pennsylvania,
319 U.S. 10% (1943); Largent v. Texas, 118 U.S. 418

{1343); Jones v, City of Opelika, 319 U.S. 103 (19413).

14/ lacson v. valente, 456, U.S. 228 (1982); Murdock

v. Penansvivania, succa, 319 J.Ss. at lll.
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The Service wisnhes t2 gather extensive
information abou: and inspect the very details of the
religion for the purpese of making a determination
concerning the Church's status under the internal
revenue laws, Basically, the Service intends to pass
judgment on: (1) the method and manner in which the
Church engages in propagation efforts to see if they
further a "commercial purpese,”® (2) the method and
manner in which the Church sells and sets prices for
zne Scrip:tires and other religious material, (3) the
method and manner in Wwhich the Church establishes
contributions for religious sezvices, and (4) the
amount of reserves maintained by the Chuzrch and what
relacicnship this amount bears to the Church's

anticipated needs.

It is impossible to comprenhend entanglement mQre
extensive and comprehensive than this. The Service

intends to inspect, regulate and surveil matters

concerning the core religious activities of worship and




5 faizm and val.es nmow

The mos:t chilling progposition concerning the
government's insgpection of these purely religious
matters 1s that it 1s potentially limitless. Not only
is the government conditioning the determination of
exemption on these sacred matters, it must, a fortior:,
require continued compliance with these matters, as
they exist today, as a condition for exemption for all
future years. The inspection and analysis will be

ongoing. And it also will involve the core beliefs of

this faith,

The Service, however, may not °*dictate which v
practices are or are not required in a particular

religion.® Geller v, Secretarvy of Defense, 423 F.Supp.

16, 17 (D.D.C. 1976). Nor may the Service adopt its
own definitions of religiosity at odds with the

religicus beliefs of the Church. Bethel Conservative

Menncnite Church v, Commissioner, 746 F.24 388 (7th

Cir. 1984). 1If mere inquiry into a church's labor

13/ Propagation efforts are recognized as a core
finction of teligions and have long been afforded First
Amendment protection. See, e.g9., Murdock V.
Pennsvlivania, 319 u.s. 1095, TI1 (1943). No case

remcotely supports the proposition that Church autonomy

can be infringed because an organization attempts to
disseminate its beliefs using effective means and
techniques,
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1udge core ecclesiastical decisions is repugnant to zhe
Firse Amendren:. The Service's power to inter jec:

self into the Church's decision-making process (s "a

s
(a4

continuing (involvement] calling for official and
continuing surveillance leading to an impermissible

degree of entanglement.® Walz v. Tax Commission,

sudra, 3197 U.S. at 67%. Such an intrusive entanglerent
is "an incdependent evil against which the Religion

Clauses were jntended to protect.® LlLemon v, Kurtzman,

s.cra, 403 U.S. at 624.

Thus, in Surinach v, Pesguera de Busguest, 604

F.2d 73 (lst Cir. 1979) the Court refused to allow
governmental inquiry into the costs of running Roman
Catholic schools in Puerto Rico because the mere process
of inquiry constituted ®"a palpable threat of state
interference with the internal policies and beliefs of

these Church related schools.® 604 F.2d4 at 76-77.

The Court in Pesguera recognized that

interference with a religion's decision-making process,




wn2iner wnat inzerference 1s motivated Dy rmalignan: or

en.13n Lnte~ticns, sidbverzs the religion's own

governance and policies contrary to the Conszizuziocn.

Moreover, it seems likely that as the
regulatory process unfolds, some
determination of which costs are
‘necessary” and "reasonable® 1n the
ruaning of a private school would
have t0o be made. . . In short, the
value judgments and sense of
priorities of the regulator and
regulazee are likely to De grounded
in wnolly di1fferent concerns. And .
. « (A] wnolly secular cbojective
would ne furthered at the expense of
one which 18 religious. We find 1t
scant comfort that no such judgments
have yet been brought to bear. The
appellant's ability to make decisions
concerning the recruitment,
allocaztion and expenditure of their
finds 1s rntimately pound Jup 1n their
mission of religious educaction angd
thus 1S protected by tne free
exercise clause of the Firse
Anendment.

604 F.2d at 77-78., (Emphasis added).

The Church has the right to make its own
decisions free from governmental intrusion concerning
issues located at the religion's spiritual

epicente:.lé/ Here, the Service wishes to inspect,

16/ The finding of commercial purpose also violates
the Churches rights under the Free Exercise Clause by
conditioning exemption on the abandonment of the
doctrine of exchange and by burdening Applicants' right
to determine the manner in which they raise funds
necessary to the survival of the religicn. Hobie v.
Unemployment Appeals Commission of Florida, __ U.S. __,

107 S.Cx. 1046 (1987); Sherbert v, Verner, 374 U.S., 398

(1943). (See Protesg: I-1 - [-12).
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and ma1:2233 5f receiving ¢onzrizitions for its
religious services, and its policies and methods of
pricing i3S religious artifacts., 7The prospect of the
Service scostizizing its secular Jjudgment on such
macters as the amount of funds the Church needs to
safeguard its fusure, the manner in which it
disseminates the religion, and the expenditure of large
sums for the acguisition or repair of buildings to
house the practice of Scientology raises a chilling

spectre that is inimical to our system of governnent.

Here, the substitution of the Service's secular
onjectives faor the Church's own decisions is doubly ;
damning tecause the concept of “commercial purpose”
escapes opjective definition and allows for arbitrarcy,
ad hoc determinations detrimental to the Church.
Government action which restricts the exercise of First
Amendment rights by requiring priorz approval ot
requlation of such rights must be "susceptible of

cbjective measurement® Keyishian v, B8card of Regents,

38s U.s. 589, 603-604 (1967) and ‘*precision of

regqulation must be the touchstone.® NAACP v. Button,

371 U.S. 415, 438 (1963). See also Big Mama Rag, Inc.

v, United States, 631 F.2d 1030 (D.C. Ciz. 1984), Such
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23130 Tust also be Justified oy a comzelling staze
inzerest and =nhere mUst nNot exist less restriciive and

entangling alternatives. Walz v, Tax Cemmissicn, 397

U.S. 684 (197Q). No such cbjective and precise

rizeri1a Justified by a compelling state interest and

O

crafsed in the least restrictive manner have been

advanced he:e.ll/

Trhese cardinal constitutional principles cannot
be ignored. Matters at the heart of the Scientology
faith cannot properly be separated by the Service into
religious and secular components. Church activities
infused with areas of belief are simply not subject to
governmental inspection and surveillance, Regulation
0f matters concerning these core religious activities
1s tantamount to regulation of belief, Such
governmental activity is prohibited by the Firse
Amendnent, As Justice Brennan recently noted in

Corooration of Presiding Bishop v. Amos, supra:

17/ Applicants are avare of no other case where the
Service has refused to recognize a religious
organization because of the profits it derives from
religious activities., The Service's finding effects a
denominational preference by singling out Scientology
organizations while ignoring numerous other religious
organizations that engage in similar activities in
support of their religions. Laws discriminating among
religions are subject to strict scrutiny. See, e.g.,
Larson v. Valente, 456 U.S. 228 (1982).
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% mMakes =he apzlicazicn of a
-i3icus~-secular di1stinction
Crfficult s znat =hne character of an
acetivity 1s not self-evident., As a
result, determining whether an
activity is religious or secular
requires a searching case-by-case
analysis. This results in
considerable ongoing government
entanglemen: in religious affairs.

PYA ]

* L ] *

The risk of chilling religious
organizations is most likely to arise
with respect to nonprofit

activities. The fact that an
cperation is not organized as a
profit-making commercial enterprise
makes colorable a claim that it is
not purely secular in orientation.

* * L J

This substantial potential for

chilling religious activity makes

inappropriate a case-py-case /
determination of the character of a

nonprofit organization, and justifies

a categorical exemption for nonprofit

activities., Such an exemption

demarcates a sphere of deference with

respect to those activities mose

likely to be religious.

S5 USLW at S010 (Footnotes and Citations omitted).

(Concurzing Opinion).

The Service cannot ignore this sphere of
deference that attaches to the actions and decisions of
bona fide religious organizations. Its attempt to
inspcc:'and monitor the Church's delivery of its most

sacred activities violates Applicants' right to operate

free from the corrosive effecet of excessive
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The Service's focus on the alleged "commercial®
attributes of the Applicants' religious activities is
wholly misplaced. Applicants' activities and practices
which the Service has called into guestion are sacred
and innerently religicus activities that accomplish nut
cne purzose: the practice and progagation of the
religion of Scientology. They do not evidence, and
cannot be used to divine, a hidden nonexempt

‘commercial® purpese.

The Service repeatedly has recognized that
Scientolagy (s a bona fide religion and that Applicants
are religious organizations. The Service further
recognizes that the Applicants' activities advance
their religious purposes and are central to their
religious practice. Having accepted Applicants'
religious character and the fact that the activities at
lssue contribute importantly to accomplishing
Applicants' exempt religious purposes, the Service may
not ignore the fair impact of these determinations.

The Service is bound to accept that the questioned

activities are in furtherance of Applicants' religious




c.rscses witain the meaning of Section 33l(c) (.Y 7s

s
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reas tne mes: sacred beliefs practices of the

v

Scientology fair as "business® dealings undertaken for
secular zrofit is to deny the religious character of

she Applicants.2t/

*/ Tre Service of course, is free to look for a
nonexempt purpose in activities which are not
inherently exempzion related, After more than four
years of administracive review, however, the Service
has been unable to identify such a purpcse from any
other activities of these Applicants,

**/ Contrary to the position taken by the Service
during the Conference, both the Service and the courts
have recognized that certain activities are inherently
related to an organization's exempt purposes.
Activities which are inherently exemption relaced are
deemed to advance exclusively oxompt purposes without
further analysis or inquiry. See B.S.W, Group, Inc. v,
Commissioner, 70 T.C. 352, 359-_T97§ (F{Plecitioner s ,
cnly zole 1s thac of a conduit linking individual !
resaarchers with interested client organizations
seeking a substitute for full-time staffing. This
aspect of petitioner's service is not inherently
charitable, education, or scientific.®):; St. Joseph
Farms of Indiana v. Commissioner, 8% T.C. 9, 22-43
(1985) (“[{Pleti1tioner's equation of the farming
operaticns with its operation of schools, boys' homes
and foreign mission facilities is inaccurate. Clearly,
the lacter activities fall within the category of what
have traditionally been considered, in and of
themselves, charitable activities, Farming, on the
other hand, doces not fall within that category.®): Rev,
Rul. 69-572, 1969-2 C.B. 119 (°The performance of a
particular activity that is not inhezently charitable
may ncnetheless further a charitable purpose.®). See
also G.C.M. 38987 (May 13, 1983), underlying LR
8318089; G.C.M, 38841 (April 22, 1981) (*(A]ln activity
need not be inherently charitable or religious if it
accomplishes exempt purposes.®); LR 8250111, LR
8107006, and LR 8051011, all expressly holding that the
sale of certain goods and services are exempt as
*inherently educational.®




The Service, however, Talntains tha: 1: may
r.-mace i1nto Church matters sych as the pricing of zne
Scriptures and religious artifacts and the manner in
wrmicn the Chuzrch establishes donation levels for¢
religious serviceg to decermine whether Applicancts'
admi-tedly religious activities further a commercial
purpose. In support of its position, the Service

relies on authority involving sham churches such as

Parker v. Cormissioner, 365 F.24 792 (38th Cir. 1966},

and cases such as Scripture Press Foundation v, Unitad

States, 285 F,2d 800 (cCt., Cl. 1961), cert. denied, 368

U.S. 985 (1962), jnvolving a nondenominational
religious publisher. In these cases and the other
"church® cases on which the Service relies, the facts
requlred the courts to divine the purpose of the
activities at issue because the activities involved

clearly were not, as here, inherently religious.

In Packer, the principal activity of Dr. Merle
Parker’'s organization, the Foundation for Divine
Mediation (FDM), was the seeking of contributions,
donations or dues for the publication and distribution
of various courses and pamphlets, 365 F.2d at 797-98.

The Court of Appeals described one category of FDM's

publicationsg as follows:




A seccnd category of F.O.M's
T.clifaticns Were projects promising
Tne suZsScriding cusstcmer financial
reward. Though we express no opinion
as to what constitutes a religious
practice, these subjects appear to us
to nhave litztle, 1f any, visidle
relaticnship to F.D.M's religious
agctivizies., Cne project was the San:za
Ysanel Ming Tree Soc¢iety. Individuals
were induced to Join the society,

Upon the payment of the required
*dues"® they wcould be sent ming tree
seeds with instructions on their use,
Prospective customers of the ming tree
seeds were promised the ability to
gtow $1,000 worth of these trees on a
single window sill. A course in
*Suggestive Passivity Induction® was
offered and sold under the promise
that the practitioner of this art
could earn up to §10 an hour. F.D.M.
under the tutelage of Dr. Parker
initiated a "Ten Thousand lollar
Plan®, the subject matter of which is
not disclosed. The plan was cffered
to those who donated S10 or more and
promised to donate 10 per cent of all
tne prefic they made by the use of the
plan. *The Ten Thousand Dollar Plan"*
was later replaced by *The 25,000
Pyramid Plan® which instructed the
purchaser on how to raise earcthworms
for profit. A ten-lesson plan
entitled *Secrets of Wealth, Power,
and Success® was also promoted, It
cost the recipient $23.30 and promised
o;:ninqs of $1,000 within six months.
I L]

The Court also described the nature of Parker's

position as head of FDM:

Dr. Parker, himself, indicaced the
nature of his position as the head of
F.0.M. TwWo separate °help wanted"




advertisements inserted in a general
clccularzion newspaper indicacted thart,
"My pusiness 1s in the field of Direc:
Ma:l Advertising and Promotion." In a
letter to the Better Business Bureau,
Parker wrote, ‘! am a mail order
puclisher in business to stay.®' In
1952 Dr. Parker's income tax return
indicated that his principal business
activities were °selling books and
lecture courses by mail.* Id. at 798.

As the Service argued in the Tax Court, the

*church® itself was no more than a mailing list.

The "mempership® of FDM consisted of
those persons who signed and returned
the solicitation forms used in
announcing publications and obtaining
funds for the Foundation's

operations, These solicitation forms
were mailed to persons on mailing
lists rented or purchased by FDM. FDM
kept no formal membership roll. The
only place names of members were kept
was on nmetal addressograph plates used ‘
in addressing correspondence or
printing material for individual
‘members.® Brief for Respondent at
12-13, Foundation for Divine Mediation

——

v, commissioner, 24 T.C.M. 4l1 (1964).

On these facts, it was apparent that FDM's
activities in propagating Dr. Parker's “religion®
negated any religious purposes and the petitioner was
engaged in the pudblication and sale of commercial

materials.

Another case relied on by the Service is General

Ccnference of the Free Church of America v,
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sectzion S531(g)(3), went on to find that petitioner also
nad failed =0 establish it satisfied the operational
test of that section, In response to the Internal
Revenue Service's regquests for informaticn in suppore
of petitioner's application for exemption, petitioner
cited the lst, 4th, Sth, 9th, 1l3th and l4th Amendments
and argued the gquestions proposed by the Service were a
violation of these constitutional rights. To make its
answWwers even more cryptic, petitioner would frequently
cite the Bible as support for its constitutional

obcection:

2. How do you intend to sclicit new
merocership? You may submit descriptive or
promotional material used.

2. B8y word of mouth, Mark 16:1S5, Acts
S:42.

* * * ] * L | J

4. Upon becoming a member of your
organization, what are the 'doctrines and
usages' members will be required tc agree
to and to accept?

4. Objection.

S. Describe the ®rules and usages® which
your organization used to appoint your
trustees,

S. Objection. T Tim. 3:1-7, 1l1.

* * ] * » * *




15, oescrize thne religicus zellefs wnizn
your crgzan:ization follows, Is there a
saries of principles, code of conduct, or
systam of moral practice directly
resulting from acdherence to the beliefs of
your religion which governs the behaviot
of your merpers? If so, descrine in
deza:il.
15. (a) BSeliefs: Cbiec:ion.

(o) Yes,

(¢) Describe principles:

Objectzion., Marx 12:17.

16. What is the name of the text in which
your religious doctrines and precepts arce
found? Provide a sample copy, if
available.

16. Objection., 1 Cor. 2:9-13, 2 Cor. 13:6.

* * * * * | ] *

18. Does your organization study or
preach various basic principles gathered
from other religions?

18. Objection, 1l Tim, 4:6-7, 16, 2 Tin.
3:14, Titus 3:9, Mace., 6:7-8,

* * » » » * *

21. Provide detailed financial statements
of actual income and expenditures for the
period December 23, 1973, through March
30, 1977. The statement should clearly
idenzify all sources of receipts and the
purposes for which all expenditures werce
made. In addition, with respect to gifts,
grants, contributions and membership fees
the statement should show the name of, and
amount received from, each person from
whom you received amounts totalling more
than 2 percent of your total supporet.

2l. Cbjection, Matt, 6:1-4.

22. Please provide a detailed budget for
calendar years 1977 and 1978, including
income and expenditures.

22. Objection. Mate, 6:25-34., Matet,
-10:8-11. Mark 6:8, Luke 9-3, Luke 10:4,
Luke 22:39.

1 » L4 ] * | J *




.zaisnh specific informazicn
ncerning prescriced courses of study and
ain.ng tha: persons will take 1n order
gualify for ordination as ministers
nrough your organization,

Objection. 1 Cor, 1:17-31; 2:1. Mark
3-14. 71 T.C. at 920, n2.
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In a =hird case relied on by the Service, Western

Catholic Church v, Cormissicner, 73 T.C. 136 (1979),

exempt status was denied Lo an organization whose
*primary if not sole, activity® was the passive
investaent of funds *donated® by its founders, the
Slcugth Id. at 211. The Church had no place of
worship, no public religicus services, and engaged in
one-to-one ministry with at best a handful of the
founder's friends and acgquaintances. Id at 199-200.
in find.ng tha:z the pecitioner was operated for |
perscnal rather than religious purposes the Tax Court

cbserved:

During the years under examination,
petitioner neither conducted religious
services nor performed religious
functions on a group basis., Slough
was petitioner's only minister, having
been ordained by action of the voting
members at the annual meeting held on
May 1%, 1972. He had no theological
training prior to that time or between
then and the time of trial. No other
minister was hired by petitiocner. . .
. Although Slough claimed that there
were 40 members of petitioner, only
Slough, his wife and daughter, and two
other individuals, one of whom was a




mer employee 0f S.icugh and zhe other of
m x~neWw Slough pricr o tne

norazicn of petiticner have heen
.ed as mencers. Id. at 199-200.

o]

Nelzher Parker, General Conferenca nor Vvies-ern

Cathclis sucport the Service's position that it may

examine the inherently religious activities of a fully
functioning church to determine an undeclared
commercial purpose. Indeed, the Service's analogy to
these cases is absurd and can only mean it is

questioning the bona fides of the Scientology religion.

The other cases on wWhich the Setvice relies also
do not support the Service's position., The facts of
_those cases required the courts to look at the purpose
motivating the disputed activity because the activity
~was not, in and of itself, one which per se could be

deemed to advance exempt purposes.

In Scripture Press Foundation, supra, the court

denjed exempt status to a publishing house which had
accumulated over one million dollars from selling
Sunday School teaching mg:erials at commercial rates.
The court specifically noted that the organization was
‘not connected with any particular religious

denomination or chdtch, * 285 F.24 at 803, and

concluded that the accomplishment of any religious
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SoIoese was paorely *incidentalt to its coleciive %o
sell i1ts l:it2razure, 13. at 305-806.+

In Mus=zal Aid Asscociaticn of the Church of =he

Yran~ern v, Tmitad Sta-es, 759 F.2d 792 (1l0th Cirz.

L}

198%), the Court denied exemption to a mutual insurance
agsociation organized to preovide property insurance to
church members and congregations. The association
required scheduled premiums, invested its surplus and
established reserves for losses: jts underwriting
practices were consistent with those of the commercial

insurance industry.

In Riker v. Commissioner, T.C, Memo. 19585-225, 14

T.C.M. (C.C.H.) 903, aff'd, 244 F.2d 220 (9th Cir.

*/ There are many activities which, although not
exempt if engaged in by mcst types of exempt
organizations, qualify for exemption when conducted by
churches or other religious organizations. For
example, cemeteries not aligned with any religious
faith have been denied exempt stacus, see Child v,
United States, %40 F.2d %79 (24 Cir. 1378), while
cnurcn-arfiliated cemeteries have been recognized as
exempt. See Q'Leary v, Social Security Board, 153 F.2d
704 (3d Cir. 1946); Passiac Hebrew Burial Assn. V.
United States, 216 F.Supp. 500 (D.N.J.) Likewise, a
Fudlisner affiliated with a specific religion was ruled
exempt. Presbyterian and Reformed Publishing Co. v.
Commissioner, 743 F.2d 148 (3d Cir. 1984). Similarly,

the Service has recognized that while compilation of
genealogical data ordinarily is not an exempt activity,
Rev. Ru. 67-8, 1967-1 C.B. 142, it qualifies as exempt
when done to perform religious ordinances dictated by
the Mormon faith, Rev, Rul 71-%80, 1971-2 C.B. 2138.
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tm2 Zcours ruled, for puroeses cof crnarizacle
12as, t"mat zhe ¢church there invelved was no:
crperatzed excluisively for exempt purposes due to i:s
crerazian of nunerous commercial enterprises, including
a laund:zy and dry cleaner, restaurant, lurber vard,

suls garden, farm, and warehouse.

In Schoger Foundacicn v, Commission, 76 T.C. 380

(1981), the peti-ioner operated a mountain ledge which
it characterized as a religious zefreat. The Tax Court
ruled that the religious activities at the lodge were
only incidental to the recreational and social
activities and that the lodge was therefore not

operated primarily for exempt purposes.

All of the other cases cited by the Service
upheld the exempt status of the affected organizations,
tuling thaz the *commercial® activities advanced
substantially exempt purpcses rather than nonexempt
purposes. Again the Court was required to examine the
purpose of the activities only because they were not

inherently religious., Bethel Conservative Mennonite

Chureh v, Commissioner, 746 F.2d 388 (8th Cir. 1984),

(Voluntary medical aid program conducted by a church

congregation held to further exempt purpose.); Pulpit




v, Cs=riussizner, T3 T.C. S35 (1378),
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dencminaticnal odrnal to help clergy in religious
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freaching neld exempt activity.); Golden Rule Church

Assc¢iatian v, Csmmissicner,. 41 T.C. 06 (1964),

~snacy., 1964-1 C.3, 8, (Commercial-type activities
ineluding lumber processing, wood product fabrication,
hotel and laundry services and a plant nursery held to

be underzaken £or exempt purposes.); St. Germain

foundaricn v, Commissioner, 26 T.C. 648 (1956), aca.

1956-2 ¢.B. 8, (Sale of religious literature closely
associated with the religicus purposes of the

pezitioner.); Alive Fellowshio of Harmonious Living v,

Commissicner, T.C. Memo 1984-87, 47 T.C.M, (C.C.H,)

1134 (1984), (Training program conducted at “resort®
type facility held to further religious purpose.); and

A,A, Allen Pevivals, Inc. v. Commissioner, T.C. Memo

1963-281, 22 T.C.M. (C.C.H.) 1435, (Production and sale
of magazines, books, music records, tape recordings and
pictures held to advance the religious purpose of the

organization.)

7O support its position that it may examine the
core religious activities of worship and the
transmission of the Scientology faith for a “commercial’

purpose, then, the Service relies on cases in which

S ] FROD NOU
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2iner zne facts describing the way the religion was
srcpagatad negate 3 religilous purpose or :tne dispguted

astivity was noz in and of itself inherently exemption
related. Where activities are inherently exemption
related, however, as are the activities Iin gues:tion
here, there are per se in furtherance of exempt
purposes; no further analysis is requized or

ermitzed., Commercialism is not a factor to be
P

considered,
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At the Conference, the Service began the discussicn
on comrmercialism by identifying the following factors as
indicactive of a commercial purpose: (1) fuinneling profics
to the benefit of private interests, (2) setting prices to
produce high profits, (3) accumulating reserves for no
purpose, {4) using commercial advertising techniques, (9)
failing 20 offer reduced-fee or free services, and (§)

requizing high earnings as a policy matter.l/

Thus, the Service expressly premised its position on
commercialism on benefit to private interests, the very

same posizion it took in the Initial lLetter. Its

'/ At the Conference the Service initially included
payment of commissions to fundraisers as a factor,
Subseguently, the Service acknowledged that paying
percentage commissions to fundraisers for section
S01(c)(3) organizations has been held permissible by the
courts (e.g., World Family Corp. v, Commissioner, 81 T.C.
958, 968 (1981), acqg. an nonac%. 984-2 C.B. 2), and
Chief Counsel (e.g., G.C.M. 3 S (Oct., 6, 1982)). As the
Service has stated, percentage compensation arrangements
“ill not jecpardize exemption so long as the arrangement

affords “protection against the diversion of charitable
assets.® A.0.D. CC-19%5-013 (World Family Cord.) (Dec. 20,

1383)., At the end of the discussicn on commissions, the
Service agreed that the commission arrangements in
questicn protect against the diversion of Church assets
and that they are reasonable and, in the context of the
Scientology religion, ordinary and necessary. Finally,
the Service ¢oncluded that commissions no longer is an
issue in these proceedings.
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crganizazion's encdeavor. As CSI and RTC pointed ouz in
the Pratest, regardless of any possible merit this
pesizion may have had during Mr. Hubbard's life (and it
nad ncne), it certainly cannct be an issue for pericds
afrer his death. Consequently, the Service had no choice
but to alter radically i=s position and base its finding
of commercial purpose on other grounds. (As noted above,
private benefit will be the subject of Part II of the

Supplemental Submission CSI and RTC will file and will not

be discussed here.)

The Service never articulated plausible grounds for
finding of a commercial purpose for periods after ;
Mr. Hubbard's death., Indeed, the only rationale the
Service can offer for continuing to asser: commercialism
now is that the Church's present commercial pucrpose is “to
maximize profits.® In other words, that a substantial
purpose of the Church is to °*make money simply for the
sake of accumulating more money® even the Church,
according to the Service, is no more than a modern day

Silas Marner leading a never-ending nightmarish quest for

the dollar.




Tne ServiZe gased its findiag on the five remaiaiag
f3zc27s5, wLin h2avier welght given high prafiszs and
acrniedizazad reserves. In fact, as :he Service stazed,
t=e single meost important £factor -- to the extent there s
cne fag:3z -- is the presence of nondedicated reserves

s.nce Wwiinout tnem there essentially would 2e no "profizs.”®

3elcwWw 1S set out the Service's position with resgec:
2o eacn fac:or when the Conference ended and then those
facts necessary to meet the Service's concerns. These
facts uneguivocally establish that the Service (s wrong on
all counts. <Churches of Scientology do not engage in
commercial-like advertising, nor do they require high
earnings as a policy matter. They do prcovide reduce-fee
or free services., More importantly, prices and
contribution rates for religious books, material and
services are set at amounts designed to keep the
crganizations operational and help the religion expand,
not to produce high profits. Finally, there simply are no
sndedicared resezves., Every penny in guestion is

dedicated to a specific religious use and is s¢o managed

each day by CSI's financial personnel.
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nce2 the Service tegan =ne discussian
on adverz:.sing by stating that seczion S0l(c)(3)
crszanizaziong are free to use state-of-the-art advertising
tecnhniglies to promote exempt purpcses without jeopardizing
thelr exemption., However, the Service noted that the
technigues mus: further exempt purposes and not be
essentiallly "commercial-like.,®* According to the Service,

advertising is "commercial-like® and not exemption-related

if it is deceprive.

The Service explained that it believed that
commercial-like advertising was being practiced because
cerza:n Churches of Scientology were publishing deceptive
llterarture apout contribution rates, As evidence of this
practice, the Service pointed to Attachment 13 of the
Inizial lLetter, a copy of the back cover of a 1982 issue
of Celebrity magazine, (distributed only to
Scientologists)., This literature offered °"greatly reduced
rates® for "up to two Introductory Auditing packages

consisting of 12-1/2 hours per package® to ®anyone who

hasn't prewvwiously had auditing.®
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7.2 S=2rwviz2 guoesticned wnether ztnis 0ffer was
- 4 - -z - P RN y -2 -~ am- <
sr.wnfll sinze, 2zzording o its understanding cf

Sciento.ogy's doctrine of exchange, all contrizuzion ractes
—.st De "f.xed" at speclfied rates that cannot be changed.

T-e Service agreed to drop "commercial-like® advertising

N

as an issue 1f CSI and R7TC could establish that the ;

literacure in guestion was not deceptive, ‘ ;

As CST and RTC pointed out during the Conference,
the Service apparently misunderstands the religion's
system of fixed donations and doctrine of exchange. This
system is intended to reflect a reasonable level of
exchange hetveen ;he parishioner and the church and is
specifically designed to accomodate varying levels of
excnange. when the church in question or the religion as v
a whole derives some unique benefit from the exchange in
question, contribution rates often are reduced to reflect
this greater exchange from the parishioner. For example,
one very important goal of the Scientology religion is to
encourage the training of auditors so more religious
services can be made available to the public., To
accomplish this goal, CSI permits Churches to offer a
significantly-reduced contribution rate to parishioners

who ask to take all the training courses necessacry to

become an auditor in one set program,
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rears cf8f2rad a radiced contrizution rate for pgreviding
cregrams of religious services to individuals

wno nave never received Sclentology services tefore. As

3

aszed ancve, the literature in gquestion offered "greaczily

educed rates”® for up to two sets of 12-1/2 hours of

"

services. DJuring 1952 when the literature a- issue was

conzribucsicn rate for 12-1/2 hours was

+-

J4sed, the usua
§2,125., 7The reduced rate available through this
introductory program was $§650 at that time, about 70
percent less zhan the usual rate. Currently, the
introcductory program offers five hours of religious

services (tnhe egyivalant of $1,612) for 350.

CS? and RTC believe that these contribution rates
are "greatly reduced”" and that the literature in question
therefore is not deceptive., Consequently, CSI and RTC

assume that ®commercial-like” advertising no longer is an

1ssue 1n these proceedings.
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Zuring the Conference, CSI satisfied most of =ne
g.estlons the Service nad raised in the Initial Letter
concerning the provision of religious services for free or
rediced conctributions., (These matzers are detajled in tme

section on how contribution rates are set, infra.)

The Service's only remaining concern on this issue
at the end of the Conference was clarification of the
Church'sipolicy regarding the contribution rates set for
members of the Sea Qrganization and other Church Staff

members.

A staff memcer who is not a Sea QOrg member -- in
most instances a staff member of a Class IV Church -- is
entitled to receive all of the religious services offered
at that Church for free. 1In addition, these staff members
can also receive upper level religious services at
advanced level Churchs for one-half of the fixed

contribution amount.

Members of the Sea Organization are entitled to

receive all of their religious services, including upper

level services for free,.




In adiitiln, SC1entology Course materials arce
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ta mersers enszased in religious fraining. Sea Crg
-am=ers can also purchase thejir cwn volumes of the

"
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res at nalf-price directly from 3Bridge.
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These free and reduced services are provided by the
Church as long as these individuals remain on staff, If
individuals leave employment prior to the expitation of
their staff covenants, they are requested to reimburse
their Church for the full amount of the services they had
received. This armount declines with each year of sezrvice
unzil five years, when a maximum reimbursement of §2,500
i5 required, However, the Church has never attempted to

enforce rairpursement in a court of law and, as a natter

of Church policy, will never do so.
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A= ==2 Carfaranza nne Servize ra:sed a nymcer of
seszisns concerning tme mesnhods uysed to sat prices and
caATrisssion razes for religicous bceoks, materials and
serv.ces. A3s ncted ancve, the Service's sasic positicn 1S
smat prices and contricution rates are set for the pu.pose
0f maximizing profits. In thnis way, the Service reasons,
Churcsnes of Scien:tology can make even ncre money to hcard
in reserves. To suppor: its positicn, the Service pointed
to tWo lis=s of contribution rates (Attachnents 8 and ll
to the Ini=ial Lecter), which showed thac rates for
certain religious services doubled between 1982 and 1984,

the years :the lists were published.

The Service asked CSI and RTC to explain how prices
and ccntzisution rates for books, materials and services
are sez, Specifically, the Service asked whether they are
set SO as o encourage pecple to receive services or
otherwise accomplish some religious purpose, or simply to
produce high profits., The Service also rejterated its
request: f£o2r purchasing and pecicing information with
respect t3 "a representative book, E-Meter and items such

as, a Class IV Minister's Badge.'?/ <(CSI Letter at 56: RTC

L/ Very few Class IV Auditor's Badges are sold, despite
their low price ($15) because they may be purchased only
By Scienzologists who have progressed to a prescribed high
level of ministerial training. Consequently, CSI decided
t0 substitute this item with the mos: popular item of
Scientaloay <‘ewelzy in terms of sales, tne sterling silver




€3ze3rs Siner tnan sr2ed pessisLly SoSuld Rmave przIsgtad otne
0C-percent increase in contriduzion rates for religious
servizes zezween 1982 and 1934.
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All prices and conzribu%tion rates are ses pursuyan:s
20 Churca policy, as adopred by CSI. In general,
proposals to change prices for books, EI-Meters and ewelry
iniciace with Bridge, are approved by CSI, and are then
veri1fied oy RTC. ©Propcsals for changing contribution
races £or services initiatce and are approved within CS:
and are then auzhorized by RTC., Contrary to the Service's
asserz.ons, nei=her L. Ron Hubbard, NEZ? nor any other
entity estapclishes prices and centribution rates. (See

RTC lLetter at S58.)

The substance of CSI's policy for setting prices and
contribution rates is quite simple: all prices and rates
are set to enable Churches of Scientology to provide the
services, Scriptures and cther materials of the religion
to more and mcre members of the general public so that
everyone eventually can achieve spiritual salvacion. CSI

accomplishes this policy by requiring all pricing

proposals to undergo exzensive review by the managers and
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vas cf tne ecclesiastical nierarzhy wno are

rn

iavelved 1o tne production, dissemination or delivery o
t-~e puDlilazion, servic2 Or material iavalved., Th:is
@xtensive revi.ew 1s ecclesiastically mandated to ensure

232h progssal neets the following three crizaria.

.a

)

irst, the price or rate must be affordacle o a
croad segment of the general public. Second, the price or
rate must enable the Church to recover the costs of
production or delivery (whether incurred by 8ridge or a
Chuzrch). 7Third, the price or rate must produce a
sufficient return to enable the Church {(or Bridge) to
remain operational so it can continue performing i:s
finction, replenish stocks if necessary, and expand so i:

can provide for or minister to an ever grawing

(A ]

ccngrecaszion.

While CSI employed different methods to implement
this policy over the years, the basic policies and review

procedures nave remained unchanged.

The policy for books, E-Meters and jewelry
contemplates that Bridge's net receipts {after costs)
equal approximately one-third of its costs, and that

Church bookstores receive approximately 2-1/2 times the

royalty payable, less the amount of royalty. Thus, CSI's
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azains: 3r.:lze's ¢osts (for its share of recersts), and
another faczor i1s multiplied against the royalsy aroun:
(for the Church's share of receipts). The sum o0f the nwo

resulting prcoducts 1s the suggested selling price,

The sgpecific factors used for a particular bhook,
E-Meter or item of jewelry differ depending on the maximum
discount Bridge offers Church bookstcores and the discount
bookstores offer purchasers. For example, if Bridge sells
a bock at a 60 percent maximum discount, it will receive
40 percent of the list price if the book is sold at list.
To be assured of a profit of 1313-1/3 percent over its total
¢sst, 3ridge would multiply 1.33 by the factor by which it
would mulziply its 40 percent receipts %o obtain 100

percent of the list price:

40y x 2.5 = 100%
2.3 x 1.33 = 3,34

The resulting 3.34 factor is then multiplied against
3ridge's cost (for its share of receipts) and the 2.5

factor is multiplied by the total royalty (for the

Church's share of the receipts).




sz T-Meters, 3ri1dse would receive 45 rercent
g€ =ne L.3% price 1f the E-Merters were to be sold a:
1i5t, T2 be assured of a profit of 33-1/3 percent over
=5 =53l ranufacturing ¢cost (including overhead), 3ridge
mocltiplies 1.33 by the factor by which iz would mulciply
its &5 percent receipss to obtain 100 percent cof the listc

price:

48¢ x 2.222 = 100%
20222 x 1,33 = 2.96

The resulting 2.96 factor is then applied against Bridge's
mansfasturing costs (to determine Bridge's share of the
ra2ce.zts), and tne i.ZZZ factor 18 rounded to 2.2 and
acplied agains: the total royalty (to determine the

Church's share of the receipts).

At present, and for most of the period in question,
prices and rates were set pursuant to the methods and

review procedures discussed below.

a. 300ks

Suggested prices for bocks are developed and

initially proposed by Bridge's Manufacturing Secretary,

who 18 11 charge of the divisicn in Bridge that produces




235, I-v¥272rs and ciner Tater.als., Tha Manifactiring
S2crezary ISrTulates @ 200Kk pricing grepesal frem fizures

£or all expenses 3ridge in

O

$rs 1n
pracucing the book =-- plan: costs, manufacturing costs,
cvernead and author royaliy. Wwith these costs in nmind,
tne Mangfacturing SecCretary arrives at a price designed 2
agcnieve Churceh policy of: (1) making the Scriptures
avallable at affordaple prices to broad segments of zhe
punlic, (2) recovering the costs of publication, and (3)
producing a sufficient return to enable B3ridge and Church
Dockstores to rermain cperatiocnal, replenish stock and

expand.

The precise formula the Manufacturing Secretary

"

S.1cWs o establish an approximate suggested price is to
multiply the sunm of 3ridge's plant, manufacturing and
overnead costs by 3.34, and to add the resulting produc:
to 2.5 times the total royalty. The suggested price may
then be modified slightly in light of the type of book in
question. As discussed, this formula is based on a
maximum discount of 60 percent and is intended to permit
3ricdge to realize a reasonable per copy profit of 33-1/3
percent over the combined plant, manufacturing and

cperational overhead costs, and to permit church

Dockstores to realjize reasonable net receipts (not
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Cnce the Manufactyring Secretary finishes a
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neads of Bridge's ten Divisions, cocrdinates daily
oreratzions among the DJivisions and generally advises
3ridge's seniocr executives, It reviews the Manufacturing
Secrerzary's pricing proposal from the perspective of each
Jivision in order to ensure that it is consistent withn
3ridce’'s overall goals, that the price is reascnable, and
that the wholesale price (s in line with Bridge's current

discount strucstize for other books.

The Advisory Council passes its recommendations to
3ridge's senjior ecclesiastical governing body, the
Execuitive Council, which is composed of Bridge's Presiden:
and 1ts Senior Vice Presidents for Marketing, Internal
Affairs, Pudlic Affairs and Trade. The Executive Council
reviews and either approves, vetos or amends the Advisory

Council's determinaction,

All proposals approved by the Executive Council are

then reviewed by Bridge's Finance Banking Officer to




Fcsal has ceen reviewed and approved
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through the nhighest levels In Bridge, 1t is transmizzed =3
CSI for review and approval by the senior executives of
the ecclesiastical hierarchy. CSI's Senior Executive
Stracta is 1initially responsible for reviewing all pricing
propesals. The Senior Executive Strata is CSI's senior
management body and is responsible for coordinating
strategic planning, development and expansion of the
religicn. E£ach member of the Senior Executive Strata is
responsible for one of the twelve functions of the
Scienzolecgy religion that contribute to its continued
growth. (See Protest at 8-20 to B-23.) Three of these

finctions -- Bocks, Materials and Marketing -- are

involved in the book pricing process.

The members of the Senior Executive Strata
responsible for these three functions are the Books
Zxecutive International (overall responsibility for Church
books from production to promo:;on and distribution), the

Marketing Executive International (responsible for the

dissemination of the religion to the public and the rapid
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szircu=aal advangement of parisnicners), and tne Materials
Tx2cumive nt2rnat.ional (responsidle for coordinating
csmpilacicn, assernly and production of the Scriptures).
Tney exanine 8ridge's proposal to assure that it compor:s

< wm
-

e was

the Chyzch's goal of continued expansion througn
sroad disseminatcion of the Scriptures and still permizs a
reascnable return to Bridge and Church bookstores so they
can replenish their inventory, remain operational and

expand.

Once their review is complete, they present their
proposal to CSI's International Management Executive
Committee for final determination. This committee is
chaized by CSI's Executive Director International and is

composed of all 13 members of the Senior Txecutive Stratza,

Proposals approved by CSI's management undergo a
final review by the senior ecclesiastical body of the
Scientology faith, the Watch Dog Committee (°WDC®). WDC
18, in essence, an ecclesiastical docard that oversees the
practice, propagation and expansion of the Scientology
faith. It is responsible for overseeing the entire

international ecclesiastical management structure of the

Churech in order to ensure continued expansion of the faith.
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me Tender of WOC Witk priTary resgonsisilisy for

re 234103 T3Sk pricing preposals is WOC Puls., WIC Puss 1S
the mCst sanior ecclesiastical official that oversees tne
Churen's publishing organizazions and also serves as a
trustee of International Publications Trus:, the owner of
all c¢f 3r.dge's ocutstanding shares of stock. WDC Pu>os
revievs the determination nmade by the International
Management Etxecutive Committee to ensure that it is in
accordance with Church policy, that it is designed to

forward the Church's propagation efforts, and that i® is

financially feasible.

Once WDC Pubs endorses the determination, the review
process within CSI is complete. The final determination
LS then sent to Religious Technology Center for

adthorization.

RTC performs a unique function with respect to the
pricing of books (as well as of religious services and
materials). RTC was formed for the exclusive purpose of
supervising the delivery of Scientology's religious
technology. Through two assignments in 1982, L. Ron
Hucoard gave RTC all rights to the Scientology marks

worldwide (subject to a prior limited license to NEP) and

all rights to the use of the Advanced Technology in the




a.egd §mazas, 1a rezurn for these rign
dalegaze =heir Jse to CSI and ozther Churches of
Scienzology and then tO supervise their use to ensure they
are applied and are managed according to the Scriptures.
~=ys, :wne ecclesiastical authority over the marks and
Advanced Technclogy consists of CSI on the management sice

and RTC on the supervisory side.

Since tcooks bear and are sold under Scientology's
marks, RTC'sS Authorization, Verification and Correction
Unit International, as a de minimis part of its
activities, supervises CSI's marnagement of book pricing
(as well as pricing in general) to ensure all final
pricing proposals have been detezrmined in accordance with
the Scriptures, ~he Authorization, Verification and
Correction Unit basically reviews all proposals and their
processiné through Bridge and CSI for compliance with the
policies and approval procedures outlined above. 1If all
steps were properly taken, the Authorization, Verfication

and Correction Unit approves the proposal for publication.

A chart illustrating this approval process follows.




CIDGE PUBLICATIONS [INC.
FINANCE BANKING
OFFICER (FBO)

I} \
\
\
\
\
\

\
EXECUTIVE COUNCIL (EC) \

ADVISORY COUNCIL (AC)

MANUFACTURING SECRETARY
(MFG SEC)

\

CHURCHII OF SCIENTOLOGY

INTERNATIONAL

7. WOLC pPuUBS

6. INTERNATIONAL MANAGEMENT EXECUTIVE

COORD INATION COMMITTEE ( IMEC)

\
\
\
\
\

b )

5. BOOKS,
INTERNATIONAL

MARKETING AND MATERIALS EXECUTIVES

RELIGIOUS TECHNOLOGY CENTEN.

8. AUTHORIZATION,
AND CORRECT HON
INTERNAT LONAL.

VERIFICATION
uHLT
(AVC)

T1-5
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n, ZSevazerg and Jawelrvy

procecures outlined above for books only in the member of
CS$3:'s Senicr Execuitive Strata who begins CSI's review. As
Wiz Deeks, sdJggested prices are initially formulated and

proposed by Bridge's Manufacturing Secretary.

For T-Meters, e Manufacturing Secretary formulates
a sugGested price designed to achieve Church policy of:
(1) providing.E-Me:ers to qualified individuals at
affordable prices in order to promote spiritual
enlightenment and ministerial services as widely as
technically feasible, (2) recovering the costs of
production, (3) funding research, and (4) producing a
sJifficient return to enable Bridge and Church boockstores

T rema.n cperational, replenish stock and expand.

The precise formula the Manufacturing Secretary
follows to establish a suggested price is to multiply
Bridge's total manufacturing cost (including overhead) by
2.96, and zo add the resulting product to 2.2 times the
total royalty. (These factors are based upon the maximum
discount to Church booki:ozos of 55 percent.,) The

suggested price may then be modified slightly in light of

the particular E-Meter in question,
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Since generally conly a limited numner cf
cazisnicners and chuireh staff desire to purcnase relig.Laus
sewelry, Chuzch policy for pricing jewelry is nc:
scecifically directed to Sroad disseminacticn goals.
Racther, Church policy simply is to ensure that (1)
Scientology jewelry is available at reasonable prices,
considering the traditionally high cost of silver., gold
and other materials, (2) Bridge and Church bookstores

receive some reascnable recurn for making these items

avajlable to interested parishioners and staff,

The formula used to establish suggested prices for
jewelry is to multiply Bridge's per unit cost (excluding
royalty and overhead) by 2.5 to obtain the discounted
retail price, from which the list price is calculated,
The resulting price is then adjusted slightly and varies
depending con the price of silver. As noted before, the
objective of the formula is to permit Bridge to realize a
reasonable profit of no less than 33-1/3 percent over its
fer unit cost (excluding royalty and overhead), and to
permit Church bookstores to realize reasonable net
receipts, which work out %o about 1S percent of the

discounted price.

After the Manufacturing Secretary finishes a

proposal (whether for E-Meters or jewelry), it is reviewed
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~ixke prcpesals for ocoks, Bridge's final
dererminazicn for E-Meters and ewelry is sent to the
CSI's Senior txecutive Strata for review in order to
assure that |t comports Wwith the Church's policies and
goals. The members of the Senior Executive Strata
responsible for reviewing pricing proposals for E-Mecers
and jewelry are the Audio-Visual and Materials Executives
International. On their approval, the proposal undergoes
a final determination by the International Managemen:
Executive Coordination Committee and then final
ecclesiaszical appgoval by WDC Pubs. Finally, the
Froposal 1s transmitted to RTC's Authorization,
verification and Correction Unit for authorization for

publicaszion.

A chart illustrating this approval process follows.




IDGE PUBLICATIONS INC. CHURCH OF SCIENTOLOGY INTERNATIONAL RELIGIOUYS THCHHOLOGY CUNTER

FINANCE BANKING \ T. WDC PUBS --—- oo » 8. AUTHORIZATION, VEHIEFICATION
OFFICER (FBO) \ AND CORRECTION unt
1 INTERNATIONAL (AVC)
\
\
\
\

EXECUTIVE COUNCIL (ECI\ 6. INTERNATIONAL MANAGEMENT EXECUTIVE
COORDINATION COMMITTEE ( IMEC)

\ W
\
\
\
. L
ADVISORY COUNCIL (AC) S. AUDIO-VISUAL AND MATERIALS EXECUTIVES o
. INTERNATIONAL

MANUFACTUR ING SECRETARY
(MFG SEC)




sr satsting gznzricusion levels for
religicis services is to set them so suffictent funding is
crovided 1o agniave tnhe Church's primary gcal of wide

s1sses.mazicn Of the religious tacnnoLlogy 3and spiritial

Ocdinarily, a pricing cfficer posted below CSI's
varketing Executive International (a merder of the Exec
Strata) is responsible for initially proposing
concribution levels for religiocus services, including

ixed rates and any reductions in rates and scholarcships.
His proposal would be raeviewed by the Markerzing Executive
~zernaz:2nal and then by the Deputy Executive Director
ca=ernacional, Prcduction (who is immediately Jjunior to
-he Executive Director Internaticnal, the senior-most

£ficial in the Church's ecclesiastical hierarchy). In
actual practice during the past few years, the Executive
Sirec=sr Iaternational, Marketing has prepared the 1initial
sroposal, often in consulzation with the Marketing

Txecutive International.

Prcposals for contribution levels are designed to

achieve Church policy of (l) making the entcire spectrum of

Scientology's celigious tecnnolaogy available to the
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~.n.3%e23 n crder 0 increiase dissemination of cthe
resnncl2gy, (1) assuring tnat the Churches and Missions
that preovide the technology to the public remain vianle
enti:las capaple of expanding, and (4) providing funds fcr
rther dissenination of the technology and growzh of che

religicn as a whole.

Church policy does not have any rigid formula for
estaplishing contribution rates., In fact, different
methods are used from time to time. All are designed
simply to produce reasonable contribution levels and
sufficient receipts to keep Churches operational, pay the
living exgenses of staff personnel, and to enable the

religion =2 exzand.

For example, the basic formula used from 1984 to
1987 for setting contribution rates for Class IV Churches
contemplated that Church policy could be achieved if
contributions received per staff member roughly equalled
five times the average income (or ®cost of living®) for
the particular country involved., While staff receive
nominal compensation, the cost of living standard used was

the average upper lower-class or lower middle-class pay

scale for that country. The excess over actual staff
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Iz-sensaticn scovered cvernead, s:aif welfare, managzasen-,
reserves, and 2.1l c:iner exgensas

Thls fcrmula may te illustrated as follows:

2 (S) x {(cost ¢f living standard)

Suggested rates are developed under zhis formula by
working from an assumed model religious program for an
average Class IV Church with S0 staff personnel. This
pregram would consist of 10 New Era Dianetics courses, 19
Acadeny level courses, 30 introductory courses (like the
E£ssentials of Dianetics and the Dianetics workshop), and

325 hours of auditing services. CSI! believed this mixture

(6]
"

cerzificate courses and auditing services represen=ed

(e}

ne 1ceal minimum program of religious services for a

typical community with a Class IV Church of averace size.

In March 1987 the Deputy Executive Director
iaternational, Production reevaluated this formula and
concluded that it was not fully achieving the Church's
dissemination goals., Consequently, he developed a new
progesal that was approved that uysed a formula better
designed to encourage the training of auditors, which

would increase delivery of the religious technology to the

pudlic, and to make religious services more affordable.




averaze .nscre Icr the <ountry in which the servizes will
be delivered. (Again, average income is the average for

tne Ucrer lower-class or lower middle-class pay scale.)

This change 1n method reflects the importance of a
findamenzal policy of the Scientology religion -- the
traitning of auditors. There are two objectives behind
this policy. First, one central belief of the Scientology
faith 1s that parishioners gain far greater spiritual
benefit if they combine intensive study of the Scriptures
with their religious services. Thus, the Church

encouraces parishicners to enroll in training courses that

‘U
b

ement tneir level of spiritual awareness they have

O
13

-
-

-
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a . Second, widespread training of auditors is

n

[ ]

ve
essential 1f the Church is to achieve jts goal of broad

dissemination of the religious technology:

It has always been the intention to
make Scientology availaole to all, but
first and most especially to the able
who can and will help in getting our
job done.

That puts auditors and those reaching
to become auditors first on the list
for deserving of special consideration
in regard to fees for service, These




ara the TCST Vali2z.e celnIs on nhe
c.anez, and tney are ne2del Ln vellre
1% we are to Clzar ceczle cn a
cianet-w.3e Das:.s,

HCO Policy Letter of 15 July 1984, "Professional Razes.®

In order =0 encourage ausditor training, CSI cffers
special programs of reduced contritution rates and
scholarships. These special programs are provided in
recognition of the important contribution of auditors in
achieving CSI's religious goals. They provide reductions
in the amount of conzribution rates to achieve a
particular level of training by one-half. 1In addition,
CSI offers special training curricula for a series of
Acadeny level courses to ministers and ministers-in-
zraining ax* substantially reduced rates./ All aspects ¢f
these special rates, programs, reduced rates and
scholarships have been initially formulated by the Deputy

Ixecutive Director International, Production.

Their suggested proposals, when completed, are

reviewed by the International Management Executive

*/ 8y training as auditors, Scientologists also may
receive almost all of their own religious services free of
charge., Ministerial training courses all require
practical application of the religious technology they
learn, so most ministers-in-training receive substantial
services through co-auditing with other students under the
guidance of the course supervisor.
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g
reviewed 27 Ine Watigch J¢g C:immittiee Lo ensure they are in
accorzdance with Church policy, designed to forward the

Chuirch's religious coals, and are economically feas:iole.

Cnce proposals have ceen endorsed by CSI's
ecclesiastical hierarchy, they are referred to the
Authorizacion, Verificacion and Corrzection Unis
Internatiocnal of RTC. 7The Authorization, Verification and
Correction unit reviews the proposals and their processing
through CSI for compliance with the policies and approval
procedures cutlined apove. If all steps were properly

taken, the proposal is approved for publication.

A chart illustrating this approval process follows.




URCH OF SCIENTOLOGY INTERNATIONAL RELIGIOUS TECHNOIONGY CENTER

WATCH DOG COMMITTEE (WDC)--------~c-ee > 4. AUTHORIZAITON, VERIFICATION AND CORRECTION
UNIT INTERNATINAL (AVC)

INTERNATIONAL MANAGEMENT EXECUTIVE
COORD INATION COMMITTEE ( IMEC)

ry

DEPUTY EXECUTIVE DIRECTOR INTERNATIONAL,
PRODUCTION (D/ED PROD)

£Z-o
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nout these proceedings, CSI and RTC have

)

endeavored to provide the Service with the information it
needs %5 nake a determination. However, the Service has
consistent.y challenged nany of the representations CS:
and R7TC nave made and refused to accept them as true. As
a consequence, CSI and RTC have found it i{mpossible to
eszap.ish facts the Service maintains are central to thei:

exemption.

The Service's refusal %o accept these representations
as true violates the statutory scheme for the judicial
review of adverse determination ir section 7428. As
discussed from F-1 to F-14 of the Protest, section 7428
provides a bifurcated system of proceduyral rules fer
determining questions of fact in exemption proceedings.

In revocation proceedings like Animal Protection

Instituze, Inc. v, United States, 78-2 U.S.T.C., ¢ 9709

(Ct. Cl. Trial Div. 1978), the case the Service cited
during the Conference in support of its position, the
exempt organization is entitled to a full trial to resolve
all factual and legal disputes. B8oth the Service and the
organization are entitled to submit evidence and arguments

in the case. Since both parties have the opportunity to

litigate the facts and the law, the resulting decision
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1031 wsr2 nvolved 1n otne case, Cconseguently, 1L1n
r2v3232.2n 2323, tne Service MUst e sure to raise all
likely i1ssues for 1f it loses it cannot challenge

exampsicn for the years tha- were litjigated,

In intizial dezermination cases, like the one at
hand, tnere is no trial, Section 7428 provides only for a

review cf tne evidence in the record., See, e.g,, Houston

rawver Refarral Service v, Commissioner, 69 T.C. 570, 573

(1978); Tax Courec Rule 217(a)). An applicant must furnish
sufficient information to present a prima facie case that
it qualifies for exemption. That is all; if the
representations are complete and unequivocal, the Service
cannot challenge them and must assume that they are true.

See Ju~aine Farms v, Cormissioner, 73 T.C. 650, 664

(1980}, acg. 1980-2 C.B. 1, nonacg., 1980-2 C.B. 2; Church

of =he Visihle Intelligence that Governs the Universe v,

Cnited States, %3 A.F.T.R. 24 406, 409 (Ct. Claims 19813).

The determination and subsequent litigation must be based

en the representations as made.

Unlike revocation proceedings, initial decermination
proceedings do not resulet in a judgment that collacerally

estops the Service from challenging exemption for the

7ears under issue sometime in the future, The Service's
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ds2:.3138 10 an .nitial cSetermination proceeding Wwill nes

.nd wne Service 1f the represenzaticns cn which tne

-

18]

0

Sarvice zased lu:s cetermination were incomplete or false

in any material respect. See, e.g9., World Family Coro. v.

Cormissioner, 81 T.C. 958 (1983); Church of the Visible

..... S

t-=allizence =hat Governs the Universe v, Un::ed Sta

§3 A.F.7.R. 24 406 (1983): S. Rep. No. 938, 9%4th Cong. 2d

Sess. S38 (13976). <Thus, even though the Service must dase
its initial determination on the representations as nade,

tme Service always may subsequently test the

representations and revcke exemption 1f they prove untrue.

In an effort to establish for once and for all the
ficzs the Service considers critical to the issue of
pricing and profits, CSI has asked five experts to analyze
the methods 1t uses for setting prices for books, E-Meters
and jewelry and determine whether the resulting prices and
profits are reasonable or unreascnably high. In this way,
the Service will have the assurances of expert testimony
that prices are or are not set to maximize profits. The
packground and qualifications of these five experts are

discussed below.

As their credentials amply demonstrate, each of

these five experts enjoy the highest reputation throughout

the country as the best in his particular field of




scezialzty ~elr zzin.2ns -- ziven .nder reral:zies of
- . - - . - ‘- -
serc.ry == L83QLlVCZ3aL.Y estazllis 1n3dT pr.ces are nes se-
- - - & - - -~ - ) - - -
s max.m.ze gr:zfiss. 2SI and RTC Trist znat the Serwvica

‘J
"
ye.
)
Ve

s on 2oek

w
(D]
>
0
1]
o
o

CSI and RTC reczained two experts on book pricing and
puslishing to examine its pricing method. Both are among
*ma leading exger=s in the pudlishing field today and are
insimately familiar with industzy standards for the very

details at issue here,

The first expert, Glen Ruh, is an independent book
producer and publishing consultant living in Washington,
3.¢C. Mr. Ruh provides his clients with analysis and :
recsmmendations in all major areas of publishing,
tncluding financial planning, marketing, pricing,
distribution, production, and design. As an independent
book producer, he is thoroughly involved in the publishing
process from acquisition to producrtion, pricing and

marketing.

Mz, Ruh has worked closely with nonprofit tax-exenmpt
organizations in the publishing field for over two

decades. He began his career in publishing in "964 as a

Manuscript and Acquisitions Editoc for the Gregg Division
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.ved hin in the design and promotion of textDooks =0
state cclleges and otner high vclume purchasers. [a 1963
~ne tecarme Managing Idi:sr for 3coks for the Naval
Institute Press, a nonprofit organizazion located in
Annapolis, Maryland. The Naval Institute Press is
tax-exempt under section 501(¢)(3) of the Internal Revenue
Ccce. " While there, Mr. Ruh was responsible for acquiring
and editing textooocks, reference books, and scholarly and
special-interest books, for preparing detailed financial
budgets for the Institute, and for proposing the suggesced

price for hooks.

In 1375 Mr. Ruh lefr the Naval Institute Press to
Decome Associate Editorial Director of the Chilton Book
Company, a nonfiction trade publishing house located in
Radnor, Pennsylvania. He managed Chilton's editorial,
design and production departments for general trade books
and supervised a staff of approximately fifteen, He dealt
With best-sellers with national media exposure and
negotiated distribution and co-publishing arrangements.

At Chilton, Mr. Ruh had full fiscal responsibility for

establishing book prices and for program budgeting.
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J thrzugh 1983 Mr. Ruh was Direcsor aof

(& ]

S-ionschi2n 300ks at the Direct Mail DJivision of =hne

"

S=i1=nscn.an Inscituticon Press., The Smithsonian Institcuce

Pr 15 a part of the Smithsonian Institute (and is

S

n

exenz: frzom tax under section 501(c)(3)) and is widely

kncwn as an extensive publisher of high qualizy books
priced a: the upper ranges of the market, As Director of
Smithsconian Books, Mr. Ruh directed all aspects of the
Smithscnian's multimillion dollar direct-mail book progranm
and managed an editorial, production and marketing staff
that developed illustrated books for sale to the
Smithsonian's member and to the retail book trade. He
also developed and implemented sophisticated business and
marketing plans and had complete responsibility for

estaplisning prices for direct-mail bocoks.

The second expert, Stephen Conland, is Vice
President of Moseley Associates, Inc., a management
coensultant to the publishing industry, and has thirty
vears of experience in the publishing field. Mr. Conland's
career in publishing began in 1956 when he joined Berkley
Publishing Corporation, a publisher of mass-market
paperback books located in New York City. Three years

later he acquired ownership of the company and became its

publisher, which position he held until his retirement in
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Tin3 tnat period, 3erxley pudlisned anou: 2993

In 1963, Mr. Conland scld Berkley to G.P. Putnmam's
sens., with Putnan, Berkley published hardcover bocks and
tracde pagernack Do0oks in addition to mass-market papertack
books. Cne of the hardcover best-sellers published by

Berkley at that time was Plain Sceaking: An Oral

Biograchy of Harry Truran by Merle Miller. That title was

a Book-of-the-Month Club selection and sold 250,000
coples. Mr, Conland's experience with best-sellers also

included The Godfather,

Mr. Conland joined Moseley Associates in 1979.
Mosely Assocliazes is a nationally-known firm that
srecializes in providing management and consulting
services to the publishers and the publishing industzy in
general. Moseley Associates includes somctof the
country's leading experts in all major areas of
publishing, including organization, operations,
management, expansion and financial planning, as well as
arpraisals. While at Moseley, Mr. Conland has had

extensive experience analyzing the value, profitability,

and marketing policies of numerous publishing companies.
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ven.e Service to prepare 197 azpraisal
reports o0f various bocks. He also has testified as an
expert witness on btenalf of the Service in five federal
Tax Court <c2ses involving the value and profitabilizy of
cocks used in tax shelters, and as an expert witness in
federal court concerning the operations and costing

peilicies of a paperback bHook company.

b. Experts on T-Meter Pricing

CSI also retained two experts 0o examine its mechod
of pricing E-Meters. Both of these experts have extensive
experience in the manufacturing industry and are eminen:ly
g<alified =0 render an opinion on the pricing issues .

raised by the Service.

The first expert, Dudley Smith, has been a patent
attorney and licensing executive for major U.S.
manufacturing companies since the mid-19S0s. In the late
1950s, Mr. Smith was appointed Manager of Licensing and
Corporate Secretary for a licensing venture between
Cluett, Peabody & Company (best known for their ARROW

Shirts and their famous °*SANFORIZED® licensing praogram)

and wWest Virginia Pulp and Paper Co., known as CLUPAK.
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Mr, Smith's six years with CLUPAX, nis sole daily

= ras=cnsisilisy was lLicens:ing, ..2., formulating

arn5iq swrazegy, 3rafting, necotiating, concluding, and
2 -

acdminiszer:ng licenses, and reporting to the 3card of

Jirectsrs on the CLUPAK licensing program,

Tm 1965, Mz. Smich was hired by Celanese Corp. as a
licensing executive, His official :esponsibilit;s
pertained, once again, solely to licensing. His daily
work involved drafting and negotiating domestic and
foreign license agreements, both as a licensee (buyer) and
as a licensor (seller) of patent rights in the areas of
finers, chemicals, mechanical devices, plastics, coatings,

and many diverse specialty items.

Alsc in 1965, Mr. Smith was afforded the opportunity
to form an educational association for others involved in
the licensing field. He put together a core group of
individuals and formed the Licensing Executives Society,
knewn as LES. Today, LES is the leading professional
socierty on licensing in the world and has 21 national
chapters reporting to a parent body, LES International,

wizh over 5,000 individual members,

Since 1965 Mz, Smith has served LES in many

capacities, including as President of LIS US/Canada and as

President of LES International. He has served on numerous
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23 commitwses, mas zeen a sgeaker and teagzner 2n
sen3.n3 2T n.T2r7cus anndal, regiznal, and fareign
=ee=-.n3z35, and starzed the SocCieiy's pudlicaszicn called les

Nouvelles, res Nouvelles has sincCe become the most

ausmorizative publicazion in the licensing field., ~frem
founding, Mr. Smith has been a member of the edizorial
scard, and in =hat capacity reviewed or participated in
the review of all of the more than 1,000 licensing

articles it =as published.

In 1971, Mr. Smith was awarded the first LES Gold
Medal, which is an award given by the LES International
every few years (seven since 1965) to a worthy licensing
professional executive in recognition of ocutstanding

consributions to the profession of licensing.

During the 1970's Mr. Smith was the primazy
organizer, and participated as a member, of a U.S.
qcveénmental delegation to the Soviet Union to study and
repocrt to American industry on Soviet licensing practices.
Subsequently, he was a United States representative on a

licensing mission %o the Peoples Republic of China.

The second licensing expert, Cruzan Alexander, has

been a practicing patent attorney and licensing executive




£5r cver 40 years., Af z=ne t:me of his reszirement in 1923,
ne nad reen Ch.ef Patent Ccunsel £or the 3IM Company for 1l

years.

Juring Mz, Alexander's more than 40 years of
practice of patent and intellectual property law, he has
Seen extensively involved with the licensing of inventions
and patents and has written and delivered numercus papers,
talks, and ecducartional seminars on various aspects of
patent licensing and royalty arrangements, While at 3M he
took part in or had responsibility for negotiating the

majority of 3M's licensing agreements.,

Mr. Alexander is past President of the Licensing
Ixecutives Society US/Canada. As the result of his
extensive involvement in the field of patent and
intellectual property licensing he has prepared,
negotiated, and reviewed thousands of licensing agreements
and has lectured extensively on the reasonableness of

royalty rates in patent licensing agreements,

¢. Expert on Jewelry Pricing

CSI also retained an expert to examine its pricing

method for jewelry. This expert, Jack R. Revoyr, is the

Licensing Administrator for the University of California,
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). UCLA tax-exemg: er seczicn

Cs1tion he has Ceen responsis.e since

‘0

of UCLA's nonprofit licensing

pect to its name, trademarks, and

rties, including jewelrzry produc:s

ity's insignia, such as charms,

alf, Mr. Revoyr ministers more than 130

international licensing agreements. He
negotiating the terms of licenses
provisions), drafting contracts,
and marketing plans of UCLA'S licensees

monitoring their

performance and compliance with contract ternms, and
collecting royalties. He also prepares all reports to the
UCLA's Administration on trademark and licensing matters
and prepares special reports to intecpret policy,

anticipate future needs, and recommend policy changes. In
short, Mr. Revoyr is responsible for all aspects of policy
tlanning, management, and implementation of UCLA's

extensive and successful nonprofit trademark licensing and

merchandising program,

In addition to his duties at UCLA, Mr. Revoyr has

Seen active in licensing industcry affairs for many years,
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and 1a Azril 1336 helped =2 found the Asscciation cf
. Csl.egiate L.censing Adniniszrators, a professional

educasional organizazion with 71 university members.

Mr. Revoyr also serves as consultant on trademark
Licensing =5 the Los Angeles Visitors and Convention
3.reau, and designed 1ts licensing program which operazes

in both the U.S. and Japan. He also advises many other

universit-ies on es=ablishing trademark licensing prograns.
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CSI's cotectives 1n setting Pr.tes and constrization
rates and tne review procedures through which all pricing
prcgosals must pass. wWhat follows, as the Service
regueszed, is a detailed analysis of purchasing and
pricing i1nformation with respect td a representative 200X,
£-Meczer and item of jewelry. This analysis, wWhich draws
from the opinions of these leading experts, establishes

that prices are not set to maximize profits,

In reviewing the foregoing analysis, the Service
should bear in mind that it only summarizes the basic
facts and the expg::s' extensive analyses pertaining to
the particular book, E-Meter and item of jewelry
iavoived., The details of all facts and the complete
exper: analysis are contained in or attached to the
affidavit each expert prepared. This information is too
detailed o include in the body of the text so it is
hereby incorporated by reference. CSI urges the Service
to turn to these affidavits if it desires 20 review the

actual darta on which this summary is based.

CSI also would like to inform the Service of the

extensive effort necessary to compile information

necessary to answer the Service's gquestions on the pricing
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and profis., The data on pricing CSI maintains (s not the
s3me 35 =2 Zata mainzained sy other for-prafi: and

uzlisning crganizactions, The financ:al sys:zem

engrofl

[
'l!

CS: and 3ridge maintain to aceount for receipes and
expendituires with respec: to (ts bocks, E-Meters and
Jewelry is geared to reflect data related to i{ts religious
prograns =-- not "profits® as that term is commeonly used
throughout the publishing industry. For example, CSI
staff and its representatives had to work with the exper:s
extensively over a period of three to four months in order
to develop figures to parallel those used by other

nonprofit and for-profit publishers.

The Service's questioning, as innocucus as it may
have seemed to Service representatives, in point of fac:,
severely disrupteé the ecclesiastical management of a very
important facet of the Church's religious activities, It
also cost the Church a great deal of money to identify,
compile and analyze the requested data. As a result, the

religion of Scientology suffered a significant loss.

CSI and RTC protest this abhorrent and excessive

governmen:al entanglement in their religious affairs.

While the information requested is being provided in order
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T2 Srotest, Inelr wax 2xenpiions, nis 3isclcsure dces nas

a. 3ocks

The Service asked for purchasing and pricing
information for a repfesen:acive book. Since CSI
publishes pooks that fall into three general price ranges
-= inexpengive, moderately priced and expensive ~- (CSI
decided it best to provide the Service one book
representative of each price range. The books selected

are: Dianetics: The Modern Science of Mental Health

(sof-cover) (°*DMSMH softcover®: Exhibit G-1) for an

inexpensive bock, Dianetics: The Modern Science of Mental

Heal=h (hardcover) (*OMSMH hardcover®; Exhibit G-2) for a

moderately-price book, and Organization Executive Course

Volume 0 (°*QEC*; Exhibit G-3) for an expensive book.

DMSMH softcover is a mass-market paperback. It is
considered the Scientology religion's primary method of
dissemination to the general pubic., This book alsc is the
genesis of most of the later religious writings and
developments., It introduces readers to the basic tenets

and philosophy underlying the Scientology faith and the

religion's sacramental services. DMSMH softcover has a
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n sold., Unlike almost every other

(o]

SaLencslsgy =cck, SMSMH softcover 1s primarily sold zo zhe
general pudlic through commercial bookstores located

cRrouShout thme coyuntr .1/
S

OMSMH hardcover differs from IMSMH softcover mainly
in binding, typeface and quality of paper and other
material and is designed to last many years as a permanent
reference book. DMSMH hardcover is a textbook (like a
college textbook) and is scold primarily through Church
bpockstores to Scientologists enrolled in religious
tzaining couzrses that use it as a course text. Almost all
purchasers are members of the International Association of
Scienzologists ("IAS®) and are entitled to a 20 percent

discount from the suggested list price of 828.

OEC is the first volume of a multi-volume treatise
of Scriptural issues coﬂco:ning the structuze and
crganization of Scientology churches, the religion's
ecclesiastical laws, and religious policies for the

administrazion of Scientology Churches. Volume Q contains

*/ Bridge sells about 82 percent of all copies of DMSMH
(softcover) to trade bookstores and 18 percent to Church
boockstores, The only other Scientology book sold through
trade bockstores i3 Self-Analysis, which also is

consicdered a primary dissemination method.
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casic angd introductory material with raspec:t o
srzanizast:icrnal admiatstration. CEC is a zextzcok wnich 13
sc.d exclusively through Churcn bookstores and primarily
o Crurch staff, #ho are memzers of IAS and entitled to a
Z0-gercent discount from the suggested list price of 390.
This Dook also (s occasionally sold by Bridge direczly to

Sea Crg mempers at a S5Q0-percent discount from the

suggested list price,

All these books are published by 8ridge through
commercial suppliers pursuant to a sublicense with NEP,
which is licensed by the author, L. Ron Hubbard. (Exhibict
G-4) Bridge has published these books in the United
States since 1982 pursuant to two sublicense agreements,
In the first agreement, dated June 8, 1982 (Exhibit G-S),
NI? granted 3ridge the nonexclusive right to publish all
religious literary works Mr. Hubbard had written to date
in the United States, Canada and Mexico (Bridge sells
directly only in the United States and Canada). In
exchange, B:idéo agreed to pay NEP an initial lump-sum
payment of $150,000 and royalties at sliding razes of 11l
percent to 16 percent of the retajil price for hardcover
becks (QEC and DMSMH hardcover) and 9 percent to 13

percent of =he retail price for mass market paperback

books (DMSMH softcover).




This agreemen: wWas superseded Sy a Marcm 15, 1983
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cf{ royaluy rates. Subsequently, on Fedruary 1, 1335,
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e and NI? amended the sublicense agreement (Exhib:s
G-7) to change the base for the royal:ty rates from the
reza.l price to the lower (20 percent) IAS discoun-ed

price, The effect of =his amendment was %o reduce =ne

amoun: of royal:ies payable under the arrangement,

The primary license agreement covering these three
books during the period in question was entered into
betJeen Mr. Hubbard and NEP on June 1, 1982. This
agreement granted NEP the nonexclusive right to publish all
religious literary works Mr. Hubbard had written to dace
worldwide, In exchange, NEP agreed to pay Mr. Hubdard an

nitial lump-sum payment of $225,000 (of which 8150,000 is

-

a

«r

tri>utanle to Bridge) and 92 percent of all royalties NEP
received from Bridge. NEP was entitled to retain 8 percent
of the royalties it collected from Bridge as compensation

for its obligations under the license agreement.'/

2/ While CSI and RTC have reserved discussion of benefit
to Mr. Hubbard for Part II of their Supplemental
Submission, it is worthwhile %o point out at this time

that pboth Mr, Ruh and Mr. Conland concluded that

Mr. Hubbard's royalty rates were either reasconable or
"consistent with,® "substantially less than® or
*substantially lower than® standard rovalty rates for the
publishing industry. See Exhibit G-9 at, Y12 and Footnotes
2, 5 and 8; Exhibit G-8 Y18,
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bookszores sell almost exclusively to members of :he
Internazicnal Association of Scienzologiszs (°*IAS*), who
are entitled to a I0-percent discount from the sugges:ed

list price,

The costs, prices and profits of each book are:

DMSMH DMSMH
(Hardcover) (Softcover) QEC

Bridge's ReceioDts:
List price $25%5.00 $ 4.95% $ 90.00
Discount (60 or SOW) 15.00 2.47 $4.00
Recelpts (wholesale

price) $10.00 $ 2.48 $26.00
Bridge's Costs:

Plant $ .39 $ .00 $§ .60

Manufacturing 2.49 .70 7.08

Qvernead 1.87 .70 7.68

Royalty 4.00 .64 14.40

Total costs $ 8.7% $ 2.04 $29.76
GEEENEEEEE 429299 9SS St
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3ridza's Czerating Profics
Nes zrailcs §:3.00 § 2.48 $36.00Q
Tozal c¢c3s:is 7S 2.04 29.7%
Cperazing profLis § 1.25 $ .44 $ 6.24
L e T )
Cperatzing profics
as a pcercencage of
lisz price % 23 ;:
Cpera ::*g p-o‘z‘
as a percentage of
receipts 12.3% 12.5% 17.3%
AR =Samm—— L]
Bccokszore orerating profis:
Wholesale price $15.00 N/A $€4.00
IAS discount
{208 of list) 5.00 18.00
Sales comnmission
(1s% of IAS price) 3.00 10.80
Average freight - .74 - 1.81
Cperazing profis $6.25 $23.34 '
Cperating profit
as a percentage of
list price 25% 26%
Operating profit
as a percencage of
Dookstore receipts 42% 438

The two experts who reviewed CSI's pricing nmethod
and prices for the three representative books concluded
that they are not designed to maximize profits, According

to Mr. Ruh, the pricing method °®is reasonable in light of

the standards and practices of the publishing industry,
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ma=n nenzrcfie and fcreprofiz.t (EZxhizit G-3 at 929) In
fact, Mr. Ruh found that 3Bridge computes 1ts overnead as
rates lcwer than rates prevalent in the pudblishing

indussry, which is "likely %o cause Bridge's retail book
prices and profitapility to be lower® and that Bridge

*could jusctifiably raise its retail prices.® (Id. at 922.)

Mr. Ruh analyzed the prices through profitability to
3ridge, as the publisher. He found that Bridge's average
net operating profit (its profit as a percentage of list
price of nine percent on DMSMH softcover) was °reasonable
and consistent with publishing industry standards.® (Id.
at 923.) Mr. Ruh concluded that Bridge's net operating
profiss of five percent on DMSMH hardcover and seven
percent on QIC “"are reasonable but are atc the low end of
the average net operating profit range for the textbook
segment of the for-profit and nonprofit publishing

industries.® (1d.)

Mr. Ruh also analyzed the books' prices by the
return on investment method (*ROI*), which is the most
commen method of analyzing profits in the publishing
industry. (RQOI is computed by dividing net operating

profits per copy by the total costs -- plant, manufacture,

overhead and royalties -- per copy of each book.) Under
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cercenz for tnelr return on invesinment, 3z1dge's RCI is
.cn Less cosparatively -- only 3 percent for DMSMH

nardcover, 4 percent for OMSMH scoftcover, and 7 percen:

faz CTZ. Mr. Ruh concluded:

Thus, iz is my opinion that the prices
for these representative boOOks are very
reasonable and in fac: below the price
that would be set if Bridge were
seeking the industry's mininum standard
return on investnents,

Mr. Ruh plainly disagrees with the Service's
unfouncded assertion that prices are set to maximize
profits. To the contrary, he found that prices would have
1o e raised "5y a significant amount® to maximize
profizs, and even then prices would °®still fit well within
reasonable industry practices.®

If the goal of Bridge and the Church of
Scientology were to maximize profits

from sales of books, the rectail prices
of DMSMH (hardcover and softcover) and
OEC could be increased by a significant

amount and still fit well within
reasonable industry practices.

Mr. Conland took a different tack and analyzed

prices and profits in terms of Bridge's profit as a

percentage of its net retuyrn on sales and the discount
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average guo.isning industry profits for cest-selling mass
markexz cagerbacks." (=xhibit G-9 at 116.)*/ He also found
thaz 3ridge’'s profi: as a percentage of net sales of DMSMH
(mardcover) and CEC, which are 12.5 percent and 17.3
percent, respectively, "also are consistent with average
profits for textbooks in the publishing industry and are

not excessive,* (:3.)

Mr. Conland concluded that “Bridge’'s profits . . .
and 1ts book prices ., . . are reasonable in light of the
general practices and standards of the publishing
industzy, " and that “the prices of these books are nc: set
at an amount designed to maximize profits from their

sales." (Id. at ¢7.)

2/ Mr. Conland calculated 3ridge's net income for DMSMH
sofrcover as a percentage of gross sales (rather than net
Sales, as is the case for the hardcover books) because
indystry statistics for mass market, as paperbacks are
based on gross sales (Exhibit G-9 at ¢l4 and Footnote 1).
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The Service =as asked for purchasing and pricing
information f2r an ZT-Meter. Since the Mark VI T-Meter
(Regular Model) (hereinafter referred to as the "E-Meter®)
mas nad zhe most per unit sales for the period In

queszion, it was selected as representative of E-Meter

sales in general,

vhe E-Meter is used by Scientologists in receiving
the principal sacrament of the Scientology religion and 1is
sold by Churches of Scientology to individual
Scientologists primarily through Church bookstores.
Pursuant to Church policy, the bookstores sell E-Meters
cnly o sincere students or fully-qualified Ministers of
tme Scientology religion who are members of [AS. The
suggested list price of the E-Meter (Regular Model) is

§3,328.88. Its IAS discounted price is $£2,663.10.

The E-Meters are manufactured by Bridge, in its own
facilities, and sold pursuant to a sublicense with NEP,
<4hich is licensed by the creater of the E-Meter, L. Ron
Hubbard. Bridge has manufactured and sold E-Meters in the
United States since 1982 pursuant to a sublicense
agreement dated August 19, 1982 (Exhibit G-10). By this
agreement, NEP granted Bridge the ncnexclusive right to

manyfacture and sell the E-Meter (as well as the Mark V

E-Meter) in the United States, Canada and Mexico (though
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3r.3ze salLls directly only in the Tnited S:asas and
Canada)., In excrange, Bridge agreed o pay NI? an iniz:ial
ump-sun zayment of $230,000 and a rovalzy at the raze of
16 percent of the retail price. On February 1, 1985,
3ridge and NT? amended the sublicense agreement (Sxhini-
G~1.) t2 change the pase for the royal:y rates from zhe
retail price to the lower IAS discounted price. The
effect of this amendrent was to reduce the amount of

royalties payable under the arrangement,

The primary license agreement covering E-Meters
durinq the period in question also was entered into
between Mr. Hubbard and NEP on August 19, 1982. (Exhibict
G-12) 7This agreemen: granted NEP the nonexclusive righ=:
to manufacture and sell Mark V and Mark VI E-Meters
worldwide, In exchange, NEP agreed to pay Mr. Hubbard an
inicial lump-sum payment of $60,000 (of which $£30,000 is
attributable to Bridge) and 92 percent of all rovyalties
NEP received from Bridge. NEP was entitled to retain 8
percent of the royalties it collected from Bridge as
compensation for {ts obligations under the license

agreement.?*/

*/ While CSI and RTC have reserved discussion of benefit
to Mr. Hubbard for Part II of their Supplemental
Submission, it is worthwhile to point out at this time
that both Mr. Smith and Mr. Alexander concluded that Mr.
Hubbard's royalty rates are either reasonable or are "well
within, and in fact below® or °*significantly less than,®
standard rates payable to a patent owner. See Exhibit
G-13 at 912, 16-17; Exhibit G-14 at 98, 1l1l-12.

W
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3ridge sells E-Meters to Churches of Scientology a:
3 disccint 2f SQ percent of zne sugsested lis: price far
Z.iX puIinases of 10 £-Meters. <Church bookstores sell
almost exclusively t3 IAS members who are enti=led =5 a

i¢C-percen: discount from the suggested retail price.

The costs, prices and profizs ¢f the S-Meter are:

3ridcge's Net Profict: _ Discoun=ad Rezal

Sales price $2,663.10 §3,323.88
50% bulk discount on sale of

10 E-Meters to bookstores - 1,331.585% - 1,664, 44
Wholesale price received by Bridge $1,331.5%5% $1,664.44
Royalties paid to NEP 426.10 532.62
parts 347.18§ 347.15
Manufacturing cost 38.87 3g8.87
Operating costs - 308.47 - 308.47
Net profit retained by Bridge $~ 210.96 $ 437.33
Amortized lump-sum payment?/ - 1.68 - 1.63
Effective net profit retained

by Bridge $ 209.28 $ 435.6°3

Church 3cckstsre Net Profit '

Sales price $2,6613.10 £3,328.83
Wholesale price to Bridge - 1,331.58 - 1,664.44
Gross profit to bookstores I,331.53 1,664,434
Sales commission (S%) 133.16 166.44
Average shipping and insurance 3.67 - 3.67
Net profit retained by bookstores**®/ SI 194.72 §1,493. 33

*/ If the Bridge's $30,000 lump-sum payment to Mr. Hubbard,
through NEP, is spread over the 17,900 E-Meters expec:ed Lo he
sold before the agreement expires in July 2001, Bridge's profict
1s effectively reduced by $1.68 pre unit.

**/ The actual net profit retained by COS should be somewhat
Tower per unit than the amcunts shown because, in addition to
S8ridge, Church bookstores also pay for the promotion of

E-Meters. However, a per unit cost fiqure cannot be calculated
accurately because the bookstores promote E-Meters, books,

tapes, etc., from a single budget and often in the same materials.
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The 140 experts who reviewed CSI's pricing rmezacéd
ans prices for tne T-Meter concluded that “=he discounzed
and und.scounzed rezail prices of the E-Meter are
reasonanle 1n light of its production and delivery

c2sts." Zxnhioit G-12 at 912:; Exhibit G-13 ac ¢8,

Mr. Smith and Mr. Alexander also concluded tha: the
list price of the E-Meter (33,328.88) is reascnable based
upon "the common manufacturing industry practice of
setting retail prices at 3J00% to 400% above the total per
unit cost of production and delivery.® Specifically, the
two experts found that the list price is about 385% over
the per-unit production and delivery cost of 3864.60
(based on sales at the retail price). The experts also
conclucded =nat the IAS discounted price of the E-Meter ;
(32,663.10) is reasonable because it is abcut 320% cver
the per-unit production and delivery costs of $831.132

(pbased upon sales at the IAS price). (Exhibit G-12 at

124); (Exhibit G-13 at 119).




The Service also asked for purchasing and pricing
:nformaticn for a representative item of sewelry. Since
tne stazrling silver Clear Braceler (medium size) (=ne
*Clear 3racelet®) 1s one of the best selling jewelry i:zenms
10 terms of unit sales, 1t was selected as representazive
of jewelry sales in general. However, like all of the
jewelry items scld through the Church bookstores, it is a
low volume item and has sales of only about 500 units

annuall

Clear Bracelets are sold only %0 Scientologists who
have reached the Spiritual level known as "Clear,* and may
he purchased only through Church bookstores., The

suggzested retail price of the Clear 3racelet is 3138.400.

The Clear Bracelets bear a registered trademark
originally owned by Mr. Hubbard, which he assigned in 1982
to the Religious Technology Center subject to his
pre-existing license to NEP and NEP's sublicense o
83ridge, Clear Bracelets are manufactured for Bridge by
supcontractors and sold by Bridge pursuant to a sublicense
with NEP dated January 2, 1986, but effective as of June 8,

1982, by which NEP granted Bridge the nonexclusive right

to sell jJewelry and other items bearing Scientology
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38 tne list price,

Tne prirvary license agreement covering the Clear
3racelaz 2uring the period in question was entered into
=erween Mz. =uzoard and NSP on May 28, 1982. (Exhibit
G-16) Tnis agreemen:z granted NZP the nonexclusive rignt
to sell jewelry and other items bearing Scientology
rzademarks originated by Mr. Hubbard worldwide, In
exchange, NEP agreed to pay Mr. Hubbard the entire LIV

royalty (based on the list price) received from Bridge.

Al=hough the Hubbard/NEP license and the NEP/Bridge
sudlicense require the payment of a royalty of ll% of the
L15: price of ewelry items (such as the Clear Bracelet),
unzi1l March 1987 Bridge was erronecusly paying NEP l6% of
the IAS price, and NEP was paying Mr. Hubbard 15% of the
IAS price, pursuant to earlier licenses to Bridge's and
NE2's predecessors that have now been superseded. Bridge
and NEP have been paying royalties at the cate of llt of

the IAS price, rather than the list price, since Macch

*/ While CSI and RTC have reserved discussion of benefit
to Mr. Hubbard for Part II of their Supplemental
Submissicn, it is worthwhile to point out that Mr. Revoyr
concluded that Mr. Hubbard's rovalty rates are
reasonaple, See Exhibit G-17 at 116, ll.
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1987 because that is the price at which the Clear
3race.azs are actually seld in Church oscokstores.
(vr., Humsard's estate will be contacted to discuss
recovery of any overpayment of royalties, or possidle

offset of fiture rovalties by the overpaid amount.)

3ridge sells Clear 3racelets to Churches of
Scientology at a discount of 30 percent of the IAS price.
Church bookstores sell the Clear Bracelets exclusively to
TAS members who have reached the level of “Clear,® who are

entitled to a 20-percent discount from the suggested

retail price.

The costs, prices and profits for the Clear Bracelet

are:

3ridce's prefit:

Retail list price $§138.00
Discount to IAS Members (20%) - 27.60
Discounted retail price 110.40
Church bookstore gross rceceipts

(308 discount) - 33.12
Wholesale price charged by Bridge $°77.28
Per Unit Cost $ 46.00
Royalty (16%) 17.66
Operational Overhead (estimated) 5.00

Total Cost - 68.66

Net profit $ 8.62

Church Bookstore's Profit:

Gross receipts on IAS price 33.12
Sales commission (15% of sales price) -_16.56
Net profit $ .
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-acx R, Revoyr reviewed CSI's pricing metnod £or the

claar 3racelex and concluded cha:z *

the price ¢of the Clear
3race.et has not peen set to maximize 3ridge's proficz.®
Exnicic G-17 at 99, According to Mr. Revoyr, Bridge's
discounzed and undiscounted prices for the Clear Bracele:

are "substantially lower than average . , , prices for

comparabple items of jewelry.® (Id. at 9l1l)

Moreover, Mr. Revoyr concluded that Bridge's pricing
method °®results in an abnormally low price® for the Clear
Bracelet, and that "if Bridge's goal in pricing the Clear
Sracelet were %o maximize profits, it could raise its
price by a very significant amount.® (Id.) Specifically,
Mr. Revoyr observed that the IAS price for the Clear
Bracelet is only about S0V over Bridge's wholesale price
(877.28), even théuqh *Jewelry of this type is typically

priced at a rate of 200-300% over the wholesale price.®

(I1d. at 19)




(L
n
b
(21
<
*
(3}
WD
(]

.

CSI went to grear lengins in trying to find an exper:
gualified w0 analyze its policy and procedure for setting
consribuzion rates for 1ts religious services., Over a
tWo-mecnah pericd, CS:I's representatives contacted numerous
managerial consultants, professors and other professionals
who advise providers of various service. Not one expert
contacted was gqualified to express an opinion about the
reascnableness of CSI's policies and methods or of the

contribution rates themselves,

Quite frankly, CSI was a bit perplexed. (CSI is
acsolutely certain that its policy and method for secting
contribution levels for religious services run afoul of no
rule under the tax exemption laws. As discussed above,
levels are set so they will be affordable to all -- and
primarily the upper lower class and lower middle class --
yet enable the Scientology faith to be practical and grow

as it determines best.*/

*/ As discussed at G-17 to G-18, supra, contribution
Tates are set at levels designed to (1) make the entirce
spectrum of Scientology's religious technology available
to the average person, (2) encourage parishioners to train
as ministers in order to increase the dissemination of the
technology, (3) assure that the Church and missions that
provide the technology to the public can support a viable
and expanding religious program, and (4) provide funds for
further dissemination of the :echnoloqy and growth of the
religion as a whole.
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learly and succinctly stated the reason why qualified
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erts could not ze found. As the Service is well awarse,
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tne deductizilizy under sectzion 170 of contributions for
Scientology services i{s or was at issue in cases pending
before every United States Circuit Court 2f Appeals,
except for the Federal Circuit. A central question before
the courss is (cr was) the value of the services received
since, under estadblished tax law, the deduction for a
charitable contribution must be reduced by the value of

any benefics received,

Three courss already have rendered decisions in the
cases. Cne, the Eighth Circuit, held that the
contributions qualify for deduction. The others, the
First and the Ninth Circuits, held that the contributions

do not qualify for deduction.

Whatever their conflicting holdings and other
ingonsistencies, one fundamental rule emerged from each of
the three decisions the applies directly to the issue at
hand -- Scientology religious services can be valued only

by Scientologists. Secular man cannot quantify strictly

religious services since they have value only to adherents
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t> the parzicu.ar faith tnvolved. As the Eigh=h Cireuit
ma.d in 3a.l32wWwing the decuction, "Spiritual gain to an

vidual ¢hirch membter cannct ze valued by any measure
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known 1n the secular realm.® Staples v, Commissicrer, No.

86~1376 slip op. at 6 (8th Cir. July 1, 1987).

who else other than a Scientologist is qualified :zo
place a value on the spiritual experience received fraom
Scienzology's religious technology? A non-Scienzologist
cannot begin to answer that question without first
catching a small glimpse of what this spiritual experience

is like:

I was receiving some auditing, and in
the auditing session I was able to
recall a time in my past when I had been
a very, very old lady in another body,
and I had been very old and very tired
and my friends, my two old friends, were
sitting by the bed. And I was just
tired, I was worn out. I didn't want to
go on anymore. And it wasn't like pain
or anything like that. And I recalled
that I just, as a Thetan, a spirzitual
being, 1 said, okay, that's it, I am not
going to do this anymore,.

And I slid out of the body and out of
the rtoom and out into the sky, and this
was what I remembered in the auditing
session. And I went up into the air and
it was a sunny day and there was a green
hill and a blue sky and there were
little children playing. And being free
of the old body was such an incredible
feeling., I looked at the little .
children and I thought, Oh, I want to go
and do that again. And it was like I
was able to remember then as a spiritual
being, yeah, we can, you know, we can go
and do this again.
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And what happened was that in the
auditing session while I was rememtering
this experience, I myself left chis bedy
and could feel the freedom of being just
a spirit. And it was -~ there is no way
t2 describe =hat feeling of freedom and
that total certainty that you really are
a spiritual being and not this stuff
here,

And to me, that was what I had been
lookianag f2r in a religion all my life,
So that was when I knew this was a
religion.

Graham v, Commissioner, No. 84-7794 (9th Cir.

July 17, 1987) Brief for Appellant at 1l4.

Is this experience worth one dollar or a hundred
thousand dollars? Should it be valued in light of the
costs involved in providing the religious technoleogy to
this one particular person in this one particular sessiocn,
in making it available to the public at large, or in
supporting the entire hierarchical Church, both for the
present and for the future? Or is the value, simply put,
the worth placed on this experience by every member of the

Sea QOrganization -~ one billion years of dedicated service?

Even the First and Ninth Circuits, which held for
the government by disallowing a deduction, pointedly

warned the Service against attempting to value these

services. According to these courts, any such exercise
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czvernmental entanglement in religious affairs:

Imagine, for example, a case in which
the government monitored church records
in an attempt to place a monetary value
on the benefiz ¢f all church services,
group programs, and pastoral
counselling generally available to
centributing members., Such a case
would present not only the problem of
determining value but also the problem
of excessive entanglement in the
affairs of a religicus institution.

Hernandez v, Commissioner, No. 86-1276, slip op. at 10

(lst Cir. June 1, 1987). Accordingly, the court was
forced to accept the value placed on the sezvices by the

Church itself. Id. at 10-1l. Accord, Graham v.

ammissicner, No. 84-7794, slip op. at 12 (9th Cic.

July 17, 1987).,

The courts cannot evaluate Scientology's religious
-se:vices, not can the Service, without violating the
Church's fundamental rights under the constitution.
Consequently, the Service must accept CSI's tepresentation

that contribution rates for religious services are not set

to naximize profits.
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A3 a fr.rary example of (CSI's effsrts to "maximize
f.:5," the Service pointed to two lists of conczributicon
rates (A:stachments 8 and ll to the pProtest), which
indicazaed that razes for certalin religious services
dous.ed betwveen 1982 and 1984. Attachment 8 reflects
consribution rates for certain services offered by
Celebrizy Cenzer from approximatly Cctober 1980 to June
.98l; Aczcachmen:t 1l is a list of contribution rates for
many of the same services that were established in the

Fall of 1984.

The Service's conclusion is incorrect. These two
L1sts do nct fairly reflect the actual trend in rates;
inscead, they rep:e;ent only two samples during a period
when rates fluctuated widely. 1In point of facz, from

April 1980 to the present, contribution rates decreased on

the average by 26 percent, If inflation for this period

~ere factored in, rates actually decreased by 66 percent.

for more than a decade before 1976 contribution rates
for most Scientology services had been constant, with
litzle change., In 1976 gradual price increases were

instituted bring the contribution rates for services into

line with the high rate of inflation that had occurred
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fzom 13987 2 1376 oy TS.4 percent. Consequently, setween
1976 and 1934, contribution rates were increased and

decreased as atzempts were made to find the correct level

"

consistens wikth the Scriptures, the needs of the Church,

and the needs of the parishioners.

The two liszs in gquestion reflect the wide
fluctuaticn in races during this period. During the
period covered by Attachment 8, October 19380 to June 1981,
rates had been sharply reduced for a short period. <(SI
determined that rates were not consistent with the
Scriptures, and it gradually increased them., Finally, in
mid-1984, CSI's Ceputy Executive Director, Internaticnal
Production and Executive Director International conducted
an overall review pursuant to the formula discussed above
(see pages G-18-19) and concluded that rates should hbe set

at the then existing level.

CSI has reconstructed the contribution rates offered
from April 1980 to the present to demonstrate the actual
trend in rates for this period. The following table
illustrates the fluctuation and general decline in rates
for the services listed on Attachments S.and 11 for that

were listed for the entire period:

e -
P BN




Apr Q¢ June Juine Fall <Curren:
39 840 31 33 34 37
S=.dent Hast s.,087 $328 313253 $589 81,000 33500
Acad Levels
(per level) $2,134 $650 §650 $1,173 $2,010 81,400
NZD Course $4,269 81,200 $1,200 $2,144 8$4,040 82,.20
P;:zf ca..cn
undow $1,337 §1,000 $1,000 $1,789 82,000 81,400
Audizing
12 1/2 Hes $3,962 81,280 $1,250 $32,472 $4,330 $4,030

As shown, contzibution rates increased and decreased
in comparable degrees, and the 1984 rates for training
courses were in most cases slightly less than the rates in
April 1980, and for auditing slightly higher. The actual
percentage change in rates from April 1980 to Fall 1984

and to the present (s as follows: d

Fall 1984 current 1987

Student Hat (.06) (.53)
Acad Levels (per level) (.06) (.34)
NED Course (.08) (.81)
Purification Rundown .50 .05

Auditing 12 1/2 Hrs (.09) .02
Total change 24 (1.31)
Average change & { .26)
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However, since i1nflation for this period increased prices

2y 29.7 percent, the ac-ual average rate for =his seriad

decreasaed v 24.7 se:cen:.i/ Moreover, 1f the current

level of contrinuticn rates is taken into account,
contribution rates declined from April 1980 to the presen:
by 26 percent. And if inflation for this period (40.2

percent) is factored in, contribution rates decreased by

66 percent,

Thus, contrary to the Service's assertion,
contridution rates for religious services have not
doudled. They have not even increased. Since the middle

part of 1980, rates actually have decreased hy 66 percenr:,

*/ The only reascn contribution rates increased at all
during this period resulted from a SO-percent increase in
the the rates set for the purification rundown. The
Service was introduced in early 1980, and as a new
service, the rates as initially set were later found to
have been too low for this service. Consequently, a
adjustments were necessary in order to formulate one that
compats with Church policy.




Mos:t of the concerns on commercialism that the
Service raised during the Conference dealt with the size,
management and purpose of Church reserves. As in the
Initial letter, the Sé€rvice asserted that accumulatisn of
reserves (s a very important indicia of a commercial

purpose. (CSI Letter at 55-56., RTC Letter at 62-63.)

The Service agrees that section 50l(e)(3)
organizations may make more money than is necessary to
sustain operations so long as there is an exempt purpose
for accumulations, However, the Service maintains that
the amount of reserves the Church hold must bear a
relationship to its anticipated needs., According to the
Service, there must be some concrete plan for specific

uses of any reserves.

In addition, the Service asked numerous questions
concerning the very details of the Church's reserves
management. For example, the Service wanted to know
whether all eight Scientology religious trusts
participate in the reserves system, whether deposits are

combined in one account, whether reserves for United

States churches can be segregated, and whether income
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cntingency reserves to cover twWo years of operating
exzcenses. Finally, the Service wanted to know whezher

C5: ensured znat reserves were expended only for purpcses

wnat follows is a comprehensive, detailed response
that meets each and every one of the Service's concerns.
This informaticn establishes, without question of any
kind, that CSI manages reserves on a daily basis, that it
ensures that all reserves expenditures are for purposes
thar further Scientology's religious purposes, that there
is a sgecific religicus use planned for every penny, and
thar the amount of Church reserves is wholly insufficient
to cover the Church's anticipated needs. In short, the
amount of reserves is not unreascnable in light of the

Church's existing religious program and anticipated needs.

1. Scientology's Central Reserves System

The Church of Scientology maintains a central
reserves system to fund important programs and activities
of the religion such as expansion, broad-scale

dissemination, defense and emergencies. This system is

unique to the Scientology religion and is founded and
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system of any ozher enzity or group of entities, whezher

secular or religious.

For example, the Church uses central reserves to
fund many expensesg that recur regularly over each
aceouncing period, such as professional fees (from
lawyers, accountants, etc.) and dissemination expenses
(media spots, brochures, etc.). These expenditures often
are of extraocrdinary size that benefit every Church and
Mission of the Scientology faith, As a general rule,
most organizations treat these and similar noncapital
expenditures as current expenses payable from cperating {
funds, not as distributions from reserves accumulated

earnings.

Another dit!cénnce between the Church's system of
reserves and other systems lies in the relationship
sezJeen reserves funding, management and expenditure,.
These entities fund, manage angd authorize expenditures
from their own reserves accounts. Under the Church's
system, the Church or Trust that owns the particular

account in question generally funds the account and

always authorizes all expenditures from it. Management,
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esclesiaszical mierarcny and not oy the owner of tnhe
account. Thus, while CSI's staff ray manage cenczral
reserves, each Church and Trust has sole discretion as -o

now 125 f.inds ~will ce spent.

Tee following United States Scientology Churches

and Trus=ts participate in this system:

1. Church of Scientology International (*CSI®)

2. Church of Scientology Flag Service
Organization (°*CSfsSQ”)

3. Chrnurch of Scientology of Caljifornia (°CsC*®)

4. Church of Scientology Religious Trust ("CSRT®)

S. Scientology Endowment Trust (*SET*

6. Scientology Dissemination Trust (°SDT®)

7. CUnited States Scientology Films Trust (°*USSFT®)
8., Church of Scientology Buildings Trust (°CSBT®)

9. International Scientology Religious Trust
(*ISRT®)

10. Church of Scientology Expansion Trust ("CSET”)
11. Church of Scientology Western United States
(*CSHUS")
In addition, 37 Class IV Churches and 61 Missions
throughout the country also participate in the reserve

system as described below.

HL



Ia gen2ral, each of the Ll

«)

myurches ané Trusts
13an=ified ascve ma.ntalns ceserves 1n at least zwo
separate bank accounts: one local account (usually in
cs Angeles) and one in Luxembourg. In addition each
mainTains an account wWisth an asgen:t, SCR Managenent
Services L3, ("SCRMS"'). In addietion, CSI, CSFSQ, Sz7,
and CSRT maintain separate reserve accounts for the
foreign currencies they hold, <Class IV Churches
generally maintain only local accounts in the United
States. Occasionally, a Class IV Church also may

maintain an account in Luxembourg.

The specific reserves accounts maintained by the

Church corporaticn and trusts are:

LOosS Angeles/Local Luxembourg SORMS

Account Account Accoynst
CSI (dellars) yes yes yes
CSI (other currencies) no ves yes
CSFSO (dollars) yes vas ves
CSFSO (other currencies) no yes yes
cse yes yes no
CSRT (dollars) ves ves yes
CSRT (other currencies) nae ves yes
SZT ({(dollars) yes ves ves
SET (other currencies) no ves yes
sDT ves no yes
USS?FT ves no ves
CS8T ne yes ves
ISRT no yes yes
CSET no no yes
CSwWUS yes yes yes

5] FREOLD N



Jaserves acsounts arza f.nded zhrougn diffaran-
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srocedures, depending on the Church or Trust 1avolved, For
examcle, the 37 Class IV Churches noted abcve participace
11 the reserves system jndirectly, threugh CSI. Zach week
they send CSI a payment for the ecclesiastical managemen:
services CST provided to that Church, which is deposited zo
CSi's reserves account.?/ While these funds, now in a CS?
account, are subject to CSI's control, they are not used
for CSI's routine operating expenses, They are used for
purposes to benefit the religion as a whole -- usually

dissemination, defense or capital expenditure.

Scientology Missions also participate in the reserves
system indirectly through Scientology Disseminaticn Trust
{"S27"). zach weaek they send SDT a tithe equal to ten
percent of their weekly receipts. These tithes are
deposited into SDT's reserves accounts and are used to pay
routine expenses of Scientology Missions International and
to fund broad-scale dissemination programs that benefit the
religion as a whole. (For example, in 1986 SDf received
approximately $1,000,000 in tithes; it expended $600,000
for SM1's operating expenses and $400,000 for dissemination

programs.)

*/ This amount is determined weekly by the Class IV
Church's Flag 3anking Officer in light of the amount owed
CSI and the local Chuzch's qwn needs. The payment
generally approximates five %o ten percent of the local

Church's weekly receipts.
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ceizs ameng
1ts operating expenses, which includes 1ts licensing fee to
RTC for use of the Advanced Technology, its managemen=:
cayments to CSI (around $200,000 a week, which mus: cover

ll of CSI's operating expenses), and its film licensing

W

payments. These represent all of CSFSO's recurring local
cperating expenditures; any excess of receipts over these
expenses 1s transferred directly to CSFSO's reserves

accounts.

Cccasiconally, a Church or Trust that maintains
reserves accounts may make a grant or loan to ancther
Scienzology Church or Trust. These funds may be paid
directly into a reserves account maintained by the
transferee, if one is maintained, or used to establish an

account for the transferee.

{. Reseorves Management

As noted above, the reserves owned by a particular
Chuzreh or religious Trust are exbended in accordance with
the determinations of its Board of Directors or
Trustees. These determinations are made in alignment

with the general and specific financial heeds of the

Scientology religion as a whole, which are coordinated




TALs NetweCr¢ .s respensiz.ie for all natters relating o

t=e financial affairs of =he hierarcnical ¢church,

cncl.ding zudgers and reserves, (Its struycture and
activiz.es are discussed in cezail in Finance Series 11X

actacked as Exhibit H=-1.)

The princigal ecclesiastical body within the
hierarghical church respeonsible for managing central
reserves is :he Reserves Committee, The purpose of the
Reserves Committee is tO ensure that central reserves are
kept safe, expended only for purposes of the religion,
and are increased o assure continued expansion of the
¢rurecn and Sroader defense and dissemination of the
religicen. A principal function of the Reserves Committee
is to appreve or reject (on a line item basis) monthly
budgets for expenditures from central ceserves. As
discussed in more detail below, this monthly budget is
compiled from all requests from churches for funding from

central reserves.

At present, each member of the Reserves Committee
is a full-time staff member of CSI and holds ¢ne of the

highest ecclesiastical posts in the International Finance

Network. These posts are WDC Chairman, WDC Reserves,




323ze: FTinance Cfficer. The area c¢f general
responsisility wiInln the International Finance Ne:iworx
and the specific functicn on the Reserves Comnittee of

eacm of =~ese individoals are discussed below,

a. Role of ecclesiastical management

A proposal for an expenditure from central reserves
generally is prepared by a staff memper from the part of
the church or organization that is responsible for the
activity or purchase for which funding is being requested
(i.e., a particular department, division, unit or office
cf a church). For example, the International Network of
Computerized “anagement (the division within CSI that is
zesponsible for establishing computer systems and
programs for church management) would prepare proposals
for purchasing computer equipment. The Office of Special
Affairs would prepare budgets for expenses for outside
professionals such as lawyers and accountants., Estates
staff would prepare a proposal to purchase new property

or to remodel an existing building.

Church policy requires that every proposal for an

expenditure from central reserves must set forth complete

details of the proposed expenditure, Specifically, each
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2znzain a descroiztion of the activity
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€.~7ed oz 33sen =5 ce purchased, tne anount regues:zed
(with all scupporzing financial data), an explanation cf
WwhYy the agtivity or asse: is necessary, how it will
comzrizit=a to =he exrpansion of the religion, and how L=
aligns with the goals of the religion and with the

particular functions of the paret of the organizaticn that

is making the proposal.

Then, the ecclesjastical hierarchy wi:h{n the
organization responsible for the activity or asset in
question reviews each proposal to ensure it meets the
foregoing criteria. A proposal is initially reviewed by
the immediate seniors of the staff member who prepared i:
and eventually by the organization's Advisory Council and :
txecutive Council, and from there to the Reserves

Committee,

b. Role of the Reserves Committee

As noted above, the Reserves Committee {s the
principal body in the ecclesjiastical hierarchy that is
responsible for managing the religion's central
reserves, It consists of five individuals -- WDC

Chairman, WDC Reserves, International Finance Director,

SOR Chief, and Reserves Budget Finance Officer. The




smez.f.2 reszonsizilizies and foncticns S§ =nmese
individcals are:

1. W2C Crair=an. WDC Chairman is the most senior
eccleslastica, official in the Church of Scientology. He

chalrs the the Watchdog Committee (*WDC'), which oversees
the enzirze international ecclesiastical management
strycecure of the Church. WDC Chairman serves as the

cnief executive officer of WDC.

2. WDC Reserves, WDC Reserves is the highest

ecclesiastical authority in the hiefa:chical church with
respect to central reserves., WDC Reseqrves is the member
of WIC who oversees the finance network and reserves
system of the religion., WDC Reserves has the
responsibility of keeping WDC informed as to all

financial matters of the Church.

3. International Finance Director. The

International Pinance Director is the seniocr
ecclesiastical official of the International Finance
Cffice., The International Finance Director oversees
operation of the entire International Finance Network,
which supervises all financial planning and financial

operations for the hierarchical church. In general, the

international finance Director and the International
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f£2r managiag tnhe recelsts, expenditires and reserves for

W

the hierarchical church. 7The functions and accivities of
the various components of the International Finance

Cffice are explained in txhibit C-3 of =the Protes:.

4. Sea Crg Reserves Chief. The Seaa Org Rese:rves

Chief (°SOR Chief®) is responsisle for supervising the
use of funds in central reserves from CSI hierarchical
churches and from investments., Since a major use of
central reserves is to purchase or remodel property, one
of SOR Chief's most important duties concerns the status
cf the church's needs with respect to land and
buildings. To asscomplish this, SOR Chief directly

’
supervises staff whose sole responsibility is to
cocrdinate the Churches' real estate needs with its
existing and expected plans. The senior officer on this
staff, a position called International lLandlord, is
responsible at the international level for overseeing the
planning for purchases and renovation of all properties.
The International Landlord, in turn, supervises Landlords
and Estates staff at the local levels who are responsible

for acguisitions and remodeling of property by lower

Scientology organizations.




3 Sagsrves 3.4cet Ti-mancte Tfficer, The Feservas
3-3get Fimance Cfflcer (°R370°) is resgonsiole for

5 all sudgetary progosals into a budget and for
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comzl
overseeing actual expenditures {rom reserves. The R3FO
crecares the menthly zudget for approval and reviews
diszursements each week to ensure they are in accordance
with =ne approved budget. The RBFQ also supervises
reallocazions of funds among line items in between
meezings of the full Reserves Commitliee that may be
requirzed as a.resul: of changes in pricrity or unexpected
emergencies. One of his duties is to monitor projec:s
that depend or will depend on reserves for financing,

including those in the earliest stages of planning.

Tee R3IFO reviews proposals as they are received by i
rhe Reserves Committee and prepares them for review Dy
sne full committee. Ideally, proposals for expenditures
from central reserves will be prepared long before the
expenditure is necessary so they can be incorporated into
the Finance Network's annual budget projections for
large, known expenses and proposed projects for the
upcoming year, such as major purchases of property and
equipment acguisitions, broad dissemination plans, angd
certain professional fees (attorneys, accountants etc. ).
These long-term budget projections are used to establish

a stable base against which more detailed budgets are

l:‘l:J_-: ':'-'.



Zevalzzed f2r each menin Qf zne ensiing vear, as well as

for ccerdinazticn Wwith manacgement on planning and

However, since the need for funding from central
reserves can arise a: any time during the year,
organizations often submit their proposals for reserves
expenditures when the need arises. Regardless of when
s<wbmitted, all proposals are processed by the Reserves

Commitzee under the same procedure.

during the last ten days of each month the
Committiee meets to review all proposals submitted that
TcAth to ensure that they are complete and that they
ptomo:e tne religion, are consistent with and will
forward the aims of Scientology, and fit within the
Purposes of the part of the organization making the
proposal. The Committee also determines whether the
proposal is economically sound and whether it is
authorized by international management. The Reserves
Committee reviews all proposals as a composite whole
against the aggregate in all reserves accounts, the
ceilings set for the prior month, and the strategic and

tactical planning of international management, and

liabilities, and makes adjustmen:s as needed.




zrepesal .avcives any large, unusual expendisure for a
garticular Church or trust, 1t must be apgroved by the
3card of Cirecicrs or Trustees of the Church or Truse
ccncerned, but only after ecclesiastical azpreoval by
management and financial approval by the Reserves
Commitztee, These requests will be approved only if the
governing bcard of the Church or Trust invelved
deternmines thaz the expenditure will promoce
Scientology's religious purposes. Thus, individual
Churches and Trusts have complete autonomy over the use

of thelir reserves accounts.

The R3IFO prepares a monthly budget summhary on zhe
Dasis of the Reserves Committee's review of all the
proposals, which is submitted to the Reserves Committee
for final approval. All approved expenditures are
consolidated into master lists that are maintained by
R3FO for the Reserves Committee and also by SORMS.
Individual Church organizations receive separate copies
of budger approvals for their own proposed expenditures.

(The amounts approved by the Reserves Committee represent

ceilings above which the organizations cannot spend.)
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, 8:2ff 3ar2 al:norizesd
s acwivat2 tmeir plans and {ncur the exgenses and

2: wne 2xpenses throughout the moath to ensure
expendizires are kept within the approved dudgeted

aneunt.

whenever funds need to be disbursed to pay for the
approved projects, the staff concerned will submit
disbursement propcsals to the R3FO by Wednesday night of
each week, Fach Thursday the RBFO compiles these weekly
disbursement proposals into weekly financial planning
lists for disbursementzs to occur on Fridays. The RBFQ
summarizes these weekly disbursement proposals and then
meets with the Reserves Committee each week for approval
of weexly discursements against prioccly approved
sudgets. These approvals are then communicated to SORMS
as authorization for the release of funds from reserves.
SORMS may pay the expenses directly or transfer funds to

the orcanization's local account for subsequent payment.

The method of funding of approved proposals for
very large expenditures varies depending on the facts of
the particular proposal. Some proposals include requests
to set aside funds towards a large purchase or progran

that will not e implemenzed until the future., Since the

Chureh's financial planning 1s carried out on a monthly




cas:3, 331 23,2235 genera..y are reguest2d f:1: oan
exsend.it.r2 tnat Wwill be made in tne near fiture usually
wlzaln six monzhs. Funds approved for set asides towards

a fizire expenditire may e retained in a separa%te bank

acssunt called the Reserve Payment Accouns, which is

when a very large disbursement 1s anticipated for
the fuzure, such as the purchase of a multi-million
dollar building, but the exact property, payment date or
purchase price is not yet determined, funds will be
built-up in reserves for the la:qe.pu:chase even though
not necessarily placed in a segregated account,
Similarly, 1f the expenditure will be made in stages over
a long pericd of time, as with the rencovation of a
buirlding or certain dissemination programs, funds also
will be built-up in reserves, though not necessarily
placed 1n a separate account. Here, amounts will be
drawn down regularly as approved in the weekly

disaursements,

Cne of the RBFO's most important duties in this
process is to keep abreast of the status of every project

that will require a reserves expenditure, even those in

the early planning stages. This function benefits both
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M2o2n n3s zeen said acoust the possinle size of z-me
huren's reserves, The Service has, for example,
specy.ated thart [t exceeds any conceivable yse zo which
tne f.nds cculd be put. The Service also has mainzained
that the size 0f these reserves single-handedly
establishes the Church's hidden agenda -- 20 acsumulate

money.

The facts show otherwise., At the Service's
request, and only for purposes of this subnmission, CSI
finance personnel prepared a consclidated balance sheet
taflecting the corbined assets, liabilities and net
worswn of all Scientology Trusts and Churches in the 0
Cniced States that participate in the central reserves
system. (These Churches and Trusts were identified on
Fage H-4,) This balance sheet set:les, for once and
for all, any question as to the reascnableness of the

aggrecgate of their reserves,.

Chuzrch staff devoted a great deal of time and
effort to compile this financial information. Since
the Church's accounting systems are not designed to

produce this form of financial presentation, numerous

records of all sorts had to be identified, collected




a~ 4 raviawed 29 locaze all cerzimaent Zata, This
crocess was exgensive and tite consuiming. L severely
disrogted =me very demanding nozrmal work schedules of

-~e s:3ff menmters inveolved, which directly suppor:s

T=e Service's probing search into the Chuich's
financial affairs and the resulzing diszuption of its
religious program represents a clear case of excessive
entanglement in violation of the Church's First
Amendment rights. While CSI and RTC have been forced
to prepare and present this info:hation in order to
protect their tax status, this disclosure does not

conszitute a waiver of their First Amendment rights.

The Service must bear two important points in
mind while reviewing this balance sheet. First, while
this balance sheet is a consolidation, at the Service's
request, the assets and liabilities reported are not
cWned on a consolidated basis. WNo Church or Trust can
be assured that any of its liabilities will be offset
by the assets owned by ancther Church or Trust unless
that other Church or Trust authorizes the expenditure.

As noted above, this requires a determination by its

Board of Directors or Trustees that the expenditure




wiil nelp advance religidous purpcses, and 1s cropers

under %thelr drganizational doguments.

Second, the figures presented are unaudited and
.n many cases are approximate totals. For example,
figures have peen rounded to the nearest $100,000, and
CSI staff personnel estimate that there could be a ten
percent or more margin of error in the figures
overall. However, this estimated, consolidated balance
sheet represents CSI's best efforts to gquantify the

current financial standing of the subject organizations.

The reason CSI does not have precise financial
data for these assets is that its ecclesiastical /
financial system is not designed to account for the
current value of assets such as real property, tangible
personal property and certain investments. CSI's
ecclesiastical financial system is geared to reflect
data related to its religious program -- dissemination,
provision of religious services, and expansion -=- not
net worth. Thus, unless the particular financial
information in gquestion has some bearing on the
dissemination of Scientology’'s technology -- and net

worth does not -- it is not specifically provided for

in CSI's ecclesiastical financial system.




me:ncd o0f accounting and do not accounz for all accrued
Liaz.lizies, such as interest. Finally, a significans:
amounz of many items reported are owned by 37 Class IV
Caurcmes ==raoughout the country that do not provide CS:I
with regular reports cocncerning the value of all thei:
asse=s. CSI cannot guarantee the accuracy of values
reported by these organizations for many items such as
real and tangible personal property. However, CSI
selisves the value reported for inventory (religious
books, E-Meters, etc.,) is more accurate as it is
derived from rouczine reports received from lower

Cruzgches.,

The values reported for real property are based on
the most recent appraisals avajlable as of December 31,
1986. Current values may be higher, and two appraisals
prepared since that date indicata values for real
propersty should be increased by $§12 million, Most
values for real property owned by Class IV Churches
have been extrapolated from various
inte:nalli-qenera:ed ceports,

v

wWhatever their current value, the assets

classified in the real property category have no




cznsists only of Trorerty Jsed exzlusively for
T2l13134s purgeses (chursn zuilding, certhing,
acdministrative offices, ezc.); iz doces not include
investTents <r property used f£or cther purgoses., Thus,

Tnese assets are already dedicazed to a religious

purpose.

Tanglole propercy (all of which is used
exclusively for religious purposes) is valued atc the
lower of cost cor market, Investmen; property
(primarily oil and gas properties) are valued atc the
lower of cost or market. The value reported for oil
and gas proserties is market, pased on a recent
valuation, (Negotiations currently are underway to '

dispcse of these properties.)

Contributions received from parishioners for the
provision of religious services in the futuyre (their
‘advance contributions®) are reported as other
liabilities. Churches are obligated to deliver these

services and to return these contributions if the

parishioner decides not to receive the services.
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Asse"s

C.zzent assects

Cash $ 13.0
lnavestmenzs (gold) 26.8
tavengory £for resale 18.4
Certificace of deposit (frozen) 2.9
Fixed assets
Real proper: 32.4
Tangiole property 13.5
Investments 16.0
Loans receilvaple on investments
Receivabples from Scientology organizations
Accounts receivable 7.4
Mortgages receivable 33.8
Loans receivaple 41.0

Total Assets

iabilities and Ne* Worth

Jrrent liabilities
Bills pavaole s 2
Notes & loans payable 7

Other liabilities
Judsment (on appeal) 30
Taxes assessed 12
Parishioners' advance contributions S1
Mortgages pavable 3

Liaotlities to Scientology crganizations
Notes and lcans payable 43.5
Mcrtgages payavble 15
Total liabilities

Ne® worth

Total liabilities and ne: worth

6l.

61

.9

.4
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The preceding analysis shows a net woreth of $40.4
million (actually $%52.4 million i€ current appraised
values of religious-use real property are included).

Cf course, net wor=h does not reflect "reserves” since
most ¢f zhe values reported -- such as real and
tangible g23rsonal property -~ already is dedicated to a

religious use ¢or obligated for a similar purpose.

The actual amount of reserves can be anything.
It could be ser at $51.7 million (current assets less
current liabilities), but this value would not reflect
offsetting liabilities owed to third-parties
(nen-Scientology organizations). A more realistic
value could be a negative 3$28.9 million, the sum of
cyrrent assets, investments and loans receivable on
investnents -- $77.9 million -~ less the sum of current

liabilities and other liabilities -~ $106.8 million.

The Service also may want to add to this reserves
valyue the net receivable from other Scientology
organizaticns (323.4 million), for a reserves value of
negative $5.5 million. At most, the Service might add

in the advance contributions, for a reserves value of

346 million, but this would be wrong sinée these funds




may nave 2 ce re:urned to individual Scientclogists 18

serv.ces ara nct provided., They are liapilities.

whatever tne value of reserves -- $51.7 million,
346 million, or a negative 3$5.5 or $28.9 million -- one
thing is certain -- each and every dollar in these
aceoun-s :s dedicated to some specified use that either
supports or advances the religion of Scientolagy.
There simply are no reserves in excess of those the

Church will need to meet its anticipated needs.

For example, at the Conference and in the
Protest, CSI explained in great detail the Church's
finance golicy to maintain sufficient funds in reserves
to cover operating expenses for two years in the event
of loss of funding. The Service agreed that this
policy was reasonable and acknowledged that most
nonprofit, tax-exempt organizations either do or should
maintain reserves for this sort of contingency. As cne
expert on these matters advised, “Each year, funds
snould be set aside in such a reserve until such time
as the organization is one year ahead financially:; that
is, could operate an entire year without any income of

any kind.* T. Wolf, The Nonprofit Organization -- An

Coerating “anual (1984) at 97.




TR cliline czerating exgenses (wWhich excludes
payments 1nto reserves) of the United States Churches are

as f2llows:

TWOo Year's (Cperating Expenses
{in mi1llions)

Annual Biannual
Class IV Churches 37.96 75.92
Celeprizy Center Network 10. 40 20.80
C.S. Sea QOrg Orgs 15.60 : 31.20
CSFSO 26.00 £2.00
¢s:? 20.80 41 .60
¢s¢ 1.56 3.12
SMI 1.04 2.08
Total 113.136 226.72

As shown, reserves are not sufficient to cover one
year's worth of operating expenses, let alone the
twWo-year contingency required by prudent, fiscal policy.
Indeed, even if reserves were worth §S1.7 million -- or
even 360 million -~ there are only sufficient funds to
support United States Churches for about six mon:hs;

Thus, there simply is no excess in reserves,

In.,addition to this contingency fund, CSI has
definite, specific plans to use $1$6,870,350 of reserves
-~ more than double its value -~ to finance programs that

are essential for the Scientology faith to be practiced

in the present and to grow {n the future, These plans
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Feserves CommLitlie
a.zeady nas agpgroved most of the planned uses for
immediate funding and 1s either maxking excendji:tlires
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CSI also is providing numerous exhibits to
susstantiate the degree to which these planned uses have
been put into effect, Wherever appropriate, an exhibis
package has been included to support the description of
particular projects within the following text. Each
rackage ccnsists of a longer, detailed description of the

ors

tect, wncleding financial planning, as well as some
tangible procf of its status ~-- photographs, slides,
Dooks, tape cassettes, video cassettes, blue prints and
the like., This hard evidence establishes that these uses

are all religious, bona fide and concrete.

Planned uses of accumuylated reserves fall into six
categories: 1) dissemination of the technology, 2) legal
defense of the religion, 3) acquisition, constructicn,
and renovation of Church property, 4) equipment needed

to carry out religious functions, S) Church public

telations activities and publicazions, and 6) support

——————




Lo S.88,370,335 from reserves,

T=e Reserves Commiitee plans to devote $§43,514,631
from reserves in 1987-89 to disseminate the Scientology
religion o the puzlic 2y l) instituting an i1atensive
disseminazion campaign for two Dasic boocks, nanely,

Jianecics: T=e Modern Science of Mental Healsh and Self

Analvsis, 2) establishing Hubbard Dianetics Foundations
in each U.S. Scientology Church, 3) circulating within

Cwurch organizacions materials encouraging parishioners
5 parzake of higner level training and counselling, and

4) encsurasing parishioners and the public to partake of

o

s~e Pirification Rundown. The central unit within CSI
responsible for these activities is known as the Central
varketing Unit, the sole purpose of which is to

disseminaze the religious technology of the Church.

(l) Public disseminaticn of Hooks

The preferred and mest successful method of
dissemination is to get the public to read a book by

Mr. Hubbard to learn what Dianezics and Scientology are

all about. For this reason, the dulk of dissemination
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expenditures is used for 2ianetics: The Modern Science of

Men=al Heal®n and Self Analvsis. These books set forth

the basic principles of Dianetics and Scientology.

wide public dissemination of these books, through
National Dianetics Campaigns -- involving expensive
prime-time television spots, TV talk shows, a Dianetics
TV show, Dianetics introductory films on cable
relevision, increased public relations and news media
announcements, seminars, and video d;stribu:ion -=- have

proven to be the most important and successful of the

Church's propagation efforts.

Expenditures for book dissemination are submitted
to the Reserves Committee as part of monthly budgets, and
scmetimes are submitted and approved on a long-range
basis. In the first half of 1987, approximately $4.1
million was spent for public dissemination of books.
Between now ;nd the end of 1988 it is estimated that an
additional $2%.2 million of reserves will be devoted to
book dissemination campaigns.

(2) Establishing Bubbard Dianetics
Foundations

Hubbard Dianetics Foundations are responsible for

delivering basic Dianetics services and conducting
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seminazs 29 educate the general pudblic gn the immediate
and practica. uses of this religious technology. The
Resezves Committee anticipates spending $3,144,360 to
establish Hubbard Dianetjics Foundations in every
Scientology organization, and expenditures for 2his
purpose are submitted as part of monthly budgets.

{3) Circulation of dissemination materials within
chuyrch organjzations

In addition to public dissemination campaigns, CSI
also disseminates materials within Church organizations
to encourage parishioners to partake of higher-level
counselling and training to increase their spiritual

awareness and well being.

To date in 1987, approximately $1.1 million of
reserves has been spent by CSI for this type of
dissemination, and the Reserves Committee expects %o

spend another $2,670,271 for this purpose through 1988,

(4) Promoting the Purification Rundown

L. Ron Hubbard discovered a method of totally
cleansing a body of all residual drugs and toxins while

simultaneously increasing spiritual awareness known as

the Purification Rundown. The Church intends to launch a




=asor cactcal3n to disseminate this technology to the
general punlic, and the Reserves Committee plans to
devoze §.2 million to this campaign Lbetween now and the

end 0f 1983,

A more detailed description of these uses is

attached as Exhibit H-2.

b, Legal defense of the religion

The Reserves Committee authorizes approximately Sl
million pez month, or $12 million annually in 1987 and
1988, for legal and accounting fees, court costs, and
other expenses relating to the defense of the religion
and the activities of the Church. These defense
expenditures, which are paid out of reserves and are
approved as part of monthly budgets, cover the following

types of legal and accounting activities:

1. Litigation to enforce the Church's trademarks;
2, Other civil litigation;

J, Litigation and negotjiations with the Service
and state and local tax agencies;

4, Legal and other professional consultation; and

5. Professional fees to accounting firms.




Tne Jhuzih mas 1nstituited several tracdermark
infringemen:z actions, funded by reserves, %o safaguard
the integrizy of the marks and the purity of the
Scriptures, These legal acticns will be discussed in
greater detail in Part II of the Supplemental
Submission). The enforcement of the marks, although

costly, is vital to the Church,

Reserves also are utilized to defend actions
brought against the Church that raise important First
Amendment questions affecting the entirze religion. Those
cases often raise complex legal issues and contain

inflated claims for Jamages.

The Church has also expended substantial funds from
reserves to vindicate violations of its Constitutional
and civil rights by local, state and federal agencies,
and to litigate under the PFreedom of Information Act

(FOIA).

In the process of obtaining tax exemption and
resolving questions with the Service, the Church also has
expended substantial funds from reserves to respond to
the Service's voluminous requests for information., Other

substantial legal fees are incurred in connection with

audits, tax planning, and tax-celated litigation.




tn a2Zdiztion to expenses for litigazicon, reserves
a.so pay .2c2l fees for consultation with attcrneys and

-

accountants on routine legal matters.

A more detajled description of this use is atrached

as Exhibit H-3.




nszzuocsion and rencovation ¢f

(8}
YO
o4}
LA T

-
[6 I
LA B ad
oo
g 3
™ ~
(A}

o)

-
-
Y

[ 8 R e
W

) 3~

The Church is presently engaged in major

construction and renovation projects, which will be
finded oy reserves a: a total cost of $§52,434,1358, in
Clearwazer, Florida, and in the Los Angeles, California

area,

(1) The CSFSO facilities, Clearwater, Florida

The Church of Scientology Flag Service Org, Inc.
(*CSFSQ") is the largest Scientology Church, and its
facilities house the largest Scientology religious
retreat delivering the most advanced levels of auditing
and training available to parishioners. CSFSO
ministers to the spiritual needs of over 1,000
parishioners from around the world at any one time.
Most parishioners who come to CSFSO stay in Church

facilities.

The nine buildings and other properties curctently
owned and operated by the Church in Clearwater include
one large central residential facility, three smaller
tesidential facilities, one large residential complex,

and four administrative office buildings. All of these

buildings are fully utilized for delivery of religious
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services, administrative supportc services or
parishioner and staff berthing and dining facilities.
None of these puildings is new., In fact, the main
Duilding is over 50 years old and has required enormous
amounts of restcratiocn simply to bring it up to code,
such 2§ complete rewiring and re-plumbing. Many of the
buildings require extensive renovations to bring them
up to modern standards of electrical, plumbing, air
conditicning, heating, ventilation, roofing, structural

soundness, etc.

These rencvation and remodelling projects on the
main building have been proceeding over the past three
years a:z a total cost to date of approximately $4
million from ceserves. An additional $4 million from
reserves will be spent to remodel and extend berthing
spaces, -0 expand student study and technical
administrative areas, to build additional auditing
rooms, to expand the bookstore and storage areas, to
remodel dining, canteen, and entry areas, to refurbish
showers, baths, medical facilities, garage and swimming

pool, to repair the physical plant,; and for other

renovation and construction.




Anocrmer $1,1680,0C0 from reserves will

(9]

e szen: 12
rengvate ancther large resijidential faciilzy which
cn=ains living and dining facilities for

parishioners., Plans call for a major overhaul of the
sreperty including new roof, plumbing, air-handlers,

walls, ceilings, flocors, windows, fixtures, furnishings,
dining facilities, and galley equipment, construction

of new auditing rooms, and construction of increased

berthing and auditing facilities.

About $3%0,000 from reserves also will be spent
to renovate the largest administrative building. Plans
include converting the front lobby into a Scientology
museum, installing a new roof, performing major

§IId¢C

o

Jral work, and completing new interior walls,

ceilings, floors, furnishings, display cabinets, etc.

The Regerves Committee approved all of these
plans in a 1983 proposal, but far more has been spent
than was originally planned, and the plans have
expanded since that time. Updates and funding requests
for these projects are submitted on a weekly basis, and
it is currently estimated :h;: a total of $5,%58,800

from reserves will be spent for all of these projects

on the Clearwater properties over the next l-2 years.




A mcre Zezailed descrigzion of his use is

azzacned as Txhibiz H-4,

(2) Churches in the Los Angelas Area

The Reserves Committee expects to spend a total
of 346,875,658 for the following major property
acguisition, construction, and renovation projects in

tne Los Angeles area.

(a) The Cedars Complex

The old Cedars of Lebanon building complex in
Hollywood was purchased in 1976 to house in one central
iocation a number of Scientolgy Churches that were
scattered apout the Los Angeles area. Over the past
decade this building has been used by literally
thousands of Church staff and parishioners, which has
resulted in enormous wear and tear on the facility.

Extensive renovation of the property is now required.

The Church must expand and restructure the Sunset
3oulevard entrances to the Complex because they were
not designed for the large number of people that use

them daily. This will require demolition and

reconstruction of exterior and interior walls, floors,

S8 U bty
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ard Zecks, r22iing, szructural work, and removal of

Jemzis. The eszimated costs for this project are over

J

$430,000, 2.4s $200,800 for double insulated glass that

filters ous ultra-violer and infra-red light and saves

encrmous amounts of energy.

Qther plansg include expanding dining facilities
at a cost of $130,000, modification of office space
(including new lighting and air conditioning) at a cost
of $1,300,000, replacement of office equipment at a
cost of $160,000, and repainting the exterior and

interior 6! the complex at a cost of $500,000.

The Churzceh slso plans to build a museum to
exhibit an informative view of Mr. Hubbard's life and
work., This will be flanked by a new facility for
expanded introductory religious services and a parking
structure to accommodate the increase influx of
parishioners. The estimated total cost of these

projects is 3$%,400,000.

current expansion rates also require new premises
for several large crganizations currently located at
the Complex. An extensive search for new properties in

the Los Angeles area has been ongoing for several

W’m
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Tontins.

r.223 f2r the properties viewed 0 date have

)

ranged frcem §3 to 8§18 million and the price range
curzently being considered is about $1S million.
Planned facilities will provide housing and werking
spaces for over 600 of the staff currently living and
working in the Cedars Complex., These facilities will
include offices, berthing, kitchens, laundry, and all

that is needed to make the facilities self-contained.

Once appropriate facilities are chosen,
rencovations will be required before they can be used.
Projected costs for these renovations, as calculated
for one property that was examined, would add

approximately $1.6 million to the purchase costs.

The Reserves Committee is fully informed and

- aware of this project through close consultations and
the exchange of communication with the Church Architect
who has prepared extensive drawings for these projects,
and will provide funding for an appropriate facility.
in addition, the Reserves Budget Finance Qfficer meets
regularly with staff who are working on the project to
kéep the Reserves Committed up-to-date on the status of

the plans. A total of $15,000,000 from reserves is

expected to be devoted to this project.
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A more decalled descripricn of this planned use

i3 a=zacned as Etxhibit H-S5,

(p) The Hollywood Inn 8uilding

This eighz-story bduilding currently houses
approximately 167 adult staff members and 146 children,
but it is old and contains a large amount of unusable
and inefficiently used space. Massive renovations will
be required to modernize and convert this building to
either of two uses currently being considered: (1)
creating additional berthing space for parishioners
visiting Los Angeles area Churches (estimated cost:
$186,635), or (2) converting the building to an
administrative office building, which would require
puilding a l00-car parking facility. A three-level
parking structure. This project will cost $621,600,

and with a four-level structure, $828,000.

To remodel this older, inefficient floor plan,
nonessential interior walls must be removed to create a
modern, ‘open plan® office space. The remodeling cost
would include full demolition of seven floors, roof
construction, plumbing repairs, fire suppression,

electrical work, and mechanical repair (cooling and

heat), at an estimated cost of $776,000. <The
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comsmroconion 9f intericr walls and dropred ceilings,
and the installation of insulated windows and carpets
with pads will cost $321,992, bringing the total for

remodelling this structure to 81,097,992.

The Reserves Commitiee expects to devote a total
of about 322,000,000 to the projects at the Cedars
Complex and the Hollywood Inn. Although the Reserves
Committee has determined that these renovations are
critical, funding has not yet been finalized for these
renovations because planning is ongoing. The Committee
continues to closely monitor this project through the

Regerves Budget QOfficer.

A more derailed description of this planned use i

is attached as Exhibit H-6.

(c) Boarding School for Children

A search is currently undecrway for a suitable
property to establish a ranch-style boarding school for
the approximately 450 children of the Los Angeles area
Sea Organization staff members. Over the past Year, a
great deal of resea:ch-has gone into locating the

proper site, which must have approximately 75-100 acres

of land. Twenty-one properties have been considered
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ans reseazcnad cver the last few years ranging in price

The estimazed cost of this facilizy, which has
already teen committed to this project from reserves,
is 81.7 million for purchase and renovation, plus
$972,000 for the first year operating expenses, for a
total of $2,672,000. The Reserves Commjittee is
=~~nitoring this project and has assisted in preparing

financing proposals therefor.

A more detailed description of this planned use

is attached as Exhibit H-7.

(d) Restoration of the Manor

Fifield Manor is a 60 year old Hollywood landmark
which currently houses the Church of Scientology
Celebrity Center, where artists and celebrities in
various fields are trained in the Scriptures and tenets
of Scientology and receive spiritual counselling. The
Manor has deteriorated and needs to be refurbished so

that it can continue to fulfill its vital function to

Scientology.
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Reszcrat.cn and renovations planned for %he Manor
~ave been cnzoing for several years and include work on
the exzericr tO improve its appearance and tQ save the
myuiiding from further deterioration. This work
includes replacing and sealing part of the roof and
reciling =he rest, building a scaffold around the
building for waterblasting, resealing, and repainting

the entire building, grading and landscaping the

grounds, and installing new exterior lighting.

Extensive renovations also are planned for the
interior, including creating smaller, more efficiently
designed rooms, moving, restoring, and decorating each
room, duilding inéer;or walls, upgrading the electrical
and water supplies, total rewiring and plumbing,
installing a new air conditioning system, and

renovating the dining facilities,

After the main renovations of the building and
other new construction are completed, the small theatre
at the Manor will be replaced by a much larger theater
and workshops in the space that is presently a parking

garage. The bookstore in the Manor also will be

expanded to display all of the books of the religioen.
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rechinolsgy, cons:tructicon of a new Church of Scientology
Celepbrity Center building adjacent to the main Manor

byilding will begin in early 1988,

The Reserves Committee has reviewed several plans
and proposals for these renocvations and anticipates
that the estinated costs for the execution of the plans
will be $9,343,000 in appropriations for their
execyution. The Reserves Budget Finance Qfficer has
also visited the Manor on numerous occasions to obtain
a working knowledge of this project and to keep

Reserves Committee abreast of its progress.

A more detailed description of this use is

attached as Exhibit H-8,

{e) Gilman Hot Springs

The Gilman Hot Springs property, a S00-acre
facility located in Southern California, houses
administrative facilities for use by the highest levels
of CSI's ecclesiastical management and Golden Era
Productions. The number of staff within these units is

now over 500 and growing., The current office space

facilities (including space used for the delivery of




raligious services to staff), and utilizies are
inadequate for ecclesiastical management to perfornm
their duties and to continue to expand, Thus, the
Reserves Committee has approved a plan which includes
the expansion of one bduilding, renovation to gain
Setter utilization of existing space, the construction
of another small office building, and upgrading the

utilities servicing the property.

Plans are also underway to construct sSix new
buildings to house staff members and to remodel an
existing building to house professional Scientology
artists and performers engaged in various film and

mUsic projects at Gilman Hot Springs.

The Chuzrch also plans to have its own farm, which
will produce several basic foodstuffs for use
exclusively by staff members residing on the propecty.

These products will not be resold.

The Reserves Committee has reviewed plans for
these projects for which a total of $13,362,666 is
expected to be expended. The Reserves Budget Finance

Officer tours Gilman frequently to review project

planning and makes financial recommendations to the
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Reserves Commiztee, He also is kept 1nformed oy the

CRurch Archizecsz on the progress of the project.

A more detajiled description of this planned use

is accached as Exhibit H=-9.

d. Equipment needed to carry
out religious functions

The Reserves Committee has approved or is
considering approval of about $35,402,561 to purchase
the following equipment to carry out the Church's

religious purposes:

l. Compuzer equipment for the Church as a whole,

2. Transcribing and publishing equipment for the

Church's compilation projects.

3. Tape and film production and duplicacion

equipment for Golden Era Productions.

(1) Computer equipment

To accomplish needed computerization of the

Church, a separate organization was within CSI

established called International Network of Computer
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g3 “anagemens (INCCMM)., The purpcse of this

-
- - v
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(2]

orsanizazicn is to establish and operate an
international computer system for the Church. To date,
zhe Church has spent over §10 million on computer
hardware and developmen:z of software. This includes
150 central processing computers, approximately 1,000
individual user terminals and supporting egquipment,
several tons of air conditioning, optical character
readers, extra disc storage, tapes to coperate as memory
baékups, and security provisions, Expenditures for

this equipment were approved by the Reserves Committee.

Plans for 1988 call for computerizing fifty
Churches in a network connected to a central computer
system, 7To do this the Church will require three
mainframe central computers, software, storage discs,
approximately 100 peripheral terminals and supporting
communications equipment, a large satellite dish,
sofrtware development and hardwaze and software
maintenance contracts. In addition, each of the 350
Churches will require multiple terminals and data input

stations in quantities commensurate with their size.

The Reserves Committee has approved feasibility

studies on this computerization project, has determined




H=-49

==3- =nese =2x7enses are critical to continued expansion
0f zne religion, and has set aside funds for them., The
eszimazed cost of the computerization project, which
will be sucmitzed as a standard budget jtem, is

$21,430,000.

A more detailed description of this planned use

is atzached as Exhibit H-10.

{2) Transcribing and publishing equipment

The LRH Compilations Unit (Comps Unit) was
originally estanlished as a “Tapes to Books® project
for the purpose of transcribing all of Mr. Hubbard's
tape-racorded lectures and compiling the transcriptions 0
into bocks and other forms of publication. However,
the age of many of the tapes results in poor sound
quality, which has stalled the transcription process.
Antiquated typewriting and typesetting equipment also

has slowed this vital project.

To facilitate the transcribing of the tapes and
the compilation of the tape transcriptions into books,
the Comps Unit needs modern, high gquality sound

play-back equipment (including reel-to-reel tape decks,

headphones, cassette tape decks, and equalizers),




szmouter eguiigment for specialized word-grocessing
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luding I3 AT rersconal computers, high cagacity
disc drives, modems, printers, word processors, and
sof-<are), and scphisticated typesetting and
ghotocsoying equipment, The computer equipment also
will be utilized for the Comps Unit's long-term goal of
compiling volumes ¢f all of Mr, Hubbard's written works

noet yet in bock form,

The research and planning for this new equipment
is complete and the estimated financial expenditures of
§757,561 from reserves are expected to be approved

later this year,

A more detailed description of this planned use

is attached as Exhibit H-1ll.

(3) Tape and film production equipment

Golden Era Productions (Gold), occupies most of
the Gilman Hot Springs property. Gold reproduces
Mr. Hubbard's Scientology lectures and also produces

religious films, which together with books comprise the

Sulk of the Scriptures.
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Many cf these lec:tures were recorded 20 or more
vears ago and as a result, the audio quality is poor.
Additionally, through the vears the master tapes have
deteriorated, further lessening the quality of the
original reccrding. These original tapes must be
"mixed® to improve the sound quality, which requires
the use of very sophisticated and expensive equipment.
After mixing, the tapes are then copied onto cassettes

for dissemination.

The curcent production facilities are producing
at their maximum capacity and must be more than doubled
to handle the demands for these lectures in both
English and foreign speaking éoun::ies. Thus, the
Church plans to add two additional lecture mixing
rooms, which will require additional mixing and editing
equipment. To double production, new production and
high-speed copying lines will be required, and will be

housed in a new building.

Gold also produces films which play a key role in
both the dissemination and application of the
technologies of Dianetics and Scientology. The

production of these films is no small task. Every

action that is required to make a Hollywood film is




nting, canmera, sound recording, editing,
music soundtrack, mixing, etc.), but currently there is

only one studia., The only way to increase the speed of

produc:ion is to expand the film shooting facilities,

The first vital facilities to be constructed will
be an additional f£ilm studio and a building to
construct and store sets and props. The film editing
and final assembly facilities alsoc will be expanded to

keep pace with increased production.

current color film negative stock begins to
deteriorate after four years. To preserve Scientology
films for future generations, the Reserves Committee
expects to approve funds to create a laboratory for
film preservation and for production of °release
copies® of films. This film lab requires the
congtruction of a building and the installation of
equipment which, while expensive, is a necessary
expenditure which will save enormous amounts of funds

over the long term.

CSI is also purchasing 500 specially modified

projectors to replace the Churches' current obsolete




Sys=27s. This plan will provide the Churches with a
nigh-3uality s:zandard projection system that is much

less expensive than they could purchase individually.

The Church also plans to move the E-Meter
production operations to Gold to assure that E-Meter
are produced according to the highest possible

standards.

The Reserves Committee has approved the plan to
speed up tape and film production and related
activities by creating the needed facilities. The
Reserves 3udget Finance Officer regularly monitors the
progress of these plans and makes recommendations :o :
the Reserves Committee regarding specific projects.
The Reserves Committee anticipates budgeting
$13,215,000 for the purchase of this equipment and the
construction of these facilities, not including Gold's

operating costs,

A more detailed description of this planned use

1s attached as part of Exhibit H-9.
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It is a maxim of Scientology management that when
Mr., Hubbard's :mage i3 not present in and around an
crganization, the organization is likely to fail because
its personnel forget the source of its Scriptures and
are apt to employ nonstandard substitutes for the
Scriptures. Promoting Mr. Hubbard's image in
association with the Church also attracts parishioners
to the Church and provides a constant symbol of the

need to maintain the purity of the religious technology.

The LRH Public Relations Office Internatiocnal
(*RPR*) [see Protest B-29-30) was established to
accomplish these purposes. Members of the RPR staff in
each continental office, through LRH Communicators on
staff in each organization, implement internal public
relations campaigns designed to increase staff
proficiency and parishioner satisfaction, and publicly
promote Mr. Hubbard's image to increase community

gqoodwill and Church membership.

RPR is engaged in the following public relations

activities:




1. an internactional project to standardize the
quotaticns and photograghs of Mr. Hunbard that are
d.splayed cn the premises of every Church organization;

2. a campaign to promote the standard usage of
tne Scriptures in the delivery of auditing and training;

3. a project to upgrade deteriorating
phozograchs of Mr. Hubbard so that they are usable for
Dianetics and Scientology publications and awards;

4, a program to give small Christmas qifts to
executives and staff of some Church organizacions:

S. a Church expansion incentive campaign known
as the °"LRH Birthday Game:;"

6. five annual internaticnal celebrations for
all Scientologists; and

7. publication of Good News, a monthly
newsletter for Scientologists; HOTLINE, a newsletter
for Church Public Relations Officers; an inspirational
calendar for Scientologists:; the °“LRH Booklet® for
educating the publi¢c about Mr. Hubbard's religious
work; and °"Ron Mag,*® which provides information about
Mr. Hubbard's many significant achievements and
contributions to the Church and society,

The Reserves Committee expects to authorize
expenditures of $5,610,200 on these projects between
now and the end of 1988. (This figure includes only
one appropriation for annual events, such as the
Christmas Campaign and the five annual celebrations.)
RPR's funding for these projects is approved as part of

its monthly budget submissions.

A more detailed description of this use is

attached on Exhibit H-1l2.

W




The Reserves Commi:itee also expeces to spend
$5,784,000 in 1987 t2 publish three Church peticdicals
as part of its dissemination activities, The funding
for these publications, described below, is approved as

part of the monthly bdudget submissions:

Freedom News Journal, published monthly and

funded entirely by reserves, promotes social reform
activities and offers possible solutions to social
problems. Freedom is, for the most part, distributed
free of charge because its return from subscription

rates barely covers mailing costs,

Scientology Todav, a monthly periodical designed

for parishioners, briefs Scientologists on Church
activities., This magazine is distributed free of

charge.

crusader, a newspaper published by the Religious
Freedom Crusade (an ad hoc group of ministers, founded
and led primarily by Scientologists), is distributed
monthly to about 171,000 American clergymen to educate
them about First Amendment issues involving freedom of

religion. The Church plans to increase the circulation

of Crusader to over one million in 1988.
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more detailed descripzion of this uUse 1is

az-ached as EIxhibit H=-13.

£, Supgort of Church staff

As part of their staff position, Sea Organizatiocn
members are provided by the Church with their food,
accommodations, medical and dental care, a small weekly
stipend for incidentals, and uniforms. These expenses
generally are routine and not paid by reserves.
However, the Church has decided that all Sea Org
members should be provided with new uniforms to enhance
the Church's public image. This is a extraordinary

purchase that will be paid by reserves.

There are different styles of uniforms for
different occasions or positions. After extensive
research and negotiation with several clothing
manufacturers, an order for uniforms was placed earlier
this year at a total cost of about $1.% million. The
cost of uniforming all Sea Org members in the U.S.,
which was the subject of a proposal to the Reserves
Committee and has already been budgeted, will total

approximately $2,125,000 and will be paid from creserves.

A more detailed description of this use is

attached as Exhibit H=-14.
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T=2R3slis on Finance

The final factor the Service identified at the
Conference as evidencing a commercial purpose is an
overall emphasis on *high earnings® and finance as a
policy matter, The Service reiterated its allegations
in the Initial Letter that "the primary role of CSI and
RTC is to monitor and ensure maximization of profits
and proper allocation of income. (CSI Letter at S54;
RTC Letter at 61.) The Service maintained that this
fac:or is established because the express policy of the
Church as stated in its Scripture, is to "make money"®
and "mocre money,® CSI unilaterally appropriates funds
belonging to lower Scientology organizations for its
cwn purgoses, a disproportionate portion of Church
literature and staff persocnnel are devoted to financial
matters, and high prices are reqularly charged in order

Lo generate substantial ceserves for no purpose.

CSI and RTC have discussed in length the
Service's concerns with respect to pricing and reserves
-- which, along with benefit, are the underpinnings of
the Service's initial adverse determination -- and
unequivocally established that neither are

unreasonable. As has been shown, the Service's

understanding of true facts concerning pricing and
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reserves 1S Just plain wrong., The Service's
understanding of the other fac:s listed above also is
wrgong. Financial monitoring is only one of the many
activities in which CSI engages. And the sole purpose
of this one particular activity is inherently exemption
related: to ensure that Churches are able to exist and
disseminate Scientology's religious technology. RTC,
on the other hand, monitors financial matters as a de
minimis part of its activities, Its primary role is to
ensure that CSI and its licensees apply Scientology's

religious technology according to the Scriptures.

The Service's misunderstanding of the actual
facts i3 aptly demonstrated by its assertion that
Church policy is geared to profiteering. The Service
supports this position by quoting passages from several
policy letters. One such quotation is from an HCO
Policy Letter entitled °*Finance Series llR -- Income

Flows and Pools -- Principles of Money Management.®

(Exhibit H-1.,) Expressly stated under the hearing
*Governing Policy® at the end of this policy are the

exhortations to °MAKE MONEY,® °“MAKE MORE MONEY,* and

*MAKE OTHER PEOPLE PRODUCE SO AS TO MAKE MONEY.®
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<@ :7pczt of this guotation cannot be understood
inless iz is read in context. Making money is policy,
mut as shown oy the policy letter from which the
quotation is taken, making money is the policy only of
cSI's Finance Network. This particular policy letter
was one in a series of policy letters on finance
directed to personnel working in the FinancCe Network
(the Flag Banking Officers). (Hence the title "Finance
Series l1R.") It was not directed to other personnel,
nor was it intended to apply to other networks working
in the ecclesjastical hierarchy. Indeed, the policy
letter Qpecifically classified the statements in

question as °*The governing policy of Finance . . . .

The Service also quoted from an issue included as
Attachment 12 to the Initial Letter, to the effect that
Scientology organizations must make °far more money
than the organization needs to operate® and that *some
organizations are making far less money than they need
to make.® A formula immediately following these
sta:eme;ts tequired the organizations in question to
allocate their contributions and receipts among six

expenditure categories: salary, general liabflicy fund

(for litigation costs and contingencies), payments to

Flag (for management services), promotion, running
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(operazing) costs, and backbills., The implication to
e drawn frem this, according to the Service, is that
some Churches are forced to generate "more than they

need® so the excess can be funnelled ts other

Scientoleogy organizations.,

Again the Service completely misunde:stands the
facts. The issue in question was directed to financial
personnel (the Flag Banking Officer) of organizations
having financial difficulty. It was specifically
intended to help organizations that were facing
insolvency, or already insolvent, to become more
responsible fiscally so they can continue providing
Sclentology's technology to the public. Indeed, the
issue specifically provided that °*this issue is not for
any organization which is solvent or is rapidly
impreoving its solvency.® Notably, the purpose of each
allocation in question -- salary, contingencies,
Mmanagement, promotion, operating costs and backbills -~
serves a specific and legitimate need for an
organization embroiled in financial difficulty. The

thing this issue evidences is sound fiscal prudence.

The Service simply cannot excise specific

quotations on financial policy from randomly-selected
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1ssues and expect to understand their import. DJiscrete
passages frcm Scientoleogy's Scriptures have meaning
only when they are read in context with the Scriptures
as a whole, 7To whom (s the issue directed? wWhat
subject does it address? How doces this particular
sucject fit into the entirety of Scientology's
administrative and religious technology. All these
questions must be asked and answered before a

particular quotation can be understood.

Another fact the Service alleged repeatedly
duzing the Conference was that funds flow *from the
bottom to the top® of the hierarchical Church, to the
financial detriment of the lower organizations. 1In
effect, the Service views the hierarchical Church as a
pytamid scheme, headed by a vampire-like Mother Church
and supported by subservient smaller Churches whose
sole purpose is to feed the Mother Church's insatiable

quest for money until their coffers are bone dry.

Again, the Service is wrong. Funds may flow
*from the bottom to the top® of the ecclesiastical .
hierarchy, but they always come back down again to the

direct benefit of the lower Churches. These benefits

take the form of large-scale and extraordinarcy
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crograms, casital facilicties, and other expenditures
»mat enaz.e lower Churches to accomplish thelr

religious goals.

For example, Class 1V Churches provide CSI a
portion of their weekly receipts (generally between
five and ten percent) in exchange for the
ecclesiastical management services CSI provided to it,
These funds go directly to CSI's central reserves and
are not used %o cover its routine operating expenses

(which are provided for by CSFSQ).

Similarly, individual Missions provide the
Scientology Dissemination Trust (°SDT®) with roughly
ten percent of their weekly contributions in exchange
for the ecclesiastical managerial services they receive
from Scientology Missions International (°SMI®), their
Mother Church. SDT contributes a portion of these
funds to SMI to cover SMI's routine operating costs.
The balance is maintained in SDT's bank accounts, which

are all included in the central reserves system,

As discussed in the section on reserves, central

reserves are used primarily for extraordinary

expenditures beyond the financial -capability of any




single Crursh, such as broad-scale dissemination
programs (television and radio spots, newspaper
inserts, etc.), capital improvements (the puyrchase or
renovation of ¢ new ¢hurch building, a taping studio,
or a printing facility, etcf), and direct financial

assistcance to lower Churches that become insolvent,

For example, this year CSFSO spent over 34.1
million from its reserves to disseminate Dianetics:

The Modern Science of Mental Health and Self-Analysis.

Last year, SDT spent $400,000 from its reserves for
similar purpose. No single Class IV Church or even a
group of Class IV Churches could afford the cost of
this program, even though dissemination of these books
has been found to be the most effective means of
introducing the public to the Scientology faith and
attracting new parishioners to local Churches and

Missions.

Sure, the Service can trace the flow of funds
from lower Scientology organizations directly to the
reserves accounts that are maintained by higher
organizations. But the Service cannot stop here. It

must also follow the flow down again to see how the

funds are used.
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Twe final evidence of preccclipaticn with profics
thaz tne Service presented during the Conference was a
disprogcrricnately large numzcer of staff personnel and
Scriptures devoted to financial matters., The Service's
apparent impression is that CSI's staff only do two
things -- run the cash registers and run to the bank --

and look to the Scriptures only to find out how.

Cbviously, the Service does not understand the
role finance plays in the Church of Scientology despite
its exhaustive questioning over the past few years. It
is a part of the religion's administrative technology
and performs a support function, pure and simple., Its
only purpose is to ensure that sufficient funds are
available to provide the buildings, personnel, material /
and other programs that are necessary to disseminate
Scientology's religious technology to the public. The
Church's Finance Network supports delivery of the

technology; not vice versa.

The subordinate role finance plays with the
Church overall is reflected by number of its staff who
work in finance. CSI estimates that approximately four
percent of its staff works full time in its own

Treasury Divisions and International Finance Network

(40 of 1,000 staff). In average and larger Churches




(wi=m S0 =2 220 s:aff) the percenzage 1s about the sanme
-- four percent. Similarly, Church policy Scriptures
concerning finances comprise less than one percent of
the Scriptures (consisting of 29,541 written pages and

98,202 page equivalents of film and recorded tapes).

The Service must recognize a fundamental fact of
life in this day and age., Many Scientology
organizations are mutually dependent for funds and CSI
has an impcétan: responsibility to make sure that
adequate funding is available for the religious
activitcies of all organizations that are a part of the
hierarchial church. Funding is essential for more than
iust current operating expenses. There must be
sufficient funds for proselytization, for expansion of i
religious programs and capital facilities, and for

contingent liabilities. See Murdock v. Pennsylvania,

319 U.S. 105, 111 (1943) (*a religious organization

needs funds to remain a going concern®).

Unless CSI -- as the head of ecclesiastical
authority for the Scientology faith -- can ensure that
adequate funds are available for these purposes, the

Scientology religion will not be able to realize its

full potential.
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V. Cenclusion

Tnere, Now you have it. The very details of the
financial affairs of the Church of Scientology, which
do nozthing more than substantiate what CSI and RTC have
been assuring the Service throughout these proceedings
-= Churches of Scientology do not operate for a
commercial purpcse., They show that CSI, RTC and other
chutch organizations in the ecclesjastical hierarchy

operate exclusively for a religious purpose.

There is no deceptive advertising, and the
Church's only activity in finance is to support the
dissemination ¢of Scientology religious technology.
Religious services are provided for affocdable
contributicns set at amounts necessary to enable the
organization to continue delivering the services,
Religious services also are provided without charge and
for reduced contributions to desecving Scientologists.
Prices for books, E-Meters and jewel:} are not set to
maximize profits but rather to recover costs and enable
the organization to continue providing these religious
materials. Indeed, prices (as well as °"profits®) are

either reascnable or unreasonably low -- across the

board. And as to undedicated reserves, there simply




ire none. Ivery penny, every dJdine, every collar tnat

@

nuzcn new has on deposit is targeted for scme

(8]

ne

specific religious use.

The only gquestion at this point is what the
Service will do with all the information it has
collected. What standard will it bear in determining
whether these religious organizations serve a sacred or
a commercial purpose? Is the Service qualified to pass
judgment on the reasonableness or wisdom of Church
policy and practice? Surely the Service cannot pretend
that it knows better than CSI how to disseminate

Scientology's religious technology.

Cnce again, CSI and RTC protest this
broad-ranging inquiry. No other church in this country
has been put to such an unbridled test. 1Indeed, even
run-of-the-mill® publishing houses, to which CSI has
ceen compared, fare much better under the internal
revenue laws. And they are nat protected by the First
Amendment's Religion Clauses against this sort of an

ingquiry.

A case in point is The National Geographic

Society (the °*Society®), listed in IRS Publication 78

as a publicly-supported section 501l(c)(3) organization.




Toram i ram
-t e Y

i

Kncws wnat the Society does -~ 1S primary

13 punlicazion of cne of the most peautiful
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magaz.nes 1n this country, National Geograohic, a

vireual bounty of wonder and fantasy. (Exhibit J-1.)
Tme Society, like no other section S0l(c)(3)

organization, is as American as apple pie,

In recent months another side of the Society has
been exposed that hardly qualifies as charitable. 1In

Na~ional Geographic: 3ehind America's Lens on the

world (1987) ("National Geographic®), Washington Post

financial editor Howard S. Abramson has provided the
public with a penetrating analysis of the Society's

financial and °®charitable® affairs. (Exhibit J-2.)

As a preliminary matter, Mr. Abramson questioned
the charitable nature of this wonderful magazine, the

primary benefit of Society membership:

Grosvenor told the reporter that the
average National Geographic Society
member in 1984 was forty-three years
old, earned $2%,000 a year, had 2.2
children, attended college for one
year, was employed in a professional
or managerial capacity, and liked to
spend time outdoors. The Society's
membezrship is about evenly divided
between the sexes.




vamisma. Seczrachiz az 250, Moreover, Mr. Abramson was

mard put =9 find anything charitable about the

Scciezy's current extensive activities:

3ut as it has grown up, the Society
has evolved into an organization that
is quite far removed from its original
stated goals, as a smaller and smaller
percentage of its revenue has gone to
research and exploration, and more of
its booming treasury has been spent to
feed its seemingly insatiable desire
to grow ever larger and more
profitable. More of its money is
being used to raise even more money,
even though its annual °*profits® (what
the Society calls, in the jargon of
the tax business, °“excess of receipts
over expenses and disbursements®),
$30,076,831 in 1983, already would
make MosSt corporate treasurers proud.

National Geographic at 7.

Rather, all Mr. Abramson found, after his years
of research, was ‘one of the largest and most
profitable diversified publishing companies in the
world, with annual receipts well in excess of $32%
million,® the "third largest circulation of any
magazine in the United States,® "cne of the country's
largest mail-order houses,® the *largest purveyor of
globes and maps in the world,* and the *fifty-fifth

ranking media company in American in 1983 . . . . with

more media sales revenue than Reader's Digest, Playboy




and Pentnsuse International L=d.® Nazicnal Geccrankis

There is no charity in this, nor is there any

ozher purpose described in section 50l(e)(3):

Gardiner Greene Hubbard's goal was to
create an organization of inquisitive,
high-minded men both to help chart the
glcbe and to inform other intelligent,
curious people about their discoveries
-= in short, to promote "the increase
and diffusion of geographic
knowledge.* Alexander Graham Bell's
idea was to fund this ceseazch,
exploration, and publication chain by
selling memberships to the masses, but
still keeping the Society focused as
an educational organization. The
Chief's goal was to funnel 1S percent
of gross revenues into exploration and
reseacch.

Yet, astonishingly, in 1983, the
National Geographic Society awarded
research and exploration grants
totaling only $3.18 million, less than
1 percent of its gross revenue. And
even that figure is misleading, since
many of those °‘grants® led %o articles
for the National Geographic, and would
perhaps have been more accuyrately
classified as publishing expenses,.

The next year, the Society reported
that its research grants jumped to
$4.3 million. But most of that
increase involved projects destined
for publication in a new research
journal of very limited circulation
that the Society was preparing.




The Society also sgent apcut $3.4
nmiliion during 1983 on {ts litzle
museum on the ground floor of cne of
i%s headquarters buildings, on running
izs news service and library, and in
charitable contributions and
memperships. In that year, the
Society earned scme $170 million from
mempership dues, almostz $98 million in
publication sales, $13 million from a
new children's magazine, Naticnal
Geographic World, and $2.5 million
from television films and
documentaries. It reported a
*surplus® of $30,076,831.

Naticnal Geographic at 229-230.

Indeed, Mr, Abramson's conclusions already had

been reached by others:

Mainly, what the gqovernment is
subsidizing {through tax exemptions]
is an expensively operated magazine,
put cut for the entertainment of an
affluent readership and filled with
innocuous articles on faraway places
-=- something that, it seems, the
readers ought to pay for themselves
without the help of the nonreading
public.

Lila lLocksley, °*The National Geodgrapchic: How to Be

Non-Profit and Gat Rich,® Washington Monthly,

September 1977, pp. 47-48.

How do the Churches of Scientology, the most

vital and active organizations of the Scientology

faith, compare to a "run-of-cthe-mill® publishing house




carzving S<t an ‘educat:iconal® program tnat 1s not
ggnmensJirate WlIn 1S resources? Assuming the two are
comparazle, and tney are not, a few facts show that the
Society == not CSI or RTC -~- should be the subject of

tmese proceedings. TFor example:

-- The Society's Forms 990 for 1983 and 1984
(Exhibits J-3 and J-4) show total revenue of $326.6 and
3326.8 million respectively -- more than enough to fund
Churches of Scientology in the United States for over
two years -- and excess of receipts over expenditures

of $30.1 and $§16.8 million, respectively.

-~ The Society's net worth, as these forms show,
was $.182.3 million at the end of 1983 and $198.3
million ac the end of 1984. This amount is about four
times the reserves values given here, and almost equal
to the value of total assets -- excluding any
liapilities whatsoever. Moreover, the Society's
zepresentations in its 1984 Form 990 make it clear that
it has no concrete plans on how it will use this

fortune:

As the Society had no endowment given
when it organized, the Board of
Trustees has been conservative in
expenditure and has followed the




zclicy of adding o the financial
resezve of the Society a portion of
any orerating surplus. This resecve
is maintained so that the Society may
mnave funds to make up deficits which
may occur in any given year's
operaticon; may have funds for the
erection of buildings when needed; can
meet increasing capital and
operational costs of printing, paper,
engraving, and the like; can
continually improve on the quality of
i=s official journal which is sent to
each member monthly: and may be in a
position to extend its basic research
programs, to sponsot more exploratory
expeditions, and enlarge its
educational services for the schools
and general public.

Exhibit J-4 at Exhibit B, pages l-2.

-~ The Society's representatives state that
about seven percent of its personnel (approximately 246
ou:z of 3,500 staff) work in finance and accounting,
almost double the percentage working in these areas of

the Church.

-~ In the recent Congressional hearings on the
unrelated business income tax the members of the
cartographic industry in the United States introduced
financial and market analysis of the Society's
cartographic business activities (Exhibit J-$5) that
showed that as a result of its tax exemption, the

Society has been able to (1) gobble up a l3-percent

share of the cartographic market since 1956, which




LSr %I Tnat T.iTe was :"he sgle domain Sf zaxanole
ccmpanies, and (2) realize nez income eguoal to

-gercent of its net sales, while clobbering taxable

[
"~

companies down to only 1l percent of thelr sales.

There 1s no comparison between Churches of
Scientology and the National Geographic Society, Nor
can there ever be one, The Churches of Scientology are
the mos: sacred organizations of the Scientology
faith, They are purely religious instjtutions with no
counterpart in the secular world. The activities in
question all substantially and directly further the
practice and the dissemination of the Scientology
religion. They involve the very sacramental and d
sacerdotal functions of the ecclesiastical Church.

They are purely and inherently religious.

zarly on the U.S. Supreme Court -- and the
Service itself -- recognized that traditional 501(¢)(3)
standards, even though grounded on public policy like
nondiscrimination, have no bearing on churches and
other purely religious activities and institutions as a
result of the First Amendment. For example, in Revenue

Ruling 75-231, the Service rules that it may deny

exemption to racially discriminary schools operated
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Sy &nircnes even Wwhere eme discriminaczion 1s founded
.zen rel:gious principles. G.C.M. 35986 (Sept. 13,
1974), wnich underlies the revenue ruling, was careful
*5 note that it was dealing with "essentially secular
aczivit=ies® and that °{t]lhe stace is not f{ree to impose

a tax upon the conduct of an inherently religious

program like the door to door evangelizing which was

mefore the court in Murdock v. Pennsylvania, 319 U.s.

105, 112 (1944) and Follett v. McCormick, 321 U.s. 873

(1944).° (Emphasis added.)

similarly, in upholding the Service's position,
the Supreme Court also was careful to note the very
same point: °We deal here only with religious schools
-- not with churches or other purely religious
institutions; here, the governmental interest is in
denying public support to racial discrimination in

education.® Bob Jones University v. Unjited States, 461

U.S. S74, 604 n.29 (1983) (emphasis in original).

CSI and RTC protest the Service's broad-ranging,
unfettered ingquisition into matters of no concern toO
the secular world. More importantly though, CSI and

RTC protest the discriminatory treatment they have

received when other organizations with the barest claim
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5 ses=iz- S2l(c)(3) statis are nandled with kid gloves
-=- even =3 the extent of veing afforded the benefi: of

sone "secre: law,

For some time now CSI's representatives have
asked :=ne Service for some guidance in pricing,
reserves, and the other matters at issue. CSI simply
wanted to know how it stcod under the Service's
expectations os it would have had the opportunity to
modify its activities, if necessary, to meet the
Service's concerns. The Service's response was plain
and simple: it refused to give any guidance that would
nave assured tax exemption., As the Service knows,
exemption materially enhances CSI's ability to
disseminate the Scientology's religious technology

thzoughout the world.

CSI and RTC have recently learned that the
Service does give such guidance to other organizations
-- specifically the National Geographic Society =-- to

the benefit of a privileged few:

Despite their inability to disburse
*profits® in the form of dividends,
the Society's directors have lavished
the best of worldly gqoods on
themselves and their upper-echelon
employees. They work in flawlessly
appointed suites perched atop marble,
granite, and glass tocwers from which




tney c¢2an Lok down on scme of
wasningzon's mMost expensive downtown
real estate, over at the fortresslike
Russian empassy, the Washing:on
Hilton, and the Washington Post
suilding., Its midcdle- and upper-level
employees have chauffeur-driven
Limousines az their disposal. And not
¢nly 1s excense never scared on l:s

pusilcasions or 1ts 0> emclioveas, but
1% 1S acTually encouraged, caretly
Secause of tne laternal Revenue
Service's 1nformal guicelines that ser
MINLITUM LACCSMe=-to-production=-cost
ratigs fcr ncnorofit publications.,

National Geographic at 8-9. (Emphasis supplied.)

CSI and RTC could care less about some *informal
guidelines® or o;het secret law the Service bestows on
other organizations since these standards have no
cearing on its publishing activities -=- which are
surely religious. CSI and RTC are genuinely concerned, l
hewever, that they have been treated less favorably
than organizations that do not enjoy their First

Amendment rights.

fundamental fairness requires that CSI and RTC be
treated like any other church or religious institution
conducting purely religious activities. Since there is
no outstanding issue as to private benefit for periods

after January 24, 1986, fair treatment calls for

recognition of their exemptions from that date on.




