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CHICAGO-KENT LAW REVIEW

some utilitarian value, such as a t-shirt, hat, wristband, or pin, it appears
that if the charity carefully links the sale of the branded merchandise to the
spreading of the charity's message, the sale of the branded merchandise
would be considered substantially related to the charity's exempt pur-
pose.203 Disseminating the charity's message through the sale of branded
merchandise bearing the charity's message in text or symbol form (i) pro-
motes thought and discussion of the charity's message, and (ii) enhances
the circulation of this message through a rather remarkable display of
grassroots public support.204 The link between the sale of the branded mer-
chandise and the dissemination of the charity's message is often enhanced
by including in the individual merchandise packaging an educational bro-
chure explaining the message that the charity is trying to promote.205

The charity's position would be significantly weakened if the charity's
primary purpose in selling branded merchandise is to generate income. For
example, in the 1970s, Disabled American Veterans conducted a fundrais-
ing campaign which offered donors certain low-cost items known as "pre-
miums," such as books, maps, and wrist-watch calendars, in exchange for a
specified contribution to the charity.206 In DA VI, the court cast the transac-
tions as the outright sale of the premiums and determined the income from

203. Conducting sales through a third-party vendor should not change this result. The Internal
Revenue Service has accepted that appropriately conducted sales of certain items to the public through
unrelated retailers do not result in UBTI. In Technical Advice Memorandum 95-50-003, the Internal
Revenue Service considered whether a museum received UBTI by selling a variety of items in its on-
site stores, wholesale to retailers and gift stores, and by mail order. I.R.S. Tech. Adv. Mem. 95-50-003
(Sept. 18, 1995). The items sold included books about the historical period the museum covered, period
toys, and exhibit reproductions, among other things. In determining whether UBTI resulted from the
sale of these items, the Internal Revenue Service focused almost exclusively on the nature of the items
sold, and concluded that sales of those items did not result in UBTI, whether sold on-site or through
retailers. The only issue raised by the sales to retail stores and gift shops was whether the sales were
conducted on a larger scale than was reasonably necessary for the performance of the museum's exempt
functions. Id.; see Treas. Reg. § 1.513-1(d)(3) (as amended in 1983).

204. See Hassay & Peloza, supra note 2, at 38 (noting that the purchase of branded merchandise
provides supporters of the charity "with a more visible, symbolic statement about their identification
with the organization and or cause. Moreover, these purchases are often used as 'badges' that allow
supporters to define themselves in public.").

205. In Technical Advice Memorandum 91-38-003, the Internal Revenue Service considered
whether a historic estate's retail and wholesale sales of flowers and plants to florists and garden centers
constituted UBTI. I.R.S. Tee. Adv. Mem. 91-38-003 (June 24, 1991). Although the Internal Revenue
Service concluded that UBTI did result from the wholesale activity based on the facts presented, it
noted, "where educational and other similar descriptive materials concerning the exempt purposes of
the [charity] accompany the plant item at the point of sale, it is our view that such sales would be
substantially related to exempt purposes." Id.; see also I.R.S. Tech. Adv. Mem. 83-28-009 (Mar. 30,
1983) (reasoning that the sale of early American period pieces by a museum may contribute importantly
to the accomplishment of the museum's exempt purposes if such items are sold with descriptive litera-
ture explaining their historical or artistic significance).

206. DA VI, 650 F.2d 1178, 1183 (Ct. CI. 1981).
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THE TAXATION OF CA USE-RELA TED MARKETING

some of the sales to be UBTI. 207 Disabled American Veterans argued that
the sales of the premiums were related to its exempt purpose because the
inclusion of the premiums in solicitation letters drew attention to the letters,
which explained the charity's mission and objectives. 208 The court rejected
this argument, noting that Disabled American Veterans initiated the pre-
mium program in an effort to increase contributions and discontinued the
program when it was no longer an effective revenue-producer. 209 Accord-
ingly, the only causal relationship between the premium program and the
accomplishment of Disabled American Veterans' exempt purposes was the
production of income for those purposes, 210 which is explicitly excluded as
a sufficient relationship. 2 11

Internal Revenue Service interest in the sales of the branded merchan-
dise may increase as the scope and extent of sales increase. The Treasury
Regulations provide that "[iln determining whether activities contribute
importantly to the accomplishment of an exempt purpose, the size and ex-
tent of the activities involved must be considered in relation to the nature
and extent of the exempt function which they purport to serve. ' 212 There-
fore,

where income is realized by an exempt organization from activities that
are in part related to the performance of its exempt functions, but which
are conducted on a larger scale than is reasonably necessary for perform-
ance of such functions, [the gross income] of the activities in excess of
the needs of the exempt functions constitutes gross income from the
conduct of unrelated trade or business.213

Thus, the more popular the branded merchandise becomes, the more
the sales of the branded merchandise will increase and the more likely the
charity will become subject to this type of attack. However, one could ar-
gue that the increased sales should be viewed as proportionally increasing

207. Id. at 1190-91. The court determined that the sale of the $2 and $3 premiums was not a trade
or business activity because the markup on these items was so high that these sales did not compete
with sales by for-profit businesses. Id. at 1187. However, the sales of the $5 premiums were competi-
tively priced, and therefore constituted a trade or business activity, Id. A few years after DA V I was
decided, an exclusion from UBTI was added for the provision of "low-cost" items in connection with
the solicitation of charitable contributions. See I.R.C. § 513(h). Currently, an item can be valued at
$9.60 or less and be considered "low-cost." Rev. Proc. 2009-50, sec. 3.25(1), 2009-45 I.R.B. 471.

208. DA VI, 650 F.2d at 1189.
209. Id.
210. Id.
211. See I.R.C. § 513(a) (2006).
212. Treas. Reg. § 1.513-1(d)(3) (as amended in 1983).
213. Id.
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CHICAGO-KENT LAW REVIEW

the dissemination of charity's message by, among other things, allowing
persons to view, consider, and spread the charity's message to others. 214

While existing guidance lends support to a claim by a charity that the
revenues received from the sale of branded merchandise are excluded from
the charity's UBTI, the preceding countervailing authority undercuts this
claim. The only guidance directly on point in this area is in the form of
private letter rulings, which may not be used as precedent by other taxpay-
ers and are not binding on the Internal Revenue Service for persons other
than the taxpayer to whom the private ruling is addressed. 215 Accordingly,
the Internal Revenue Service is free to reconsider the position it has taken
in these private rulings. Furthermore, the foregoing case law and the Treas-
ury Regulations contain some troubling precedent which may limit the
extent to which a charity may conduct sales of branded merchandise and
still claim exclusion of the revenues from UBTI. Therefore, charities en-
gaged in direct sales of branded merchandise do not have as much certainty
as they would like in their position that the revenues from the sale of
branded merchandise are excluded from UBTI.

2. Sales of Branded Merchandise and Promotional Merchandise
Conducted by the Corporate Partner

For sales of branded merchandise directly by the corporate partner and
sales of promotional merchandise conducted by the corporate partner, dif-
ferent considerations apply in determining whether the income received by
the charity from the arrangement is excluded from the charity's UBTI. As
mentioned previously, most cause-related marketing alliances involve rec-
ognition of the corporate partner's participation by the charity on its web-
site and in print materials. Thus, this section first analyzes the possible
application of the corporate sponsorship rules to cause-related marketing
alliances. Cause-related marketing alliances also involve payment for the
use of the charity's name, logo, or trademark; accordingly, this section next
analyzes the application of the royalty exception to cause-related marketing
alliances. Finally, because consumer perception of product endorsement by
the charity might be considered as a factor in the UBTI analysis, this sec-
tion analyzes whether the income received from cause-related marketing
alliances could be included in UBTI as advertising income.

214. See I.R.S. Tech. Adv. Mem. 95-50-003 (Sept. 18, 1995) (reasoning that a museum's sales
through retail stores appropriately advanced the museum's exempt purposes by (i) making period-
pieces available to a broader segment of the public; (ii) enhancing the public's understanding of that
period; and (iii) encouraging a broader segment of the public to visit the museum).

215. See I.R.C. § 6110(k)(3).
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THE TAXATION OF CA USE-RELA TED MARKETING

a. Corporate sponsorship rules do not (fully) address the issue.

The corporate sponsorship rules were enacted to address the situation
where the charity uses the corporate sponsor's logo on the charity's materi-
als. Cause-related marketing alliances typically involve the use of the char-
ity's name or logo on the corporate partner's products. At first blush, the
corporate sponsorship exception seemingly would not apply to cause-
related marketing. However, cause-related marketing alliances often in-
volve the charity's recognition of the alliance by acknowledging the corpo-
rate partner on the charity's website or print materials. Therefore, a charity
may claim that at least a portion of the payment received is a "sponsorship
payment" and attempt to treat that portion separately from the other reve-
nue received from the cause-related marketing alliance. In particular, this
may be the case where the alliance guarantees the charity a minimum "con-
tribution" from the corporate partner from the sale of the promotional mer-
chandise.

In order for a sponsorship payment received by a charity to be ex-
cluded from the charity's UBTI as a qualified sponsorship payment, the
affiliation cannot provide a substantial return benefit to the corporate part-
ner.216 A "substantial return benefit" is any benefit other than a "use or
acknowledgement" of the corporate sponsor.217 Importantly, substantial
benefits include any license to use intangible assets of the charitable or-
ganization.218 Since cause-related marketing alliances grant the corporate
partner a license to use the charity's name and logo on the product, such a
right would be a substantial return benefit. Nonetheless, the portion, if any,
of the payment that exceeds the fair market value of the license to use the
charity's name or logo may still be a qualified sponsorship payment.219

In order for the sponsorship payment to be a qualified sponsorship
payment, the charity may not make an impermissible use or acknowledge-
ment of the corporate sponsor. The permitted "uses or acknowledgements"
include (i) "logos and slogans that do not contain qualitative or compara-
tive descriptions of the [sponsor's] products, services, facilities or com-
pany," (ii) "a list of the [sponsor's] locations, telephone numbers, or
Internet address," (iii) "value-neutral descriptions, including displays or
visual depictions, of the [sponsor's] product-line or services," and (v) "the
[sponsor's] brand or trade names and product or service listings." 220 "Lo-

216. See Treas. Reg. § 1.513-4(c)(1) (2002).
217. Id. § 1.513-4(c)(2).
218. Id. § 1.513-4(c)(2)(iii).
219. Id. § 1.513-4(d).
220. Id. § 1.513-4(c)(2)(iv).
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gos or slogans that are an established part of [the sponsor's] identity are not
considered to contain qualitative or comparative descriptions. '221

In conjunction with the corporate partner's use of the charity's name
or logo, the charity may acknowledge the affiliation on the charity's web-
site or printed materials. Depending on how the charity describes its affilia-
tion with the corporate partner, the "use or acknowledgement" exception
may not apply. The display of the logos and/or slogans of the corporate
partners are "uses or acknowledgements." The provision of hyperlinks to
various sponsors' Internet sites also constitutes merely "uses or acknowl-
edgements," provided the sponsor's Internet site does not contain addi-
tional statements indicating that the charity promotes the sponsor or its
products or services. 222 However, the provision of the hyperlink to the
sponsor's website by the charity may be for the purpose of encouraging
consumers to purchase the branded merchandise or promotional merchan-
dise from the sponsor because the proceeds from those sales benefit the
charity. Since the corporate sponsorship rules were not designed with
cause-related marketing activities in mind, they do not address whether the
charity's motivation in providing the link to the partner's website should be
taken into account in determining whether the charity is promoting the
sponsor's products or services.

In addition, the branded merchandise may contain the corporate spon-
sor's name or logo, potentially causing confusion as to which entity's
product is being sold. For example, the LIVESTRONG brand of merchan-
dise, sold through the Lance Armstrong Foundation website, the Nike
LIVESTRONG web store, and in Nike physical stores, prominently dis-
plays the Nike "swoosh" symbol in yellow. Similarly, merchandise in the
(PRODUCT)Red campaign carries both the trademark (PRODUCT)Red logo
and the sponsoring company's name or logo. In these types of cases, the
corporate partner could be viewed as receiving the benefit of the inclusion
of the corporate partner's logo on the branded merchandise belonging to
the charity for free. Thus, the question arises as to whether the inclusion of
the corporate partner's logo on the branded merchandise is a mere use or
acknowledgement.

The application of the "use or acknowledgement" exception to the
inclusion of the corporate partner's logo on the branded merchandise is not

221. Id.
222. Id. § 1.513-4(f), examples 11 & 12; I.R.S. Priv. Ltr. Rul. 2003-03-062 (Oct. 22, 2002). For an

interesting discussion of the effects of Cyberspace on the distinction between a charity's mere use or
acknowledgement of a corporate sponsor and advertising, see generally Daryll K. Jones, Advertisements
and Sponsorships in Charitable Cyberspace: Virtual Reality Meets Legal Fiction, 70 MiSS. L.J. 323
(2000).
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as clear. The existence of the use or acknowledgment exception reflects the
conclusion that mere inclusion of a corporate partner's name or logo on a
charity's product is not an implied endorsement of the corporate partner's
products or services by the charity. One way to view the inclusion of the
corporate partner's logo on the branded merchandise is as an insubstantial
benefit to the corporate partner in return for the corporate partner's contri-
bution of a portion of the proceeds from the sale of the branded merchan-
dise to the charity. If so considered, including the corporate partner's logo
on the branded merchandise could be considered a mere use or acknowl-
edgement of the corporate partner's sponsorship, and not an endorsement
of the corporate partner's product.223

However, what if the arrangement is not viewed as the inclusion of the
corporate partner's logo on the charity's product, but instead is viewed as
the inclusion of the charity's name or logo on the corporate partner's prod-
uct? The corporate partner's interest in using the charity's name or logo on
the corporate partner's product is the desire to portray to consumers a close
association with the charity. The association with the charity is expected to
improve the corporate partner's image and goodwill among consumers,
thus potentially resulting in increased sales for the corporate partner. Thus,
an argument could be made that a charity allowing its name or logo to be
used on the corporate partner's product is in effect endorsing or advertising
the corporate partner's product.

"Advertising" is "any message or other programming material which
is broadcast or otherwise transmitted, published, displayed or distributed,
and which promotes or markets any trade or business, or any service, facil-
ity or product. '224 Advertising includes "messages containing qualitative or
comparative language, price information or other indications of savings or
value, an endorsement, or an inducement to purchase, sell, or use any com-
pany, service, facility or product. '225 For example, the Internal Revenue

223. However, if the charity's website or printed materials contain qualitative or comparative
descriptions of the sponsor's product or other endorsements of the sponsor's product, the charity's
website or printed material would be considered an advertisement, and thus revenues from the cause-
related marketing alliance would be UBTI. See infra note 225 and accompanying text.

224. Treas. Reg. § 1.513-4(c)(v) (2002).

225. Id. Typically, advertising is considered to be a trade or business that is unrelated to the char-
ity's exempt purposes. Thus, the question remains whether the advertising activity is "regularly carried
on." If advertising messages of a corporate sponsor's product are continuously present on the charity's
website, such advertising activities would seem to be regularly carried on and the revenues therefrom
would thus constitute UBTI. One counter-argument would appear to be that the limited number of
advertisements makes the charity's activities dissimilar in extent to comparable commercial activities.
See I.R.S. Tech. Adv. Mem. 94-17-003 (Dec. 31, 1993) (stating that an advertising campaign conducted
by placing advertisements in programs for an organization's annual ball was not typical of commercial
endeavors because solicitations for advertisements were limited in number and consisted of a single
form letter). Given the variety and relative novelty of Interet advertisements, it would be unwise for a
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Service considers the following messages to consist, at least in part, of
advertising: (i) "This program has been brought to you by the Music Shop,
located at 123 Main Street. For your music needs, give them a call at 555-
1234. This station is proud to have the Music Shop as a sponsor, ''226 and
(ii) "Visit the Music Shop today for the finest selection of music CDs and
cassette tapes. '227 If a single message contains both advertising and an
acknowledgement, the message is an advertisement. Where the Treasury
Regulations do not allow one to clearly distinguish between advertisements
and permitted uses and acknowledgements, a court may be inclined to take
a common-sense approach and consider a message an advertisement if it
"looks like" an ad.228 If the inclusion of the corporate logo on the branded
merchandise is considered to be advertising rather than a mere use or ac-
knowledgement, then the income the charity receives from the affiliation is
likely subject to tax as UBTI, as more fully discussed below.

b. Use of the charity's name or logo may not fit within the royalty
exception.

Based on the success of taxpayers in establishing royalty treatment for
payments for the use of the charity's name and logo in the affinity card
context, it would seem that the payments received by a charity for the li-
censing of their name, logo, and trademarks in connection with the sale of
the branded merchandise and promotional merchandise should also be con-
sidered royalties and thus exempt from the charity's UBTI. This result pre-
supposes that the charity is not performing more than an insubstantial
amount of services in connection with the licensing of the charity's name,
logo, and trademarks. If the charity performs more than insubstantial ser-
vices, then the income received is considered compensation for personal
services, the royalty exception would not apply, and the income would
most likely be subject to tax as UBTI.

The determination of the permissible amount of "insubstantial ser-

charity to rely upon such a position. See generally I.R.S. Announcement 2000-84, 2000-42 I.R.B. 385
(announcing that the Internal Revenue Service was considering whether clarification was needed as to
the application of the "regularly carried on" requirement to business activities conducted on the Inter-
net).

226. Id. § 1.513-4(f), example 7.
227. Id. at example 8. Where a document can be broken down into segments identified in the

Treasury Regulations, a court or the Internal Revenue Service will likely analyze each segment with
reference to the rules set out above. See, e.g., I.R.S. Tech. Adv. Mem. 98-05-001 (Oct. 7, 1997) (con-
cluding that an "ad" did not rise to the level of advertising when it consisted of a can of a sponsor's pet
food made to look like a trophy and included two slogans that had long been used by the sponsor in its
advertising).

228. See, e.g., State Police Ass'n of Mass. v. Comn'r, 125 F.3d 1, 6 (lst Cir. 1997).
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vices" is uncertain, however, especially in connection with the charitable
organization's exercise of quality control over the use of its name, logo,
and trademarks. As is prudent business practice, a charity would want to
maintain quality control over the use of its name, logo, and trademark by
the corporate partner under the licensing agreement. In some cases, the
Internal Revenue Service has determined that "mere" quality control does
not constitute more than insubstantial services related to the royalty in-
come. 229 In other cases, a charity's "quality control" was recharacterized as
services, resulting in the income from the arrangement being taxed as com-
pensation from services rather than exempted as royalty income. 230 There-
fore, charities are left to struggle with the determination of the permissible
types of "quality control" they can include in their licensing agreements
without crossing the boundary between de minimus and substantial ser-
vices.

Furthermore, caution should be taken in relying on the royalty excep-
tion for income received from the licensing of a charity's name or logo for
placement on a corporate partner's product. Recently, in evaluating the
justification for the continued tax exemption for college athletic programs,
the Congressional Budget Office recommended repealing the royalty ex-
ception to the extent that it applies to the licensing of a charity's name or
logo:

Some types of royalty income may reasonably be considered more
commercial than others.... [W]hen colleges and universities license
team names, mottoes, and other trademarks to for-profit businesses that
supply apparel, accessories, and credit cards to the general public, they
approve each product and use of their symbols and, in some cases, ex-
change information, such as donor lists, with the licensees to aid in their
marketing.... The manufacture or sale of such items would clearly be
commercial-and subject to the UBIT-if undertaken directly by the
schools. Schools' active involvement in generating licensing income

229. See, e.g., Rev. Rul. 81-178, 1981-2 C.B. 135; I.R.S. Priv. Ltr. Rul. 2006-01-033 (Oct. 14,
2005); I.R.S. Priv. Ltr. Rul. 90-29-047 (Apr. 27, 1990). In Private Letter Ruling 2006-01-033, the
charity retained the right to review the commercial counterpart's designs and proposed uses of the
charity's intellectual property, inspect the commercial counterpart's facilities where the product was
manufactured, and inspect the commercial counterpart's books and records annually. The Internal
Revenue Service determined that these services performed by the charity in connection with the licens-
ing arrangement were de minimus. I.R.S. Priv. Ltr. Rul. 2006-01-033. Moreover, the Internal Revenue
Service concluded the licensing agreement was narrowly tailored to protect the charity's ownership of
its intellectual property by giving the charity absolute discretion to reject proposed uses of the property,
providing notice on every unit displaying the charity's mark that it was used with the charity's permis-
sion, and allowing the charity to approve and limit mass media advertising of the product. Id.

230. See, e.g., NCAA v. Comm'r, 92 T.C. 456, 468-70 (1989), rev'd on other grounds, 914 F.2d
1417 (10th Cir. 1990); Fraternal Order of Police v. Comm'r, 87 T.C. 747, 758 (1986), aff'd, 833 F.2d
717 (7th Cir. 1987).
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could be the basis for considering such income as commercial and there-
fore subject to the UBTI....

Bringing royalty income that accrues only to athletic departments
under the UBIT would be problematic, however .... [I]f royalty income
from licensing team names to for-profit businesses was truly considered
commercial and subject to the UBIT, the same arguments would apply in
full force to licensing all other university names and trademarks. A con-
sistent policy would subject all such income to the UBIT because of its
commercial nature. Such a change in policy could affect many other
nonprofits in addition to colleges and universities .... 23 1

Even if the royalty exception is not repealed as proposed by the Con-
gressional Budget Office, the law is not clear that the use of the charity's
name or logo on the corporate partner's products fits within the royalty
exception. If the charity's name or logo is placed on the corporate partner's
product (as is the case in promotional merchandising) or is viewed as being
placed on the corporate partner's product (as described above for branded
merchandise), the payment could instead be viewed as received in connec-
tion with the joint advertisement of the product.232 Especially relevant in
this analysis is consumer perception of apparent endorsement of the prod-
uct by the charity because the charity has allowed its name and logo to be
placed on the product without qualification. Although the licensing agree-
ment and official position of the charity may state that the charity does not
endorse the product, the charity normally retains the right to approve how
its name and logo are used on the product. By approving the placement of
its name and logo on the product, the charity should be held to the reason-
able impressions such cause-related marketing leaves in the minds of con-
sumers. If the charity's name and logo are used in such a way as to give
consumers the impression that the charity endorses the product, the charity

231. CONG. BUDGET OFFICE, PUB. No. 3005, TAx PREFERENCES FOR COLLEGIATE SPORTS 13
(2009). Previous proposals to modify the royalty exception include repealing the exemption for royal-
ties from the use of property where the charity "either created the property or performed substantial
services or incurred substantial costs" in developing or marketing the property. See Pat Jones, Oversight
Subcommittee Makes More Progress on UBIT Package, 39 TAx NOTES 1022, 1023 (1988); Pat Jones,
Pickle Subcommittee Appears Willing to Modify UBIT Stance, 39 TAX NOTES 907, 907 (1988). Such
proposals would have worked to treat royalty income from the use of a charity's patents or copyrights
as UBTI. Pat Jones, House Oversight Subcommittee UBIT Proposals Stir Cautious Reactions, 39 TAX
NOTES 153, 155 (1988).

232. Whether the placement of a charity's name or logo on a corporate partner's product is a joint
advertisement is a fact specific determination. In some cases, the association between the charity's
mission and the corporate partner's product is such that it would be clear the charity is not impliedly
endorsing the corporate partner's product. In other cases, the charity's mission and the corporate part-
ner's product are so closely aligned that it is unclear whether the charity endorses the corporate part-
ner's product. See infra notes 291-300 and accompanying text. The issue is prevalent because the most
successful cause-related marketing alliances occur when the charity's mission and corporate partner's
products are closely aligned.

[Vol 85:3
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should be deemed to have endorsed the product. If the Internal Revenue
Service looks beyond the explicit terms of the agreement to the manner in
which the agreement is carried out, the payment may be considered adver-
tising income received by the charity and may no longer be excluded from
the charity's UBTI.

c. Is revenue from cause-related marketing advertising revenue?

If the combined use of the charity's logo and the corporate partner's
logo on branded merchandise or the use of the charity's logo on promo-
tional merchandise is considered advertising, the next question is whether
such advertising constitutes a regularly carried on trade or business that is
not substantially related to the charity's exempt purpose. Advertising ac-
tivities are routinely considered to constitute a trade or business. 233 Chari-
ties in litigation involving advertising typically concede this point.234

Since the sponsor's logo is continuously present on branded merchan-
dise, advertising activities involving such merchandise would likely be
considered to be "regularly carried on," especially where the merchandise
is sold on a year-round basis. For promotional products, the question of
whether the inclusion of the charity's logo on the sponsor's product is ad-
vertising that is regularly carried on may turn on the length of time of the
promotion. For isolated promotions that are conducted on a short-term
basis, the advertising may not be "regularly carried on" by the charity.235 In

233. See United States v. Am. Coll. of Physicians, 475 U.S. 834, 839 (1986) ("Congress has de-
clared unambiguously that the publication of paid advertising is a trade or business activity .... "); State
Police Ass'n of Mass. v. Comm'r, 125 F.3d 1 (1st Cir. 1997) (holding that an organization's sale of
advertising in an annual "yearbook" constituted a trade or business because (i) the yearbook included
"display ads (using logos, slogans, and blocking), a directory section, and a message asking readers to
patronize the businesses listed therein," (ii) the price of the ad was proportional to its size, and (iii) the
organization characterized the disputed activity as advertising); I.R.S. Priv. Ltr. Rul. 2001-28-059 (Apr.
17, 2001) ("[T]he solicitation, selling, and publishing of advertising in connection with [an] annual golf
tournament is an unrelated trade or business .... ).

234. See, e.g., NCAA v. Comm'r, 914 F.2d 1417, 1421 (10th Cir. 1990); I.R.S. Priv. Ltr. Rul 2003-
03-062 (Oct. 22, 2002) (conceding that displaying banner advertisements on an organization's internet
site constituted an unrelated trade or business).

235. Several authorities discuss intermittent sales of advertising; their conclusions often turn upon
whether preparatory activities are included in determining the duration of such activities. Although the
Internal Revenue Service is more likely than the courts to include the length of preparatory activities in
its determinations, the weight of authority holds that preparatory activities do not constitute part of a
business activity if the preparatory activities are related to an isolated event, such as an entertainment or
sporting event, but that preparatory activities are included in other circumstances. Compare Suffolk
County Patrolmen's Benevolent Ass'n v. Comm'r, 77 T.C. 1314 (1981) (determining that advertising
sold in a program guide for performances occurring on a single weekend was not "regularly carried on,"
even though preparation for the performances. including the solicitation of advertising, lasted for eight
to sixteen weeks each year; also rejecting the notion that hiring professionals to ensure the success of a
fundraiser impacts the analysis of whether an activity is regularly carried on), acq., 1984-2 C.B. 2, and
NCAA, 914 F.2d 1417 (concluding that the sale of advertising in the program for the Final Four round
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contrast, if the chaity conducts promotions that allow the use of the char-
ity's name or logo on commercial products with many corporate partners
throughout the year, the likelihood increases that a court or the Internal
Revenue Service would consider all of the charity's promotional activities
to be regularly carried on.

Both the courts and the Internal Revenue Service generally consider
the publication and distribution of advertising by a charity to be unrelated
to the accomplishment of the charity's exempt purposes. For example, the
Treasury Regulations provide that even if an exempt organization formed
to advance the interests of a particular profession advertises only products
"within the general area of professional interest of its members," the adver-
tisements do not bear a substantial relation to the organization's exempt
function when "the informational function of the advertising is incidental to
the controlling aim of stimulating demand for the advertised products and
differs in no essential respect from the informational function of any com-
mercial advertising. ' 236 Even though one of the purposes of such an ex-
empt organization is to educate its members in matters pertaining to their
profession, the Treasury Regulations do not consider "the publication of
advertising designed and selected in the manner of ordinary commercial

of the NCAA college basketball tournament was not regularly carried on because (i) the programs were
distributed for less than three weeks (even though solicitation and preparation activities took place over
a longer period of time), and (ii) the publication of advertising is normally a year-round activity), action
on dec., 1991-015 (July 3, 1991), with State Police Ass'n of Mass. v. Comm'r, 72 T.C.M. (CCH) 582
(1996) (concluding that the sale of advertising in an annual yearbook was a regularly carried on activity
when such advertising was solicited by professional fundraisers working approximately forty-six weeks
per year, and distinguishing the foregoing cases on the basis that the publication of this yearbook was
not tied to a particular event), afid, 125 F.3d 1 (1st Cir. 1997). In light of the U.S. Supreme Court's
application of fragmentation in American College of Physicians, the reasoning behind the exclusion of
preparatory activities in advertising sales in these cases seems questionable. See Am. Coll. of Physi-
cians, 475 U.S. 834.

As alluded to above, the Internal Revenue Service typically takes the contrary position that
preparatory activities constitute part of the business activity for purposes of the regularly carried on
requirement. In Revenue Ruling 73-424, for example, the Internal Revenue Service concluded that the
annual sale of a yearbook was regularly carried on, where (i) intensive solicitation of advertising space
lasted only three months out of the year, (ii) distribution lasted a shorter period, (iii) distribution of the
yearbook did not tie into any other organizational activity, (iv) the preparation of the yearbook was
carried out as a regular staff duty from year to year, and (v) "no part of the advertising program for
which the independent firm had assumed responsibility varie[d] from customary commercial practice in
any material respect." Rev. Rul. 73-424, 1973-2 C.B. 190. Similarly, in Private Letter Ruling 2001-28-
059, the Internal Revenue Service ruled that income from advertising related to an annual golf tourna-
ment constituted UBTI when the entity solicited advertising during a nine-month period before the
tournament. I.R.S. Priv. Ltr. Rul. 2001-28-059 (Apr. 17, 2001). In contrast, in Revenue Ruling 75-201,
the Internal Revenue Service concluded that the sale of advertising space in an annual concert book was
not regularly carried on, where (i) the book was distributed at the orchestra's annual charity ball, (ii) a
volunteer committee designed each book and solicited advertising for it, and (iii) solicitation activities
never continued for "an extended period" of time. Rev. Rul. 75-201, 1975-1 C.B. 164.

236. Treas. Reg. § 1.513-1(d)(iv), example 7 (as amended in 1983).
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advertising" to be an "educational activity. '237

The United States Supreme Court considered whether advertising
could be substantially related to an organization's exempt purposes in
United States v. American College of Physicians,238 the leading case on this
topic. There, an exempt physicians' organization received income from the
sale of advertising in its professional journal.239 The messages in question
consisted of advertisements for "pharmaceuticals, medical supplies, and
equipment useful in the practice of internal medicine. '240 The organization
"has a long-standing practice of accepting only advertisements containing
information about the use of medical products, and screens proffered adver-
tisements for accuracy and relevance to internal medicine."' 241 The organi-
zation argued that these advertisements were substantially related to its
exempt functions because they contributed to the education of the journal's
readers. 242 At trial, experts testified that "drug advertising performs a valu-
able function for doctors by disseminating information on recent develop-
ments in drug manufacture and use."'24 3 Rejecting the organization's claim
and ruling that the advertising income was UBTI, the Supreme Court ana-
lyzed this issue as follows:

[A]ll advertisements contain some information, and if a modicum of in-
formative content were enough to supply the important contribution nec-
essary to achieve tax exemption for commercial advertising, it would be
the rare advertisement indeed that would fail to meet the test. Yet the
statutory and regulatory scheme, even if not creating a per se rule
against tax exemption, is clearly antagonistic to the concept of a per se
rule for exemption .... Thus, the Claims Court properly directed its at-
tention to the College's conduct of its advertising business, and it found
the following pertinent facts:

The evidence is clear that plaintiff did not use the advertising to
provide its readers a comprehensive or systematic presentation of
any aspect of the goods or services publicized. Those companies
willing to pay for advertising space got it; others did not. Moreover,
some of the advertising was for established drugs or devices and
was repeated from one month to another, undermining the sugges-
tion that the advertising was principally designed to alert readers of

237. Id.
238. 475 U.S. 834 (1986).
239. Id. at 836.
240. Id.
241. Id.
242. Id. at 847.
243. Id.
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recent developments .... Some ads even concerned matters that
had no conceivable relationship to the College's tax-exempt pur-
poses.

... This is not to say that the College could not control its publi-
cation of advertisements in such a way as to reflect an intention to con-
tribute importantly to its educational functions. By coordinating the
content of the advertisements with the editorial content of the issue, or
by publishing only advertisements reflecting new developments in the
pharmaceutical market, for example, perhaps the College could satisfy
the stringent standards erected by Congress and the Treasury. 244

Generally, displaying the charity's name or logo on the advertisement
likely would not be sufficient to cause the advertising to be substantially
related to the charity's exempt purposes. Although there are no rulings or
other primary authorities considering receipts from advertisements bearing
an exempt organization's name or logo, the Internal Revenue Service has
considered receipts from the direct sale of items bearing an exempt organi-
zation's name or logo. 245 If the inclusion of the charity's name or logo on
items directly sold by the charity would not prevent receipts from constitut-
ing UBTI, then afortiori, there is little reason to suppose that receipts from
advertisements of a third party's products or services which contain the
charity's name or logo would not constitute UBTI. However, as discussed
in detail above, the Internal Revenue Service has on occasion reached a
contrary conclusion regarding the sale of t-shirts and similar items bearing
an organization's name or symbol, where additional facts demonstrated
how the items furthered the organization's exempt function. If such addi-
tional facts are present-for example, if the items advertised displayed the
charity's message-this would be a positive factor. Note, though, that the
positive rulings would still not be directly applicable to receipts obtained
from a sponsor for advertising a product. One would need to closely exam-
ine all of the facts and circumstances to determine the extent to which the
advertising activity promoted the charity's message (as opposed to promot-

244. Id. at 848-50 (citation omitted). Several cases and rulings follow the reasoning of American
College of Physicians. See, e.g., Minn. Holstein-Frisian Breeders Ass'n v. Comm'r, 64 T.C.M. (CCH)
1319 (1992) (holding that advertisements that may have been of "incidental benefit to breeders in
running their day-to-day operations" but that did not "contribute importantly to improving the quality of
the breed of Holstein-Friesian cattle" were not substantially related to a cattle breeding organization's
exempt purposes); Fla. Trucking Ass'n v. Comm'r, 87 T.C. 1039 (1986) (holding that advertisements of
products of particular interest to the trucking industry did not bear a substantial relationship to the
exempt functions of a trucking trade association); Rev. Rul. 82-139, 1982-2 C.B. 108 (concluding that a
bar association's publication of advertisements for products and services used by the legal profession
was not substantially related to the association's exempt purposes).

245. See supra notes 192-196 and accompanying text.
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ing the corporate partner more generally), with unpredictable results.

3. UBTI Rules Need to Address Unique Nature of Cause-Related
Marketing

The analysis of the application of existing UBTI guidance to cause-
related marketing activities reveals that there are many unanswered ques-
tions in this area, and the results can be uncertain and unpredictable. 246

Given the prevalence of cause-related marketing and the implications for
smaller charities attempting to imitate the success of large charities' cause-
related marketing alliances, the Internal Revenue Service should issue
guidance on the UBTI treatment of cause-related marketing by charities. A
revenue ruling or Treasury regulation setting forth safe harbor provisions
for permitted cause-related marketing alliances would be mutually benefi-
cial because it would reduce the administrative burden on the Internal
Revenue Service of examining these arrangements on a case by case basis,
and it would allow charities to more easily comply with the law. In particu-
lar, smaller charities that cannot readily afford legal counsel to assist them
in structuring complex licensing transactions would benefit.

Cause-related marketing alliances today are significantly different that
the affinity card programs litigated in Sierra Club and its progeny. Contin-
ued reliance on the royalty exception as described in Revenue Ruling 81-
178 and the affinity card cases for the UBTI treatment of royalties from the
use of a charity's name, logo, or trademark in cause-related marketing alli-
ances is misguided. First, Revenue Ruling 81-178 is directed not at a chari-
table organization, but at a tax-exempt labor organization. 247 While both
types of organizations are subject to the same UBTI rules, charitable or-
ganizations are subject to much more scrutiny in maintaining their tax ex-
emption. This is because charitable organizations are required to operate
for public benefit; labor organizations are not. Charities receive additional
tax subsidies in the form of deductible charitable contributions; labor or-
ganizations do not.

246. A review of the Form 990s filed by several of the charities that engage in the cause-related
marketing alliances described in this article reveals that these charities universally treat the income
received from the corporate partners in their cause-related marketing alliances as exempt income, but on
different claims. See, e.g., American Heart Association, Inc. Form 990, Return of Organization Exempt
from Income Tax, for the fiscal year ended June 30, 2009, at p. 9 (available at www.guidestar.org)
(reporting as exempt royalties); Lance Armstrong Foundation Merchandise Form 990, Return of Or-
ganization Exempt from Income Tax, for the fiscal year ended December 31, 2008, at p. 9 (available at
www.guidestar.org) (reporting as exempt "licensing fees"); Susan G. Komen Breast Cancer Foundation,
Inc. Form 990, Return of Organization Exempt from Income Tax, for the fiscal year ended March 3 1,
20098, at p. 8 (available at www.guidestar.org) (reporting as exempt "affiliate payments").

247. SeeRev. Rul. 81-178, 1981-2 C.B. 135.
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Additionally, charitable organizations may not advocate for political office
candidates, may not engage in certain lobbying activities, may not confer
any private inurement, and may not confer more than insubstantial private
benefit. These restrictions generally do not apply to most other tax-exempt
organizations which are subject to the UBTI rules. Essentially, charities are
a special subset of tax-exempt organizations warranting different consid-
erations.

Second, the affinity card cases applying the royalty exception con-
tained in Revenue Ruling 81-178 to charitable organizations do not factor
in the unique nature of charitable organizations. Accordingly, several
commentators have argued that Sierra Club and its progeny are wrongly
decided. 248 In particular, the courts did not address what impact, if any,
private benefit concerns should play in determining whether licensing of a
charity's brand to sell commercial products is a passive royalty arrange-
ment. Furthermore, the courts did not consider the argument that the ar-
rangement be viewed as the charity's apparent endorsement of the affinity
card by virtue of the charity's name and logo placement on the card; there-
fore, the argument that the revenue be treated as advertising income was
not addressed. While consumer perception of apparent endorsement of the
product likely was not evident in the affinity card context, those percep-
tions can be prevalent in the context of cause-related marketing alliances.

Guidance is sorely needed to set forth a safe harbor under which chari-
ties could operate to claim the revenue received from cause-related market-
ing alliances is exempt from the charity's UBTI. This safe harbor should
take into account the unique aspects of cause-related marketing alliances
identified above. Failure to meet the safe harbor should not result in auto-
matic treatment of the revenue as UBTI; rather, the arrangement should
then be evaluated under the general UBTI principles discussed above, on a
case by case basis, to determine whether the revenue should be subject to
tax as UBTI.249

III. PRIVATE BENEFIT

Section 501(c)(3) of the Internal Revenue Code provides that to qual-
ify for tax-exempt status, a charitable organization must operate exclu-

248. See, e.g., Lee A. Sheppard, Aspirin & the Ultimate Tax Shelter, 64 TAX NOTES 420 (1994).
249. This treatment would be consistent with the way corporate sponsorship arrangements that fail

to meet the safe harbor of "qualified sponsorship payments" are treated.
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sively for charitable purposes.250 As part of this operational test, a charita-
ble organization may not confer more than incidental private benefit in
conducting its activities. The purpose of the private benefit limitation is to
ensure that charitable organizations are operated for public purposes be-
cause of their special tax status.251 Private benefit results when a benefit is
conferred upon an individual or entity who is not a member of the charita-
ble class intended to be benefited by the organization;252 it may or may not
include the diversion of charitable assets.253 If an organization provides
more than incidental private benefit, the organization's tax-exempt status
may be revoked.254 The determination of whether the private benefit is
more than incidental is based on a "'balancing test" set forth in a 1987 Gen-
eral Counsel Memorandum:

A private benefit is considered incidental only if it is incidental in both a
qualitative and a quantitative sense. In order to be incidental in a qualita-
tive sense, the benefit must be a necessary concomitant of the activity
which benefits the public at large, i.e., the activity can be accomplished
only by benefiting certain private individuals. To be incidental in a quan-
titative sense, the private benefit must not be substantial after consider-
ing the overall public benefit conferred by the activity. 255

There is much confusion and debate about the scope of the private
benefit doctrine. In early rulings and cases, the view seemed to be that the
private benefit was a restatement of the common law requirement that a
charity serve a charitable class of beneficiaries. 256 As long as the charitable
class served by the charity was broad enough, any private benefits con-
ferred as a byproduct of the charity's exempt activities was deemed inci-

250. I.R.C. § 501(c)(3) (2006).
251. See Treas. Reg. § 1.501(c)(3)-l(d)(l)(ii) (as amended in 1990). According to the Treasury

Regulations, an organization does not qualify for exemption
unless it serves a public rather than a private interest. Thus ... it is necessary for an organiza-
tion to establish that it is not organized or operated for the benefit of private interests such as
designated individuals, the creator or his family, shareholders of the organization, or persons
controlled, directly or indirectly, by such private interests.

Id.
252. See Colombo, supra note 27, at 681 ("Even trying to summarize the private benefit doctrine is

hazardous, but from a variety of IRS rulings and litigated cases, one might conclude that private benefit
is a benefit (usually economic) that flows to some person or entity outside the charitable class as a result
of serving the charitable class.").

253. I.R.S. Chief Couns. Adv. Mem. 2004-31-023 (July 13, 2004).
254. For example, the Internal Revenue Service ruled that an organization formed to promote

interest in classical music was not exempt because its only method of achieving its goal was to support
a commercial radio station that was in financial difficulty. Rev. Rul. 76-206, 1976-1 C.B. 154.

255. I.R.S. Gen. Couns. Mem. 39,598 (Jan. 23, 1987) (citations omitted).
256. John D. Colombo, In Search of Private Benefit, 58 FLA. L. REV. 1063, 1069 (2006).
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