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NOTES

SIERRA CLUB: RATIONALIZING THE ROYALTY
EXCEPTION TO THE UNRELATED BUSINESS

INCOME TAX

JENNIFER ANNE SPIEGEL*

The obligation attached to a gift itself is not inert. Even when abandoned by
the giver, it still forms a part of him. Through it he has a hold over the recipi-
ent ....

INTRODUCrION

Tax exemption is a subsidy that society confers on certain nonprofit
organizations.2 There are many reasons for granting tax-exempt sta-
tus to nonprofit organizations. 3 For example, nonprofit organizations
may be financially unable to fulfill their nonprofit objectives without
the subsidy that tax exemption provides.' Similarly, tax exemption
assists a nonprofit in performing a function that the government

* The author wishes to express her thanks to Professor Jeffrey M. Colon for his
encouragement and thoughtful comments.

1. Marcel Mauss, The Gift- Forms and Functions of Exchange in Archaic Socie-
ties 9 (Ian Cunnsion trans., 1967).

2. A tax-exempt entity is synonymous with a nonprofit institution. The term
nonprofit, however, can be misleading. The designation "nonprofit" means that an
entity is prohibited from distributing its net earnings to the individuals who control
the entity, it does not imply that the entity may not earn a profit. Henry B.
Hansmann, The Role of Nonprofit Enterprise, 89 Yale L.J. 835, 838 (1980) [hereinafter
Hansmann, Nonprofit Enterprise]. Under § 501(a) of the Internal Revenue Code, a
trust that forms a qualified pension, profit-sharing or stock bonus plan as well as orga-
nizations listed in § 501(c) and § 501(d) are exempt organizations. I.I.C.
§ 501(a)(1995). Examples of organizations qualifying for exemption under § 501(c)
are fraternal societies, recreation clubs, labor organizations, civic leagues, corpora-
tions organized to promote amateur sports or competition, and most importantly,
§ 501(c)(3) organizations, corporations organized exclusively for religious, charitable
or scientific purposes. Id. § 501(c). A § 501(c)(3) organization, a charitable organiza-
tion, can be distinguished from other nonprofit or tax-exempt institutions. For exam-
ple, a donor may generally deduct contributions made to a charitable organization
pursuant to § 170, but may not deduct contributions to other § 501(c) organizations.
See Tax-Exempt Organizations: Organization, Operation and Reporting Require-
ments, Tax Mgmt. (BNA), No. 464-3rd, at A-1 (July 13, 1992). Throughout the re-
mainder of this Note, references to exempt organizations or nonprofits will include
charitable organizations.

3. See Boris I. Bittker & George K. Rahdert, The Exemption of Nonprofit Orga-
nizations from Federal Income Taxation, 85 Yale LJ. 299, 304 (1976); Henry
Hansmann, The Rationale for Exempting Nonprofit Organizations from Corporate In-
come Taxation, 91 Yale L. J. 54, 55 (1981) [hereinafter Hansmann, Rationale for Ex-
emption]; Hansmann, Nonprofit Enterprise, supra note 2, at 843-45.

4. See Hansmann, Rationale for Exemption, supra note 3, at 74; James T. Ben-
nett, Unfair Competition and the UBIT, 41 Tax Notes 759, 762 (1988) ("Unless they
receive government subsidies, for-profit firms will not produce pure public goods be-
cause of the 'free rider' problem."); see also Hansmann, Nonprofit Enterprise, supra
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would otherwise be forced to undertake itself, such as health care or
aid to the poor.5 Moreover, tax exemption is an appropriate subsidy
because nonprofits, which are prohibited from distributing their prof-
its to their owners, are more trustworthy providers of goods and serv-
ices than are for-profits. 6 Finally, nonprofits confront social problems
using innovative approaches that, because of bureaucratic and polit-
ical constraints, government would not be free to pursue.7 Whatever
the specific rationale for tax exemption may be, the public that con-
fers a subsidy through tax exemption expects a service to society in
return for this subsidy. The unrelated business income tax ("UBIT")
ensures that tax exemption will be used to fulfill this expectation by
limiting the privilege of exemption to income derived from activities
related to a nonprofit organization's exempt purpose.8

Income is subject to UBIT9 where a nonprofit (1) engages in a
trade or business that (2) is regularly carried on and (3) is not substan-
tially related to the organization's exempt purpose. 10 Exempt pur-
poses encompass a large variety of objectives, including education,
health, scientific research, and professional association. Congress
enacted UBIT, sections 511 through 514 of the Internal Revenue

note 2, at 848-49 (arguing that profit-seeking firms are not as trustworthy providers of
public goods as are nonprofits).

5. Hansmann, Rationale for Exemption, supra note 3, at 66. Bittker and Rahdert
distinguish between two types of exempt organizations, "public service" organizations
and "mutual benefit" organizations. See Bittker & Rahdert, supra note 3, at 305-06.
Public service organizations include charitable organizations, educational institutions,
social welfare organizations, churches, and other religious organizations. Id. at 305.
Mutual benefit organizations, on the other hand, are formed primarily so that mem-
bers may pursue their own objectives. Id. at 306. Mutual benefit organizations in-
clude social clubs, labor unions, and trade associations. Id. at 305-06.

6. According to Bennett:
When consumers find it difficult to judge a product's quality before purchas-
ing it-as with health care, for instance-consumers are said to be at the
mercy of suppliers and the market is said to "fail." In such cases, profit-
seeking firms supposedly will take advantage of consumer ignorance and in-
crease their profits by offering lower-quality and higher-priced goods and
services. Because of this tendency, nonprofits are widely held to be a more
appropriate vehicle for the provision of certain types of services.

Bennett, supra note 4, at 761; John Copeland & Gabriel Rudney, Business Income of
Nonprofits and Competitive Advantage, 33 Tax Notes 747, 748 (1986). This lack of
reliability of for-profits has been described as "contract failure." With nonprofits
there is no "contract failure," because nonprofits "have no compelling requirement to
distribute profits to owners, and have less opportunity and incentive to 'exploit' con-
sumers than for-profit firms." Id. (citation omitted).

7. Copeland & Rudney, supra note 6, at 749.
8. See I.R.C. §§ 511-513 (imposing a tax on revenue generated by activities unre-

lated to an exempt entity's exempt purpose).
9. Id. If the organization is a corporation, it will be subject to the corporate rate

of taxation under § 11 on any UBI. See id. § 511(a). If the exempt organization is a
trust, however, it will be subject to tax on any UBI at the rate applicable to taxable
trusts, namely § 1(e). See id. § 511(b).

10. See id. §§ 511-512.
11. See id. § 501(c).
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Code, to prevent nonprofit organizations from gaining any unfair
competitive advantage over for-profit organizations through the
higher after-tax profit margins that tax exemption creates.' 2

Congress did not impose this tax without exception, however. Con-
gress carved out several exceptions to UBIT for those activities it
deemed to be "passive"-that is, those activities not tending to incite
competition between for-profit and non-profit organizations.' 3 One
example of passive income is royalty payments. This as well as the
other exceptions were rationalized on the same grounds as the UBIT
tax as a whole-to control competition between for-profit and non-
profit organizations.

The Tax Court's decision in Sierra Club, Inc. v. Commissioner (Si-
erra Club II)14 has made it doubtful that the unfair competition ration-
ale will remain a plausible justification for UBIT and its exceptions.
Even prior to this decision, it was questionable whether the prevailing
interpretation of the exceptions to UBIT could be reconciled with the
underlying rationale originally expressed by Congress for the UBIT
provisions. 15 The Sierra Club II decision will force commentators to
revisit the question of whether a more sound justification for UBIT
may be offered.' 6

In Sierra Club II, the Tax Court held that the proceeds received by
the Sierra Club in exchange for the use of its logo on an affinity card
marketed by Chase Lincoln First Bank were not subject to UBIT, be-
cause the proceeds were royalties and thus fell within the passive in-
come exception to UBIT.17 The decision, however, represents such
an expansive interpretation of the royalty exception to UBIT that the

12. See H.RL Rep. No. 2319, 81st Cong., 2d Sess. 36-37 (1950), reprinted in 1950-2
C.B. 380, 408-09; S. Rep. No. 2375, 81st ong., 2d Sess. 28-29 (1950), reprinted in
1950-2 C.E. 483, 504-06.

13. See S. Rep. No. 2375, 81st Cong., 2d Sess. 28 (1950), reprinted in 1950-2 C.B.
483, 506: "Dividends, interest, royalties, most rents, capital gains and losses, and simi-
lar items are excluded from the base of the tax on unrelated income because your
committee believes that they are 'passive' in character and are not likely to result in
serious competition for taxable businesses having similar income." (emphasis added).

14. No. 8650-91, 1994 U.S. Tax Ct. LEXIS 62 (Aug. 24, 1994).
15. See, eg., A.L. Spitzer, Reform of the UBIT An Open Letter to Congress, 43

Tax Notes 195, 197-98 (1989) (arguing that taxing royalty income derived from a non-
profit's rental of its name and logo would represent a "substantial policy shift" for
UBrT); Thomas A. Troyer, Changing UBIT: Congress in the Workshop, 41 Tax Notes
1221, 1226 (1988) (suggesting that the elimination of unfair competition between for-
profits and nonprofits falls "short of a complete justification" for UB1T).

16. At least one commentator has already raised this question. See Paul Streckfus,
Sierra Club: Latest Nail in the UBIT Coffin, Tax Notes Today 176-82, Sept. 7, 1994,
available in LEXIS, Fedtax Library, TNT File. But see Leonard J. Henzke, Jr. &
Vicki Robinson, Tax Court Holds That Card Payments Are Nontaxable Royalties, 6 J.
Tax'n Exempt Orgs. 132, 135 (1994) (emphasizing the positive aspects of the expan-
sive interpretation of the royalty exception).

17. Sierra Club II, 1994 U.S. Tax Ct. LEXIS 62, at *71 ("Such items are intangible
property, and... [s]uch consideration thus constitutes royalties within the meaning of
512(b)(2).-).
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exception threatens to swallow the rule.18 As one commentator
noted, "We have just about reached the day when any tax attorney
who has a tax-exempt client paying unrelated business income tax
(UBIT) is probably guilty of malpractice."'19

While the exception upon which the Tax Court relied in the Sierra
Club decision is only one narrow exception to the unrelated business
income tax, it has become an increasingly important one. Many non-
profit organizations have entered into similar endorsement arrange-
ments over the past two years. Oregon State University, for example,
is currently challenging the Internal Revenue Service's (the "Service")
determination that proceeds received from an affinity arrangement
with United States National Bank of Oregon is taxable as unrelated
business income.20 Other universities engaged in similar programs
may find such arrangements are not worth continuing if the programs
will subject them to UBIT.21 The construction of the royalty excep-
tion will also affect other types of arrangements. For example, the
Arthritis Foundation is awaiting approval from the Service for the ex-
emption of income from an arrangement whereby the Foundation en-
dorses aspirin and other over-the-counter medicine marketed by the
Johnson & Johnson Foundation.22

This Note examines the application of the UBIT royalty exception
to name and logo licensing arrangements between nonprofit and for-
profit organizations. Part I of this Note examines the legislative ori-
gins and purpose of the UBIT provisions and demonstrates how the
UBIT provisions typically have been applied by courts and the Ser-
vice. Part II focusses on the application of the royalty exception, em-
phasizing the broad manner in which the Sierra Club II court
interpreted the royalty exception under section 512(b)(2) of the Code.
Part III discusses various academic criticisms of the legislative ration-
ale for UBIT, concluding that the unfair competition rationale is no
longer a practicable objective for UBIT. Part IV assesses the expan-
sive construction of the royalty exception in light of the broader goals
both of tax exemption in general and, more specifically, the goal of
the UBIT provisions. This part explains how a broad interpretation
allows nonprofits to rely on revenue generated by unrelated activities,
thus discouraging nonprofits from pursuing related activities more vig-
orously. This part also evaluates proposals that have been made to
reform UBIT and its exceptions.

18. See Streckfus, supra note 16.
19. Id.
20. See Petitioner's Brief in Oregon State Alumni Association Case, Tax Notes To-

day 251-25, Dec. 23, 1994, available in LEXIS, Fedtax Library, TNT File.
21. Other universities offer similar credit cards: Fordham University, Brown Uni-

versity, and Columbia University, to name a few.
22. See Lee A. Sheppard, Aspirin and the Ultimate Tax Shelter, 64 Tax Notes 420,

420 (1994).
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This Note concludes that the elimination of unfair competition does
not provide the best rationale for UBIT, because there is no consen-
sus among scholars and practitioners that exemption creates an unfair
competitive advantage. This Note suggests that accountability pro-
vides a better rationale for UBIT. By taxing a nonprofit on income
derived from unrelated activities, UBIT ensures that a nonprofit is
held accountable to the public for the subsidy it has conferred on the
nonprofit. Neither the current drafting of the royalty exception nor
the Tax Court's expansive interpretation of the royalty exception in
Sierra Club 11 furthers this goal. This Note proposes that the royalty
exception should be modified with a view to compelling nonprofits to
account for the manner in which they use the privilege of tax
exemption.

I. UBIT AND ITS HISTORY

Prior to the enactment of UBIT in 1950, nonprofits were subject to
more lenient treatment by the Service than they are today. Some non-
profits exploited their exemption from federal income tax laws by ac-
quiring entities in the for-profit sector. The abusive behavior of
nonprofits under this lax regime explains in part the concerns that mo-
tivated the enactment of the UBIT provisions. Under the current
UBIT provisions, the Service no longer permits the exemption of all
unrelated business income earned by nonprofits.

A. Pre-1950 Treatment of Unrelated Business Activity of Tax-
Exempt Organizations

Prior to 1950, the "destination of income" test governed the taxa-
tion of unrelated business income earned by exempt organizations.23

Under this test, any revenue used to further a tax-exempt purpose was
exempt, regardless of the activity from which the revenue derived.
The Supreme Court, in Trinidad v. Sagrada Orden de Predicadores,24

applied the "destination of income" test to an exempt religious organ-
ization that owned property used to produce wine, chocolate, and
other luxury articles. The Court held that because the proceeds were
destined to support the religious order, they were properly exempted
from taxation. The Court concluded that "destination [is] the ultimate

23. The plain language of the provisions of the Internal Revenue Code prior to
1950 required only that a nonprofit apply the income it earned to further an exempt
purpose in order for the organization to qualify for exemption. See Note, The Maca-
roni Monopoly: The Developing Concept of Unrelated Business Income of Exempt
Organizations, 81 Harv. L. Rev. 1280, 1280 (1968) [hereinafter Note, Macaroni Mo-
nopoly]; see also Henry B. Hansmann, Unfair Competition and the Unrelated Business
Income Tax, 75 Va. L. Rev. 605, 608 (1989) [hereinafter Hansmann, Unfair Competi-
tion]; Nathan Wirtschafter, Note, Fourth Quarter Choke: How the IRS Blew the Cor-
porate Sponsorship Game, 27 Loy. L.A. L. Rev. 1465, 1469 (1994).

24. 263 U.S. 578 (1924).
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test of exemption," and thus, all that mattered was that the income
was used to advance an exempt purpose.2

The destination of income test applied even to income earned indi-
rectly by an exempt organization through a wholly owned for-profit
subsidiary. 26 If an exempt organization acquired a for-profit organiza-
tion, the proceeds earned by the organization would also be exempt
provided they were destined to further an exempt purpose. Thus,
through acquisition of a for-profit organization, an exempt organiza-
tion could effectively convert a taxable entity into an exempt one.27

Such converted entities were commonly referred to as "feeder" orga-
nizations, because the income earned by the for-profit was used to
"feed" the nonprofit.28

In Roche's Beach, Inc. v. Commissioner,29 the Second Circuit up-
held the exempt status of feeder organizations.30 In Roche's Beach,
decedent Edward Roche had created a corporation through which an-
other charitable foundation could manage and collect income from his
property after his death.31 The income-producing property consisted
mainly of a bathing beach business in Queens County, New York:
Roche's Beach, Inc.3 2 Although Roche's Beach carried on no charita-
ble activities, the court ruled that it fell within section 103(6), 33 which
granted exempt status to corporations "organized and operated exclu-
sively for... charitable... purposes... no part of the net earnings of
which inures to the benefit of any private shareholder or individual."'

The court construed the "organized and operated exclusively" stan-
dard to permit the exemption of income earned by wholly owned for-
profit corporations, reasoning that "[t]he destination of the income
[was] more significant than its source. ' 35 In his dissent, Judge

25. It at 581.
26. See C.F. Mueller Co. v. Commissioner, 190 F.2d 120 (3d Cir. 1951); Bittker &

Rahdert, supra note 3, at 317.
27. In fact, prior to 1969, a tax-exempt organization could effectively "sell" the use

of its tax exemption to an unrelated business. See Commissioner v. Brown, 380 U.S.
563 (1965). Section 514, enacted in 1969, precludes such a sale by extending UBIT to
passive income to the extent such income is derived from debt-financed property, the
use of which is not substantially related to the organization's exempt purpose. See
Ways and Means Oversight Subcommittee UBIT Recommendations, Daily Tax Report
L-4, L-14 (June 24, 1988) [hereinafter UB1T Recommendations].

28. See Bittker & Rahdert, supra note 3, at 317.
29. 96 F.2d 776 (2d Cir. 1938).
30. It. at 779; see also Lichter Found., Inc. v. Welch, 247 F.2d 431, 436-37 (6th Cir.

1957) (upholding exemption of income from masonry business destined to support
nonprofit organized for purpose of aiding needy students).

31. Roche's Beach, 96 F.2d at 776.
32. I. The revenue derived primarily from bathhouse, suit and towel rentals, re-

freshment sales, etc. Id. at 777.
33. Section 103(6) was the predecessor to § 501(c)(3). See Revenue Act of 1928,

§ 103(6).
34. Roche's Beach, 96 F.2d at 778 (quoting 26 U.S.C.A. § 103(6)) (alteration in

original).
35. Id.

1702 [Vol. 63
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Learned Hand urged that, with limited exceptions, any income ob-
tained by an exempt organization through the profit-making activities
of a subsidiary should be taxed.' Yet twelve years passed before
Hand's critique was codified through the enactment of the UBIT pro-
visions. Until then, the "destination of income" test enabled exempt
organizations to pursue profit-making activities without jeopardizing
their exempt status.37

B. Enactment of the UBIT Provisions

The UBIT provisions were enacted as part of the Revenue Act of
1950 and imposed for the first time an income tax on the unrelated
business income of exempt organizations.38 Congress enacted the
UBIT provisions in response to the successful exploitation of the
"destination of income" test by New York University Law School.39

NYU had used its higher after-tax profit margins to acquire for-profit
companies whose activities were entirely unrelated to legal educa-
tion.4 In C.F. Mueller Co. v. Commissioner,"' the Service challenged
the exempt status of one of these companies, C.F. Mueller Co. 2 Be-
cause Mueller was a subsidiary of NYU, it did not pay a tax on its
profits,43 thereby enjoying a higher after-tax profit margin than other
rival macaroni companies.' This higher profit margin presumably al-
lowed Mueller to reinvest and expand more rapidly."5

The higher profit margin also provided, however, an opportunity to
engage in predatory pricing and monopoly.4 7 Because nonprofits
pay no tax on their profits, given the same priced product offered in

36. ld. at 779.
37. See, e.g., Estate of Simpson v. Commissioner, 2 T.C. 963, 966 (1943) (finding

nonprofit educational institution's rental of property did not jeopardize exempt sta-
tus); Unity Sch. of Christianity v. Commissioner, 4 B.T.A. 61, 70 (1926) (upholding
exemption of a religious corporation's earnings from publications and from an inn);
Sand Springs Home v. Commissioner, 6 B.T.A. 198,217 (1927) (upholding exemption
of income from a greenhouse, cotton gin, and an electric generating plant).

38. Revenue Act of 1950, Pub. L. No. 81-814, 1950 U.S.C.C.S. (Predecessor of
U.S.C.C.A.N.) (64 StaL 906) 479.

39. See Wirtschafter, supra note 23, at 1469.
40. See id. By 1947, NYU Law School owned the Mueller Macaroni Company, a

leather company, a piston ring factory, and a chinaware manufacturing company. See
Susan Rose-Ackerman, Unfair Competition and Corporate Income Taxation, 34 Stan.
L. Rev. 1017, 1017 n.2 (1982).

41. 190 F.2d 120 (3d Cir. 1951).
42. See id. at 121.
43. See id.
44. See Rose-Ackerman, supra note 40, at 1020; Macaroni Monopoly, supra note

23, at 1281 n.10; Wirtschafter, supra note 23, at 1469.
45. See Note, Macaroni Monopoly, supra note 23, at 1282.
46. See Louisiana Credit Union League v. United States, 693 F.2d 525, 539 (5th

Cir. 1982). Predatory pricing refers to a market participant's adjusting its price down-
ward to undersell its competitors and eventually drive competitors out of business.
See F. M. Scherer & David Ross, Industrial Market Structure and Economic Perform-
ance 450-51 (3d ed. 1990).
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the same market, nonprofits enjoy a higher after-tax profit margin
than competing for-profits. For example, if product A sells for $5 and
the cost of production is $4, a nonprofit earns and retains a $1 profit.
The for-profit, however, pays a tax at the rate of 35 % on the $1 profit
and thus retains a profit of only $.65 for every sale of product A. Be-
cause of this higher profit margin, nonprofits could potentially offer
the same goods and services as competing for-profits at a lower
price.48 By underselling competing for-profits in this manner, non-
profits could drive for-profits out of business and monopolize a mar-
ket.49 Thus, with the advantage of tax exemption, Mueller could
undersell its competitors while still maintaining the same profit mar-
gin as for-profit macaroni competitors previously had. Theoretically,
this advantage eventually would enable Mueller to monopolize the
macaroni market.50 Despite these concerns over unfair competition,
however, the court in C.F. Mueller followed Roche's Beach's interpre-
tation of the destination of income test and upheld the tax-exempt
status of Mueller.5'

Congress enacted UBIT to preclude the possibility of nonprofit
market monopolies similar to NYU's alleged macaroni monopoly.5

The Senate discussed the House Bill for the proposed tax in the fol-
lowing terms:

The problem at which the tax on unrelated business income is di-
rected is primarily that of unfair competition. The tax-free status of
section [501] organizations enables them to use their profits tax-free

47. See United States v. American College of Physicians, 475 U.S. 834, 837; DAV
I, 650 F.2d 1178, 1181 (Ct. Cl. 1981); Veterans Found. v. United States, 281 F.2d 912,
914 (10th Cir. 1960).

48. See Rose-Ackerman, supra note 40, at 1023; William A. Klein, Income Taxa-
tion and Legal Entities, 20 UCLA L. Rev. 13, 65 (1972).

49. Prepared Statement of the YMCA of the USA Presented by Michael P.
Graves, President YMCA of Delaware, Subcommittee on Procurement, Taxation and
Tourism, House Small Business Committee, Federal News Service (June 16, 1994)
(discussing competition between for-profit athletic clubs and nonprofit YMCAS);
Michael S. Moriarity et al., Small Businesses and Nonprofits Continue Quarrel Over
UBIT Reform, 42 Tax Notes 1419, 1420 (1989) (discussing competition by nonprofit
YMCAs and noting "when those entities start providing racquetball and squash
courts and integrated fitness programs to a relatively small clientele, the 'community
service' aspect begins to fade").

50. See Note, Macaroni Monopoly, supra note 23, at 1281.
51. C.F. Mueller Co., 190 F.2d at 122.
52. See Note, Macaroni Monopoly, supra note 23, at 1281. See also Boris Bittker

& Lawrence Lokken, Federal Taxation of Income, Estates and Gifts 103-9 (2d ed.
1989). During the Congressional debate preceding the enactment of UBIT, Repre-
sentative Dingell admonished his colleagues that "[i]f something is not done.... the
macaroni monopoly will be in the hands of the universities." Hearings on Revenue
Revision of 1950 Before the House Comm. on Ways and Means, 81st Cong., 2d Sess.
579-80 (1950) (statement of Rep. Dingell), quoted in Rose-Ackerman, supra note 40,
at 1017.
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example, require nonprofits to file more comprehensive returns than
are presently required, detailing the sources of their income regardless
of whether they have earned unrelated business income in the past.
Thus, accountability may provide an objective to guide the application
of UBIT as well as an opportunity to gather information on the be-
havior of nonprofits.

D. Implementing the Accountability Rationale

While accountability may offer a promising rationale for UBIT, the
specific contours of the rules that would have to be developed in ac-
cordance with this rationale have yet to be delineated. To hold a non-
profit accountable for the benefit of tax exemption is to ensure that
this benefit is being used to further the exempt purpose that originally
justified the nonprofit's exemption. The specific consequences that
would flow from an accountability rationale remain unclear, but it is
arguable that there should be no per se exemption from taxation for
royalty income. Instead, the royalty exception should be revised to
exempt only royalties arising from certain types of transactions. The
royalty provision should be amended to permit taxation of impermis-
sible royalties regardless of whether the nonprofit is considered to be
engaged in a trade or business. 8

Accountability would suggest, for example, that the royalties the
Sierra Club derives from its endorsement of an affinity credit card
should be subject to taxation. An exempt organization would escape
accountability if it were allowed to build up goodwill through the ben-
efit of tax exemption, license this goodwill through the rental of its
name and logo to a for-profit organization and still retain the proceeds
free of any tax. As a nonprofit organization builds its reputation and
goodwill, it is assisted by the higher profit margin that tax exemption
provides. Not until a nonprofit has achieved a certain level of recogni-
tion as a charitable provider does its name or logo become marketable
as a for-profit endorsement vehicle. Thus, having built a solid reputa-
tion through the help of tax exemption, an exempt organization ex-
ploits the privilege conferred upon it by the public when it licenses its
name or logo to a for-profit instead of using this advantage to further
an exempt purpose.3 In other words, it has taken its subsidy and

285. Typically a court finds first that the nonprofit is engaged in an unrelated trade
or business and then considers whether the proceeds are exempt under the royalty
exception of 512(b)(2). See, e.g., Louisiana Credit Union League v. United States, 693
F.2d 525 (5th Cir. 1982) (determining first whether income derived from an unrelated
trade or business and, second, whether proceeds could be characterized as royalty
income). In Sierra Club II, however, the Tax Court reversed this analysis by finding
that the Sierra Club was not engaged in a trade or business, because the proceeds it
received constituted royalties. Sierra Club II, No. 8650-91, 1994 U.S. Tax Ct. LEXIS
62, *2.

286. Copeland seems to suggest this when he observes that "consideration should
be given to excluding from the definition of a royalty, situations where an exempt
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licensed it to a for-profit organization that uses the subsidy to further
a purpose for which the subsidy was not originally intended. If a non-
profit is to be held accountable for its subsidy, it should be permitted
to use this subsidy only to further its exempt purpose and should not
be allowed to redistribute the subsidy, tax-free, to for-profit organiza-
tions through the license of its name and logo."8

The royalty that the licensing of a name and logo generates is one
type of royalty payment. The royalty payment arises out of the rental
of an asset created by the nonprofit with the aid of the government
subsidy that tax-exemption provides. Compare the type of royalty
generated by a self-created asset with the type of royalty arising from
the donation of intangible property to a nonprofit. Suppose a third
party donates to a nonprofit a patent, which is then licensed to an-
other entity. If the nonprofit receives royalty payments for the use of
the patent, this would not violate any principle of accountability. Pre-
sumably when the donor makes a contribution, the donor has already
determined that the manner in which the nonprofit is operated war-
rants a contribution to support the entity.288

organization is exploiting goodwill and other intangibles generated by its exempt pur-
poses." Copeland, supra note 149, at 915 (citing O.D. Chapoton, Deputy Assistant
Secretary (Tax Policy), Before the Subcommittee on Oversight of the Committee on
Ways and Means, June 22, 1987 and May 8, 1988); see also UBIT Recommendations,
supra note 27, at L-22 (suggesting that income derived from the licensing of a non-
profit's property should be subject to UBIT if the tax-exempt organization created
the property right being licensed).

The nature of a nonprofit's goodwill may provide an even stronger argument for
taxing these proceeds. If as some commentators have suggested, the goodwill of a
successful exempt organization is qualitatively different than that of a successful for-
profit, then the licensing of its name and logo may appear abusive. See Bennett, supra
note 4, at 760 ("[E]ven if we put aside possible tax advantages, the nonprofit entity
has an unfair advantage... owing to the public image of nonprofit status." (citing
Marc Lane, Legal Handbook for Nonprofit Organizations 273 (1980) (emphasis ad-
ded))); see also UBIT Update: The View from the Hill, 2 The Exempt Org. Tax Rev.
142 (1989) ("If you've got that halo and you can go out and raise money through
contributions or donations, tax-free and tax-deductible, and take that same money
and use it to compete with a tax-paying subsidiary, then you've got a great advantage
over that tax-paying subsidiary.").

287. Not every license of a self-created asset, however, would violate the principle
of accountability. For example, where the license of an intangible asset remains re-
lated to the nonprofit's purpose, the royalties generated therefrom should remain ex-
empt. Suppose the Sierra Club produced a book on endangered species in North
America. If the Sierra Club obtained a copyright and then licensed this copyright to a
for-profit publisher, the royalty payments made by the for-profit publisher to the Si-
erra Club should be exempt, because the asset and the licensing of the copyright for
the asset are related to the Sierra Club's exempt purpose. The licensing of the Sierra
Club's name and logo to endorse a credit card, however, is not related to its exempt
purpose.

288. Suppose, however, the magnitude of the donation is significantly greater. Sup-
pose, for example, instead of donating a copyright, a donor donates several copy-
rights. When the contribution reaches this magnitude, the nonprofit will be forced to
use its personnel or even hire new personnel to manage the income-producing intan-
gible property. It is questionable whether, once the nonprofit's role in the generation
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No such opportunity to evaluate the operation of a nonprofit exists
where a tax-exempt entity licenses a self-created asset for a use that is
not related to its exempt purpose. Unless the nonprofit alters its un-
derlying purpose or manner of operation, it will continue to receive
the benefit of tax exemption. Also, although the Service may revoke
a nonprofit's exempt status under some circumstances, there is no op-
portunity to continually assess the value of the nonprofit's role in soci-
ety. In other words, once an entity has qualified for tax exemption,
exemption itself provides a continuing subsidy without the same peri-
odic determination of whether the subsidy is still justified.

Yet another type of royalty would arise if a nonprofit purchased an
intangible instead of receiving it as a gift or creating it itself. Suppose
a nonprofit purchased a copyright to a book. If the royalties gener-
ated through the sales of the book required little effort or involvement
on behalf of the nonprofit, then it may be appropriate to exempt these
royalties from taxation. The level of participation of the nonprofit is
not the only factor in determining whether the royalties should be ex-
empt or not. It is also critical to ascertain from where the proceeds to
purchase the copyright came in the first place. Although direct trac-
ing of funds would be too problematic a method to implement this
rationale, accountability does require focus both on the initial invest-
ment in the royalty-producing property and on the manner in which
the royalty-producing property is managed. If, for example, the non-
profit uses a significant percentage of its accumulated profits to
purchase the copyright, then it is more likely that the nonprofit is mis-
using the higher profit margin it has benefitted from because of tax
exemption. The royalty derived from the purchase of intangible prop-
erty, therefore, is similar to the royalty derived from the self-created
intangible asset, and both should be subject to tax. Only the royalty
proceeds derived from the donation of intangible property to the non-
profit should be exempt from taxation. Distinguishing among self-cre-
ated, purchased and donated royalties is one way to implement the
accountability rationale.

Another way to implement the accountability rationale would be to
establish a ceiling for the percentage of a nonprofit's income that may
be derived from unrelated business activities. A percentage based on
income may not be entirely appropriate, because income alone does
not take into account the different expenses that different nonprofits
may incur. A more useful measure might be established by comparing
the relationship of a nonprofit's unrelated income to either its assets
base, gross receipts, equity or some combination of the preceding.

A percentage limit would serve as a check on an exempt organiza-
tion that begins to stray too far from its exempt purpose. This solu-

of the income has become this significant, the royalty payments should still be entirely
exempt. Perhaps an upward limit on the amount of a nonprofit's income from royalty
payments from unrelated activities could be established.
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tion also would avoid the difficulty of administration present in other
proposals. If all exempt organizations were required to fill out more
comprehensive forms documenting the sources of their income, then
the Service would have both valuable data about exempt organiza-
tions' investment activities and a simple way to apply the percentage
test. Once the percentage limit is determined, the value of this rule is
apparent; the test can be applied mechanically. The Service need only
make a straightforward mathematical determination.

Exactly how this percentage limit should be established is a more
problematic question. The arbitrariness of any set percentage could
be minimized by establishing industry-by-industry profit percentage
ceilings. For each industry, at least two preliminary determinations
would have to be made: (1) the potential amount of support the or-
ganization could get from the public if it were operated efficiently; and
(2) the ceiling on the percentage of income from unrelated business
activities that would compel an exempt organization to maximize its
dependence on public support. Implementing a percentage limit
would require more in depth knowledge of nonprofit behavior than is
currently available. Nonetheless, a percentage limit could eventually
eliminate some of the difficult, and perhaps insurmountable, interpre-
tive questions raised by the current UBIT regime.

Finally, another means of implementing the accountability rationale
would be to revive the principle of the pre-1950 "destination of in-
come" test yet retain the substantially related test, as guided by the
principle of accountability. The "destination of income" test has often
been posited as the antithesis of the current UBIT provisions, when in
fact the two may coexist. Focussing on the use to which an exempt
organization's income is put, rather than focussing exclusively on the
effect of its activities on the market, responds directly to concerns of
accountability. Even if an exempt organization derives almost all of
its income from related activities, the organization does not fulfill its
promise to the public to further an exempt purpose if this income is
not applied properly. The Service continues to use this test to deter-
mine an organization's eligibility for the underlying exemption.289 It
may therefore be logical to extend this rule to determine the taxation
of income generated through unrelated activities. Under section
501(c)(3), for example, an organization must be operated "exclu-
sively" for exempt purposes to qualify for tax exemption.29 In addi-
tion, this section prohibits private inurement.291 Under the regulation
corresponding to section 501(c)(3), an organization may operate a
trade or business as part of its activities so long as such trade or busi-

289. See Ellen P. Aprill, Lessons from the UBIT Debate, 45 Tax Notes 1105, 1107
(1989).

290. See I.R.C. § 501(c)(3)(1995).
291. See id § 501(c)(3) (stating that no part of the net earnings of the nonprofit

may inure to the benefit of any private shareholder or individual).

1742 [Vol. 63



SIERRA CLUB

ness furthers an exempt purpose.2" To determine whether the trade
or business furthers an exempt purpose, the Service generally exam-
ines how the funds generated by the trade are used.29 This examina-
tion of the use of an organization's funds should be extended to the
use of an organization's unrelated funds.

Congress has already considered expanding its focus on the use of
funds for the purpose of determining the underlying exemption of a
nonprofit. For example, in 1993 the Oversight Subcommittee of the
House Ways and Means Committee explored proposals to impose
stricter regulation of public charities.294 One of the proposals set forth
required sanctions, short of revocation of exemption, for the excessive
compensation of nonprofit executives.295 Similarly, the attention on
the reform of UBIT should be focussed on the use of a nonprofit's
funds as well as the source of its funds. For too long commentators
have focussed only on how nonprofits derive their funds; yet they
have overlooked an equally important issue, where these funds are
destined. For example, only one of the commentators who have writ-
ten about NYU's macaroni monopoly has discussed or documented
where the macaroni profits went.296 Furthermore, no one has proven
that Ronzoni suffered from NYU's foray into the macaroni market.2 97

Only the derivation of these funds has been discussed. Absent a find-
ing of adverse impact on NYU's competitors, perhaps the legislature
should have responded to the alleged macaroni monopoly by refining
and expanding the destination of income test.

CONCLUSION

The unfair competition rationale has proven to be an impracticable
guiding principle for the imposition of UBIT and its royalty exception.
The need to establish a workable rationale for the UBIT provisions
will only increase with time. If an expansive interpretation of the

292. See Treas. Reg. § 1.501(c)(3)-1 (as amended Aug. 30, 1990).
293. See Rev. Rul. 64-182, 1964-1 C.B. 186; see also April, supra note 289 (explain-

ing that to determine whether an organization qualifies for exemption from taxation
the Service relies in part on a "destination of income" analysis).

294. See Robert A. Boisture & M 4ilton Cerny, Second Oversight Subcommittee
Hearing Explores Need for Intermediate Sanctions and More Disclosure, Tax Notes
Today 188-42, Sept. 10, 1993, available in LEXIS Fedtax Library, TNT File.

295. See id.
296. See Comment, supra note 164, at 863 n.57. This is not to say that a tracing rule

should be implemented. Because money is fungible, any standard should reflect what
percentage of a nonprofit's gross income the unrelated income comprises. Suppose
90% of all unrelated income were required to be applied to further exempt purposes.
Thus if a nonprofit derived 50% of its income from unrelated activities, then only five
percent of its total gross income from related and unrelated activities could be rein-
vested in unrelated activities.

297. See United States v. American Bar Endowment, 477 U.S. 105, 122 n.4 (1986)
(Stevens, J. dissenting).
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royalty exception is upheld on appeal of Sierra Club ii,29s this may
create a large loophole encouraging nonprofit and for-profit organiza-
tions to disguise their proceeds from joint ventures as royalty pay-
ments. This loophole could eventually represent a large loss of tax
revenue to the Treasury.

Until Congress reforms UBIT and expresses an objective upon
which both courts and the Service can rely, it will be difficult to deter-
mine how the royalty exception should be applied to innovative unre-
lated activities such as affinity card endorsements. Accountability
offers a clear and rational objective for the provisions without having
to rely on economic theories over which scholars conflict and that
courts simply do not entertain. Furthermore, accountability provides
a measure by which both the derivation and destination of a nonprof-
its's revenue may be assessed. Accountability suggests that the public
should receive a benefit in exchange for the subsidy it has conferred
through tax exemption. UBIT and its royalty exception need to be
revised with a view to furthering the goal of accountability.

298. The Service appealed the decision on January 18, 1995. See Report on Tax
Court Cases on Appeal, Tax Notes Today 22-64, Feb. 2, 1995, available in LEXIS,
Fedtax Library, TNT File.
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