APPENDIX A

NATIONAL COLLEGIATE ATHLETIC ASSOCIATION (NCAA)

TAX LAW BASISFOR
TAX EXEMPTION OF INTERCOLLEGIATE ATHLETICS

I. PREFACE

Intercollegiate athletics are carried on by colleged universities, some of which are
public and some of which are private nonprofit itnsions. Nonprofit private institutions,
and many public institutions, have been recognibgdthe Internal Revenue Service
(“IRS") as tax-exempt organizations described ictisa 501(c)(3) of the Internal Revenue
Code. Public and private institutions are tredtelsame for many purposes under federal
tax law. For example, both public and private egdls and universities are subject to
unrelated business income taxAccordingly, for purposes of this discussion,digtinction

is drawn between public and private institutiong] a section 501(c)(3) analysis is applied
to all such institutions.

II. INTRODUCTION TO SECTION 501(c)(3)
A. In General

Section 501(a) of the Internal Revenue Code pravitk@at an organization described in
section 501(c) or section 401(a) is exempt fromefabdincome tax. There are currently 28
different subsections under section 501(c), eachviluth describes a different type of
organization. This discussion is limited to thoseganizations described in section
501(c)(3).

B. History

The Statute of Charitable Uses is generally comedi¢o be the genesis of modern laws
governing charitable organizations. The Preamblethie Statute of Charitable Uses
recognizes certain activities as having a chaetghlrpose: *“...some for relief of aged

impotent and poor people, some for maintenancehfasd maimed soldiers and mariners,
schools of learning, free schools, and scholamsninersities, some for repair of bridges,
ports, havens, causeways, churches, sea-bankshighdays, some for education and
preferment of orphans, some for or towards rekedck or maintenance for houses of

! Unless otherwise specified, all section referefzsin are to sections of the Internal Revenuee@dd
1986, as amended, and the regulations in effepttineer.
2Seel.R.C. § 511(a)(2)(B).
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correction, some for marriages of poor maids, s@nsupportation, aid and help of young
tradesmen, handicraftsmen and persons decayedothrdcs for relief or redemption of
prisoners or captives, and for aid or ease of aor jnhabitants concerning payments of
fifteens, setting out of soldiers and other taxes*

Almost since the earliest days of the federal inedax, Congress has exempted certain
organizations from taxation. The exemption tot@diorganized and operated exclusively
for charitable, religious, educational or othergmses carried on for charity is granted
because of the benefit the public obtains fromrtaeidivities and is based on the theory that
the Government is compensated for the loss of tevday its relief from financial burden
which would otherwise have to be met by appropretifrom public funds, and by the
benefits resulting from the promotion of the geharmifare?

The Tariff Act of 1894 contained an exemption frdederal income tax for nonprofit
charitable, religious, and educational organizatjorand allowed deductions for
contributions given to such charitable organizationThe Tariff Act of 1909 imposed
excise taxes on “every corporation, joint stock pamny, or association, organized for profit
and having a capital stock represented by shalesiever, it exempted from the excise
tax, among other organizations, “any corporationassociation organized and operated
exclusively for religious, charitable, or educagbpurposes, no part of the net income of
which inures to the benefit of any private stocklelor individual.® The Revenue Act of
1913 provided an exemption from federal incomeftaxany “association organized and
operated exclusively for religious, charitable estific or educational purposes.”

The Internal Revenue Code of 1939, the first codifon of federal tax law, provided that
any “[c]orporation, and any community chest or furad foundation, organized and
operated exclusively for religious, charitable estific, literary or educational purposes or
for the prevention of cruelty to children or anistalvas exempt from federal income tax.

% Stat. 43 Eliz., ch. 4 (1601) (Eng.$ee, alspSpecial Comm'rs of Income Tax v. Pem#8b1 A.C. 531,
583 (H.L. 1891) (Eng.), which states “Charity’its legal sense comprises four principal divisidngsts for
the relief of poverty; trusts for the advancemedrgducation; trusts for the advancement of religemd
trusts for other purposes beneficial to the comtyuniot falling under any of the preceding heads.”

* Christian Echoes Nat. Ministry, Inc. v. United $&#70 F.2d 849, 853-854 ({ir. 1973) (quoting H.R.
Rep. 75-1860 (1939)).

® Tariff Act of 1894, ch. 349, 28 Stat. 509, 556948 The Tariff Act of 1894 was overturned by the
Supreme Court on constitutional ground®wilock v. Farmers' Loan & Trust Comparys7 U.S. 428
(1895).

® Tariff Act of 1909, ch. 6, § 38, 36 Stat. 11, 112{1909).

" Revenue Act of 1913, ch. 16, § II(G), 38 Stat., 1172 (1913).

8 Internal Revenue Code of 1939, ch. 9, subch. T8 (c)(7), 53 Stat. 183, 187 (1939).
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The tax exemption for these organizations was liéeddas section 501(c)(3) of the
Internal Revenue Code of 1954,

C. Section 501(c)(3)

Currently, section 501(c)(3) describes an orgaimmmabrganized and operated exclusively
for religious, charitable, scientific, testing fgublic safety, literary, or educational

purposes, or to foster national or internationahgsuar sports competition (but only if no
part of its activities involve the provision of &tic facilities or equipment), or for the

prevention of cruelty to children or animals, notpe the net earnings of which inures to
the benefit of any private shareholder or individu® substantial part of the activities of
which is carrying on propaganda, or otherwise gttérg, to influence legislation, and

which does not participate in, or intervene in, gyitical campaign on behalf of (or in

opposition to) any candidate for public office.

The term “charitable” is used in section 501(c)(B)ts generally accepted legal sense and
is, therefore, not to be construed as limited lgygbparate enumeration in section 501(c)(3)
of other tax-exempt purposes which may fall withive broad outlines of “charity” as
developed by judicial decision. The term charitable includes: relief of the pemd
distressed or of the underprivileged; advancemerglgion; advancement of education or
science; erection or maintenance of public buildjnmonuments, or works; lessening of
the burdens of government; and promotion of sosifare by organizations designed to
accomplish any of the above purposes, or (i) teeesneighborhood tensions; (ii) to
eliminate prejudice and discrimination; (iii) tofdad human and civil rights secured by
law; or (iv) to combat community deterioration ajuvenile delinquency’ The term
“charitable” also has been said to include “anydweent or philanthropic objective not
prohit?LiZ'[ed by law or public policy which tends tdvance the well-doing and well-being of
man.’

D. Organizational And Operational Tests

In order to qualify for exemption under section &)(3), an organization must meet both
an “organizational” and an “operational” test. eTtrganizational test generally requires
the organization’s articles of organization to lirthe organization’s purposes to one or
more purposes in section 501(c)(3), and to provite the organization’s assets are

® Internal Revenue Code of 1954, ch. 1, subch.581§c)(3), 68A Stat. 3, 97 (1954).
% Treas. Reg. § 1.501(c)(3)-1(d)(2).
11

Id.
12 peters v. Comm:r21 T.C. 55, 59 (1953) (contribution to organieatthat furnished free public swimming
facilities was a charitable contribution; organiaats primary purpose was to provide swimming and
recreation facilities and was within the broad niegrof the term “charitable”).
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dedicated to such purposés.Under the operational test, an organization nemgage
primarily in activities that accomplish one or masethe exempt purposes specified in
section 501(c)(3J* Whether an organization meets this test geneisligetermined by
focusing on the organization’s purposes for condgcits activities, rather than solely on
the nature of the activities themselves.

An organization may operate a trade or business sigbstantial part of its activities and
still meet the operational test if the operatiorso€h trade or business is in furtherance of
the organization’s exempt purposes and if the argdion is not organized or operated for
the primary purpose of carrying on an unrelatedetrar business. In determining an
organization’s primary purpose, all the facts aimduenstances are considered, including
the size and extent of any unrelated trade or legsimactivities in relation to the activities
carried out in furtherance of exempt purpoSesThe proportion of an organization's
income derived from business activities is not seagly determinative of whether it meets
the operational test, although it may be a facaiemn into account in determining the
organization’s purposes for its activities. Foaewle, in Rev. Rul. 64-189 the IRS ruled
that an organization that derived most of its ineofrom commercial rents met the
organizational test because it used the incomengage in a charitable grant making
program commensurate with its financial resoufces.

E. Private Inurement

To be described in section 501(c)(3), no part obaganization’s net earnings may inure to
the benefit of any private shareholder or individiaThis principle has been incorporated
in prior laws granting federal income tax exemptfon charitable, religious, educational,
etc. organizations. The term “private shareholder or individual” igfihed for this

13 Treas. Reg. § 1.501(c)(3)-1(b).

1 Treas. Reg. § 1.501(c)(3)-1(c)(1).

5 American Campaign Academy v. Comr®2 T.C. 1053, 1064 (1989).

% Treas. Reg. § 1.501(c)(3)-1(e).

Y Treas. Reg. § 1.501(c)(3)-1(e)(1).

'8 1964-1 C.B. 186.

19 See, alspTAM 9711003 (Nov. 8, 1995). Under section 611(Kk)technical advice memoranda generally
may not be used or cited as precedent. Howewey,dbnerally may be relied upon as authority fappees
of avoiding accuracy-related penalties in secti662 Treas. Reg. § 1.6662-4(d)(3)(iipee, alspBruce R.
Hopkins, The Law of Tax-Exempt Organizatioig4-746 (8 Ed. 2003).

2| R.C. § 501(c)(3); Treas. Reg. § 1.501(c)(3)-Ak) SeeBirmingham Business College, Inc. v. Comm’r
276 F.2d 476 (B Cir. 1950) (tax-exempt school that compensatethitse employee shareholders in
proportion to their stock ownership did not quafidy exemption because the net earnings of thenizgton
inured to the benefit of its shareholders).

ZL4In the United States, tax exemption is to be tgdronly in situations ‘in which no man receivescintilla
of individual profit.” Darryll K. JonesRestating The Private Benefit Doctrine For A Brélew World 1
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purpose to refer to persons having a personal andt@ interest in the activities of the
organization, as distinguished from members of ghblic with which the organization
interacts in carrying out its exempt functidn.Such persons generally are referred to as
“insiders” for purposes of the private inurementtpbition. “Insiders” would include, for
instance, the organization’s founder, the memberts dwoard and their families, as well as
anyone else that fairly can be described as adénsinder the facts and circumstances.
However, an organization will not fail to qualifyemrely because it is controlled by its
founder (or family members), if it otherwise is ogied exclusively for exempt purposes
without private inurement of net earnirfs.

F. Private Benefit

To meet the operational test, an organization nesgsablish that it is not organized or
operated for the benefit of private intereStsThe prohibited private benefits may include
any “advantage; profit; fruit; privilege; gain; ||dnterest.’26 Economic benefits flowing to
persons as an incidental consequence of an org@amzairsuing its exempt purposes (e.g.,
reasonable compensation paid by an organizatiorsdorices necessary to carry out its
exempt purposes) does not constitute prohibitedaf@ibenefit’

The IRS has taken the position that private benefriot disqualifying if it is incidental,
both in a qualitative and a quantitative sefisé private benefit is qualitatively incidental
if it is a necessary concomitant of the organizasiaactivity which benefits the public at
large (i.e., the benefit to the public from the amgation’s activities cannot be achieved
without necessarily benefiting certain private induals). For example, most tax-exempt
organizations could not accomplish their exemptppses without compensating their
employees.

A benefit is quantitatively incidental if it is inbstantial when compared with the overall
public benefit conferred by the activity. Thisaigacts and circumstances test that balances
public and private benefff. For instance, Rev. Rul. 76-152 provides thatragalery that
displayed and sold the works of artists from a ipaldr area provided more than an
insubstantial private benefit because any artisisghwork was sold received 90 percent of

Nw. J. Tech. & Intell. Prop. 1, n.23 (2003) (citidg Cong. Rec. S4150-51 (1909) (statement of SacoiB)
(regarding the enactment of the predecessor t€1.8501(c)(3))).

*Treas. Reg. § 1.501(a)-1(c).

2 United Cancer Council, Inc. v. Comm165 F.3d 1173, 1176 {®Cir. 1999).

24 The Church of the Visible Intelligence That GovehesUniverse v. United State226 Ct. Cl. 529 (1981).
% Treas. Reg. § 1.501(c)(3)-1(d)(1)(ii).

% American Campaign Academsupra 92 T.C. at 1065, 1066 (quoting frdRetired Teachers Legal Fund v.
Comm’r, 78 T.C. 280, 286 (1982)).

?’1d. at 1066.

8 GCM 37789 (Dec. 18, 1978).

% GCM 35701 (Mar. 4, 1974); GCM 39862 (Nov. 22, 1991
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the sales proceeds and the organization receieegthaining 10 percefll. The Tax Court
applied this balancing test in the case of a hakpibncluding that the hospital did not
gualify for exemption under section 501(c)(3) bessaaf the limited amount of charity care
provided in relation to the benefits received bg ttoctors who founded the hospital and
derived substantial laboratory fees from a priviatigoratory they operated within the
hospital**

G. Relationship Between Private Inurement And Pri&eaefit

The prohibitions against private inurement and gggvbenefit share common elements, but
they are not coterminous. The two are distinctimegnents which must independently be
satisfied® While the presence of private inurement woulad al®late the private benefit
rule, the absence of private inurement does natimdite the possibility that the private
benefit rule is violated® Thus, for instance, a transaction with a priy@eson i(e., a non-
exempt corporation, partnership, trust or indivifidlat is not an insider ordinarily would
not be private inurement, although it may resultriare than incidental private benéfit.
An incidental amount of private benefit is pernmsj whereas no amount of private
inurement is permissible.

H. Reasonable Compensation As Prohibited Inuremeriate Benefit

The Tax Court has stated, “The law places no dutyingdividuals operating charitable
organizations to donate their services; they atéleshto reasonable compensation for their
efforts.”®® Reasonable compensation for goods or services woieconstitute prohibited
private inurement, even if paid to an insid®rln addition, economic benefits, including
reasonable compensation for services, flowing tes@®s as an incidental consequence of
an organization pursuing its exempt purposes wilt oonstitute prohibited private

%1976-1 C.B. 151.

31 Sonora Community Hospital v. Com6 T.C. 519 (1966)ff'd, 397 F.2d 814 (9th Cir. 1968).

32 American Campaign Acadensupra 92 T.C. at 1068.

*1d.

% See, e.gUnited Cancer Council, Inc. v. Comm165 F.3d 1173, 1179 {TCir. 1999) (“There was no
diversion of charitable revenues to an insider heothing that smacks of self-dealing, disloyaliiseach of
fiduciary obligation or other misconduct of the ¢ygimed at by a provision of law that forbids aritiido
divert its earnings to members of the board ormitt®ders. What there may have been was imprudence
the part of UCC's board of directors in hiring WHSand negotiating the contract that it did.”)

% World Family Corporation v. Comm'81 T.C. 958, 969 (1983) (organization that predidinancial
assistance to missionaries of the Church of Jebust®f Latter-Day Saints offered commissions pfta 20
percent to fund raisers who procure contributiangtie organization; court held that organizaticasw
operated for exempt purposes, and its commissimgram does not result in private inurement
notwithstanding that its president and incorporagaeived a 10 percent commission).

*®1d.
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benefit}’ On the other hand, an organization will fail toatify for exemption under
section 501(c)(3) when its operations confer mdrantincidental benefit on private
interests, even when it does not pay excessive amsso the private interests.

1. Definition Of Reasonable Compensation

In determining whether compensation paid by taxagteorganizations for services is
reasonable (and therefore not prohibited privaieement or private benefit under the rules
discussed above), the courts have considered, amitay things, whether comparable
services would cost as much if obtained from ansidat source in an arm’s length
transaction and whether the compensation wouldifgued a deduction under section 162
(relating to the deduction for ordinary and necesbasiness expenseS).For purposes of
section 162, reasonable compensation is the ambanbrdinarily would be paid for like
services by like enterprises under like circumstafit The determination of whether
compensation is reasonable is essentially a quesfitact, and is based on the sum of all
compensation, deferred as well as curfént.

The factors considered in determining whether corsgtion is reasonable may include the
employee's qualifications; the nature, extent aiugps of the employee's work; the size and
complexities of the business; a comparison of Esgraid with the organization’s gross

income and net income; the prevailing general egoa@onditions; comparison of salaries
with distributions to stockholders; the prevailingtes of compensation for comparable
positions in comparable concerns; the salary palidhe taxpayer as to all employees; and
in the case of small corporations with a limitedmtner of officers the amount of

37 American Campaign Acadensupra 92 T.C. at 1066.

¥ 3eee.g, P.L.L. Scholarship Fund v. Comm82 T.C. 196 (1984) (organization formed by owrrs
lounge to raise funds for charity operated bingmesexclusively at lounge, which sold food and bages
to bingo players, failed to qualify because of ptérbenefit to owners of loungd&dJ’s Fund Raisers, Inc. v.
Comm’r, T.C. Memo. 1997-424 (organization formed by owena&rlounge to raise funds for charity sold
lottery tickets exclusively at lounge failed to tifyabecause of private benefit to owners of lounge
Westward Ho v. Comm’iT.C. Memo. 1992-192 (1992) (organization formgdhbsiness owners to rid area
where businesses were located of disruptive home@lesons failed to qualify because of private bietoe
business ownersljousing Pioneers v. CommT.C. Memo. 1993-120 (non-profit low-income hougin
organization formed by for-profit real estate parthips to take advantage of state property tagfiisn
failed to qualify because of private benefit totparships).

39 John Marshall Law School v. United Stat288 Cl. Ct. 902 (1981B.H.W. Anesthesia Foundation, Inc. v.
Comm’r, 72 T.C. 681 (1979 hurch of The Transfiguring Spirit v. Comm76 T.C. 1 (1981)Bill Wildt's
Motorcycle Advancement Crusade v. CommC. Memo 1989-93.

“OTreas. Reg. § 1.162-7(b)(3). The circumstancémttaken into consideration are those existirthetlate
the contract for services was made, not thoseiegist the date the contract is questionktd.

“1 Heil Beauty Supplies v. Comm¥99 F.2d 193 (8Cir. 1952);Edwin’'s, Inc. v. United State501 F2d 675
(7th Cir. 1974)Mayson Manufacturing Co. v. Comm¥78 F2d 115 (6th Cir. 1949).



APPENDIX A

compensation paid to the particular employee irnviptes year$? Although no single
factor is determinative, iMayson Manufacturing Co. v. Commissiontire Court stated,
“The action of the Board of Directors of a corpayatin voting salaries for any given
period is entitled to the presumption that suchries are reasonable and propgér.”

In Mabee Petroleum Corp. v. United Statdse court concluded that the salary paid to an
organization’s founder and president was not reaslenin relation to the services
performed, and such payment constituted prohibjpeigtate inurement under section
501(c)(3), stating, “We think it doubtful whethesraparable services would have cost as
much had they been acquired in an arms-length acéios from an outside source'®
When insiders have unfettered access to the orgi@mnis assets, or control the setting of
their own compensation, payments are subject tiglzehlevel of scrutiny in determining
whether the resulting payments are reasonable awsafien’”

On the other hand, the payment of large salaries aiher benefits can be reasonable,
considering the nature of the services provitfedThe IRS Office of Chief Counsel
concluded that an unfunded deferred compensatiamgement provided by a university-
affiliated foundation to the university’s footbalbaches, outside the university's regular
compensation system, was permissible. The foumlatiso paid additional salaries, life
insurance, moving expenses, bonuses and paymerddditional amounts when teams
competed in post-season football bowl games. TifieeOof Chief Counsel concluded that
the arrangement did not result in prohibited pevagnefit, in part because the arrangement
was the result of arm's-length bargainffg.

2. Intermediate Sanctions Rules

In 1996, the Taxpayer Bill of Rights 2 added sect®58 to the Cod® Section 4958
imposes excise taxes (commonly referred to asrfimeeiate sanctions”) in cases when an
“applicable tax-exempt organization” engages in“excess benefit transaction” with a
“disqualified person” (generally, a person with stantial influence over the organization
at any time during the five-year period prior te tinansaction at issue, and certain related
persons). This excise tax is paid by the disqgealiperson, rather than the organization. In

2 Mayson Manufacturing Cpsupra 178 F2d at 119.

“1d.

44203 F.2d 872, 876 (5th Cir.1953) (holding orgati@anot exempt as charity).

> SeeFounding Church of Scientology v. United Statd® F.2d 1197 (Ct. Cl.196%ert. denied397 U.S.
1009 (1970) (church not entitled to exemption wie@mder was paid, in addition to his salary, consioiss
and royalties and where he and his family receiwegkplained payments in nature of loans and
reimbursementsBubbling Well Church Of Universal Love, Inc. v. Goim 74 T.C. 531 (1980)ff'd, 670
F.2d 104 (9th Cir.1981) (similar facts and result).

“°Seee.g, B.H.W. Anesthesia Foundation, Inc. v. Comii2 T.C. 681 (1979).

*"GCM 39670 (Oct. 14, 1987).

“8 Taxpayer Bill of Rights 2 § 1311, 110 Stat. 145275-1479 (1996).
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addition, excise taxes are imposed on any orgaoizahanager (generally, an officer,
director, or trustee, or person with similar auttyprwho knowingly, willfully, and without
reasonable cause participates in an excess beaegactior’

An “applicable tax-exempt organization” generallg any tax-exempt organization
described in section 501(c)(3) or section 501(¢)¢hd any organization that was such an
organization during the five-year period precedimg date of the transaction in questidn.
An applicable tax-exempt organization does notudel a private foundation, nor does it
include any governmental entity that is exempt fifleaeral income taxation without regard
to section 501(a) (generally, a state, or a palitstibdivision, or an integral part thereof, or
an organization the income of which is excludeanfrgross income under section 115), or
certain affiliates of governmental units that aoé required to file annual returfs.

An “excess benefit transaction” generally is argnsaction in which an economic benefit
is provided by a tax-exempt organization directtyimdirectly to or for the use of any

disqualified person if the value of the economiadfé provided exceeds the value of the
consideration (including the performance of semsjiceeceived by the organization in
return. This includes any compensation paid by tiweexempt organization to a

disqualified person that exceeds reasonable corapensfor services provided by the
disqualified person to the organizatith.

The legislative history of section 4958 states,|HE Committee intends that an individual
need not necessarily accept reduced compensatioalymeecause he or she renders
services to a tax-exempt, as opposed to a taxabiganization.®> “Reasonable
compensation” is defined as the amount that woulliharily be paid for like services by
like enterprises under like circumstances, usirgydRisting tax-law standards of section
162 in determining the reasonableness of compemsiti

“91.R.C. 88§ 4958(a)(2), 4958(d)(2), 4958(f)(2).

*|.R.C. § 4958(e).

1 Treas. Reg. § 53.4958-2(a). Under Treas. Recs@B-2(g)(6), the IRS Commissioner is given the
authority to relieve any organization or class famizations from filing annual returns that wooltierwise
be required under section 6033 where he (or shejrdmes that such returns are not necessary éor th
efficient administration of the internal revenueiéa This authority has been exercised in Rev. 8823,
1983- 1 C.B. 687 and Rev. Proc. 95-48, 1995- 2 @¢1B.

2 The legislative history of section 4958 stateE]Xfess benefit transactions” subject to excisegamclude
transactions in which a disqualified person engagesnon-fair-market-value transaction with an
organization or receives unreasonable compensatiowgll as financial arrangements (to the extemtiged
in Treasury regulations) under which a disqualifiedson receives payment based on the organization'
income in a transaction that violates the presantgrivate inurement prohibition.” H.R. Rep. 10d65at 56
(1996).

*H.R. Rep. 104-50, at 56, n.5.

* Treas. Reg. § 53.4958-4(b)(1)(ii)(A).
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3. Benchmarking To For-Profits

In establishing what is reasonable compensatiompeaoability data from both taxable and
tax-exempt organizations for functionally compaealjositions may be used. The
regulations under section 4958 setting the valnatsbandards for purposes of the
intermediate sanctions provisions state, “The vatiservices is the amount that would
ordinarily be paid for like services by like entesgs (whether taxable or tax-exempt)
under like circumstances (i.e., reasonable compienss®

For purposes of section 4958, payments under a eosapion arrangement will be
presumed to be reasonable if certain proceduralinements are méf. In general, the
parties to a transaction are entitled to rely amlauttable presumption of reasonableness
with respect to a compensation arrangement betveeéax-exempt organization and a
disqualified person if such arrangement was apptdyea board of directors or trustees (or
committee thereof) thatinter alia, obtained and relied upon appropriate data as to
comparability (e.g., compensation levels paid hbyilsirly situated organizations, both
taxable and tax-exemptfor functionally comparable positions; the looati of the
organization, including the availability of similapecialties in the geographic area;
independent compensation surveys by nationallyg®ized independent firms; or actual
written offers from similar institutions competinigr the services of the disqualified
perso’’ The IRS can rebut the presumption of reasonabtemaly if it develops
sufficient contrary evidence to rebut the probatiaéie of the comparability data relied on
by the approving body

. EDUCATION AS AN EXEMPT PURPOSE UNDER SECTION 501(@)
A. Definition Of Education

Under the common law of charity and charitable tsus trust to further educational
purposes is considered charitable Recognition of the tax-exempt status of education
organizations under federal law dates as far batkea Tariff Act of 1894°

The term “educational”’, as used in section 501f¢c)(8lates to: (a) the instruction or
training of the individual for the purpose of impnag or developing his capabilities, or (b)

*°|d.

* Treas. Reg. § 53.4958-6.

" Treas. Reg. § 53.4958-6(c)(2)(i) (emphasis add8ep, alspH.R. Rep. 104-506, at 57.

% Treas. Reg. § 53.4958-6(b).

%9 Restatement (Third) of Trusts § 28 (2003).

0 See, generallyoint Committee on Taxatidtistorical Development And Present Law Of The Fabi€ax
Exemption For Charities And Other Tax-Exempt Orgatibns 109" Cong. (2005).

10
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the instruction of the public on subjects usefultibe individual and beneficial to the
community®!

B. Types Of Exempt Educational Organizations
1. Schools, Colleges, And Universities

One definition of a “school” for federal income tpMrposes is an educational organization
which normally maintains a regular faculty and muwium and normally has a regularly
enrolled body of pupils or students in attendanteha place where its educational
activities are regularly carried on, such as, faamsple, public and private primary,
secondary and high schools, colleges and univessitind vocational or trade schols.

2. Other Organizations That Further Educational Puepos

Organizations that conduct vocational or job skilisning are recognized as educatidtial.
An organization that grants scholarships to stuglémthers educational purpo$és.An
organization may further a school’s educationalppses by providing financial or other
assistance to the school’s athletic program. Hau. 67-291 provides that a nonprofit
organization that subsidized a “training table” tmaches and members of a university’s
athletic teams furthered the educational purpo$éiseouniversity’> Meals were prepared
and served by the university's personnel in a dimoom separate from the university's
regular eating facilities. The organization preddunding for the program from dues and
contributions from its members, who were universilymni. As the university’s athletic
program was an integral part of its overall edwsatactivities, and the organization’s
activities contributed to the operation of the wmsrty’s athletic program, the
organization’s activities furthered the universitgducational purposes.

Alumni associations and similar organizations aathier the advancement of education by
fostering a spirit of loyalty and fraternity amostudents and alumni, and by effecting

®. Treas. Reg. § 1.501(c)(3)-1(d)(3).

2|.R.C. § 170(b)(1)(A)(ii); Treas. Reg. § 1.170A¥(1).

3 See, e.g.Rev. Rul. 73-128, 1973-1 C.B. 222 (vocationahiray for unemployed individuals); Rev. Rul.
77-272,1977-2 C.B. 191 (training in skilled tradeAmerican Indians); Rev. Rul. 72-101, 1972-1 C1&4
(skills training for employment in a particular imgtry); Rev. Rul. 76-37, 1976-1 C.B. 149 (training
employees of commercial businesses); Rev. Rul.a88-5968-2 C.B. 211 (same); Rev. Rul. 67-150, 1967-
C.B. 133 (training prisoners); Rev. Rul. 76-2057684 C.B. 154 (teaching and counseling recent
immigrants).

% Rev. Rul. 69-257, 1969-1 C.B. 151; Rev. Rul. 68;11966-1 C.B. 134.

%51967-2 C.B. 184.
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united action in promoting the general welfarehs tollege or university as an educational
institution®

Other organizations may qualify for exemption éyhare operated as an integral part of an
educational organization’s performance of its etlonal purposes. For example, an
organization that operates a university book §faaad an organization furnishing housing
to student® qualify for exemption because they further thevarsity’s educational
purposes.

In addition, many other types of organizations meeognized as furthering educational
purposes within the meaning of section 501(c)(Bghsas museums, zoos, planetariums,
symphony orchestras, €tt. Other types of educational organizations andvitiets are
discussed further below.

C. Physical Education As An Exempt Educational Purpose

It is axiomatic that education is not limited te timprovement and cultivation of the mind,
but also includes the development of one’s physbdlties. Since the time of the Greeks
and Romans, at least, it has been accepted thatcahgducation is an essential part of
becoming an “educated” pers6h As a result, almost all public and private eletagnand
secondary schools, colleges, and universities declphysical education in their curricula.
Many schools have academic programs leading t@eeden physical education.

The courts have long held that the goals of an &tthital institution include the mental,
moral, and physical development of students, whinchudes athletic activities and the

% Rev. Rul. 56-486, 1956-2 C.B. 309; Rev. Rul. 63;1¥960-2 C.B. 192.

®”Rev. Rul. 58-194, 1958-1 C.B. 248ee als@quire v. Students Book Cari91 F.2d 1018 {dCir. 1951).
% Rev. Rul. 76-336, 1976-2 C.B. 143ee alsRev. Rul. 64- 274, 1964-2 C.B. 141 (free housbupks and
supplies); Rev. Rul. 63-220, 1963-2 C.B. 208 (lotefest college loans); and Rev. Rul. 61-87, 19€18.
191 (same).

% Treas. Reg. § 1.501(c)(3)-1(d)(3)(Bxampleg?2), (3), and (4); Rev. Rul. 79-369, 1979-2 C.B62
(organization records and sells symphonic and cleammusic by new or under-appreciated composers
primarily to schools is exempt as an educationghoization); Rev. Rul. 73-45, 1973-1 C.B. 220
(organization sponsoring professional theater petidns); and Rev. Rul. 65-271, 1965-2 C.B. 161
(promoting jazz).

In Plato's imaginary ideal republic, the goal dfieation is to produce citizens schooled in phidgoand
skilled in athletics, excellent in both mind anddigpand the proper way to cultivate a temperatdl; we
balanced character is to carefully blend intellatttudy and physical exercise. Platbe Republic of Plato
(Allan Bloom trans., Basic Books, 2d. ed. 1991atdr, the Romans adopted this idealrasris sana in
corpore sanb (“a healthy mind in a healthy body”).
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necessary facilities for such activities, and that physical development of a student is as
essential to his well-being as is his mental dgwalent’*

Nonprofit organizations other than schools thainspo or promote sports for children (e.g.,
Little League teams) generally are considered titde and education&d. For example,
an organization that holds sports clinics for alaidin schools, playgrounds, and parks, and
provides instruction, equipment, and facilitieshsritable and educationZl.

There is no age limitation on physical educatidm organization that provides instruction
in a sport to individuals of all ages and skilléé qualifies as an educational organization.
For example, Rev. Rul. 77-365 provides that an rumgdion that instructed and educated
individuals of all ages and skill levels in a peuwtar sport, by conducting clinics,
workshops, lessons and seminars at municipal pamkisrecreational areas, qualified for
exemption under section 501(c)(3) as an educatiorgdnizationl* “[T]he definition of
‘educational’ provided in section 1.501(c)(3)-1@))(of the regulations contains no
limitation with regard to age in defining that terrherefore, by instructing individuals of
all ages in a given sport in the manner describtegl above organization is instructing or
training individuals for the purpose of improving developing their capabilities™y.
Likewise, Rev. Rul. 64-275 provides that an orgatian formed for the purpose of training
individuals in the techniques of racing sailboatshational and international competition,
and thereby improving the caliber of candidatese®sgnting the United States in Olympic
and Pan-American games, qualifies for exemptioarasducational organizatiof.

' Seee.g, German Gymnastic Ass’n of Louisville v. City of iswille, 80 S.W. 201 (Ky. Ct. App. 1904)
(gymnastic association held to be educationaltintgin exempt from state tax$tate ex rel. School District
No. 56, Chelan County v. Superior Court of Chelamuiy, 124 P. 484 (Wash. 1912) (condemnation of land
for school athletic field upheldghannon & Luchs Const. Co., Inc. v. Shillingtd F.2d 219 (D.C. Cir.
1926) (condemnation of land for school athletitdfiepheld; such use held to be an “essential gaat o
modern educational institution”).

2 Seee.g, Hutchinson Baseball Enterprises, Inc. v. Comri3 T.C. 144aff'd, 696 F.2d 757 (10Cir,
1982),nonacq, 1980-2 C.B. 2 (discussed below).

®Rev. Rul. 65-2, 1965-1 C.B. 227.

41977-2 C.B. 192.

®1d.

701964-2 C.B. 142. Rev. Rul. 64-275 presumably dm¢snention fostering national or international
amateur sports competition as a ground for exempitezause it predates the 1976 amendment of section
501(c)(3) discussed below.
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D. Amateur Sports Competition As An Exempt Purpose
1. 1976 Amendment of Section 501(c)(3)

Currently, section 501(c)(3) expressly providest theganizations fostering national or
international amateur sports competition may quafdr exemption. Prior to 1976,
however, there was no specific language in sedi@l(c)(3) concerning amateur athletic
competition, and there was a lack of clarity ash circumstances under which amateur
sports organizations could qualify for exemptionden section 501(c)(3). In 1976,
Congress found that some amateur sports organzsatiere recognized as tax-exempt
under section 501(c)(3), while others, apparemlyadly deserving, were recognized as tax-
exempt under other provisions (e.g., section 5Q4) @r section 501(6)), and, as a result,
did not qualify to receive tax-deductible contrilbus/® To clarify the requirements for
amateur athletic organizations to qualify for tacempt status under section 501(c)(3),
Congress in 1976 decided that it is, in generglr@mriate to treat the fostering of national
or international amateur sports competition asaitdble purpose under section 501(c)(3).
The Tax Reform Act of 1976 amended section 501)d)(Provide that an organization the
primary purpose of which is to foster national mternational amateur sports competition
may qualify as a tax-exempt organization descriimedection 501(c)(3) and receive tax-
deductible contributions, with the limitation thatuch an organization may not make
available athletic equipment or faciliti€s. This limitation was intended to prevent tax-
exemption under section 501(c)(3) of organizatigesy., social clubs) that provide
facilities and equipment for their members, and was intended to adversely affect the
gualification for tax-exempt status of any orgatima which would qualify under the
standards of prior laf’ In any event, this restriction was later modifféd

2. Hutchinson Baseball Enterprises, Inc. v. Commission

In Hutchinson Baseball Enterprises, Inc. v. Commissiothe Tax Court considered the
gualification for exemption under section 501(c)(#) an organization that owned and
operated an amateur baseball team, among otheitiast®™ The organization’s amended

"See, e.g.Rev. Rul. 65-2, 1965-1 C.B. 227 (organizaticat tholds sports clinics for children in schools,
playgrounds, and parks, and provides instructignjpment, and facilitiess exempt under section 501(c)(3);
Rev. Rul. 70-4, 1970-1 C.B. 126 (organization theppse of which was to promote the health of theegal
public by, among other things, promoting and retijudpa sport for amateurs did not qualify for exdimmp
under section 501(c)(3), although it qualified éx@emption under section 501(c)(4)).

8 H.R. Conf. Rep. 94-1515, at 542 (1976).

" Tax Reform Act of 1976 § 1313, 90 Stat. 1520, 1{I%Y6).

8 Joint Committee on Taxation, General Explanatibthe Tax Reform Act of 1976, §4Cong., 70-71
(1976).

81 See discussion in Section 111.D.3 below.

8273 T.C. 144affd, 696 F.2d 757 (1DCir. 1982),nonacq.,1980-2 C.B. 2.
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articles of incorporation provided that one of therposes of the corporation was to
“[p]Jromote, advance and sponsor baseball, whicli sidude Little League and Amateur

Baseball, in the Hutchinson, Kansas area.” Theammation owned and operated an
amateur baseball team composed primarily of coltgeball players. It leased a playing
field from the city, which was used by the teamheTorganization also permitted Little

League and American Legion baseball teams for ywu#h to 18 years of age, and a
baseball camp for children 7 to 12 years of ageaipd by the city, to use the field at no
charge. The organization also furnished instrigcfor the baseball camp and provided
coaches for the Little League teams.

As a result of an examination of the taxpayer'sviiets for the fiscal years ended July 31,
1974, and July 31, 1975, the IRS concluded thatotiganization no longer qualified for
exemption under section 501(c)(3) and revoked thgarozation’s tax-exempt status.
Although the Tax Court applied section 501(c)(3)ira®ffect prior to its amendment in
1976, the court analyzed the legislative historyhef 1976 amendment of section 501(c)(3)
and concluded that Congress has long consideredeamathletics to fall within the
penumbra of section 501(c)(3) (i.e., even befoeeli®76 amendmenty.

On appeal, the IRS argued that, under the law egisted prior to amendment in 1976,
fostering amateur sports competition, without mongs not a charitable purpose -
otherwise the amendment of section 501(c)(3) ir®aduld not have been necessary. The
United States Court of Appeals for the Tenth Cir@affirmed the Tax Court’s decision.
The Court of Appeals agreed with the Tax Court tbanhgress considered that, under the
law as it existed prior to amendment in 1976, ttheaacement of amateur athletics was a
charitable activity. However, the Circuit Courtidiot base its conclusion about the state
of the law prior to 1976 on the subsequent legistahistory, but rather was persuaded by
its analysis of the wording of the statute andpitsper construction that the Tax Court
reached the right conclusion in holding that theherance of recreational and amateur
sports falls within the broad outline of charitydashould be so classifiéd.

3. 1982 Enactment Of Section 501(j)

In 1982, section 501(j) was added to the Code dermwto relax the restriction in section
501(c)(3) against the provision of facilities oruggment that was added in 19%6.
Congress believed that many amateur sports orgemsaprovided facilities to their
members, and concluded that such organizationslghmi encouraged to continue the
sponsorship of, and training for, national andrimé¢ional sports competiticti.

87371.C. at 153.

8696 F.2d at 762.

8 Tax Equity and Fiscal Responsibility Act of 198286, 96 Stat. 324, 569-570 (1982).

8 Joint Committee on Taxation, Explanation of ther&mie Provisions of the Tax Equality and Fiscal
Responsibility Act of 1982, 97Cong., 438 (1982).
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Section 501(j) provides that an organization tkabriganized and operated exclusively to
foster national or international amateur sports petition may qualify under section
501(c)(3), whether or not the organization provitheslities or equipment to its members,
if such organization is also organized and opergigtharily to conduct national or
international competition in sports or to suppartl @evelop amateur athletes for national
or international competition in sports.

E. Intercollegiate Athletic Competition As An Exempdicational Purpose

Congress has long recognized the educational \alathletic competition at the college
and university level and that income derived frameiicollegiate athletic competition is
substantially related to the educational functiafs colleges and universities. The
legislative history of the Revenue Act of 185ihdicates that both the House and Senate
agreed on this point. The Senate Report stateshlé#ic activities of schools are
substantially related to their educational funcsiof-or example, a university would not be
taxable on income derived from a basketball toueransponsored by it, even where the
teams were composed of students of other sch&blsThe House Report states, “Of
course, income of an educational organization frdmarges for admissions to football
games would not be deemed to be income from anataedebusiness, since its athletic
activities are substantially related to its eduaaai program *

The courts have held that sponsoring athletic cotnpe at the college level furthers
exempt purposes in section 501(c)(3). For exanipl®lobile Arts and Sports Ass’n v.
United Statesthe court held that an organization that sportsare annual college all-star
football game (the “Senior Bowl Classic”) qualifiefbr exemption under section
501(c)(3)?° The Senior Bowl game originated as a for-profiteeprise by residents of
Tennessee. After the first two bowl games eachltexs in a loss, a non-profit corporation
was formed that would put on the bowl game and alsald conduct other artistic and
educational activities that would benefit the Mebil Alabama, community. The
corporation’s charter provided that the corporaticas permitted to accumulate earnings,
to be disbursed as its Board of Trustees directedot on behalf of persons, firms,
associations, societies or corporations ... whosegpy purpose is devoted to a betterment
and advancement of the civic, social, cultural,reatonal and artistic life of the
Community of Mobile and its environ§™ In addition to the Senior Bowl, the corporation
also sponsored an annual collegiate basketbalhémoent, outdoor symphony concerts,
ballet performances, choral performances, and t(joirwith another tax-exempt
organization) a recreational program for youth. eTdérganization’s only activity that

87 Revenue Act of 1950, 64 Stat. 906 (1950).

8 S. Rep. 81-2375, 1950-2 C.B. 483, 505 (1950).
89 H.R. Rep. 1-2319, 1950-2 C.B. 380, 458 (1950).
%148 F. Supp. 311 (S.D. Ala. 1957).

1148 F. Supp. at 314.
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resulted in any net income was the Senior Bowl gamiech was broadcast on a national
and international radio network.

The IRS asserted that the organization sponsoee&dnmior Bowl game for the purpose of
making a profit, like any normal business ventufehe court held that the organization
gualified for exemption from federal income tax anthe predecessors to section 501(c)(3)
and section 501(c)(4), based on its finding that dhnual Senior Bowl game resulted in
considerable benefit to the community because effélvorable publicity for Mobile that
the game engendered, the large number of out af tesgitors it brought to the city, and
“the inspirational value to the youths of the afyMobile and surrounding community in
respect to their own recreational activiti€3.”The court also held that the game was an
integral part of the organization’s civic and edumsal program and therefore was
substantially related to the organization’s furéivere of its exempt purpos¥s.

F. Regulating Intercollegiate Athletic Competition As Exempt Purpose

Organizations that set standards and regulatecoitegiate athletic competition further
exempt purposes. Rev. Rul. 55-587 describes a rafihpgnterscholastic athletic
association formed for the purposes of promoting aotecting the health of high school
athletes through uniform interscholastic compatitiender the direction and control of
school officials, and cultivating the ideals of gosportsmanship, loyalty and fair pl&y.
The organization’s members consisted of public lBghools in a particular state. The
association directed and controlled interscholastigh school athletic competition,
prescribed eligibility rules for contestants andhgdées for the violation of such rules, as
well as the rules of play in the various sportspdiected sectional, district and state
competition, arranged schedules for contests,g¢daamd assigned game officials, and made
suitable awards in state competitions. The orgdina’s income was derived from school
dues, registration, membership fees, and a pegemtagate receipts from the competition
events. Based on these activities, Rev. Rul. 55+&8d that the organization is organized
and operated primarily for educational purposeseiction 501(c)(3).

The Supreme Court has recognized the importancegilating intercollegiate athletic
competition in order to preserve amateurism inegdl sports. IMNCAA v. Board of
Regents of the University of Oklahgnaacase challenging NCAA'’s plan for televising the
college football games of its member institutiossaarestraint of trade under federal anti-
trust laws, the Supreme Court stated,

92148 F. Supp. at 316.
93148 F. Supp. at 313.
%148 F. Supp. at 316.
%1955-2 C.B. 261.

17



APPENDIX A

The NCAA plays a critical role in the maintenanck @ revered tradition of

amateurism in college sports. There can be notiguebut that it needs ample
latitude to play that role, or that the preservatad the student-athlete in higher
education adds richness and diversity to interg@le athletics and is entirely
consistent with the goals of the Sherman Rct.

G. Other Charitable Purposes

In addition to “educational” purposes, educatioaetivities, including those relating to
intercollegiate athletics, can be said to furthedrdritable” purposes as well.

1. Advancement of Education Or Science

Educational or scientific organizations generallyt only qualify as “educational” or
“scientific” under section 501(c)(3) but also dbalas “charitable” under section
501(c)(3). It is generally acknowledged that thisrao substantive difference between the
term “education” and the term “charitable” for thgarpose€’ The IRS, in ruling that an
organization is educational, frequently also fiitds be charitabl&®

2. Relief of the Poor or Distressed

As noted above, the term “charitable”, for purposéssection 501(c)(3) includes, in
addition to advancement of education, relief of theor and distressed or of the
underprivileged, lessening neighborhood tensiondjmirating prejudice and

discrimination, defending human and civil rightadacombating community deterioration
and juvenile delinquency. Many intercollegiate athletic programs furtheesl purposes,

as well as educational purposes.

3. Lessening the Burdens of Government

The term "charitable" in section 501(c)(3) also likes lessening the burdens of
government® Generally, in order to be considered to be ldsgetthe burdens of
government, an organization must be performingngtfan that the government has taken

%468 U.S. 85, 120 (1984).

9" SeeTreas. Reg. § 1.501(c)(3)-1(d)(2) (“The term ‘dtadule’ is used in section 501(c)(3) in its genkral
accepted legal sense and is, therefore, not tol&reied as limited by the separate enumeratisadtion
501(c)(3) of other tax-exempt purposes which méywfihin the broad outlines of ‘charity’ as deveked by
judicial decisions.”).

% Hopkins,supra at 167-168.

% Seg discussion in Section 11.C. above.

10 Treas. Reg. § 1.501(c)(3)-1(d)(2).
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on as its burden, and the organization’s activitiesst actually lessen that burd@h. By
founding and operating institutions of higher ediorg each of the states, countless
political subdivisions of such states and evenfélderal governmefit® have indicated that
they consider the education, past the high schenal/| of its citizens to be its obligation,
which public colleges and universities lessen.

II. Unrelated Business Income Tax Treatment of IncomenFAthletic Events
A. Unrelated Business Income Tax, Generally

An organization that is exempt from federal incamre under section 501(a) is nevertheless
subject to unrelated business income tax (“UBITH)its unrelated business taxable income
(“UBTI"), as provided in sections 511-514. Sectibhl(a)(2)(B) also imposes UBIT on
the UBTI of state colleges and universities anghomations wholly owned by state colleges
and universities.

UBTI is generally defined as gross income gener&tad any trade or business regularly
carried on by the organization, the conduct of Wh&not substantially related (other than
the organization’s need for income or the use ikesaof the profits derived) to the
organization’s exercise or performance of its exerpprpose or function, less the
deductions allowed under Chapter 1 of the Code #natdirectly connected with the
carryinlgoson of such trade or business, and sulbpettie modifications provided in section
512(b).

A trade or business is considered to be substhntelhated to an organization’s exempt
purposes only where the conduct of the businesgitaas has a causal relationship to the
organization’s achievement of its exempt purpostisef than through the production of
income), and it is “substantially related” onlythiis causal relationship is a substantial one.
Thus, in order for the conduct of a trade or bussnfieom which an item of gross income is
derived to be substantially related to an orgaiopn& exempt purposes, the production or
distribution of the goods or the performance ofgkevices from which the gross income is
derived must contribute importantly to the accostpinent of such purposes. Whether

% various types of activities that assist state lagel governments in carrying out their functiorvé been
recognized as charitable on the basis that thegtethe burdens of governmeee, e.g.Rev. Rul. 85-1,
1985-1 C.B. 17 (providing funds to local police dement to buy illegal drugs as part of its lawagnément
activities); Rev. Rul. 85-2, 1985-1 C.B. 178 (réting, training, and providing support for guardseed litem

in state legal proceedings); Rev. Rul. 70-583, 1®TB 114 (development and management of community
correctional centers to rehabilitate prisonersaoperation with local courts and custodial agencies

192E g, The Graduate School of The United States DepantofeAgriculture.

13| R.C. § 512(a).
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income-producing activities contribute importantty the accomplishment of any exempt
purpose depends in each case upon the particetardad circumstances involvEy.

The fact that a tax-exempt organization carriesaonunrelated trade or business as a
substantial part of its activities does not jeopadhe organization’s tax-exempt status, so
long as the organization continues to be operatedapily for exempt purposed® The
UBIT is intended to “level the playing field” betewr taxable and tax-exempt organizations
conducting business activities, and to remove theuatage a tax-exempt organization has
in conducting unrelated business activities in cetijpn with entities that must pay
income tax. As the Supreme Court explained,

[In enacting the Revenue Act of 1950,] Congressqieed a need to restrain the
unfair competition fostered by the tax laws. SeR.HRep. No. 2319, 81st Cong.,
2d Sess., 36-37 (1950). Nevertheless, Congressaditbrce exempt organizations
to abandon all commercial ventures, nor did it lavyax only upon businesses that
bore no relation at all to the tax-exempt purpagfean organization, as some of the
1950 Act's proponents had suggested. $ag, 1950 House Hearings, at 4, 19,
165. Rather, in the 1950 Act it struck a balaneénveen its two objectives of

encouraging benevolent enterprise and restrainfgirucompetition by imposing a

tax on the ‘unrelated business taxable income’agfexempt organizations. 26
U.S.C. § 511(a)(1}%°

B. UBTI Exceptions And Exclusions

Certain types of business activities are exceptech the definition of unrelated trade or
business, including (among others) any trade ombas in which substantially all of the
labor is performed for the organization without g@nsation, or which is the selling of
merchandise, substantially all of which has beenatEd to the organizatidfi’ In

addition, certain intermittent income producingidties are not treated as a trade or
business that is regularly carried on. For exampleome producing or fundraising

1% Treas. Reg. § 1.513-1(d)(2).

1% Treas. Reg. § 1.501(c)(3)-1(e)(19eeGCM 34682 (Nov. 17, 1971 ) (“[Alside from exprestatutory
limitations on business activity, such as sectidf &nd the newly enacted provisions relating tegiei
foundations, there is no quantitative limitationtbe ‘amount’ of unrelated business an organizatiay
engage in under section 501(c)(3), other thanithplicit in the fundamental requirement of chariay that
charity properties must be administered exclusielyre beneficial interest of the charitable pu@to
which the property is dedicated.”).

1% United States v. American College of Physicja¥s U.S. 834, 838 (19865ee, alspUnited States v.
Dykema 666 F.2d 1096, 1102(TCir. 1981) (“The post-1950 system was also motisfsatory than the old
in that it permitted a tax-exempt organization tgage in an unrelated profit-making trade or bussne
without risking the complete loss of tax-exemptigaPreviously such status was jeopardized bygngan
substantial unrelated commercial operations.”).

Y71 R.C. § 513(a).
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activities lasting only a short period of time wiibt ordinarily be treated as regularly
carried on if they recur only occasionally or smiically. Such activities will not be
regarded as regularly carried on merely becausg #me conducted on an annually
recurrent basis. Accordingly, income derived frdme conduct of an annual dance or
simligglr fundraising event for charity is not incorfnem a trade or business regularly carried
on.

Section 512(b) excludes other types of income fitdBill, including certain “passive”
types of income such as dividends, interest, réota real property, and gains from the
sale of property other than stock in trade, inventor property held primarily for sale to
customers in the ordinary course of the trade @iness" In addition, all royalties are
excluded, whether measured by production or by sgras taxable income from the
property*'® Payments for the use of intangible property sastrademarks, trade names,
service marks, patents and copyrights, are ordynadiassified as royalties for this
purpose-*!

C. UBIT Treatment of University Income From Ticket &lAnd Broadcast Rights

It has long been acknowledged that a universitihéetic program is substantially related
to the university’s performance of its educatiopatposes, and the university’s income
from its athletic program is not UBTI. As statdabae, Congress has long recognized that
income derived from intercollegiate athletic con@t is substantially related to the
educational functions of colleges and universiti@$e legislative history of the Revenue
Act of 1950, cited above, indicates that both tloeis€ and Senate agreed on this point.

The IRS has generally taken the same view withe@sip ticket sales. However, in 1977,
the IRS attempted to tax the income from salesroddicast rights to college football and
basketball games, and notified several universitesl the Cotton Bowl Athletic

Association (a tax-exempt entity that presentsatmeual Cotton Bowl football game) that
their revenue from the sales of such broadcasigigs is UBTI. The IRS agreed that
ticket receipts were not subject to tax, basedhenagislative history of the 1950 Act, but
sought to distinguish broadcasting revenues onbtses that the legislative history was

1% Treas. Reg. § 1.513-1(c)(2)(iiiSeeNat’| Collegiate Athletic Ass'n. v. Comm®14 F.2d 1417 (10Cir.
1990) (“[T]he NCAA program [Official Souvenir Pragm for the 1982 Final Four], which is publishedyonl
once a year, should not be considered an unfaipettar for the publishers of advertising. Apptioa of
the unrelated business tax here therefore woulduntbter the statutory purpose. We hold that ti@AR's
advertising business was not regularly carried ghisvthe meaning of the Code.”).

1991 R.C. §8 512(b)(1), (3) and (5).

9] R.C. § 512(b)(2).

11 A royalty generally is a payment for the use ehduable right; payments for personal servicemate
royalties. Rev. Rul. 81-178, 1981-2 C.B. 135.
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silent with respect to broadcasting reventtésThis resulted in an immediate public outcry
from supporters of intercollegiate athletf¢s.

Shortly thereafter, the IRS conceded that thereaasmeaningful distinction between
exhibiting a game to a limited, live audience amdileiting the game on television to a
much larger audienceé? The IRS concluded that a university’s income frima sale of
radio and television broadcast rights is not UB&¢dwuse -

an audience for a game may contribute importawtlthé education of the student-
athlete in the development of his/her physical amder strength and to the
education of the student body and the communitgrgge in heightening interests in
and knowledge about the participating schoolsebjard to the student-athlete, the
knowledge that an event is being observed heightersgnificance, which raises
the levels of both competitive effort and enjoymenttending the game enhances
student interest in education generally and ininlsgtution because such interest is
whetted by exposure to a school's athletic aotivitMoreover, the games (and the
opportunity to observe them) foster those feelin§sdentification, loyalty, and
participation typical of a well-rounded educatioraperience *°

In 1980, the IRS formally conceded the issue. BRai. 80-295 provides that income from
the sale of broadcasting rights by an amateur t&thlmion is not an unrelated trade or
business!® Rev. Rul. 80-296 holds that the sale of broadegsights to a national radio
and television network by an organization creatgd & regional collegiate athletic
conference made up of universities to hold an anethéetic event is not an unrelated trade
or business, stating, “An athletic program is cdasd to be an integral part of the
educational process of a university, and activipesviding necessary services to student
athletes and coaches further the educational pespafsthe university™’

D. Other Benefits Of Broadcasting Athletic Competition

Tax-exempt organizations conduct extensive aatiwifor the purpose of enhancing their
public image, attracting contributions, and earnimgpme (see discussion of fundraising,

112 geediscussion in Hopkinsupra at 778, n.345.

3 5eeJames L. MusselmaRecent Federal Income Tax Issues Regarding Profesiism and Amateur
Sports 13 Marg. Sports L. Rev. 195, 207-208 (2003).

114 5eeGCM 37618 (July 28, 1978); TAM 7851002 (1978) [ege football and basketball games); TAM
7851005 (1978) (same); TAM 7851006 (1978) (samAMT7851011 (1978) (same); TAM 7851003
(governing body for amateur athletics); TAM 7851@B4ig. 21, 1978) (organization that conducts annual
college football bowl game).

15 GCM 37618suprg TAM 7851002 suprg TAM 7851004 suprg TAM 7851005 suprg TAM 78510086,
suprg TAM 7851011 supra

1161980-2 C.B. 194.

1171980-2 C. B. 195 (citing and quoting the legistathistory of the Revenue Act of 1950).
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below). Colleges and universities, for exampleydiwt extensive activities designed to
attract students, while art museums seek to attiaitbrs. Collegiate and intercollegiate
athletic competition generally heightens interesand knowledge about the participating
schools among viewers, enhances the schools’ pubkge, attracts contributions, and
makes the school more attractive to potential sttgde Attending the game enhances
student and community interest in the institution én recreational activities, generatfy.
Broadcasting such athletic competition in mass médis the obvious effect of expanding
these benefits® An organization’s success in terms of audieneehed and enhancement
of its public image is not inconsistent with thgamization’s exempt purposs.

FUNDRAISING BY CHARITABLE AND EDUCATIONAL ORGANIZATIONS
A Profit-Making Activities

Tax-exempt organizations described in section 503)@re permitted to carry on profit-
making activities and use the profits to fund thaativities in furtherance of their tax-
exempt purposes. For example Aid to Artisans, Inc. v. Commissionehe Tax Court
held that an organization that purchased handgmafide by disadvantaged artisans in
developing countries and sold such handicrafts @toéit in museum stores qualified for
exemption because its primary purpose in condudtiegprofit-making activities was to
further exempt purposes in section 501(c§3) The Tax Court noted that the presence of
profit-making activities is not per se a bar to mp#ion if the activities further or
accomplish an exempt purpd$é. The court found that the organization’s actistie
furthered exempt purposes by alleviating povertyoagn the disadvantaged artisans,
contributing to the achievement of economic stahilon in disadvantaged communities
where handicrafts are central to the economy, tmring to the preservation of authentic
handicraft production, and furthering the educatbrthe American public in the artistry,
history, and cultural significance of handicraftsth such communities.

Similarly, in Industrial Aid for the Blind v. Commission€r the Tax Court held that an
organization qualified for exemption under sectib@l1(c)(3) when the organization
marketed and sold items created by blind individwla profit, distributed a percentage of
the proceeds to the artists, and retained the reteniof the proceeds for its operations.
“We begin by emphasizing ‘that the presence ofiprofiking activities is not per se a bar
to qualification of an organization as exempt ié thctivities further or accomplish an

18 Mobile Arts and Sports Ass’n v. United Stagesra 148 F. Supp. 311, 313.
19TAM 7851002 supra

120 preshyterian and Reformed Pub. Co. v. Comi3 F.2d 148, 158 (B3Cir. 1984).
12171 T7.C. 202 (1978).

2271 7.C. at 211.

12373 T.C. 96 (1979).
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exempt purpose.*** The Tax Court found that the organization’s profaking activities
were not inconsistent with exemption, because tigarozation’s principal purpose was to
provide employment for blind individuals, therebylewating the hardship these
individuals experience in securing and holding fagwemployment. Also, inPulpit
Resource v. Commissionéne Tax Court stated, “The fact that petitiomgended to make
a profit, alone, does not negate that petitiones wperated exclusively for charitable
purposes...If the sale of religious literature was iategral part of and incidental to
petitioner's avowed religious purpose, that agtimitay be considered a part of the religious
purpose or objective*®® The United States Court of Appeals for the Ti@ittuit stated in
Presbyterian and Reformed Pub. CoCammissioner‘On the one hand, the simple act of
accumulating revenues may properly call into goestthe ultimate purpose of an
organization ostensibly dedicated to one of theverated pursuits under § 501(c)(3). On
the other hand, success in terms of audience rdaiekinfluence exerted, in and of itself,
should not jeopardize the tax-exempt status of roegdéions which remain true to their
stated goals®

B. Raising Funds For Charity

Raising funds for charity is an accepted charitghlepose. A tax-exempt organization
described in section 501(c)(3) may carry out itarthble purposes by raising funds for
other section 501(c)(3) organizatioi8. For example, Rev. Rul. 64-182 describes an
organization that derived most of its income frdra tental of space in a large commercial
office building that it owned, maintained and opedd®® The organization met the
organizational test of section 501(c)(3) becauseséd its income to engage in a charitable
grant making program. The charitable purposeshefdrganization were carried out by
aiding other charitable organizations, selectedhat discretion of its governing body,
through contributions and grants to such orgaronatfor charitable purposes.

C. Corporate Sponsorships

1. Background

Corporate sponsorships have become an importantesaf revenue for the nation's
nonprofit organizations. In many cases, corposgiEnsorship revenues are being used to
fund new charitable programs and initiatives. theos, the funds are merely helping to
offset declines in other sources of public andaievfunding.

12473 T.C. at 101 (quotingid to Artisans, Inc.71 T.C. at 211).
1570 7.C. 594, 611 (1978).

126743 F.2d 148, 158 (B3Cir. 1984).

12"Rev. Rul. 67-149, 1967-1 C.B. 149.

1281964-1 C.B. 186.

24



APPENDIX A

The terms of corporate sponsorship arrangementswiaely, but, in general, a corporate
sponsor makes a contribution to a nonprofit orgation and, in return for the payment, the
nonprofit organization acknowledges the sponsoippsrt in some way. Depending upon
the arrangement, the corporate sponsor may recameng others, naming rights to an
event or facility of the organization; the sponsatame and logos may be displayed at the
organization’s stadium or arena, or at another gembere the organization’s event takes
place; the sponsor may receive acknowledgementdeerasing in the organization’s
publication, event programs, web site and/or signagd the sponsor may receive tickets
to the organization’s events, preferred seatinguah events, and admission to hospitality
tents. The sponsor also may receive the rightéothie organization's marks to promote its
relationship with the organization and/or to depebnd sell logo merchandise. Finally,
sponsors sometimes receive the right to have teenpi organization’s personnel attend
events hosted by the sponsor or consult on produncisr development by the sponsor.

An exclusive provider arrangement is a corporatensprship arrangement in which the
sponsor receives the exclusive right to sell, diigte or market its goods or services in
connection with an exempt organization's activitie§Vhile there are many types of
exclusive provider arrangements, two have genergtedmost publicity: those with
beverage companies and those with athletic appaceequipment companies. Other types
of exclusive provider arrangements involve foodvee;, bookstores, broadcast rights,
cellular telephone service, credit cards, and aatethteller machines, among others.

Under typical athletic apparel and equipment areamgnts, an exempt organization and an
athletic apparel or equipment manufacturer agree ttre company will be the exclusive
provider of athletic apparel or equipment to somealbof a school's athletic teams or to a
particular event. Generally, the company provigigigorms or equipment at no cost or at a
discount. In most cases, the company name amatjordre displayed on the uniforms and
other apparel worn by athletes and coaches, and/tre athletic equipment.
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2. History Of Tax Treatment Of Corporate Sponsorships

The IRS first addressed the issue of the taxati@moiporate sponsorships in 1991, in TAM
9147007%%° It is widely acknowledged that TAM 9147007 commd the corporate
sponsorship arrangement between the Cotton Bowle#ithAssociation (“CBAA”) and
Mobil Oil Corporation (“Mobil")*° The IRS reviewed the arrangement to determine
whether the (apparently over $1 million) sponsgrgfayment CBAA received from Mobil
was a contribution to CBAA, or whether it was UBTCBAA'’s corporate sponsorship
agreement with Mobil included the following prowas:

(1) CBAA must change the name of the Cotton Bowl to Mwbil Cotton Bowl,
and add the Mobil logo to the Cotton Bowl logo. Trieev name and logo must
be used exclusively and must be mentioned in ald@dowl press releases.

(2) At the site of the Cotton Bowl, CBAA must impriritet new logo in a prominent
place on the field.

(3) During the football game, CBAA must display Mobitemmercial messages on
the electronic sign in the stadium and broadcasbilMocommercial messages
over the public address system.

(4) If the Cotton Bowl is not televised, Mobil may cahthe contract.

(5) CBAA, on behalf of Mobil, must arrange for hospitakuites and hotel rooms,
tickets to the game, and tickets to event-relatddities.

(6) In return, Mobil must pay CBAA a sponsorship fedf the Cotton Bowl
achieves a Nielsen (television) rating above aedtédvel, CBAA is entitled to
an additional sponsorship fee from Mobit.

In TAM 9147007, the IRS found that the associafoovided a substantigjuid pro quo
for the payment and that the payment was moream#iure of corporate advertising than
corporate benevolence. As a result, the IRS cdeduhat the payment was UBTI. The
issuance of TAM 9147007 caused widespread conceran@ the higher education
community as to the implications of the IRS’s reasg in TAM 9147007 for their

129 (Aug. 16, 1991).

130 g5eee.g, Paul StreckfusA Glimpse of Mobil-Cotton Bowl Contract Provisiofi§ Tax Notes 447, 447
(1992).

1311d.; seeMusselmansupra n.113, at 208-209.
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fundraising efforts in connection with their atiideevents. There also was a threat of
Congressional action to reverse the IRS position.

Subsequently, the IRS issued proposed audit gaetelfor determining when corporate
sponsorship income received by exempt organizawasUBTI*®* The audit guidelines
stated that “where an exempt organization perfovalgable advertising, marketing, and
similar services, on a quid pro quo basis, fordbgorate sponsor, payments made to an
exempt organization are not contributions to thengxt organization, and questions of
unrelated trade or business arise.” The guidektat®d that a sponsorship payment would
not be subject to tax if there was no expectati@at the organization would provide the
sponsor with a “substantial return benefit” in adesation for its payment, and instructed
agents to determine whether sponsors were prowididvaluable advertising, marketing
or similar services in return for sponsorship pagtae

The IRS received over 300 written comments on topgsed audit guidelines and, in July
1992, held three days of hearings. Many commergatomplained that the proposed

“substantial return benefit” test was too vague amtbiguous and that the guidelines
provided no clear guidance or certainty as to wéweth under what circumstances benefits
provided to a sponsor rose to the level of a sualislareturn benefit. Others sought

clarification on what allocation rule applied torporate sponsorship payments and how
expenses and deductions were to be allocafed.

In January 1993, the IRS issued proposed reguktioncorporate sponsorshifs. In the
proposed regulations, the IRS differentiated betwadvertising, which was subject to
UBIT, and acknowledgements, which were not. Thappsed regulations provided that
acknowledgements, which were defined as “mere mtog of sponsorship payments,”
included the display of sponsors' logos and sloghas did not contain comparative or
qualitative descriptions of the sponsor's produsesyices, facilities or company? These
regulations were never issued in final form, ing&arpart due to opposition from the
charitable sector and its supporters to certaimigians of the regulation’s’

3. Section 513(i) — Qualified Sponsorship Payments

132 5ee138 Cong. Rec. H6636-01, 6636-6639 (1992).

%% Announcement 92-15, 1992-5 |.R.B. 51.

134 Elizabeth M. Roberts, Not@resented To You By...Corporate Sponsorship and tinelated Business
Income Tax17 Va. Tax Rev. 399, 406-407 (1999).

135 Prop. Treas. Reg. § 1.513-4, 58 Fed. Reg. 56810-5691 (1993).

136 |d

137 Robertssupra n.134at 413-414.
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In 1997, Congress enacted The Taxpayer Relief At967, which added Section 513(i) to
the Internal Revenue Cod&. Under Section 513(i), “qualified sponsorship payis”
received by exempt organizations are excluded fodl.**

A “qualified sponsorship payment” is a payment hyeason engaged in a trade or business
with respect to which there is no arrangement @eetation that such person will receive
any substantial return benefit other than the ussecknowledgment of the name or logo (or
product lines) of such person’s trade or businassonnection with the activities of the
organization that receives the payment. Such adess not include advertising the
sponsor’s products or services (including messagesaining qualitative or comparative
language, price information, or other indicatiofsavings or value, an endorsement, or an
inducement to purchase, sell, or use such producsrvices}*°

Permitted “use or acknowledgment” may include tbkoW¥ing: exclusive sponsorship
arrangements; logos and slogans that do not coqteilitative or comparative descriptions
of the payor’'s products, services, facilities ompany; a list of the payor’'s locations,
telephone numbers, or Internet address; value-aledéscriptions, including displays or
visual depictions, of the payor’s product-line @nsces; and the payor’s brand or trade
names and product or service listings. Logos ogasis that are an established part of a
payor’s identity are not considered to contain fatVe or comparative descriptions. Mere
display or distribution, whether for free or fomraneration, of a payor’s product by the
payor or the exempt organization to the generalipudi the sponsored activity is not
considered an inducement to purchase, sell orhespdyor’s product for this purpose and,
thus, will not affect the determination of whetheempayment is a qualified sponsorship
payment:*

The term “gualified sponsorship payment” does netude any payment if the amount of
such payment is contingent upon the level of adiend at one or more events, broadcast
ratings, or other factors indicating the degre@utilic exposure to one or more everifs.

In addition, an arrangement that limits the salistribution, availability, or use of
competing products, services, or facilities in aeection with an exempt organization’s
activity (e.g., an exclusive provider arrangemegénerally results in a substantial return
benefit (i.e., the payment is not excluded from WBAs a qualified sponsorship
paymerllg);43 although payments may be excluded from UBIT urdkeer provisions of the
tax law:

138 Taxpayer Relief Act of 1997 § 965, 111 Stat. 7883-94 (1997).
%9 R.C. § 513(i)(1).

1401 R.C. § 513(i)(2)(A).

1“1 Treas. Reg. § 1.513-4(c)(2)(iv).

12| R.C. § 513(i)(2)(B).

13 Treas. Reg. § 1.513-4(c)(2)(vi)(B).

144 Treas. Reg. § 1.513-4(d)(2)(i).
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If a single sponsorship payment is both a qualiipdnsorship payment and a payment for
advertising, the payment is allocated between tiadifted sponsorship payment (which is
not subject to UBIT) and the advertising paymertil is subject to UBITJ*

Qualified sponsorship payments generally are tdeas contribution income by the
recipient tax-exempt organizatioff. This is so whether the payors treat qualified
sponsorship payments as a deductible business sxpenler section 162 or as charitable
contributions under section 179

D. Treatment of Contributions In Connection With CgleAnd University Athletic
Competition

In 1984 the IRS issued Rev. Rul. 84-132, which e@éna charitable contribution tax
deduction for a contribution to a university whée tcontribution permitted the donor to
purchase preferred seating for university home babtgames*® Rev. Rul. 84-132

resulted in considerable concern by colleges andetsities that benefited from such
contriblljgons. As a result of the chorus of digappl, the IRS quickly withdrew Rev. Rul.
84-132.

In 1986, the IRS issued Rev. Rul. 86-63, which mles that if a taxpayer makes a
contribution to a university athletic scholarshipgram, in return for which the donor
receives the right to purchase season ticketsatganot otherwise available, a charitable
contribution deduction will be allowed only if (artd the extent that) the donor can show
that the value of the contribution exceeded the rf@arket value of the right to buy the
season ticketS® This imposed on the donor the burden of showirag the contribution
exceeded the value of the right that was receinecktiurn, which was extremely difficult
because of the nature of the benefit received.

In 1986, the Tax Reform Act of 1986 contained acgdeprovision for The University of
Texas and Louisiana State University that providefilill deduction for contributions to

145 Treas. Reg. § 1.513-4(d).

18 Treas. Reg. § 1.153-4(e)(3peee.g, TAM 7851003 (1978) (corporate sponsorships tebate
contribution or grant under section 509(d)(1)).

“"Treas. Reg. § 1.153-4(e)(3).

148 1984-2 C.B. 55See alsd®LR 8034081 (May 29, 1980) (deduction for gifatbletic program reduced by
value of “nonincidental” benefits accorded donddnder section 6110(k)(3), private letter rulingsngrally
may not be used or cited as precedent. Howewey,ghnerally may be relied upon as authority foppees
of avoiding accuracy-related penalties in secti662 Treas. Reg. § 1.6662-4(d)(3)(iii).

149 Announcement 84-101, 1984-45 |I.R.B. ReeNina R. Murphy, Revenue Ruling 84-132: Sidelined, But
Not Forgotter;” 19 U. Rich. L. Rev. 301, 309 (1985).

1%01986-1 C.B. 88.
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those universities in return for the rights to fase preferred seating/season tick&tsin
1988, Congress recognized the benefit that thigigiom would have to all colleges and
universities. The 1986 provision was repealedtaedoenefit was extended to all colleges
and universities. Section 501(l) (originally seati501(m)) provides that, if a taxpayer
makes a payment to or for an institution of higkducation, and the taxpayer thereby
receives (directly or indirectly) the right to segtor the right to purchase seating in an
athletic stadium of such institution, 80 percensoth payment (not including any amount
separately paid for tickets) is treated as a dhtalgtcontributiort>

IV. CONCLUSION

Historically, educational institutions, includingolleges and universities and the
organizations that support them, have receivedré/status in every income tax act
passed by Congress. Amateur athletics, espediakycollegiate athletics, have been
similarly favored. Presumably, this is a reflentiof Congress’s support for higher
education and intercollegiate athletics, as dennatest in the discussion above.

Tax-exempt organizations are permitted to pay masle compensation for services that
are necessary in carrying out their exempt functiomhe determination of what is
“reasonable compensation” must take into consigerahe amount that ordinarily would
be paid for the same services by taxable as wathasxempt organizations. The fact that
the resulting compensation may be large does nm#ssarily mean that it is excessive or
unreasonable under the circumstances. The payh&arge salaries and other benefits can
be reasonable, when the payments are the resalingflength bargaining.

The education of the body as well as the mind ser$al to becoming an educated
individual, and therefore physical education, idohg athletic competition, is an integral
part of the curriculum of most colleges and uniitess. As athletic competition is

substantially related to the performance of edooali purposes, a college’s or university’s
revenues from such activities are not UBTI. Momgvathletic competition tends to
enhance a college or university’s public image, msndn effective way to attract students
and donations for the benefit of the institution.

Most tax-exempt educational organizations engageaimous activities to raise funds.
Some activities are designed to attract contrilmstioncluding corporate sponsorships, and
others are designed to earn profits. Such a@ssiire not inconsistent with tax-exempt
status.

151 Tax Reform Act of 1986 § 1608, 100 Stat 2085, 2{IAB6); Carolyn M. OsteehBIT Pressure Points,
Royalties, Sponsorship Arrangements and Affinigd@rCards C968 ALI-ABA 153, 163-164 (1994).
132 Technical and Miscellaneous Revenue Act of 1988@L, 102 Stat 3342, 3683-3684 (1998).
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