Do You Want Innovation and Jobs?
Repeal § 511
Stephen T. Blackt

"

In 1978 I[JosephAllen] was on SenatorBirch Bayh's (D-IN) staffwhen
Purdue University askedfor a meeting. Our general counsel invited me
to sit in. Purdue had severalpromisinggovernment funded inventions
taken away under existingfederal patentpolicies. They explained that
taking early stage inventions from their creators, making them widely
available through non-exclusive licenses doomed the technology's
development. Confirming Purdue'sobservation was HowardBremer of
the Wisconsin Alumni Research Foundation and Norman Latker, the
National Institutes of Health (NIH) patent counsel. They added that
NIH had a very successful policy granting patent ownership to
inventing universities, but it was being abolished by the Carter
Administration. Would Senator Bayh look into this matter and consider
introducing legislation allowing universities and small companies to
own inventions made with government support?
The economy was then in a tailspin. Combining double digit inflation
with double digit unemployment created the "Misery Index ". The
federal governmentfunded 50% of U.S. research, but few inventions
made it to the marketplace. The Department of Defense routinely
granted patent ownership to major contractors, but not to universities
or small companies. Yet these very entities are the most likely to make
breakthrough discoveries. Instead, universities and small companies
had to petition to own their discoveries. The procedure was slow and
cumbersome. The answer was frequently "No.
I. INTRODUCTION

In 1947, a couple of wealthy alumni donated to New York University
Law School ("NYU") a rather interesting asset-Mueller Pasta Co. The
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School of Law, interested in refurbishing and expanding, gladly accepted
the gift.
"The relationship was a success, to say the least. Profits from Mueller
helped NYU refurbish and expand at a rapid pace. Mueller money was in
fact so critical, that Vanderbilt Hall was aptly nicknamed 'Noodle Hall'
after the source of its financing." 2 At the time, tax law applied the
"destination of income" test, which allowed NYU to reap the macaroni
profits tax-free, since they were used for tax-exempt purposes. But the
situation was not to last. In 1950, Congressional hearings were filled with
stories of "unfair competition," and revealed a disgruntled pasta industry
(along with others). 3 That year, the tax on unrelated business income
became a feature of the Code. 4
Since that time, exempt organizations (including universities) have
struggled with what it means to have "unrelated business income."
Universities operate dorms, restaurants, publishing presses, bookstores, and
sporting and events centers. Universities own land and buildings. Most
importantly, universities engage in sponsored research paid for by the
federal government and other private companies, and the result of that
research is vast amounts of intangible assets.
However, the development of the Unrelated Business Income Tax
("UBIT") has "channeled the 'active' investments of nonprofits into
'related' areas." 5 It is perhaps not the tax itself, although that serves as a
deterrent to many universities pursuing "business" activities, but rather the
implied threat that an organization which has "unrelated business" activities
is not really a tax-exempt organization. Thus, a congressional response to
the "macaroni monopoly" 6 has become an impediment to universities'
innovation. As will be discussed below, universities have a strong
motivation to research and create, but not see the invention through to
market.
This Article will propose that § 511 be repealed.

2. Dani Grant, NYU Owned a Noodle Factory, NYU LOCAL (Feb. 26, 2013),
https://nyulocal.com/nyu-owned-a-noodle-factory-e677f6fa9222 [https://perma.cc/9KCY-E7SJ].
3. S. Rep. No. 2375, 81st Cong., 2d Sess. 28 (1950).
4. Grant, supra note 2 ("By 1976, the School of Law was excelling from the pasta income, but
the rest of NYU was straggling behind due to rising debt and plummeting enrollment. NYU Law
realized that it could not maintain its quality status if it was attached to a struggling school, and agreed
to sell Mueller Pasta for $115 million to help out NYU.").
5. Susan Rose-Ackerman, UnfairCompetition and CorporateIncome Taxation, 34 STAN. L. REV.
1017, 1017 (1982).
6. Representative John Dingell warned, "[Ilf 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), quoted in The Macaroni Monopoly,
81 HARv. L. REv. 1280, 1281 n.10 (1968).
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II. A LITTLE HISTORY
A. Macaroni, Citrus Groves, and the Encyclopedia Britannica?
In 1947, a group of wealthy alums donated the Mueller Macaroni
Company to NYU in order to help fund the expansion of the school. 7 The
IRS sought to tax the earnings, claiming they were unrelated to the school's
educational purposes. 8 The Tax Court agreed, but the Third Circuit
reversed, applying the "destination of income" test laid down by the United
States Supreme Court in Trinidadv. Sagrada Orden de Predicadores.9
In Trinidad, the revenue agent for the Philippines assessed an income
tax against a religious order that operated missions in Southeast Asia.10 The
religious order derived most of its income from rents, dividends, and interest
from extensive real estate holdings and "occasional sales of some of its
stocks, and sums received, in excess of cost, for wine, chocolate and other
articles purchased and supplied for use in its churches, missions,
parsonages, schools, and other subordinate agencies."II
The Court, holding that the "destination of income" test should govern,
said: "Evidently the exemption is made in recognition of the benefit which
the public derives from corporate activities of the class named, and is
intended to aid them when not conducted for private gain."' 2 In other
words, the public derives a benefit from having exempt organizations, and
as long as the organization is not being run for "private gain," the source of
the income is not important.13
Following this decision and prior to enactment of the Revenue Act of
1950, the IRS attempted to deny exemption to organizations which engaged
in business activities.1 4 Many of these exempt organizations were not
required to file information returns, which made investigation of their
business activities difficult, if not impossible. But all this was about to
change.

7. Grant, supra note 2.
8. C.F. Mueller Co. v. Comm'r, 14 T.C. 922 (1950), rev'd, 190 F.2d 120 (3d Cir. 1951).
9. 263 U.S. 578 (1924) (holding that the destination and not the source of the income was the
ultimate test of the right of exemption); C.F. Mueller Co., 190 F.2d at 121.
10. Trinidad, 263 U.S. at 579.
11. Id. at 580.
12. Id.at581.
13. Id. at 581-82 (citing University v. People, 99 U. S. 309, 324 (1878) ("The purpose of a college
or university is to give youth an education. The money which comes from the sale or rent of land
dedicated to that object aids this purpose. Land so held and leased is held for school purposes, in the
fullest and clearest sense.")); see also Book Agents of Methodist Episcopal Church, South v. Hinton, 92
Tenn. 188, 200 (1893).
14. See, e.g., Sand Springs Home v. Comm'r, 6 B.T.A. 198 (1927); Appeal of Unity School of
Christianity, 4 B.T.A. 61 (1926); Roche's Beach v. Comm'r, 96 F.2d 776 (2d Cir. 1938).
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In point of fact, the purchase of C.F. Mueller Company was but one of
four acquisitions on behalf of New York University over a relatively few
years. The other three were Howes Leather Company, valued at
$35,000,000; American Limoges China, Inc., valued at $3,300,000; and
the Ramsey Corporation, manufacturer of piston rings, valued at
$3,000,000.41. On December 13, 1948, the New York Times ran a story
entitled "University Dollars Yielding Tax-Free Business Profits," in
which it was reported that other types of businesses had been acquired
for the benefit of various educational institutions across the country,
including a cattle ranch, an English walnut grove, filling stations, a street
car company, a citrus grove, and an airport. 15
Following the New York Times story, Congress began to hold
hearings. Representative Adolph Sabath (D. Ill.) stated that:
A year ago one of the South's profitable textile operations was turned
into a tax-exempt foundation, involving its $34,000,000 holdings. The
community gets about $400,000 in tax-exempt moneys-about equal to
the taxes the company formerly paid locally. All of its other huge profit
total is tax exempt to the Federal Treasury. Our universities and colleges
have gone into business in grand style under this strangely overlooked
weakness in our laws. Union College recently purchased all of the
properties of Allied Stores Corp., one of the largest national departmentstore chains. The same college recently acquired the Abraham & Straus
property in Brooklyn for $9,000,000 and immediately leased it back to
Abraham & Straus at low rentals under an 80-year lease. Meanwhile, the
involvement of educational institutions in the field of banking, real estate,
Universities own
commerce, and industry goes merrily on.
haberdasheries, citrus groves, movies, cattle ranches, the Encyclopedia
Britannica (owned by the University of Chicago), and a large variety of
other enterprises. The University of Wisconsin controls patent pools and
collects royalties. Universities and colleges, together with foundations,
have an annual income from their business activities of well over a half
billion dollars annually. Were this income not tax-exempt, they would
pay $173,000,000 in Federal Taxes annually.16
Nonprofits were not the only target of this "unfair competition" push,
but they were prominently mentioned, and the tide of popular opinion was
against them. 17 Congress acted by passing the Revenue Act of 1950, which
included a tax on the "unrelated business taxable income." According to
the Senate Finance Committee report:
The problem at which the tax on unrelated business income is directed is
primarily that of unfair competition. The tax-free status of section (501)
organizations enables them to use their profits tax-free to expand
15. Donald L. Sharpe, UnfairBusiness Competition and the Tax on Income Destinedfor Charity:
Forty-Six Years Later, 3 FLA. TAx REv. 367, 382 (1996).
16. 96 CONG. REc. 9273-74 (1950). See also IRM 7.27.4.1.2.
17. See 96 CONG. REc. 769, 771 (1950) (message from the President to the United States).
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operations, while their competitors can expand only with the profits
remaining after taxes. Also, a number of examples have arisen where
these organizations have, in effect, used their tax exemptions to buy an
ordinary business. 18

Although the Revenue Act of 1950 exempted certain organizations
from the UBIT, it became apparent that many of them were engaging in
"unrelated business" activities. The Tax Reform Act of 1969 attempted to
plug this hole by subjecting almost all exempt organizations to the tax.
III. WHAT IS "UNRELATED" INCOME? (WHAT HAPPENS WHEN A
"PERFECTLY" GOOD LAW MEETS THE REAL WORLD)

Section 511 imposes a tax on the unrelated business taxable income
("UBTI") of an exempt organization. 19 Section 512 defines UBTI as the
gross income derived "from any unrelated trade or business" less directly
connected deductions. 20 Finally, Section 513 states that an unrelated trade
or business is "any trade or business the conduct of which is not
substantially related. . . to the exercise or performance by such
organization of its charitable, educational, or other purpose or function
constituting the basis for its exemption." 2 1
We are left, then, with a rule that states that income of an exempt
organization is subject to the tax only if two conditions are present: (1) there
must be a trade or business regularly carried on by the organization, and (2)
the trade or business must not be substantially related to the organization's
exempt purpose.
The first requirement removes the occasional bake sale or other oneoff events from the purview of Section 511. It's the second requirementthe "substantially related" requirement-that bears discussion.
A. What is NOT a "SubstantiallyRelated" Purpose?
Although some types of activities may constitute a trade or business
because of their "continuity and regularity," 22 if they are "substantially
related" to the organization's exempt purpose, they will not be considered
for the tax.
The term "unrelated trade or business" does not include any trade or
business-

18.
19.
20.
21.
22.

S. REP. No. 2375, 81st Cong., 2d Sess. 27 (1950), 1950-2 C.B. 483, 504.
26 U.S.C. § 511 (2012).
26 U.S.C. § 512 (2012).
26 U.S.C. § 513 (2012).
Comm'r v. Groetzinger, 480 U.S. 23, 35 (1987).
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(1) in which substantially all the work in carrying on such trade or
business is performed for the organization without compensation; or
by the organization primarily for the
(2) which is carried on . .
convenience of its members, students, patients, officers, or
employees . .. ; or
(3) which is the selling of merchandise, substantially all of which has
23
been received by the organization as gifts or contributions.

1. Business Activities without Compensation
Revenue is exempt from the unrelated trade or business tax if
"substantially all the work in carrying on such trade or business is
24
Neither the Code
performed for the organization without compensation."
nor the regulations specify an amount or percentage of the business activity
that is required to satisfy the "substantially all" requirement, but case law,
such as Waco Lodge No. 166,25 have filled in the gaps.
26
In Waco Lodge, the organization held profit-making bingo nights.
During the games, cashiers and collectors were not paid, but were given free
drinks. 27 While the Tax Court held that the free drinks were enough
compensation, the Fifth Circuit disagreed, since the dollar amount of the
free drinks would have worked out to be approximately sixty-three cents
per hour. 28
However, the Fifth Circuit did agree that "a substantial percentage of
the work performed at the bingo games was compensated. The bartender,
and on many nights, the caller, indisputably were compensated for their
work. As the Tax Court judge found, together their services add up to
29
approximately 21% of the work performed, a substantial figure."
2. Other Exceptions
Income produced from advertising could be income (the organization
was in the trade or business of soliciting advertising) or could instead
30
As mentioned above, some
involve the receipt of sponsorship payments.
31
bingo games, trade shows and conventions, and the distribution of lowcost articles incident to receiving charitable contributions (think public
23. 26 U.S.C. § 513(a).
24. Id. § 513(a)(1).
25. 696 F.2d 372 (5th Cir. 1983).
26. Id. at 373.
27. Id.
28. Id. at 375.
29. Id.; see also Louisiana Credit Union League v. United States, 501 F. Supp. 934 (E.D. La. 1980),
aff'd, 693 F.2d 525, 538 (5th Cir. 1982).
30. 26 C.F.R. § 1.513-4 (a)-(b).
31. 26 U.S.C. §513(f).
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radio swag) are activities that may or may not involve an unrelated trade or
business for an exempt organization. 3 2
Renting of membership lists between exempt organizations is not an
"unrelated" activity if both organizations are exempt. 33 The issues are less
clear, however, if an exempt organization's membership list is used for
profit-seeking "business activities," such as to solicit members'
participation in travel tour arrangements or enroll members in an affinity
credit card program.
B. Exempt FunctionIncome
UBTI does not include "exempt function income," which is defined as
income from dues, fees, and/or charges paid by members in return for
goods, food, facilities, or services to members, their dependents and
guests. 34
C. "Modifications"
Although connected with an unrelated trade or business, Section
512(b) provides modifications to the UBTI, including:
(a) dividends,
(b) interest,
(c) annuities,

(d) royalties,
(e) rents from real property, including personal property leased with the
real property,
(f)gains and losses from the sale or other disposition of property other
than stock in trade or other property of a kind which is properly includible
in inventory if on hand at the close of the tax year, or property held
primarily for sale to customers in the ordinary course of the trade or
business, and
(g) income from research. 35
In addition, payments with respect to securities loans and annuities,
income from notional principal contracts, and other substantially similar
income from investments are excluded from UBTI. 36

32. 26 C.F.R. § 1.513-1(c)(2).
33. 26 U.S.C. § 513(h)(1)(B).
34. Id. § 512(a)(3)(B) (2012). See Phi Delta Theta Fraternity v. Comm'r, 887 F.2d 1302, 130405 (6th Cir. 1989), aff'g 90 T.C. 1033 (1988). Exempt function income also includes income set aside
"for religious, charitable, scientific, literary, or educational purposes . . . or for the prevention of cruelty
to children or animals." 26 U.S.C. § 170(c)(4) (2018).
35. 26 U.S.C. § 512(b).
36. Id.; 26 C.F.R. § 1.512(b)-1(a).
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For our purposes, we will focus on royalties, income from research,
and other activities frequently performed by exempt organizations.
1. Research Income
There are for-profit research centers. 3 7 The revenue that a for-profit
lab receives is taxable, while the revenue that a tax-exempt lab receives may
not be. 3 8 For example, in IT Research Institute v. United States, 39 the IRS
argued that some of the IIT's 650 sponsored research projects were
conducted for other than scientific purposes. 40 The court disagreed. 4 1
However, it is interesting to note that the court made a point of the fact
that "IITRI was not involved in the commercialization of the products or
processes developed as a result of its research. IITRI would only develop a
42
This
project to the point where the research principles were established."
is the correct result if the sole policy is to protect business from unfair
competition by a non-taxpaying organization. However, if the national
policy is to encourage innovation and development of useful technology,
then is it right to stop the organization with the most invested in the
development of the innovation?
The modification for research income applies whether the organization
is a college, university, or hospital, or by any tax-exempt organization
operated primarily for the purpose of carrying on fundamental research.4 3
Strangely enough, the IRS issued a letter ruling agreeing that computer
consulting and software sales related to an organization's computer
scientific research were exempt.
Accordingly, only if the organization's personnel provide consultations
for a fee to purchasers of that service, which consultations are not part
and parcel of the training in the use of the program, but rather have the
predominant purpose of solving a specific business problem of the
purchaser, the income therefrom would be unrelated trade or business.
Such income would be unrelated trade or business whether provided to
for-profit businesses, universities, or even governments, since it is
basically contract consultation not in furtherance of the exempt
44
organization's purposes.

37.
38.
39.
40.
41.
42.
43.
44.

For example, Bell Labs and Google immediately come to mind.
UT Research Inst. v. United States, 9 Cl. Ct. 13, 19, 31 (1985).
9 Cl. Ct. 13 (Cl. Ct. 1985).
Id. at 20.
Id. at 31.
Id. at 21.
Rev. Rul. 54-73, 1954-1 CB 160.
I.R.S. Tech. Adv. Mem. 8826004 (Nov. 18, 1987).
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Research income is exempt even if it results from agreements entered
into between a tax-exempt scientific research laboratory and a for-profit
corporation. 4 5
Technical Advice Memorandum 8020009, which followed the
reasoning of Revenue Ruling 68-373, determined that drug testing is not
scientific research, and therefore, revenues received by an exempt
organization for drug testing are not exempt. 46
2. Sales
Sales of inventory can be related to an organization's exempt purpose.
In Technical Advice Memorandum 9550003, a museum operated a gift
shop. Items that depicted displays in the museum's collection (postcards
with photos of exhibits, note paper, t-shirts) were related to the museum's
purpose. Flashlights, pencils, and batteries that could be used by patrons
during their visit to the museum were also related. However, other items
(which couldn't be tied to the purpose, such as newspapers, magazines,
cigarettes, candy, pain relievers, toothpaste, golf clothing and accessories)
were unrelated, and would generate UBIT. 47
3. Disproportionate Transactions
An exempt medical research foundation also ran a medical illustration
department and electroencephalography clinic. The income from the
illustration department and the clinic amounted to 75% of the foundation's
revenue.
Inasmuch as the operation of the foundation's medical illustration
department and electroencephalographic clinic is conducted in a manner
similar to a commercial undertaking and, in addition, the income derived
therefrom is disproportionate when compared with the size and extent of
its exempt activities . .. income derived from the operation of the trade
or business is subject to the tax imposed by section 511 of the Code. 4 8
In other words, an organization's exempt income must not be dwarfed
by unrelated income.
4. Bifurcation and Allocation Issues
A television station operated by a state university as a for-profit
commercial television station would generate unrelated business income.

45.
46.
47.
48.

I.R.S. Tech. Adv. Mem. 8637004 (May 30, 1986).
I.R.S. Tech. Adv. Mem. 8020009 (1980).
I.R.S. Tech. Adv. Mem. 9550003 (Dec. 15, 1995).
Rev. Rul. 57-313, 1957-2 CB 316.
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However, the university also operated AM and FM radio stations. Because
the television station and the radio stations did not constitute a single trade
or business, the two operations were treated separately. That could mean
that the income from one operation is UBTI while the income from the other
is exempt. However, in Iowa State University of Science & Technology v.
United States,49 it meant that the expenses incurred in the operation of the
AM and FM radio stations were not an integral part of the trade or business
of operating the television station and were not deductible against its
income. 50
Universities that operate stadiums or arenas need to plan carefully. If
the university leases its stadium to a professional football team for several
months of the year and provides the utilities, grounds maintenance, and
dressing room, linen, and stadium security services, the university is
engaged in unrelated trade or business, and because the income is not "rent,"
the university's income from the lease is not excluded.5 1 However, a
university that merely leases its facilities (without the provision of services)
will not be subject to the tax. 52
5. Royalties
Royalty income is not taxable. 53 However, trying to distinguish
between a royalty and another type of payment has proved difficult for the
courts, and will be examined in the next Section.
IV. PASSIVE VS. ACTIVE ACTIVITIES-ROYALTIES REVISITED

Universities are cash-hungry organizations. 54 In their continual search
for new revenue to support new research, universities turned to new
49. 500 F.2d 508 (Ct. Cl. 1974).
50. Id. at 518.
51. Rev. Rul. 80-298, 1980-2 CB 197.
52. Rev. Rul. 80-297, 1980-2 CB 196, amplifying Rev. Rul. 76-402.
53. 26 U.S.C. § 512(b)(2) (2012).
54. See Karen A. Jordan, FinancialConflicts of Interest in Human Subjects Research: Proposals
for A More Effective Regulatory Scheme, 60 WASH. & LEE L. REv. 15, 21 n.16 (2003) ("Universities
rely on corporate sponsors for support of biotechnology research because they need funding sources,
and biotechnology firms rely on university research because of the expertise and sophisticated lab
equipment required to conduct biotechnology research, both of which are available at university research
centers."); Henry L. Welch, The Experimental Use Exception and UndergraduateEngineeringProjects,
12 MARQ. INTELL. PROP. L. REv. 409,422 (2008) ("Graduate research is a huge, multibillion dollar per
year industry. According to a National Science Foundation survey, in fiscal year 2004, colleges and
universities spent almost $43 billion on basic research and applied research and development. Of this
amount, over $30 billion came from government sources, $2 billion from industry, and the remainder
from other sources. Basic research accounts for 75% of these expenditures. This is clearly big business
and the colleges and universities rely in large part upon these funding sources to support their larger
goals."); Ravika Rameshwar, NFIB's New Spending Clause: Congress' Limited Authority to Prevent
CampusSexual Assault Under Title LY, 70 U. MIAMI L. REv. 390,426 (2015) ("An individual university,
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partnerships. Realizing that the active conduct of a trade or business would
subject the revenue of the activity to UBIT, organizations began to use the
royalty exclusion in new ways.
The Code is silent on the meaning of "royalties," and the regulations
provide only this terse statement: "Whether a particular item of income falls
within any of the modifications provided in section 512(b) shall be
determined by all the facts and circumstances of each case." 55
This flexibility has resulted in a confusing state of the law. Congress
considered what types of income and activities would constitute unfair
competition, but the guidance was too vague.
When Congress first enacted the unrelated business income tax
provisions in 1950, it believed that an exempt organization could earn
certain types of income without posing a danger to competition. The
reports of the Senate Finance Committee and the House Ways and Means
Committee reflect Congress's belief that certain classes of income could
be excluded from the unrelated business income tax safely without
jeopardizing competition. The House report stated in pertinent part:
[T]he tax applied to unrelated business income does not apply to
dividends, interest, royalties .. . , rents .... and gains from the sales
of leased property. Your committee believes that such "passive"
income should not be taxed where it is used for exempt purposes
because investments producing incomes of these types have long
been recognized as proper for education and charitable purposes. 56
The problem with the word "passive" is that it was being used in two
different contexts. The Congressional Record shows that Congress was
thinking about unfair competition and "safe" income. "Passive," however,
also means non-participatory, and it is this sense of the word that will cause
confusion to organizations and the courts as we next consider royalties and
the way that organizations use their intangible property.
A. Royalty Cases
In the 1950s, Mr. and Mrs. Mabee owned Mabee Petroleum Company
("MPC"), which owned a sizable number of oil and gas properties. 57 The
Mabees made numerous charitable donations, but were dissatisfied with the
including private universities, relies substantially on funding from the state and the federal government.
Yale University, for example, relied on $512.6 million dollars from the federal government for grants
and contract income. Harvard University received $610.6 million of federal funding for sponsored
projects.").
55. 26 C.F.R. § 1.512(b)-i (2002).
56. Diane L. Fahey, Taxing Nonprofits Out of Business, 62 WASH. & LEE L. REV. 547, 581-82
(2005); see also Terri L. Helge, The Taxation of Cause-Related Marketing, 85 CHI.-KENT L. REV. 883,
908 (2010).
57. J.E. & L.E. Mabee Found., Inc. v. United States, 389 F. Supp. 673, 674 (N.D. Okla. 1975),
aff'd, 533 F.2d 521 (10th Cir. 1976).
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"method in which [their] charitable contributions were being funded, and
asked [their] advisors to develop a more systematic and organized plan." 58
This plan included the formation of a new charitable foundation
("Foundation") and its corporate subsidiary ("Petroleum"). 59 The Mabees
caused MPC to distribute oil and gas properties to Petroleum, which would
then declare dividends in kind in the form of overriding royalties on various
oil and gas leases. 60 Foundation would collect the cash royalties paid from

these leases and use it to fund its charitable activities. 6 1
In a refund suit, the Northern District of Oklahoma held that the
royalties were taxable as UBTI, since the royalties came from a controlled

corporation. Quoting the Report of the House Ways & Means Committee,
the court noted:

In certain cases exempt organizations do not engage in business
directly but do so through nominally taxable subsidiary corporations. In
many such instances the subsidiary corporations pay interest, rents or
royalties to the exempt parent in sufficient amount to eliminate their
entire income, which interest, rents, and royalties are not taxed to the
parent even though they may be derived from an active business.
This problem is remedied under the bill by removing the exemption
from the unrelated business tax for passive income if it is in the form of
interest, rents, and royalties received from controlled corporations. 62
This "passive income" language, which did not make it into the Code,
became a thorny issue for courts and nonprofits alike.
In DisabledAmerican Veterans v. United States ("DA V"), 63 the court
addressed this "passive income" issue. Disabled American Veterans "is a
corporation formed in 1920 by a group of disabled World War I veterans.
It was chartered by an act of Congress in 1932."6 As characterized by the
court, it developed an extensive mailing list program, and rented the list of
individuals
to other organizations,
including
other charitable
organizations. 65 As a result of a 1971 audit, Disabled American Veterans
paid in excess of $4.2 million in taxes and interest, and sued for a refund in
the Court of Claims. 66
The Court of Claims, and later the Sixth Circuit, ruled that the Disabled
Americans Veterans was engaged in a trade or business with its mailing list
58. Id.
59. Id.
60. Id. at 674-75.
61. Id at 675.
62. Id. at 676-77 (quoting H.R. REP. No. 91-413, at 49 (1969), as reprintedin 1969 U.S.C.C.A.N.
1645, 1694; S. REP. No. 91-552, at 73 (1969), as reprintedin 1969 U.S.C.C.A.N. 2027, 2102).
63. 650 F.2d 1178 (Ct. Cl. 1981).
64. Id. at 1182.
65. Id. at 1182-84.
66. Id. at 1185.
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programs, and that the revenues were not royalties. 67 "DAV's list rentals
are the product of extensive business activity by DAV and do not fit within
the types of 'passive' income set forth in section 512(b)." 68
Recall that the purpose of the UBIT was "to eliminate a source of
unfair competition." 69 Nowhere in the decision was it alleged that Disabled
American Veterans was in competition with anotherlist producer. In fact,
the court stated, "[t]his is not to say that actual competition must be
established in order to have UBTI. Sections 511-13 do not confine UBTI
to those situations where it is established that some specific aspect of unfair
competition has occurred." 70
Having dismissed the purpose of the UBIT, the fair question is: "Why
are we imposing a tax on exempt organizations?" In DA V, the organization
had a desirable user list, which it rented to others. The focus of the court's
decision was on the level of business activity. But such is not always the
case.
In a Technical Advice Memorandum issued in 1978, the IRS
considered whether payments received by an exempt organization for use
of its copyrighted names and characters were royalties.7 1 The organization
was engaged in educational television and radio programming, and the IRS
had no problem with the organization exercising quality control supervision
nor participating in "product development." 72
A limited amount of business activity by an exempt organization does not
automatically rule out characterization of income as a royalty. In Rev.
Rul. 76-297, 1976-2 C.B. 178, the payments received by an

organization exempt under section 501(c)(3) on patents that it owned
were held to be nontaxable royalties despite the fact that the organization
was active in procuring and developing the patents on which the royalties
were paid. More specifically, it has been held by the Tax Court (in the
personal holding company area) that retention of quality control rights by
a licensor in a licensing agreement situation did not indicate a joint
venture relationship and did not cause payments to the licensor under the
agreements to lose their characterization as royalties. 7 3
Despite these early IRS decisions, a number of courts adopted similar

reasoning to the DA V decision. 74
67. Id. at 1189.
68. Id.
69. DisabledAmerican Veterans, 650 F.2d at 1186.
70. Id. at 1187 (citing Clarence LaBelle Post No. 217 v. United States, 580 F.2d 270 (8th Cir.
1978); Hope School v. United States, 612 F.2d 298 (7th Cir. 1980)).
71. I.R.S. Tech. Adv. Mem. 7841001 (1978) (citing Lemp Brewing Co. v. Comm'r, 18 T.C. 586
(1952)).
72. Id.
73. Id.
74. See, e.g., Fraternal Order of Police, Ill. State Troopers, Lodge No. 41 v. Conm'r, 833 F.2d
717, 723 (7th Cir. 1987) (finding that the Fraternal Order took an active, not passive, role in the
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1. Agent for the Exempt Organization
A number of cases dealt with organizations and third party
publications. In FraternalOrder of Police v. Commissioner of Internal
Revenue ("FOP"),75 a tax-exempt police union "entered into [an agreement
with a third party] for the publication of a magazine known as The
Trooper."76 The orgahization argued that it had licensed the rights to their
name. The court disagreed, stating:
The record below establishes that, through [FOP's] agreements with
OSC, FOP had the final authority over the editorial content of each issue
of The Trooper, could appoint the magazine's executive editor, could
prepare the editorials and feature articles, could oversee and control the
solicitor's activities in the business listings program, and could control
the program's bank account and the reprint of any material published in
The Trooper. It also is clear that FOP and OSC shared in the proceeds
from the listings solicitation program. 77
Other courts, including the First and Tenth circuits, 78 citing FOP
favorably, have extended the analysis to ask if the for-profit company was
an agent of the exempt organization. Too much involvement by the
organization or its staff, or too much delegation in the contract (the NCAA
had appointed the publisher "as its exclusive agent for the sale of
advertising" 79) will result in the attribution of the for-profit activities to the
exempt organization. The explicit or implicit appointment of an agent can
have UBIT consequences.
2. Service
Another line of cases may have also been the result of overreaching
contracts, or they may be yet another facet in the services inquiry of what is
taxable as UBIT. In Texas Farm Bureau v. United States ("TFB"),80 the
organization "agreed to 'use its good offices, influence, and prestige in
promoting the general welfare' of [the insurance company]. TFB also
agreed to furnish [the insurance company] with clerical services, office
space, and equipment." 8 1
publication of a for-profit magazine); cf Texas Farm Bureau v. United States, 53 F.3d 120, 123 (5th Cir.
1995) (agreement between exempt organization and life insurance company looked like a services
contract).
75. 87 T.C. 747 (1986), aff'd, 833 F.2d 717 (7th Cir. 1987).
76. FraternalOrder of Police, 833 F.2d at 719.
77. Id. at 723.
78. State Police Ass'n of Mass. v. Comm'r, 125 F.3d 1, 7 (1st Cir. 1997); Nat'l Collegiate Athletic
Ass'n v. Comm'r, 914 F.2d 1417, 1419 (10th Cir. 1990), nonacq. by action on dec., 1991-15 (Sept. 20,
1990).
79. Nat ' CollegiateAthletic Ass'n, 914 F.2d at 1419 n.3.
80. 53 F.3d 120 (5th Cir. 1995).
81. Id. at 122.
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On appeal, the Fifth Circuit, seeing no mention of royalties or
intellectual property in the agreements, stated:
This is not a situation in which Life and Casualty agreed to compensate
TFB solely for the benefit of association with the "Farm Bureau" name.
Instead, this is a situation in which the agreements plainly require TFB to
provide substantial services to the insurance companies; the plain
language of the agreements demonstrates that the agreements were
82
strictly for services and did not contemplate a royalty payment.
TFB and similar cases certainly raise the issue of structuring the
arrangement so that a royalty for IP owned by the organization is evident.
They also raise the question about the presence of services-if required,
does the fact that the organization will provide ancillary services taint all
revenue as service income not eligible for the royalty exclusion?
3. What Does "Passive" Mean?
The Ninth Circuit was presented with the services issue when it
decided Sierra Club Inc. v. Commissioner of Internal Revenue ("Sierra
Club") 83 in 1996.84 Sierra Club maintained a mailing list, which it rented
to others, and also entered into an affinity credit card program. The court
agreed that the mailing list revenue was not taxable. Although the IRS
argued that the facts were similar to those in DA V, the court was persuaded
by the fact that Sierra Club performed no services on its own, but instead
contracted with others to perform all the services. 85
86
The court was not as convinced about the affinity card program.
After reviewing the decisions in DA V, FOP, and TFB, the court turned to
87
Revenue Ruling 81-178, which the court found extremely persuasive.
Revenue Ruling 81-178 posits two scenarios.
[F]irst, a tax-exempt organization of professional athletes solicits and
negotiates licensing agreements which authorize the use of the
organization's trademarks, trade names, service marks, as well as its
members' names, photographs, likenesses and facsimile signatures;
under the terms of the agreements, the organization has the right to
approve the quality and style of the use of the licensed product. In the
second, the same organization solicits and negotiates agreements to
endorse the products and services offered by the other party to the

82. Id. at 124.
83. 86 F.3d 1526 (9th Cir. 1996).
84. Id. at 1532.
85. Id. at 1535.
86. Id. at 1536. The court was not convinced in part because the appeal was taken from a grant of
summary judgment. Id. "[T]he Tax Court improperly resolved disputed factual issues in favor of Sierra
Club, rather than viewing the evidence in the light most favorable to the Commissioner." Id.
87. Id. at 1533.
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agreement; the agreements require personal appearances by the members
of the organization. 8 8
The court noted that the Senate considered why to exclude certain
classes of income: "[the] committee believe[d] that they are 'passive' in
character and are not likely to result in serious competition for taxable
businesses having similar income." 89 Reading the entire report, however,
one gets the sense that "passive" meant "nonbusiness" or "investment."
Reading Section 512(b) in its entirety, you see that Congress was exempting
dividends, interest, annuities, loan fees, royalties, rents, and capital gains.
All of these types of income are "passive" in the sense they represent
investment activities, but are they all equally "passive" in that they do not
require participation by the organization.
The Ninth Circuit then attempted to address arguments that Congress
really meant all royalties are excluded:
Thus, to the extent the Commissioner claims that a tax-exempt
organization can do nothing to acquire such fees (e.g., providing a rate
sheet listing the fee charged for use of each copyrighted design or
retaining the right to approve how the design is used and marketed), the
Commissioner is incorrect. However, to the extent that Sierra Club
appears to argue that a "royalty" is any payment for the use of a property
right-such as a copyright-regardless of any additional services that are
performed in addition to the owner simply permitting another to use the
right at issue, we disagree. 90
The Ninth Circuit appears to be offering a compromise position. That
would be an interesting opinion, as it would need to offer a workable test to
determine how much ancillary services would be permissible before UBIT
would be imposed. However, they didn't go that far. "In sum, we hold that
'royalties' in § 512(b) are defined as payments received for the right to use
intangible property rights and that such definition does not include
payments for services." 9 1
In Oregon State University Alumni Association v. Commissioner of
Internal Revenue, 92 the alumni association allowed a bank to offer
university-branded credit cards. Customers did business with the bank, and
the bank paid a fee to the alumni association. The alumni association
contributed little in exchange for the fee. "The question is whether they did
little enough work for the money they received to be royalties, nontaxable
because of their exempt status, or whether they did too much, so that the
88. Id.
89. Sierra Club, 86 F.3d at 1533 (citing S. Rep. No. 2375, 81st Cong., 2d Sess., 28, 30-31 (1950),
reprinted in 1950 U.S.S.C.A.N. 3053, 3083).
90. Id. at 1535.
91. Id.
92. 193 F.3d 1098 (9th Cir. 1999).
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money was taxable as unrelated business income." 93 The alumni
association provided the mailing lists, spent twelve hours of clerical staff
time annually on services for the bank, and did some promotion of the credit
card (for which they were reimbursed by the bank). The Ninth Circuit
rejected the government's "all-or-nothing" approach, stating "the royalty
exclusion cannot be an all-or-nothing proposition." 94 The Ninth Circuit
looks to the totality of the circumstances. 95 A little bit of services may not
taint an otherwise exempt royalty, and at the same time, too many services
will change an exempt royalty into a taxable services contract. 96
Comparing the amount of payments to the amount of "services"
provided, the court concluded that the payments were for the use of the
association's intellectual property. 9 7 "Were the banks purchasing the
secretarial and clerical services rather than use of the schools' names, they
would be paying about $22,000 per hour." 98
All of which brings us back to where we began. When NYU acquired
a macaroni factory, they engaged in activities which did not strike the public
(and their competition) as "exempt-like." Congress, realizing that exempt
organizations raise money in a variety of ways, carved out exceptions to the
UBIT, including the royalty exception.
The IRS, the public, and the courts, perhaps seeing that in some cases
the dollar amounts involved were large, began to wonder just how far the
definition of "royalty" should go. After all, licensing mailing lists, or logos,
or content, or characters are all "passive" activities, when we're talking
about passive income versus business income. But once the word "passive"
got in the mix, the courts (and the IRS) asked the question, "How passive is
passive?" As the Ninth Circuit put it,
Sierra Club could be engaged in a trade or business such as
manufacturing t-shirts. The income from selling the t-shirts would be
taxable as UBTI. However, if Sierra Club copyrighted the designs on its
t-shirts and then licensed the designs to a t-shirt manufacturer in exchange
for a one percent royalty fee on gross sales, the royalty fees would be
excluded from UBTI under § 512(b)(2). 99
All these decisions lead us to the conclusion that universities and other
nonprofits must rely upon-mostly-passive royalties, for when their
activities cross the frequently amorphous line into active participation, the
UBIT kicks in. When that happens, the university may reasonably wonder
93.
94.
95.
96.
97.
98.
99.

Id. at 1099.
Id. at 1101.
See id.
See id.
Id.
Or. State Univ. AlumniAss'n, 193 F.3d at 1101.
Sierra Club Inc. v. Comm'r, 86 F.3d 1526, 1535 (9th Cir. 1996).
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if the extent of these activities calls into question its exempt status. In
December of 1999, the IRS announced it would no longer challenge mailing
list or affinity card cases that had similar facts to those discussed above.1 00
While we believe that in certain cases the income represents a payment
for services provided by the exempt organizations, and the use of
intangible property (the organization's name and membership), it is now
clear that courts will continue to find the income to be excluded royalty
income unless the factual record clearly reflects more than unsubstantial
services being provided. Thus, further litigation in cases with facts
similar to those decided in favor of the taxpayer should not be pursued. 101
B. Other Types ofPassive Income
Besides the royalty cases, courts have had to draw distinctions for other
types of passive income. If a school uses its tennis facilities during the
summer as a public tennis club, it is engaged in unrelated trade or business,
and the income is UBTI. If, however, the school leases the tennis facilities
to an unrelated party for a tennis club, the lease income is excluded from
UBTI as rent from real property. 10 2
If a university hosts professional entertainment events (concerts, plays,
etc.) the revenue will likely be treated as UBTI. Citing Revenue Ruling 55676, the IRS stated "[a] trade or business is considered related if operated
primarily as an integral part of the educational program of the university,
but is considered unrelated if operated in substantially the same manner as
a commercial operation." 103
A university that taught classes to employees of a corporation was not
subject to UBIT. 104 Courses were not open to the public, but they were
taught by university faculty and staff, and the university granted academic
credit to participants. "The educational mission of this and other colleges
and universities is achieved by serving the educational pursuits of a diverse
community with varied interests in education. Instructing or training
individuals to improve their business or professional capabilities is an
educational purpose under section 503(c)(3)." 10 5

100. Memorandum, Internal Revenue Service, Royalties-Mailing Lists and Affinity Credit Cards
(Dec. 16, 1999), https://www.irs.gov/pub/irs-tege/121699a.pdf [https://perma.cc/VV3S-9CGX].
101. Id.
102. Rev. Rul. 80-297, 1980-2 C.B. 196 (1980), amplifying Rev. Rul. 76-402.
103. I.R.S. Tech. Adv. Mem. 9147008 (Nov. 22, 1991) (citing Rev. Rul. 55-676, 1955-2 C.B. 266
(1955)).
104. I.R.S. Tech. Adv. Mem. 9137002 (Sept. 13, 1991).
105. Id.
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1. Competition with For-Profit Activities
Recall that the Senate Finance Committee report stated, "The problem
at which the tax on unrelated business income is directed is primarily that
of unfair competition. The tax-free status of section [501] organizations
enables them to use their profits tax-free to expand operations, while their
competitors can expand only with the profits remaining after taxes." 10 6
Thus, operating as a flower broker, even though all profits go towards
exempt purposes, will subject an organization to the tax. The sale of lottery,
raffle, or "pickle" cards, even though only exempt organizations can sell
them, is likely to be unrelated income. 10 7 The test is whether the trade or
business is related to the organization's exempt mission, not where the
funds (for all exempt organizations need money) will ultimately be used.
Central to the question, then, is how closely related to the
organization's purpose is the activity? A nonprofit that operates a civic and
tourist attraction (think downtown association or a travel bureau) can also
operate hotel services, restaurants, and gift shops without the imposition of
the tax.10 8 In this instance, the profits were earmarked for the operation,
maintenance, and expansion of the facility, and not for any outside projects.
Contrast that with the sale of standard forms and agreements by a local
chapter of a national professional organization. Here, the IRS reasoned that
the sale of the documents was not substantially related to the chapter's
exempt purpose, in part because sales were made to members of the
interested public. 10 9 The IRS reasoned that the document sales looked like
any other commercial entity that sold documents.1 10
How closely related must the activity and the purpose be? Consider
two exempt organizations, both of which were organized to preserve plant
varieties. The first had the purpose to preserve a diversity of natural,
nonhybrid plant varieties.1 11 The second was organized "to provide
instruction in the history, current practice, and application of traditional
medical systems," including the use of Chinese herbs and herb products. 112
Neither organization was able to escape taxation of their sale of seeds or
herbs to the public. Although courts frequently caution that determinations
of whether any given activity is related is dependent upon all the facts and
circumstances, we see that a weak link between the activity and ihe exempt
purpose will result in taxation.
106.
107.
108.
109.
110.
111.
112.

81 S. REP. No. 2375 (1950); 1950-2 C.B. 483, 504.
Educ. Athletic Ass'n, Inc. v. Comm'r, 77 T.C.M. (CCH) 1525, *4 (T.C. 1999).
I.R.S. Tech. Adv. Mem. 200727020 (Apr. 12, 2007).
I.R.S. Tech. Adv. Mem. 9527001 (Jan. 30, 1995).
Id.
I.R.S. Tech. Adv. Mem. 9147005 (July 31, 1991).
I.R.S. Tech. Adv. Mem. 9436002 (Jan. 26, 1994).
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2. Education
Partnering with a for-profit entity to perform exempt activities may be
allowable. A university offered summer seminars to elementary and
secondary schoolteachers.1 13 To expand the reach of the seminars, it
formed an LLC with a for-profit corporation that had experience with
interactive video training programs. 114 The university was not subject to
UBIT because its activities conducted through the LLC constituted a trade
or business that was substantially related to its exempt purposes and
functions.1 15

If activities exceed the exempt purpose, tax will be imposed. For
example, an exempt organization which provided consumer education
through radio programs and written materials was subject to tax on sales of
radio air time to unrelated third parties, sales of books and presentations of
seminars unrelated to consumerism, and sales of shortwave radios. 116
Publishing may be related to an educational organization's purpose.
However, the IRS will always look to the size and scale (and relative
percentage of revenue) of any activity. If the publishing activities far
exceeded that which was necessary to educate its students, the activities will
be subject to UBIT. 117
An organization which operated an Institute of Sports, including
"Sports Administration, Sports Medicine, Sports Coaching, Sports
Research and Sports Behavior," 1 18 contracted with foreign governments to
educate their coaches. It operated five sports complexes, including all
coaching and support staff. Although a for-profit entity engaged in similar
activities would presumably be fully taxable, the IRS determined that the
activities were related to the organization's exempt purpose. Contrast that
with a tax-exempt educational organization that operated three motor
vehicle license registration and renewal centers as a deputy registrar for the
state. Although the registration centers were "incidentally related," they did
not "contribute importantly" to the exempt purpose. 119 "[T]he relationship
between [the organization] and the government is more in the nature of a
commercial contract for services as opposed to the lessening of a
governmental burden."' 20 It is important to closely tie the activities and the
income they produce to the organization's exempt purpose.

113.
114.
115.
116.
117.
118.
119.
120.

See Rev. Rul. 2004-51, 2004-1 CB 974 (June 1, 2004).
See id.
Id.
I.R.S. Tech. Adv. Mem. 9809062 (Dec. 5, 1997).
I.R.S. Tech. Adv. Mem. 9636001 (Jan. 4, 1995).
I.R.S. Tech. Adv. Mem. 9211002 (Sept. 30, 1991).
I.R.S. Tech. Adv. Mem. 9208002 (Oct. 15, 1991).
Id.

2018]

Do You Want Innovation and Jobs? Repeal § 511

451

3. Form vs. Substance
Many of the foregoing examples that resulted in tax could have been
structured differently and achieved a different tax result. Although in a
perfect (tax) world, we would see no difference between form and
substance, it is frequently true with UBIT transactions that the form is
vital. 121
V. A PROPOSAL FOR CHANGE

Would a change in (or repeal of) the UBIT make a difference? This
Section will discuss what a change proposal might look like, what changes
we might expect to see, and what policy concerns might be implicated.
Specifically, we are interested in the question of whether we might expect
greater innovation output and/or jobs to come from universities and other
research centers if we were to take off the UBIT "leash."
A. A Simple Proposal
Currently, Section 511 (a)(2)(B) reads as follows:
(B) State colleges and universities
The tax imposed by paragraph (1) shall apply in the case of any
college or university which is an agency or instrumentality of any
government or any political subdivision thereof, or which is owned
or operated by a government or any political subdivision thereof, or
by any agency or instrumentality of one or more governments or
political subdivisions. Such tax shall also apply in the case of any
corporation wholly owned by one or more such colleges or
universities. 122

Reform could be as simple as changing the two sentences to read, "The
tax imposed by paragraph (1) shall not apply. . ." and "Such tax shall also
not apply. . . ."
1. Why Single Out Universities?
"Technology transfer from research universities has been increasingly
recognized as an engine for economic growth in the United States." 23
121. See, e.g., United States v. Robert A. Welch Found., 334 F.2d 774, 775 (5th Cir. 1964). The
IRS announced it would not follow Robert A. Welch Found., but would continue to examine the
substance of these transactions. Rev. Rul. 69-162, 1969-1 C.B. 158.
122. 26 U.S.C. § 511(a)(2)(B) (2012).
123. Everett M. Rogers, Jing Yin & Joern Hoffmann, Assessing the Effectiveness of Technology
Transfer Offices at U.S. Research Universities, J. OF THE ASS'N OF UNIV. TECH. MANAGERS XII, 4780
(2000),
ftp://ftp.unicauca.edu.co/cuentas/fiet/docs/Materias/Gestion tecnologica/2005/Clase%209/research%2
Odevelop.pdf [https://perma.cc/U8JC-N46S]. See also Ross C. DeVol, America's High-Tech Economy:
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Universities have an amazing amount of resources and potential-"taxexempt colleges and universities own billions of dollars' worth of
124 This proposal is
intellectual property ('IP') in every form imaginable."
not one where the tax law provides an incentive and then industry responds
by building infrastructure. The assets are already there, the workforce is in
place, and it's being held in stasis by policy.
[C]olleges and universities have firm specific intangible resources.
These resources include their own faculties and researchers, their systems
and methods for conducting educational programs and research, and their
own data.
[Additionally], colleges and universities have a wealth of
'traditional' intellectual properties, such as patents, trademarks, trade
secrets, and the like. These are developed with their own resources,
government grants, and funding provided by private industry. Funding of
research at public and private colleges and universities has grown
dramatically in recent years as government sources of funding have
declined.
[Finally], colleges and universities have two unique assets that they
have been exploiting aggressively in recent years through their affinity
programs-theirstudent bodies and their alumni graduates. Some of this
IP is of little or no known value to anyone other than the university that
developed and utilizes it. 125
The proposal focuses on universities because they already undertake
all the steps necessary for innovation and job creation.
2. What Will This Accomplish?
If there were no tax on unrelated business income, universities would
to pursue their research into the marketplace. Gone would be the
free
be
incentive to stop once the research meets the commercialization road.
Because of the tax, universities are strongly motivated to stop. "IITRI was
not involved in the commercialization of the products or processes
developed as a result of its research. IITRI would only develop a project to
126
the point where the research principles were established."
Due to the development of the law with the Sierra Club line of cases,
universities would also be free to re-examine their position on "passive"
licensing of technology. Recall that in Sierra Club, the court said "in sum,
Growth, Development, and Risk for Metropolitan Areas, MILIKEN INST. (July 13,1999),
http://assetslb.milkeninstitute.org/assets/Publication/ResearchReport/PDF/ross-report.pdf
[https:/perma.cc/T28F-QTXBJ.
124. Douglas M. Mancino & Ofer Lion, Monetizing Colleges' and Universities' Intellectual
Property,26 TAX'N EXEMPTS 3, 3 (2015).
125. Id. (emphasis in original).
126. IT Research Inst. v. United States, 9 Cl. Ct. 13, 21 (1985).
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we hold that 'royalties' in § 512(b) are defined as payments received for the
right to use intangible property rights and that such definition does not
include payments for services." 1 2 7 Although the court further reiterated that
the rule is not an "all-or-nothing proposition,"l 2 8 still universities have been
reticent to fully explore this avenue.
Too many good ideas, ranging from promising drug candidates to
revolutionary clean energy technologies, either fail to reach the public or
remain significantly underutilized. Yet, in the search for new ways to
expedite the movement of science into the marketplace, a critical avenue
continues to be overlooked. Universities, the traditional "engines" of
innovation, seem to be trapped in an institutional framework that limits
both their interest and their involvement in post-discovery innovation.
This impedes solutions to innovation barriers. 129
There is a horizontal equity issue as well.
Exempt organizations have been forced to devise new methods for raising
funds, such as generating income from the use of their most valuable
assets-their names, logos, and mailing lists. Taxing this royalty income
but not "traditional" royalty income such as income from oil and gas
leases favors certain groups of nonprofit organizations over others, even
though such favoritism is not intended or desirable. 130
This unfortunate side-effect of the tax-which was designed to curb
unfairness-is particularly ironic. From a policy point of view, do we really
want to restrict the types of revenue that exempt organizations can pursue?

B. Should a University Be "In Business "?
Much has been written on the original purpose of the unrelated
business tax. At its heart lies the sentiment that exempt organizations
should be separate from business entities.
Non-profit organizations unfairly compete with private, for-profit
businesses by engaging in commercial activities, but not paying taxes.
Billions of dollars in economic activity occurs each year that is untaxed.
This results in lost revenue to Federal, as well as state and local
government agencies. And it creates an unlevel playing field for the
private sector, particularly small business. 131

127. Sierra Club Inc. v. Comm'r, 86 F.3d 1526, 1535 (9th Cir. 1996).
128. Or. State Univ. Alumni Ass'n, Inc. v. Comm'r, 193 F.3d 1098, 1101 (9th Cir. 1999).
129. Liza Vertinsky, UniversitiesAs GuardiansofTheir Inventions, 2012 UTAH L. REV. 1949, 1949
(2012).
130. Fahey, supra note 56, at 602.
131. "Tax Reform and CharitableContributions": Hearing Before H. Comm. on Ways and Means,
113th Cong. (Feb. 14, 2013) (testimony of John M. Palatiello, President, Business Coalition for Fair
Competition), https://waysandmeans.house.gov/UploadedFiles/PalatielloTestimony02.14.2013FC.pdf
[https://perma.cc/KG4P-9527].
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These two concerns underlie the entire conversation about the IBIT.
We recognize that every exempt organization represents potential lost
revenue to the federal fisc, but do we want these types of activities being
housed within exempt organizations? And if so, is there a limit to the
amount of activity?
"There is no bright-line for how much unrelated business activity is
too much for a nonprofit to conduct; housing the activity in a corporate
subsidiary can avoid concern about when this line has been crossed." 132 As
we have seen, this statement may be too broad, as the law is anything but
clear as to how much activity is too much.
There is also the question of whether an exempt orgamization is an
appropriate vehicle for business transactions:
It is highly questionable whether nonprofit directors warrant the
extraordinary latitude bestowed upon for-profit directors when, in theory
at least, the mission statements of their respective organizations lie at
opposite ends of the spectrum. Despite this fact, courts have inched
toward the rule's acceptance in the nonprofit context, but still have not
definitively determined whether the rule should apply or, alternatively,
whether ordinary negligence should suffice to constitute a breach of the
nonprofit director's duty of care. 133
By what standard do we judge nonprofit "business" decisions? We
have developed bodies of law dealing with the standards for-profit directors
are to use in making decisions, and bodies of law governing decisions for
nonprofits. Is it wise to mix the two?
"[S]ome commentators assert that university patenting commercializes
academia." 1 34 To be sure, universities have a place in society, and
sheltering them from influences that would negatively impact their
educational mission is important. Some see any other alternative to leaving
universities out of business as creating "incentives and loop-holes that
entice faculty into ethically dubious external entanglements." 35 However,
policy discussions frequently present us with a balance to be drawn.

132. David .A. Levitt & Steven R. Chiodini, Taking Care of Business: Use of A For-Profit
Subsidiary
by
a
Nonprofit
Organization,
ABA
(June
2014),
https://www.americanbar.org/publications/blt/2014/06/031Ievitt.html [https://perma.cc/F76C-ZARQ].
133. Denise Ping Lee, The Business Judgment Rule: Should It Protect Nonprofit Directors?, 103
COLUM. L. REv. 925, 927 (2003).
1 34. Kristen Osenga, Rembrandits in the Research Lab: Why Universities Should Take A Lesson
from Big Business to Increase Innovation, 59 ME. L. REV. 407, 416 (2007); see also Katherine J.
Strandburg, Curiosity-Driven Research and University Technology Transfer, 16 ADVANCES IN THE
STUDY
OF
ENTREPRENEURSHIP,
INNOVATION,
& ECON.
GROWTH
97
(2005),
http://ssm.com/abstract=889207 [https://perma.cc/9LSF-Z5MW].
135. Peter J. Harrington, Faculty Conflicts of Interest in an Age of Academic Entrepreneurialism:
An Analysis of the Problem, the Law and Selected University Policies, 27 J.C. & U.L. 775, 790-91
(2001).
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The history of Stanford University provides a good example of what
can happen when we allow universities to cross the types of lines that the
UBIT created:
[Former Dean of Engineering] Terman deserves much of the credit for
the high-technology character of the park and the rest of Silicon Valley,
which he saw as a natural, synergistic complement to Stanford's research
activities in science and engineering. Except for MIT and Stanford, most
universities at the time kept industry at arm's length. Yet Terman
recognized that nearby entrepreneurial, high-tech companies could take
the products of Stanford research to the commercial marketplace-and
that the principals of these successful companies would, later in life,
reward the university richly with generous contributions. 136
As the New Yorker's Ken Auletta put it: "There are no walls between
Stanford and Silicon Valley. Should there be?" 1 37
There is an ongoing concern that U.S. universities are inefficiently
managing the intellectual property ("IP") generated from almost $50
billion in federal funding that they receive for research. The knowledge
gained through government-funded university research could potentially
give rise to industries and companies that are world leaders in nearly
every area, and could serve as a primary contributor to U.S. innovative
capacity and economic competitiveness. More and more, both our
federal and state governments rely on top-tier research universities to
improve our economy by providing the next generation of inventors and
entrepreneurs who create groundbreaking inventions, high-growth startups, thousands of new jobs, and, ultimately, new revenue streams and
wealth. The argument is that these billions of dollars of research should
lead to breakthrough inventions and IP that could ultimately be
commercialized to drive a cycle of innovation, thereby securing a global
leadership position for the U.S. economy. 138
Of course, not every university is Stanford, and there is a real concern
that universities are not necessarily efficient in managing commercial
activities. However, have we let the pendulum swing too far in isolating
universities in the name of keeping them out of business?
C. Unfair Competition
"Fair competition" is usually the reason given for the enactment of
Section 511, and that policy is sound. At the same time, the federal
136. Michael Riordan, Fred Terman at Stanford: Building a Discipline, a University, and Silicon
Valley, PHYSICS TODAY (Oct. 1, 2005), https://physicstoday.scitation.org/doi/full/10.1063/1.2138426
[https://perma.cc/SS8L-AYFB].
137. Ken
Auletta,
Get
Rich
U.,
NEW
YORKER
(Apr.
30,
2012),
https://www.newyorker.com/magazine/2012/04/30/get-rich-u [https://perma.cc/3ZJ6-DPTZ].
138. Brian Cummings, The Changing Landscape of Intellectual Property Management as a
Revenue-GeneratingAsset for U.S. Research Universities, 21 GEO. MASON L. REv. 1027, 1027 (2014).
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government spends hundreds of billions of dollars on research. Can we
reconcile this situation?
When we first considered NYU's macaroni factory, it seemed easy to
say that a nonprofit should not compete with a taxable entity. Looking
through the lens of business equity, it's not fair to the tax-paying businesses.
But what happens when we switch lenses and look at the benefit to
society? Headlines read: "Is the U.S. Losing the Tech Race?", 13 9 "The U.S.
Is Losing to China in the Al Race,"1 40 and "Is the U.S. Losing Power in the
Race to Create a New Battery?"l41 When we look at recent events with
unemployment, interest rates, and economic slumps, who wouldn't want
more innovation, more high-tech development, and more stimulus to the
U.S. economy?
Horizontal equity (equity between taxpayers) is an important part of
tax policy, and yet sometimes we adjust the balance, not in terms of fairness,
but in terms of societal advances. For example, the tax code contains many
examples of unfair competition gone awry (including banks, insurance
companies, agricultural co-ops, and utilities).1 42 Certainly, balancing
societal benefit with the uncertain costs of unfair competition merits taking
a second look at undoing the UBIT.
D. Loss of Tax Exemption?
The most fearsome penalty for an exempt organization is the loss of its
tax-exempt status. In Revenue Ruling 2004-51, the IRS asked:
Whether . . an organization continues to qualify for exemption from
federal income tax as an organization described in § 501(c)(3) of the
Internal Revenue Code when it contributes a portion of its assets to and
conducts a portion of its activities through a limited liability company
(LLC) formed with a for-profit corporation.143
Although the answer was yes, the holdings in Redlands Surgical
Services v. Commissioner of Internal Revenue'" and St. David's Health

139. Michael S. Teitelbaum, Is the U.S. Losing the Tech Race?, L.A. TIMES (Apr. 20, 2014),
http://www.1atimes.com/opinion/op-ed/la-oe-teitelbaum-stem-fears-20140420-story.html
[https://perma.cc/JBH3-LZ29].
140. Dom Galeon, The U.S. Is Losing to China in the AI Race, WORLD ECON. F. (Nov. 8, 2017),
https://www.weforum.org/agenda/2017/1 l/the-us-is-losing-to-china-in-the-ai-race
[https://perma.cc/8KF8-CGZT].
141. Molly Wood, Marketplace Tech: Is the U.S. Losing Power in the Race to Create a New
Battery?, MARKETPLACE (Dec. 8, 2017), https://www.marketplace.org/shows/marketplacetech/1208201 7-us-losing-power-race-create-new-battery [https://perma.cc/9FFH-TMJ9].
142. Susan Rose-Ackerman, Unfair Competitionand CorporateIncome Taxation, 34 STAN. L. REV.
1017, 1019 (1982).
143. Rev. Rul. 2004-51, 2004-1 C.B. 974 (2004).
144. Redlands Surgical Servs. v. Comm'r, 113 T.C. 47, 92-93 (1999), affd 242 F.3d 904 (9th Cir.
2001).
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Care System v. United States, 145 which the Ruling cited, gave nonprofits
some cause for concern.
Revenue Ruling 2004-51 dealt with a nonprofit university, while the
two cases above dealt with nonprofit hospitals which entered into
arrangements with for-profit entities. In Redlands, the court held such
arrangements were permissible (without loss of an organization's taxexempt status) "so long as the nonprofit organization does not thereby
impermissibly serve private interests." 1 4 6 Further, it is not sufficient to
show that the arrangement produced charitable results, but that the
charitable partner had sufficient control. 14 7 St. David's, decided by the Fifth
Circuit, made the threat more real. It is not "whether the partnership
provides some (or even an extensive amount of) charitable services." 14 8
The exempt organization also must have the "capacity to ensure that the
partnership's operations further charitable purposes." 1 49 As such, "the nonprofit should lose its tax-exempt status if it cedes control to the for-profit
entity." 150
This proposal for repeal removes either Scylla or Charybdis.
Nonprofits need cash to operate. Removing the tax cost of unrelated
business activities may free them to pursue commercialization of their
inventions, but too much commercial activity still threatens an organization
whose purpose is supposed to be charitable. Guidance can be provided (and
the floodgates opened only a little bit) by amending Regulation
§ 1.501(c)(3)-1 to include "activities which are conducted by an
organization described in section 511(a)(2)(B) will be regarded as in
furtherance of an exempt purpose."
If a further bright line test is advisable, in part because we fear that
universities will then become Amazon/GE/Samsung-like juggernauts, then
the language could be supplemented with

".

. .

unless such activities exceed

X% of the organization's total revenue."
E. What Kind ofRepeal?

'

Repeal need not be an all-or-nothing proposition, either. Consider the
following options. First, a moratorium on enforcement of Section 511.
Administratively, the IRS could announce a moratorium on enforcement. 15
145. St. David's Health Care Sys. v. United States, 349 F.3d 232, 236-37 (5th Cir. 2003).
146. Redlands, 113 T.C. at 92.
147. See Redlands Surgical Servs. v. Comm'r, 242 F.3d 904, 904 (9th Cir. 2001).
148. St. David's, 349 F.3d at 236-37.
149. Id. at 243.
150. Id. at 239.
151. See,
e.g.,
Announcement
2002-18,
https://www.irs.gov/pub/irs-drop/a-02-18.pdf
[https://perma.cc/B564-2MJQ] ("[T]he IRS will not assert that any taxpayer has understated his federal
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Second, Congress could allow a test period. The United States has several
tax provisions that come and go.1 52 Analysts and researchers have
documented the cost that transitory tax provisions have on taxpayers and
the economy.1 53 However, proposing a five or ten year test on the impact
of a repeal (an amendment with a sunset provision) balances the virtue of
testing the waters with a cautious approach to changing the nature of
universities and the business climate.
Finally, instead of a repeal of the law, there are numerous provisions
in the tax code that apply to only certain classes of income, 154 and a
proposal could make only IP-based income not subject to the tax.
Alternatively, it would be possible to retain the unrelated business tax, but
lower the rate(s) that universities would pay.
F. Cause and Effect
What will be the effects of a tax system in which nonprofits can engage
in business activities?
Two conclusions can be drawn from the Committee explanations. First,
by creating an artificial distinction between active and passive
investments and by categorizing rent received from the lease of real
property as passive, the 1950 Congress presumably was unconcerned that
an exempt organization's tax free rental income could put it in a position
to compete unfairly in the rental market by lowering the rent, improving
the property, or paying a higher purchase price for additional real
property than could be offered by a taxable investor. Nor was there
apparent concern that the combination of tax-free current income and
freedom from capital gains tax on an eventual sale of the real property
could put the exempt organization in a position to accept a lower sales
price. 155
As mentioned previously, horizontal equity dictates that two similar
taxpayers should have equal tax burdens. By placing one taxpayer in an
advantageous position, we favor one over the other. Occasionally, the law
allows disparate treatment, such as when we want to encourage socially
beneficial behavior.
I contend that the answer is not to eliminate university patents or diminish
rights available to universities in their intellectual property, but rather to
tax liability by reason of the receipt or personal use of frequent flyer miles or other in-kind promotional
benefits attributable to the taxpayer's business or official travel.").
152. See, e.g., 28 U.S.C. § 41 (long history of revisions).
153. See, e.g., Jeffrey L. Hoopes, Financial Accounting Consequences of Temporary Tax Law:
Evidence from the R&D Tax Credit (Jan. 11, 2013) (unpublished working paper),
https://fisher.osu.edu/supplements/10/1 2906/Hoopes%2ODissertation%20-%200hio%20State.pdf
[https://perma.cc/4JMJ-DN6E].
154. See, e.g., 26 U.S.C. § 1202 (2012).
155. Sharpe, supranote 15, at 390.
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encourage universities to view and exploit their intellectual property
assets like a savvy business enterprise would. In fact, the obstacles
related to lack of funding and lack of access may actually be mitigated
by university patenting, if universities start obtaining and using their
patents strategically. It should follow that by removing obstacles to
university research, the level of activity and thus innovation should
actually increase. 156

Universities can create jobs.
Looking at Census data, the National Bureau of Economic Research
(NBER) found that 20 percent of all new jobs in the U.S. between 19802005 were created by companies less than a year old. According to the
Kauffman Foundation, businesses less than five years old may account
for as much as two thirds of all new jobs. Entrepreneurs and innovation
are the driving force of economic growth, spawning new industries from
nothing and spurring growth and competition among existing ones ....
In the Information Age, even more startups trace their genesis back to
campuses and dorms around the country. 157

While a number of startups come from college campuses, how many
more are still on the shelves because of tax policy?
On the other hand, changing the rules for universities will affect the
culture of academia, and there is a real risk of commercializing campus life.
"[M]odem [science and engineering] departments function more like
miniature research corporations that happen to do some undergraduate
teaching on the side." 15 8
Section 511 is not a big money raiser. 159 Only 1% of organizations
pay UBIT,1 6 0 and the tax raised from those 1% accounts for less than 1/100'h
of 1% of the total tax revenues of the United States, and less than 1 / 1 0 th of
1% of the tax revenues from business income.

156. Osenga, supra note 134, at 410.
157. Mike Gosz, Universities: The Engines of Job Creation, HUFFPOST (Oct. 24, 2012),
https://www.huffingtonpost.com/mike-gosz/universities-job-creation_b_2012288.html
[https://perma.cc/DB2P-VDLU].
158. Sarah J. Bannister, Note, Low Wages, Long Hours, Bad Working Conditions: Science and
Engineering GraduateStudents Should Be ConsideredEmployees Under the National LaborRelations
Act, 74 GEO. WASH. L. REv. 123, 135 (2005) (citing JENNIFER WASHBURN, UNIVERSITY, INC.: THE
CORPORATE CORRUPTION OF HIGHER EDUCATION 73-102 (2005); Risa L. Lieberwitz, The

Corporatizationof the University: Distance Learning at the Cost ofAcademic Freedom?, 12 B.U. PUB.
INT. L.J. 73, 100-13 (2002)).
159. See SOI Tax Stats-Gross Collections by Type of Tax-IRS Data Book Table 6, IRS (2018),
https://www.irs.gov/statistics/soi-tax-stats-gross-collections-by-type-of-tax-irs-data-book-table-6
[https://perma.cc/6Z4K-PX7A]; SOI Tax Stats-Exempt Organizations' Unrelated Business Income
(UBI) Tax Statistics, IRS (2018), https://www.irs.gov/statistics/soi-tax-stats-exempt-organizationsunrelated-business-income-ubi-tax-statistics [https://perma.cc/RAF7-TLUF].
160. Quick
Facts
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Nonprofits,
NAT'L
CTR.
FOR
CHARITABLE
STAT.,
http://nces.urban.org/data-statistics/quick-facts-about-nonprofits [https://perma.cc/5CG6-ZSL8]. There
were 1,571,056 tax-exempt organizations in 2016. Id.
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(5)
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Instead, Section 511 acts to channel the activities of nonprofits into
areas "related" to their exempt purposes. Universities are no longer in the
pasta business (or any number of other types of business). However, as
could be expected, the meaning of "related" is not always clear, and the IRS
and the courts have struggled to craft a coherent definition.
In turn, universities have altered their behavior to avoid Section 511,
creating an inefficient, artificial barrier in the transfer of IP out of a
university. In essence, one of the main sources of IP creation is stalled when
it comes to moving that IP into the marketplace.
VI. CONCLUSION

Before passage of the UBIT, the courts were comfortable with the
"destination of income" rule. Many nonprofits, including universities,
pursued their charitable purposes by engaging in overt business activities.
Part of this acceptance was seen as relieving the government of the burden
of having to meet these needs with taxpayer dollars, but it was seen as a
good (or at least normal) part of the legal ecosystem.
Sentiments changed once stories began circulating of nonprofits
competing with U.S. corporations. Nonprofits were portrayed as having an
unfair advantage with those entities which paid their full share of tax. The
nonprofits were seen as buying businesses with tax-free dollars, competing
with business, and then taking the profits away without paying a dime.
However, believing that an exempt organization should pay a tax on
"unrelated business" activities and determining what those activities consist
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of are two very different things. The first part of the test for taxation is
fairly straightforward: is the organization engaged in a trade or business?
Having determined that it is, the next step proved more challenging.
What exactly is an unrelated business? The IRS and the courts have had
difficulty with both formulating a workable framework and with the
consistent enforcement of that framework. Many organizations provide
services. Is it okay to offer services in connection with research projects?
Is it okay to sell the labors of those services, or has that crossed the line into
business income?
Part of the difficulty in this area is that exempt organizations-lacking
the ability to conduct "business"-still need cash to operate. The more the
IRS and courts squeezed these organizations out of "business" areas, the
more the organizations innovated and found novel partnerships to provide
sorely needed revenues.
One of the unfortunate side effects of this squeezing out is that
"royalties," considered exempt "passive" income from the inception of the
tax, became a focus area, and the term "passive" took center stage. Courts
will now look to whether a "royalty" is in fact a royalty by asking how much
service activity an organization performs in connection with the royalty.
When we step back and look at research universities, however, we can see
the corner we have painted ourselves into.
Research universities excel at innovation. Their research manifests
itself in patents, trade secrets, copyrights, trademarks, and other intangible
property. To move that property into the marketplace, to create startups and
jobs, and to fully realize the culmination of those billions of dollars of public
research funding, someone has to take that huge store of intangible property
and commercialize it. Therein lies the rub.
Universities, as tax exempt organizations, are governed by the UBIT
framework we have created. We do not want exempt organizations
competing with business, so universities do not compete. We do not exempt
organizations engaging in marketing or sales, so universities do not engage
in marketing or sales. We do not want exempt organizations being anything
but "passive," so universities are passive. And to a large extent, we lose out
as an economy by not having those assets in play.
True, universities may "passively" license their innovations to private
business, but only as long as they do not participate too closely or too much.
The threat, not only of UBIT but more importantly of losing their exempt
status, leads administrations to avoid the more natural fulfillment of the
research mission. And so, by and large, universities tackle research
projects, but only up to the point that a project looks like it might have
commercial success. Many projects, in fact, sit languishing, waiting for
some business to come along and discover them. It is true that "universities
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are not simply 'engines' of invention-they are unique guardians of
inventions. As such, they should not relinquish their duties over their wards
too soon." 161

161. Vertinsky, supra note 129, at 1954.

