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Revenue Generating Activity 

  (Just don’t call it “commercial”) 

 



Why Are We Here 
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• Tax-exempt organizations are increasingly looking for new ways to generate 

revenue, deliver services, conduct activities 

• “Commercial” approaches and mechanisms are becoming more common as 

traditional revenue sources (grants, government funding, contributions) diminish 

• “Commercial” is not necessarily bad but… 

■ Plan 

■ Evaluate terms and consequences (avoid tax surprises) 

■ Consider optics and protect the brand  

■ Monitor 



“Commercial” Activity:  Why We Do It? 
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• Why engage in “commercial-like” activities? 

■ Raise needed capital to support a project 

■ Gain alternate/diversified funding source to protect from ups and downs of 

grant availability; achieve self-sufficiency 

■ Recognize they have asset or expertise that may be monetized 

■ Scale up and/or achieve efficiencies, expand reach of mission 

■ Gain access to expertise and know-how of others (joint ventures) 



Three Types of Arrangements 
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• Our focus: 

■ Active revenue generation (services/sales) 

■ Is it related? 

■ Impact on exemption 

■ Passive revenue generation (rents, royalties, etc.) 

■ May be unrelated, but generally not taxable 

■ Collaborations with commercial partners  (joint ventures) 

■ Is it related or unrelated – turns on control/influence held by charity 

■ Threat to exemption if too much private benefit 



Direct Business Activities 
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• Key considerations:  

■ Is activity related or unrelated? 

■ Related business activities are OK 

■ The primary purpose of a charitable organization may not be to carry on 

an unrelated trade or business 

■    Treas. Reg. Section 1.501(c)(3)-1(e) 

■ Is an unrelated activity taxable? 

■ Is an unrelated activity exemption threatening? 

■ Issue of size and scope 



Unrelated Business Taxable Income  
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• Unrelated business taxable income (UBTI) is income derived from an activity that is 

■ a trade or business, i.e., any activity carried on for production of income from 

■ Sale of goods or 

■ Performance of services  

■ regularly carried on 

■ not infrequent or intermittent 

■ not substantially related to the organization’s exempt purposes   

   



How Do I Know If Something Is “Related”?  
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• Must contribute importantly to the accomplishment of the organization’s exempt 

purposes  

■ Check charitable purposes in governing documents 

■ Look to the purpose/benefit of the activity, not the income  

• Scale  

■ Otherwise related activities may produce UBTI if conducted on a scale larger 

than reasonably necessary to further exempt purposes.   

• Watch out for “commercial hue”  

■ Overly commercial manner may detract from accomplishment of exempt 

purposes (and change tax treatment of income) 

• Facts and circumstances determination 



Factors that Suggest a Commercial Hue 
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• Direct competition with for-profit counterparts 

• Paid, professional staff with relevant business training 

• Profit-making price structure rather than below-cost pricing 

■ extent and degree of free or low-cost services 

• Funded entirely by fees, no plans to solicit contributions 

• Commercial promotional methods and commercial catch phrases to enhance sales, 

advertising 

• Wide profit margins, accumulated profits 

• Management decisions that replicate commercial enterprises; hours of operation 

similar to for-profits. 



Too Much Unrelated Activity may Threaten Exemption 
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• No bright line test 

■ An organization will not be operated exclusively for exempt purposes if more 

than an insubstantial part of its activities is not in furtherance of an exempt 

purpose. 

    Treas. Reg. Sec. 1.501(c)(3)-1(c)(1) 

 

■ “There is no quantitative limitation on the ‘amount’ of unrelated business an 

organization may engage in…” 

    GCM 32689 

 

■ 30% has been cited as a threshold but much higher has been approved 



Case Study 1:  When Your Expertise Is In Demand 
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• SOS, a marine conservation organization funded primarily by grants, studies certain 

northern ocean habitats and migratory patterns of sea life. 

• Under new government regulations, BigOil must survey and assess environmental 

impacts for its drilling permits. BigOil offers to fund SOS’s next research trip in 

exchange for the right to use any data collected. 

• After a successful initial collaboration, BigOil asks SOS to expand the data 

collection it performs during its annual research expeditions to gather data which 

BigOil needs, but which SOS would not otherwise collect. 



Passive Revenue Generating Activities 
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• Tax-exempt organizations may generate revenue from a  variety of “passive” 

sources 

■ Rent, dividends, interest, and royalties 

• Passive income is generally excluded from UBIT (even though “unrelated”) 

• BUT be careful of: 

■ Income from debt-financed property 

■ Certain passive income (rents, royalties, interest – but not dividends) from 

controlled subsidiaries 

■ Over 50% ownership (by vote or value) 

■ Constructive ownership rules apply 



Passive vs. Active 
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• Key consideration: Is the activity truly passive? 

■ How involved is the exempt organization in the enterprise that generates the 

revenue? 

■ Is the organization also providing services? 

■ Extensive or de minimis? 

• Rents, royalties, investment income 



Rent 
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• Renting space 

■ Buildings, commercial or retail space, meeting rooms, etc. 

■ Organization may perform normal maintenance services without triggering tax 

(i.e., clean public areas, collect trash, furnish light, heat) 

■ Catering services will trigger tax 

■ Other add-ons 

■ Bifurcation  



Royalties 
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• Payment for the right to use intellectual property, including name, logo, or other 

marks, as well as mailing lists 

• Watch out for services 

■ If charity provides endorsement, advertising, or services that are more than de 

minimis in connection with a license (marketing support, program coordination), 

all or part of the payment received generally will be UBTI 

• Quality control/related staff review is okay 

• Bifurcation 



Corporate Sponsorship 
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• “Qualified sponsorship payments” are excluded from UBTI under a safe harbor 

  Code 513(i); Treas. Reg. 1.513-4 

• QSPs include money, goods or services received in connection with the 

sponsorship 

• May not provide a substantial return benefit 

• A substantial return benefit is any benefit other than an acknowledgement or a 

disregarded benefit 

■ Disregarded benefits are those with an aggregate value less than 2% of 

sponsor’s payment 

 



Corporate Sponsorship:  Acknowledgement 

16 

• Acknowledgements are not a substantial benefit: 

■ Sponsor’s logo or slogans 

■ List of sponsor’s locations, telephone numbers, website address 

■ Value-neutral descriptions of sponsor’s product lines 

■ Displays or distribution of sponsor’s product at sponsored event 



Corporate Sponsorship:  Substantial Return Benefit 

17 

• Advertising is a substantial return benefit 

■ Qualitative or comparative language 

■ Price information 

■ Other indications of savings or value about sponsor’s products or services 

• Other examples include goods, facilities, or services; an exclusive provider 

arrangement; exclusive or nonexclusive rights to charity’s logo or other IP 

■ if worth more than 2% of the sponsor’s payment 



Case Study 2:  When Your Brand is in Demand 
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• SAFE, an environmental conservation organization, is known for its annual 
publication of a “Top 20” list of household products that do not harm the 
environment. 

• Plastic Co, whose biodegradable products routinely make the Top 20 list, 
approaches SAFE about licensing SAFE’s name, logo and mascot to brand a 
special edition line of products. 

• As part of the licensing contract, SAFE makes its membership list available to 
Plastic Co and has approval rights over promotional materials that include its IP. 

• SAFE’s vice president is required to accompany Plastic Co to an annual industry 
trade show and sit on a panel explaining the environmental benefits of the SAFE-
branded products. 

• When the licensing contract is up for renewal, SAFE renegotiates for a higher fee in 
exchange for its input in redesigning and improving the biodegradability of the 
SAFE-branded product line. 



The Joint Venture:  Why Do It? 
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• Tax-exempt organizations are increasingly exploring joint activities with commercial 

entities 

■ Mechanism to further exempt purpose 

■ Scale up and/or achieve efficiencies 

■ Raise needed capital to support a project 

■ Provide access to expertise and know-how 

■ Good investment opportunity 

■ Mandated by the structure of specific government programs  

■ Tax credit transactions 



Structure and Scope  
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• Structure 

■ Separate vehicle – partnership (general or limited), limited liability company, 
corporation 

■ Contractual arrangement – license, service agreement, management 
agreement 

■ Reasonable terms, terminable, compensation, manage to charitable 
standards (to the extent possible) 

■ Behavior trumps form of agreement 

■ BUT control the record and use it to your advantage 

■ Make sure the documentation clearly reflects your purposes 

■ Well-crafted “whereas” clauses 

■ Stay on message 



Structure and Scope (cont’d)  
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• Avoid conflicts of interest 

• Scope - whole vs. ancillary 

■ Rev. Rul. 98-15 vs. Rev. Rul. 2004-51 

■ Control 

■ Is it necessary? 

■ If so, how much and over what? 

 

 



Control is a Central Motif 
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• Maintaining relatedness – UBIT and exemption issue 

■ Will the venture accomplish charitable purposes? 

■ Who are beneficiaries? 

• Avoiding private benefit – exemption issue 

■ Is benefit to for-profit partners incidental (commensurate)? 

■ Arms length financial terms and fair market values? 

■ Value of each participant’s expertise and contribution? 

■ Ownership and control of IP? 

■ Do not place exempt’s assets at risk for benefit of for-profit; be careful about 
guarantees, indemnities 

• Reputation and internal policy  

■ Due diligence on partner 



Case Study 3:  Curriculum Joint Venture 
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• CSN is a charter school network committed to the Fabian-Aquatic Learning Node, a 

new water-based learning approach developed by CSN’s founder, Jean Fabian, a 

prominent educator, for use with children with severe learning disabilities. 

• CSN is approached by a company that is interested in developing a venture to 

operate for-profit, fee based mini-schools and which also provides services to public 

schools focused on educating children with severe learning disabilities. 



Case Study 3:  Curriculum Joint Venture (cont’d) 
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• The company would like to use the FALN curriculum and pedagogical techniques 

developed by CSN in the venture and provide a mechanism for certifying educators 

in FALN. 

• The company has retained Mr. Fabian as a consultant to develop a concept paper 

for the venture. 

• The company and CSN agree to a joint venture run by Mr. Fabian. 

• Mr. Fabian is granted a small stake in the venture as an employment incentive. 
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IRS Circular 230 disclosure:  Any tax advice contained in this communication (including any attachments or enclosures) 

was not intended or written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal 

Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or matter addressed in this 

communication.  (The foregoing disclaimer has been affixed pursuant to U.S. Treasury regulations governing tax 

practitioners.) 

 

The information presented is for general informational purposes only and should not be construed as specific legal 

advice. © 2012 Patterson Belknap Webb & Tyler LLP 
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