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I. 
Introduction

Tax exempt organizations supporting a cause, be it the arts, education, or scientific research have become increasingly sophisticated in their fundraising efforts.  Many develop recognizable trademarks such as phrases, logos, and symbols to promote their purpose and build credibility; a trademark may also be licensed to other entities for placement on goods to be sold.  For instance, one would be hard pressed to avoid the multitude of pink products claiming to be “for the Cure,” or the popular yellow “LIVESTRONG” wristbands in support of well-known charities, Susan G. Komen for the Cure
 and the Lance Armstrong Foundation, 
 respectively.
These are but two of many § 501(c)(3) exempt organizations that engage in this sort of fundraising, because it so lucrative:  exempt organizations receive income from the sale of merchandise, but also payments for the use of their trademarks, or royalties.  Royalties are defined as payments for the use of intangible property rights, such as trademarks.

Royalty income is excluded from taxation under § 512 of the Internal Revenue Code, the Unrelated Business Income Tax (UBIT).
  Under the UBIT, the unrelated income of exempt organizations is taxed at corporate or trust rates;
 however, royalty income explicitly remains untaxed because it is viewed as passive in nature.  Courts have determined this to mean that exempt organizations do not engage in substantial activities, nor do they confer any services upon other entities to receive the payments.

Although the exclusion of royalty income from taxation may seem like an advantage for exempt organizations, the approach taken is problematic because there are no clear guidelines to determine the permissible nature or quantity of activities, such that the income remains untaxed.  For example, exempt organizations are frequently involved in trademark protection activities, such as quality control.  In certain instances, these activities may be seen as incidental services, fitting within the definition of passive and therefore remain untaxed.  On the other hand, more extensive quality control, considering the resources involved and the benefits achieved, may be seen by courts as substantial activities – thus income would be taxed.  Consequently, exempt organizations are open to the risk of taxation without much direction as to permissible activities.

A better approach may be to look at how royalty income relates to an exempt organization’s purpose.  This is the approach taken by the UBIT as a whole, excluding from taxation income that is related to an exempt organization’s purposes, while imposing a tax on income that is unrelated.  Under this approach, exempt organizations would be encouraged to engage in activities directly supporting their exempt purpose and would have an unambiguous standard by which to measure their activities in connection with the use of their trademarks.

Part I of this paper summarizes the rationale for federal income tax exemption.  Part II discusses exempt organization’s use and protection of trademarks.  Part III explains the underlying principles of the Unrelated Business Income Tax (UBIT), the basis for the exclusion of royalty income, and why the current approach is not working.  Finally, Part IV assesses various alternatives to the passive in nature justification, and a proposal that a new approach be adopted distinguishing tax-free related royalty income from taxable unrelated royalty income. 
II. The Rationale For Tax Exemption

In his famous commentary Democracy in America, Alexis de Tocqueville speaks of the diversity of interests addressed by “public associations” in America, including those “to give entertainments, to found seminaries, to build inns, to construct churches, diffuse books…[and to] found hospitals, prisons, and schools.”
  Many of these organizations have traditionally been exempt from federal income taxes, because they “encourage the provision of services that are deemed socially beneficial.”
  De Tocqueville also observes that it is the public associations, rather than the government that provides these valuable services; that “[w]herever at the head of some new undertaking you see the government in France, or a man of rank in England, in the United States you will be sure to find an association.”

It has long been recognized that society has three sectors: “institutions and organizations that are governmental, for profit, and nonprofit in nature.”
  The government sector is made up of the branches and agencies of federal, state, and local government, while for-profit entities include business, trade, and commercial activities.  The nonprofit sector consists of most public associations described above – it “is seen as being essential to the maintenance of freedom for individuals and a bulwark against the excesses of the other two sectors.”

The nonprofit sector may also be better suited at addressing many of society’s problems.  As alternatives to the government, organizations within the nonprofit sector are better able to “experiment” with various approaches at solving problems.  As John Stuart Mill notes: 

Government operations tend to be everywhere alike.  With individuals and voluntary associations, on the contrary, there are varied experiments, and endless diversity of experience.  What the State can usefully do is to make itself a central depository, and active circulator and diffuser, of the experience resulting from many trials. Its business is to enable each experimentalist to benefit by the experiments of others, instead of tolerating no experiments but its own.

Thus, the rationale is that most organizations in the nonprofit sector are given a federal income tax exemption because they “perform functions that, in the absence of these organizations, government would have to perform.”

In addition, entities in the for-profit sector are operated and designed to generate a profit for their owners, and these are incredibly dissimilar from organizations in the nonprofit sector that are operated for the benefit of the public, with most income going directly to that end. 
  Accordingly, a business entity may not be the most appropriate at addressing society’s problems, as it engages in activities to reach a measurable profit, whereas a nonprofit’s income-generating activities are for the purpose of sustaining the organization and fulfilling its beneficial purposes.  Institutional decisions regarding activities in which to participate, such as what goods or services to make available, are guided by these goals.  Thus, for-profit entities are taxed on their profits, while nonprofits are granted the privilege of a federal income tax exemption.

III. Exempt Organization’s Use and Protection of Trademarks

Traditionally, trademarks are used by entities in the for-profit sector, as a means of identifying the source of goods and services, and providing “consumers with a convenient and essential means for distinguishing between competing goods in the marketplace.”
  Even centuries ago, it was common for potters to make identifying marks on the bottom of their creations so buyers could distinguish among clay works.
  In the context of the nonprofit sector, a recognizable phrase, logo, or symbol can help donors distinguish between organizations.

The use of trademarks by exempt organizations is also especially useful in helping to establish credibility.  A recognizable trademark provides a “focal point for donations,” enhances reputation, and helps in developing and expanding an organization’s activities.
  Essentially, organizations can increase public awareness and gain support when they “brand” their issue.

A trademark is also valuable for its licensing capabilities, meaning an exempt organization can authorize other entities to use its trademark “as evidence of membership or maintenance of standards; when [it] is used in conjunction with a fundraising event conducted by others; or when [entering] into a sponsorship agreement.”
  Consider, for example Susan G. Komen for the Cure
 (Komen), and the Lance Armstrong Foundation
 (LAF), exempt organizations that raise money for cancer research and awareness.  Both are extremely sophisticated charities, with Komen’s pink ribbon and trademarked phrase “for the Cure” appearing prominently on everything from yogurt to vacuums, and LAF’s popular yellow “LIVESTRONG” wristbands and athletic apparel.  Both have licensed their registered trademarks to for-profit entities.

Komen has several corporate partners that commit to donating at least two hundred and fifty thousand dollars ($250,000) a year, the Million Dollar Council Elite.
  In addition to this donation, each corporate partner “has found new and innovative ways to spread two important messages: Early detection saves lives, and only through research can we find a cure,” 
 referring to the various pink products manufactured in support, including Oreck’s pink “Clean for the Cure” vacuum, with twenty five dollars ($25) from each vacuum sold going to Komen, 
 or KitchenAid’s pink “Cook for the Cure” appliances, with Komen receiving a minimum of ten percent (10%), or up to fifty percent (50%) of profits.
  The charity has over one hundred registered trademarks featuring the phrase “for the Cure,” including “Crunch for the Cure” on behalf of Sun Chips, and “Board Breaks for the Cure” for tae kwon do. 

Similarly, LAF has partnered with for-profit entity Nike to produce their yellow wristbands and athletic apparel.  Nike, however, claims that one hundred percent (100%) of profits from their “LIVESTRONG” collection of athletic shoes and clothing benefit LAF.
  Nike is a member of LAF’s 7 Society, a group of companies and individual donors who have each committed to donating at least one million dollars ($1,000,000) to the organization. 
  Nike was also the creator of the signature yellow wristbands – an unexpected success, according to LAF spokesperson Jennifer Halpin who says Nike “put tremendous resources behind,” the venture, and that LAF sells about one hundred thousand (100,000) wristbands a day from its website.
  LAF is the owner of the “LIVESTRONG” trademark, and has about twenty other registered or pending trademark applications for the logo. 

As the previous examples demonstrate, a nonprofit organization’s trademark can be extremely valuable; it offers “the attraction of an ‘official’ product specifically endorsed,” by the exempt organization.
  This is particularly important for a nonprofit that depends upon contibutions from the public, “since a substantial proportion of [donors] may wish their patronage to benefit that particular institution.”
  Accordingly, the trademarks of nonprofit organizations should be “vigilantly protected.”

An organization “must maintain direct or indirect control over the character, quality and use of the trademark in association,”
 with the other entities who use it.  This includes “establishing and monitoring standards for quality control…[and] prescribed boundaries for licensed goods or services.”
  The federal government also gives trademarks protection if they are registered with the U.S. Patent and Trademark Office (USPTO).  Registering a trademark can prevent consumer confusion and help secure the investment of the trademark owner.

Despite efforts to protect an organization’s trademark, however, there may be misuse.  Claims for trademark infringement to enjoin others from impermissibly using one’s trademarks are common.  For instance, in 2007 Komen sued Smithfield Foods, a deli meat company for using the phrase “Deli for the Cure,” on its products.
  Smithfield wanted to feature the pink ribbon and “for the Cure” phrase on its products to encourage consumers to adopt healthy diets, but Komen rejected the idea because of studies indicating eating processed meat can lead to cancer.  Kimberly Simpson, Komen’s Chief Operating Officer, says Smithfield’s use of the phrase will confuse consumers that rely on Komen “for current and accurate health information…[to help] make wise lifestyle choices that could reduce their risk of developing breast cancer.”
  Consequently, Komen asked that Smithfield stop using the phrase; a search of USPTO’s registered trademarks shows that as of March 14, 2008, the “Deli for the Cure,” trademark has been abandoned.

Also in 2007, LAF sued the for-profit entity Oklahoma Animal Charity Collar Group, Inc. for selling yellow pet collars embossed with “PURRSTRONG” and “BARKSTRONG,”
 similar to LAF’s “LIVESTRONG” wristbands.  LAF was concerned that the pet collars would confuse donors wishing to contribute to cancer research instead of the Oklahoma company.  Chris Ohman, the owner of the Oklahoma company attempted to persuade LAF to issue them a license to use the “LIVESTRONG” trademark, but LAF rejected the proposal.  Ironically, USPTO approved Ohman’s applications for “PURRSTRONG,”
  “DOES YOUR CAT PURRSTRONG,” 
 “BARKSTRONG,”
 and “DOES YOUR DOG BARKSTRONG, ”
 apparently not seeing the similarity between the two trademarks. 

IV. The Unrelated Business Income Tax

As the previous discussion reveals, tax-exempt organizations in the nonprofit sector are not supported exclusively by charitable gifts and donations; they frequently engage in fundraising activities to supplement their income.  Prior to 1950, exempt organizations were not taxed on their income from these fundraising activities if the manner in which they used the funds furthered their exempt purpose.  This “destination of income” test was first articulated in Trinidad v. Sagrada Orden de Predicadores,
 where the commercial activities of a “Roman Catholic religious order, which included the production and sale of wine and chocolate…were [held to be] exempt from taxation as long as all of the profits went to support the exempt religious activities of the order.”

The treatment of this income as tax-free appears to be in line with the rationale for tax exemption, as the income facilitates the organization’s provision of beneficial goods and services to society.  However, under the “destination of income” test, exempt organizations could engage in business activities in competition with for-profit entities.  For example, “an exempt organization could acquire a for-profit organization and have the proceeds of the for-profit organization exempt from taxes, provided they were destined to further an exempt purpose.”
  Essentially, this type of arrangement “converted a taxable entity into a tax-exempt entity.”

Concerned that exempt organizations were abusing their tax advantage with these activities, in 1950 Congress enacted the Unrelated Business Income Tax (UBIT).
  UBIT imposes an income tax on the unrelated business activities of exempt organizations.

A. Underlying Principles

UBIT is codified in § 512 of the Internal Revenue Code, which explains that the tax applies to “income derived by any organization from any unrelated trade or business…regularly carried on.”
  Trade or business is defined as “any activity which is carried on for the production of income from the sale of goods or the performance of services.”
  These activities must also be regularly carried on, meaning “they manifest a frequency and continuity, and are pursued in a manner generally similar to comparable commercial activities of nonexempt organizations.”
  Finally, the activity must be characterized as not substantially related to the organizations’ exempt purpose.

Relation to exempt purpose is determined by examining the “relationship between the business activity that generates the income in question—the activity, that is, of producing or distributing the goods or performing the services involved—and the accomplishment of the organization’s exempt purposes.”
  Using the funds for exempt purposes does not immediately make the activity related to exempt purpose, such as the previous “destination of income” test.  Rather, there must be “a causal relationship to the achievement of an exempt purpose.”
  For example, an exempt juvenile rehabilitative school was permitted to run a golf course, “complete with warm-up area, snack bar, and pro shop,”
 because this enterprise was found to be substantially related to its purpose of giving its students vocational training.  It follows that income from activities that do not have such a causal relationship to an organization’s exempt purpose are taxable as unrelated.

There are, however, some types of unrelated business income that are excluded from UBIT.  As previously discussed, UBIT was enacted to restrain exempt organizations from competing with for-profit entities.  As such, UBIT specifically excludes from taxation “income obtained… in a passive manner [because it is] generally income that is not acquired as the result of competitive undertakings.”
  Under § 512(b), dividends, interest, rents and royalties are excluded from taxation as passive income.

B. Exclusion of Royalty Income From the UBIT

A royalty is defined as a payment for the use of a valuable intangible property right, such as a trademark or logo.
  The UBIT specifically excludes royalties because they are classified as passive income, further defined by the Ninth Circuit court in Sierra Club Inc. v. Commissioner.
  Exempt organization Sierra Club entered into an “affinity credit card” agreement with American Bankcard Services, Inc. (ABS), whereby ABS would issue credit cards with Sierra Club’s name and logo for a percentage of the total amounts charged on the cards.  In exchange, Sierra Club received a monthly fee of one-half percent (½%) of the total sales from the cards, revenue it classified as royalty income and thus excluded from taxation; in total, Sierra Club received over three hundred thousand dollars ($300,000) from the agreement.

Throughout the arrangement, Sierra Club had control over the use of their name and logo.  Furthermore, soliciting letters for the program were sent on its letterhead and signed by its president; promotional advertisements were also placed in its membership publication.   The IRS claimed these activities constituted services provided by Sierra Club, such that the monthly fee from ABS was no longer passive and tax-free.  The Ninth Circuit disagreed, determining that royalties are by definition passive, “thus cannot include compensation for services.”
  The court determined that Sierra Club’s activities in acquiring the fees and approval of use of name and logo were incidental services such that the payments remained passive and untaxed.

Oregon State University Alumni Association, Inc. v. Commissioner,
 another Ninth Circuit, case affirmed the Sierra Club decision regarding royalty income.  Here, an exempt alumni association entered into a similar affinity credit card agreement with a bank, whereby the bank used the university’s name, seal, colors, and logo on credit cards and promotional materials.  Again, the IRS asserted a deficiency on the exclusion of this income from taxation.  The court found that the services provided by the alumni association, including a few hours a year of clerical work, printings, mailings, and meetings with the bank were de minimis, such that the royalties could remain untaxed as passive income.   The court rested its decision on the distinction between payments for “the good will associated with the schools’ names, seals, colors, and logos,” 
 that are passive and therefore excluded from taxation under the UBIT, from those payments for promotional services that should be taxed as unrelated income.

C. Criticism of the Current Approach

1. Unclear Standard for Exempt Organizations and Courts

The current approach towards royalty income has been criticized for not providing a clear standard for future cases.  Whereas the services provided by the Sierra Club and the Oregon State University Alumni Association were found to be incidental, there is no “clear, consistent guidance for tax-exempt organizations to determine what kinds of activities are permissible,”
 such that royalty income remains passive and untaxed.

Furthermore, “courts have failed to clarify whether it is the nature or the quantity of the services rendered that will disqualify a tax-exempt organization’s income from being considered a royalty.”
  There is some authority that it depends on the nature of the services in question; an organization “may maintain quality-control rights over the property right transferred,” tax-free, but if it does so in conjunction with other extensive activities, “its income will be deemed compensation for services,”
 thus no longer passive and taxable.  However, there is no clear guide as to what is considered quality control, and what consists of other extensive activities.

Consider the trademark protection activities exempt organizations frequently engage in to maintain credibility and safeguard their investment.  The time and resources expended are not minimal.  In addition, trademark protection is of obvious benefit to sponsoring entities, as goods with the phrases and logos of the exempt organization remain exclusive and appealing, meaning profits will continue to be made.  Are trademark protection activities that go beyond mere quality control, such as trademark infringement litigation considered extensive activities?  If so, engaging in such litigation would alter the classification of the income as passive, and exempt organizations would be taxed on royalty payments received.

On the other hand, engaging in this type of litigation could be considered a type of quality control, incidental to the use of a trademark.  After all, exempt organizations have a need to protect their trademarks apart from agreements with other entities.  In this latter instance, income would remain passive and untaxed.   As this example indicates, it is not easy for either exempt organizations or courts to determine the point at which activities go from passive to those that are considered more active.

2.  Hinders the Diversity of Interests Addressed by Exempt Organizations

Additionally, the exclusion of royalty income has a hindering effect on the diversity of interests addressed by exempt organizations, since only organizations supporting popular causes will have the opportunity to enter agreements for the use of their trademarks.  Smaller, less sophisticated organizations can rarely take advantage of this type of income, and may need to resort to other unrelated business activities for their revenue.  For example, “[w]here a major university can lease its logo to a major credit card company, few charities generate the recognition required to attract,” 
 such arrangements.

Exempt organizations that benefit from licensing agreements also receive widespread recognition as their names and logos are displayed on products, an extremely powerful means of acquiring public support.  Those supporting lesser known or minority interests, however, may struggle for this same recognition and support.  This is directly at odds with the concept that “one of the reasons exempt organizations are formed and we support them is because they give voice to minorities.”

Moreover, public support of an issue has historically been an effective “instrument in prodding government to closer attention [of] social need.”
  For instance, as a result of the efforts of Komen and its affiliates, federal funding has been secured for breast cancer research. 
  Komen was able to gain public support and eventually the attention of government with the help of licensing agreements for the use of their name and logo, a prime example that an organization “with substantial support from the public has the clout to get what it wants from the private sector or the government.” 
  All exempt organizations, especially those promoting marginal interests should have the opportunity to garner such public support.

3. Encourages Consumerism

Finally, the current treatment encourages exempt organizations to partner with for-profit entities for the use of their trademarks.  As previously discussed, this is done as a way of fundraising, with exempt organizations receiving proceeds from the sale of goods, as well as payments for the use of their trademarks.  This practice promotes consumerism, as exempt organizations increasingly depend upon the sale of goods rather than charitable donations; individuals contribute to an organizations’ cause by shopping, instead learning about an issue and making a charitable contribution.

Some criticize this as a “recent marriage between new corporate giving strategies…[and] a consumption based citizenship.” 
  Whereas in the past, for-profit entities made large annual donations to various exempt organizations, now these entities focus on partnering with “a single cause, one that resonates with their own product – and bottom line.”
  While exempt organizations receive the benefit of untaxed royalty income and increased recognition, for-profit entities increase profits by appearing socially conscious.  Essentially, both have “found ways to make philanthropy profitable.

This does not seem like an appropriate use of an organization’s exempt status, or a good philosophy for our society.  As one critic observes, “We cannot consume our way to charity and a better world.  Doing good sometimes requires sacrifice, and we ought not to allow ourselves to be convinced that we’ve done our part because of the color of what we use.”

V. A Reconsideration of the Exclusion of Royalty Income 

Concerns over the lack of clarity of the Sierra Club approach, and apprehension about the societal effects of royalty income agreements have resulted in several proposals on how to better approach and rationalize the exclusion of royalty income from the UBIT.

A. Promotion Test

In Arkansas State Police Association, Inc. v. Commissioner,
 the Eighth Circuit Court declined to follow Sierra Club.  Here, the exempt Arkansas State Police Association (ASPA) contracted with for-profit publishing company Brent-Wyatt West (BWW) for the publication of The Arkansas Trooper, ASPA’s official magazine.  In total, ASPA received over eight hundred thousand dollars ($800,000) from the agreement, and considered this tax-free royalty income.  ASPA claimed their activities in relation to the magazine were passive and “related only to the protection of its name.”

Instead of looking at the nature and extent of ASPA’s activities, the court defined a promotion test, whereby royalty income exists and remains untaxed only when “A uses B’s name to promote A’s products.”
  In Sierra Club, the credit card company was promoting its’ own product using the exempt organization’s name, so payments remained untaxed royalty income.  However, here BWW was promoting ASPA, and did not use ASPA’s name to promote any of its own products.  Consequently, payments from BWW are not royalty income, and instead taxable as unrelated business income, regardless of ASPA’s level of involvement with quality control.

Although the promotion test relieves both exempt organizations and courts from making distinctions regarding permissible levels of activities, it imposes another requirement of determining which entity an agreement supposes to promote.  Consider LAF’s partnership with Nike:  Nike is the creator of LAF’s most popular fundraising item, the yellow “LIVESTRONG,” wristbands, and also claims that one hundred percent (100%) of proceeds from the sale of its goods directly benefit LAF.  Under the promotion test, the income LAF receives from Nike’s selfless generosity may be taxed, as a court could determine that Nike is promoting LAF, not any product of its own.   Surely, this is not the result LAF and Nike anticipated with their agreement.

Furthermore, the promotion test forces exempt organizations to ensure for-profit entities are promoting their own products, as it is only by this method that income will remain untaxed.  This has the same societal effects as the Sierra Club approach:  it hinders the diversity of interests addressed, as it is “[n]ot until a nonprofit has achieved a certain level of recognition as a charitable provider does its name or logo become marketable as a for-profit endorsement vehicle,”
 and also encourages consumerism as individuals will increasingly buy goods instead of making donations.

B. Taxation for Violations of Public Trust

Another proposal to ameliorate the difficulties with the current exclusion of royalty income from the UBIT comes from Kevin M. Yamamoto, who suggests that exempt organizations should be taxed for engaging in any activity that would violate the public’s trust in the organization.
  Yamamoto agrees with Rob Atkinson’s altruism theory,
 that since the rationale for tax exemption is the “higher regard,” the government has for the activities engaged in by exempt organizations, 
 “it is not only important for the public to be able to place its trust in the various organizations, but also for those organizations to refrain from acts that are less than noble and good.”

As applied to the Sierra Club facts, Yamamoto’s approach would find income from affinity credit card programs nontaxable “since any income received from these programs comes from the donors themselves and therefore should be treated as a form of nondeductible contribution.”
  On the other hand, agreements whereby exempt organizations receive payments for renting out member’s names and addresses for solicitation purposes should be taxed on this income, as the activity infringes on donor’s privacy.

This approach is subjective:  what violates the public’s trust changes over time, and depends on individual circumstances.  For instance, although Yamamoto believes that royalty income similar to that obtained in Sierra Club should remain untaxed, there may be others who adopt a more extreme view, that an exempt organization “exploits the privilege conferred upon it by the public when it licenses its name or logo for a for-profit instead of using this advantage to further an exempt purpose.”
  Thus income that is considered tax-free by some could be considered taxable for violating the public’s trust, such as in this last example.

Again, consider the issues addressed earlier, that the exclusion of royalty income from taxation hinders exempt organizations from supporting diverse interests, and that it encourages consumerism.  Arguably, both violate the public’s trust in exempt organizations, but courts have been reluctant to construe the rationale for tax exemption this broadly – perhaps to ensure that exempt organizations continue to have a way to raise revenue.

C. Royalty Income as Related to Exempt Purpose

Finally, a better approach may be to distinguish royalty income that is related to an exempt organization’s purpose, from that which is unrelated.  This is the approach taken by the UBIT as a whole:  income that is related to an organization’s exempt purpose remains untaxed, while income classified as unrelated is subject to taxation. 

Indeed, there are ways that royalty income may be substantially related to an exempt organization’s purpose:  Diane L. Fahey suggests that “when a consumer acquires and uses [a product] bearing the name and logo of a particular nonprofit organization, the consumer displays support for and promotes the organization’s purpose.”
  This in turn increases public awareness, “which may increase donations or at least sensitivity to the organization’s message.”
  Rita Marie Cain also supports this idea, that the prevalence of an exempt organization’s name and logo on merchandise helps organizations obtain public support.

Cain offers the fundraising activities of Habitat for Humanity (HFH) as an example.  HFH sells “jewelry, hats, and other items…[that seem] just like the sale of similar items by for-profit businesses, except that the profits go to the Habitat home-building mission.”
  She says marketing research can prove that the presence of HFH’s logo on various goods actually increases the number of volunteers to build houses – so payments received for the use of their logo have a causal relationship to HFH’s mission, rather than merely generating income.

The approach seems fitting with Komen and LAF; consider Komen’s trademark infringement lawsuit over Smithfield Foods’ use of the phrase “for the Cure.”  Komen refused Smithfield’s request to feature the phrase on its meats out of health concerns, but other foods featuring the phrase may be thought of as garnering Komen’s “seal of approval.”  That is, payments for the use of the phrase “for the Cure,” are directly related to Komen’s exempt purpose of educating the public about the causes of breast cancer, and providing vital health information to consumers.

Another example is Komen’s partnership with Wacoal, a for-profit undergarment manufacturer.
  Wacoal could sell pink merchandise, use the phrase “for the Cure’ in their marketing schemes, and include a tag in their garments reminding consumers to get regular mammograms.
  Again, this could be seen as be related to Komen’s exempt purpose of breast cancer prevention.

The same goes for LAF:  arguably, its partnership with Nike to produce athletic shoes, clothing, and water bottles encourages consumers to pursue active lifestyles.  The celebrated yellow “LIVESTRONG,” wristbands are also a source of inspiration to continue to the fight against cancer, consistent with LAF’s exempt purpose of preventing, educating, and empowering people affected by cancer.

In fact, a recent IRS Private Letter Ruling clarified that the sale of merchandise by an organization with an exempt purpose of breast cancer research and awareness was substantially related to the organization’s exempt purpose.
  All of the merchandise sold by the organization and its affiliates bear the symbol “universally known as the symbol for breast cancer awareness.”  Each of the items also includes the organization’s toll-free number and website address, where purchasers can obtain health information, and a bookmark listing a three-step approach for “positive breast health.”

The IRS ruled that the “merchandise reminds and encourages those who wear, display, or see the images,” 
 about breast cancer and furthers the organization’s message, thus that the sale of the goods is related to the organization’s exempt purpose and excluded from application of the UBIT.  It would make sense to extend this reasoning to royalty income.

The distinction between related and unrelated royalty income allows exempt organizations to earn income while adhering to their exempt purposes, especially important considering that “conventional revenue sources such as fees for services or donations,” are only readily available to some exempt organizations, while others “are forced to devise new methods for raising funds, such as generating income from the use of their most valuable assets – their names, [and] logos.” 
  Lesser-established organizations may have to rely on these types of arrangements, but they should not be subject to taxation because of the lack of clarity about what activities are permissible.  In these organizations, “subjecting [royalty] income to taxation could have a deleterious effect,” on their ability to function.

In sum, there should be no per se exclusion of royalty income from the UBIT; instead, royalty income should go untaxed only when related to the organization’s exempt purpose. 
  Courts should not interpret the approach so broadly as to include all royalty payments; only in those instances where there is a direct, causal relationship between the use of an organization’s trademark and the organization’s exempt purpose should royalty payments be classified as related.  Indeed, if the income “contributes importantly to the organization’s exempt purposes depends on the [particular] facts and circumstances involved.”
  This approach increases accountability, and can be seen as a positive form of consumerism.  Exempt organizations are still encouraging the public to buy, but hopefully in a way that will promote thoughtful consumption while furthering their exempt purposes.

VI. Conclusion

Organizations in the nonprofit sector are given the benefit of exemption because they fulfill important needs in society.  The fundraising activities by which they support themselves have always been of concern; exempt organizations are not permitted to abuse their privilege by unfairly competing with for-profit entities.  Within this context, however, exempt organizations must receive enough income to sustain and prosper, and of course, fulfill their exempt purposes.

Although the UBIT provides an exclusion of royalty income to assist exempt organizations with this goal, the justification of royalty income as passive does not offer a clear standard for exempt organizations or courts.  Outside of the facts of Sierra Club, there is no concrete way of determining what activities are permissible so that income remains untaxed.

Furthermore, the current approach hinders the ability of exempt organizations to address a diversity of interests.  There is an inherent benefit provided for established organizations that support popular causes, while those organizations with lesser-known issues may have to depend upon purely unrelated business income – revenue that is taxable.  Another consequence is that the treatment of royalty income as tax-free promotes relationships between exempt organizations and for-profit entities.  As a result, the public is encouraged to buy instead of thoughtfully donating to a cause.

A new approach is necessary to keep exempt organizations answerable to the purposes and rationale of tax exemption.  A solution may be to distinguish royalty income that is related to an organization’s exempt purposes from that which is unrelated.  Only the unrelated income would be taxable, while income furthering the exempt organization’s purpose could continue to do so without the burden of taxation.  This approach offers a more definite guideline, and an incentive for exempt organizations to engage in activities related to their exempt purposes.  It holds exempt organizations accountable for the benefit that has been conferred upon them.
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