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I.  INTRODUCTION:  JOINT VENTURES 

Charities are receiving less support from 

budget-constrained governmental agencies and 

contributions from the private sector. 

Often, nonprofits join forces to accomplish 

fund-raising or program related goals. 

Increasingly, nonprofits of all sorts are forging 

partnerships and other co-investment relationships 

with for-profit entities to access otherwise 

unavailable capabilities, capital and resources. 
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Examples: 
- Low-income support organizations using the low 

income house and New Markets Tax Credits 

(“NMTC”) programs with for-profit investors to 

subsidize development. 

- Universities partnering with for-profits to offer 

distance-learning programs. 

- Universities partnering with other universities 

organizing supporting organizations under 509(a)(3). 

- Universities, research organizations and other 

nonprofits seeking venture capital partners to fund 

research and new programs. 

- Organizations other than universities looking to the 

1/3, 1/3, 1/3 revenue sharing structure. 
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Joint Ventures 

TYPES OF JOINT VENTURES 

WHOLE 

ANCILLARY 

EXEMPT 

ONLY 

INVESTMENT 

TYPE 
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Ancillary Joint Ventures – Examples 

• Clinical Services – Ambulatory surgery, 

imaging 

• Nonclinical Projects – Medical Office 

Building 

• Low Income Housing – rental housing, rent 

restrictions, area median gross income 

Distance Learning – educational, university 

structure 

• Nonprofit News Organizations 

• New Markets Tax Credit structures 
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• Food, grade, recycled containers and 

processing facilities. 

• Charter schools/parochial schools 

• Food banks 

• Biomedical office parks 

• Medical school campus 

• Mixed-use housing and office spaces 

• Manufacturing facilities 

• Lumber mill and logging company 

10 

Successful NMTC structures: 



Educational Joint Ventures:  

MOOCs 
• Massive Open Online Courses – college courses 

that are open to millions of people worldwide 

through the internet. 

• Several major new programs, including: 

 - edX, a nonprofit created by M.I.T. and 

Harvard, with other universities participating 

“partners”; 

 - Coursera, a for-profit founded by 2 

Stanford University professors with numerous 

university “partners”; and 

 - Udacity, a for-profit program. 
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UNIVERSITY AND OTHER 

“PUBLIC/PRIVATE” 

PARTNERSHIPS 

Many colleges, universities, scientific research organizations and others are 

seeking structures to allow for private investment dollars to fund their 

research and other projects.   

Can be done through a taxable subsidiary in a manner similar to the National 

Geographic deal. 

These projects often utilize LLCs taxable as partnerships.  In other words, the 

nonprofits are partnering “directly” in joint ventures with for-profit investors. 

When seeking investors, the LLC can issue a private placement memorandum 

and have investors sign subscription agreements, pursuant to which they are 

issued LLC interests in exchange for cash (all meeting the applicable SEC 

exceptions/qualifications for non-public securities offerings). 

Often, the nonprofit partner contributes know-how, intellectual property, 

facilities, faculty and other resources, and sometimes cash.    
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Illustrative Cases: 

1. Case 1: 

 • 501(c)(3) charitable mission lies in general investigational 

phase/incubator specific science and technology/dedicated medical 

research, i.e., to benefit military soldiers injured in warfare. 

 • So a for-profit is formed as a “hand-off commercial for-

profit to refine the “development ready” prototype to reach the 

clinical market; initial proof of concept clinical trial. 

 • Need to raise funds 

 • Gets exclusive license agreement “tradename” and IP/FMV 

royalty (how determined .. For how long … right to sub-license; 

valuation critical). 

 • Governance: minimal board overlap 

 • Staff issues:  can CEO of nonprofit move over to new for-

profit? 

 • Other issues, Moline Properties, use of space, separate bank 

accounts, website issue (very important). 
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2. Case 2 

 • Healthcare IP:  involving 2 doctors 

presently on board of exempt organization 

(charity is private foundation) 

 • Doctors are DPs (issues of self-

dealing, excess business rules, Section 4944 

PRI – investment by PF into FP, license, 

sublicense needed 
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In addition to the guidelines that apply when for-profit 

subsidiaries of a Section 501(c)(3) are the parties to a 

venture with a for-profit, the IRS has provided 

guidance when charities engage “directly” in joint 

ventures with for-profit entities.   

 

Rev. Rul. 98-15 and Rev. Rul. 2004-51 both describe 

the consequences of joint ventures between a nonprofit 

and for-profit corporation that participate in a joint 

venture by forming a limited liability company.   

 

Rev. Rul. 98-15: the IRS will look to the governing 

documents of the joint venture to determine whether it 

can be required to further exempt purposes (as 

paramount to maximize profits). 
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Rev. Rul. 98-15: 

Critical issue was whether the nonprofit party 

retains ultimate day-to-day “control” of the 

joint venture and “control” over all charitable 

aspects of the joint venture.   

 

Rev. Rul. 2004-51: 

Control can be bifurcated, so long as the 

exempt organization controls the substantive, 

charitable aspects of the joint venture.   

 

Consider UBIT issues. 
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National Geographic – 

Monetizing IP 

• In September, 2015, National Geographic 

Society formed a joint venture with 21st 

Century Fox called National Geographic 

Partners, a for-profit joint media joint venture.   

 

• Fox paid $725 million to National Geographic 

for the contribution of the charities’ assets, 

including its television channels, related digital 

and social media platforms, as well as travel, 

location-based entertainment, catalog, licensing 

and ecommerce businesses.  
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National Geographic – 

Monetizing IP 

• National Geographic’s purpose is to allow it to focus 

on its fundamental exempt goals of increasing 

knowledge through science, exploration and research 

as to which its endowment will increase to 

approximately $1 billion. 

• National Geographic received a 27 percent interest in 

the venture (which is held by a second tier, for-profit 

subsidiary). 

• Fox received a 73 percent interest. 

• In addition to its cash investment, Fox will provide 

expertise in global media platforms.  
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National Geographic - Board of 

Directors 

• 8 member board of directors, with equal representation from 

the parties 

• The chair of the board alternates annually (the initial chair 

having been chosen by National Geographic). 

Note:  National Geographic’s governance rights (50% of the 

board) exceeds its (27%) economic interest. 

Note:  Even numbers of representatives ensures deadlock in case 

of disagreements, so joint ventures of this nature often have 

elaborate mediation and arbitration procedures. 

Note:  Since joint venture formed, National Geographic 

announced a six-episode series which may represent a 

“moonshot”; most expensive TV project ever with $20M 

production budget. 
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National Geographic - The 

Benefits 

• $725 million payment will increase National 

Geographic’s endowment to nearly $1 billion. 

• Fox will gain access to millions of new 

customers including 6.2 million magazine 

subscribers, 100 million Facebook followers’ 

120 million Twitter followers and 30 million 

Instagram followers.   

• National Geographic will receive a revenue 

stream that is taxable at the entity level but 

tax free as a dividend when received by 

National Geographic. 
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National Geographic - Impact of 

Venture 

• Venture is between a for-profit subsidiary of a 

Section 501(c)(3) organization and a for-profit 

partner. 

• Fundamental principles behind the IRS joint 

venture guidelines are applicable:  the charity 

should retain control over the venture’s programs 

and activities and there must be no inurement to 

the for-profit partner.   

• Fox will own 73% of the economic interests in the 

venture, but the type of control the IRS is 

concerned with is operational/voting control, 

which will be split 50-50. 
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National Geographic 

• Brand protection standards guide 

• Unique C-suite executive to protect brand 

• Involves personnel from major movie studio 

• Concern:  bumping into each other 

• Intertwined services, cross services 

• Leverage different platforms 

• TV channels, digital media, travel business, 

magazine publishing 

• Society has $1B and educational activities but 

may not compete with joint venture. 
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Private Benefit, But Not Too Much 

No more than an “insubstantial” benefit to private persons without 

risking exempt status. 

So don’t confer more than an insubstantial private benefit on the for-

profit partners/investors. 

 

QUESTIONS: 

Value of EO contribution vs. value of for-profit partners’ contributions? 

Does the economic split reflect a fair exchange?  Prove it.  Process is 

key. 

Treasury Regulations 

Private benefit limitation is not an absolute bar, in contrast with the 

prohibition on “private inurement.” 

No bright-line rule defines what amount of activity is “insubstantial” for 

this purpose, or how it is to be measured. 
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The IRS’ No-Ruling Policy 

Regarding Joint Ventures 
 

• The IRS does not issue private letter rulings (except in 

connection with the formation of a new section 501(c)(3) 

organization) as it considers it to be a facts and 

circumstances determination. 

 

● Provides opportunity for careful planning. 

 

● Important to have a joint venture policy in place and 

to carefully structure ventures pursuant to these 

guidelines. 

 

● In the case of complex joint ventures, this 

effectively requires the joint venture to obtain an opinion 

of counsel. 
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Recent Ruling of Note:   

PLR 201644019 
• While the IRS will not issue rulings on joint ventures per se, it will 

issue rulings as to whether particular activities are in furtherance of 

exempt purposes. 

• Thus, while a charity may enter a joint venture with a for profit 

without the benefit of a specific joint venture ruling, counsel can 

carefully structure a ruling request that does not focus on the venture 

but on other issues such as the charity’s continuing activities carried 

on with proceeds from the sale of assets to a joint venture and/or 

joint venture partner and the use of a blocker entity. 

• Neither Rev. rul. 98-15 or Rev. Rul. 2004-51 were cited as this is 

not a joint venture ruling request.  There is no discussion of the 

Partnership’s activities and no ruling as to the operating agreement 

or any other matter among the parties. 

• The facts present Charity as uninvolved in activities of Partnership 

except as an indirect equity owner. Charity sought and obtained a 

ruling that its Subsidiary was successfully functioning as a blocker 

entity.  Charity entered into a joint venture to pursue business 

activities with a for-profit partner without jeopardizing its tax 

exempt status. 
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II. STRUCTURING JOINT 

VENTURES 
Must comply with BOTH: 

● IRS’s general legal requirements for nonprofits participating 

in joint ventures AND 

● Specific requirements for the particular program the 

ventures might be participating in, such as 

 
 --  Code Section 501(r) and the  

Treasury regulations applicable to  

nonprofit hospitals 

 

 --  SEC requirements to meet  

exceptions to public securities offerings  

regulations 

 

 -- NMTC 
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Basic Questions 

•  Does the nonprofit cede control to a for-

 profit? 

• Relative bargaining positions? 

• Does the nonprofit have the power to 

 initiate action and not simply veto non-

 exempt activities?  Is there super-majority 

 voting? 

• Is the nonprofit board likely to enforce its 

 control rights? 
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Tax Issues To Consider And 

Pitfalls To Avoid – Allocation 

Of Control 

KEY STRUCTURAL ISSUES: 

 

Considerations Prior To Entering Into a Joint Venture 

 

● What aspects will be controlled and operated by 

the exempt organization?  How are those activities in 

furtherance of the exempt purposes of the exempt 

organization? 

 

● What aspects will be controlled by the for-profit? 
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• Need to educate for-profits regarding structural 

issues, control factors, bond covenants, and private 

benefit limitations. 

• Explanation of Rev. Ruls. 98-15 and 2004-51 and 

the case law including St. Davids regarding 

“control” factors. 

• Avoiding excessive private benefit and related 

valuation/fairness issues. 

• Understanding the significance of the relevant 

factors in order to facilitate negotiations and 

structuring. 
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Draft language to require joint venture to operate in 

furtherance of the exempt purposes, which will 

override the fiduciary duty to operate for the 

financial benefit of the for-profit partners.   

Protect the exempt organization’s assets from 

exposure to unnecessary risk for the benefit of the 

for-profit partners. 

Minimize the potential for private inurement or 

private benefit. 

In the case of 50/50 governing control, strong 

mediation and arbitration provisions may prove 

useful. 
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Basic Structuring Considerations 

The venture’s operating agreement should provide 

the exempt organization, at a minimum, with 

voting control of those policies and activities of the 

joint venture related to the exempt organization’s 

exempt purposes.  

 

Board of managers should be at least 50/50 split 

between the exempt organization and for-profit.   

 

Require joint venture to furnish the exempt 

organization with all information necessary to 

complete its Form 990 in a timely fashion. 
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Without majority control of the board, retain certain 

reserved powers including veto and approval rights 

over key action areas (such as annual budget, 

amendment to articles, bylaws, sale and refinancing). 

 

 Retain the power to initiate exempt activities and 

build in certain guidance which will be binding on 

arbitration. 

 

All compensation should be in compliance with 

Section 4958 excess benefits limitations including the 

rebuttable presumption. 

 

Include value of incentive units in analysis of 

total/reasonable compensation 
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Capitalization and Distribution 

Ownership interest in the joint venture must be 

proportionate to the value of the assets contributed, which 

in turn will result in proportionate distribution.   

 

Licensing of intangibles, e.g., value of a license 

agreement to use the logo of the exempt organization 

would be included in the capital contribution of the 

exempt organization. 

 

For future investors, the amount contributed depends on 

the valuation of the joint venture at the time of 

investment. 

 

The parties should agree to a comprehensive exit strategy. 

 

 
33 



Exit Strategy 

Language should provide reasonable and  

comparable terms for “exit strategy” option in  

the event that: 

 

  The venture is unsuccessful  

   OR 

  If a “pivot” to non-exempt purposes is required to  

 avoid financial losses or pursue greater financial  

 returns 

 

• Exempt organization retains right to trigger “unwind” of original 

transaction if it doesn’t fulfil their mission or otherwise; 

• Mechanics of unwind term conditions; 

• Use of third party appraisal to validate costs of unwind; 

• Period during which unwind can be initiated (5 years); 

• Indemnification provisions; and 

• Virtual releases. 
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Chan Zuckerberg Initiative As 

An Alternative Structure 

• $3B investment to cure disease 

• Philanthrocapitalism 

• Unique structure/trend 

• For-profit limited liability company 

• What are its advantages?  

Disadvantages? 
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• More skepticism than praise. 

• LLCs may freely engage in political 

activity, fund any type of entity, 

participate in policy debates, no lobbying 

restrictions. 

• Public concern:  troubling questions role 

of philanthropy in society when FPs are 

used to engage in charitable work. 

• PF regs/State AGs provide protections, 

disclosures, restrictions PLUS charitable 

deductions. 

• Proper balance. 
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Pass-Through Joint Venture Income 

• Entities that are treated as pass-throughs for tax purposes 

(partnerships and multi-member LLCs) are not taxed 

• Instead, their owners (partners or members) are taxed on 

their share of joint venture income 

• We will refer to these as partnerships and partners 

• Partnerships provide partners K-1s annually detailing the 

partner’s share of income and expenses to enable partners 

to report on their own returns 
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Pass-Through Joint Venture Income 

• Under Code Section 512(c), “if a trade or business regularly 

carried on by a partnership of which an [exempt] organization 

is a member is an unrelated trade or business with respect to 

such organization, such organization in computing its 

unrelated business taxable income shall include its share 

(whether or not distributed) of the gross income of the 

partnership from such unrelated trade or business and its 

share of the partnership deductions directly connected with 

such gross income.” 
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Pass-Through Joint Venture Income 

• Is joint venture income UBI? 

 Would the activity be related to exempt purposes if conducted 

directly by exempt partner? 

 Does that depend on specifics of how the activity is conducted? 

 Distance learning 

 Hospitals 

 Low income housing 

 Homes for the elderly 

 If the activity would generate UBI if conducted directly by 

exempt partner, joint venture doesn’t change UBI into 

“dividends” or other non-taxable income 
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Pass-Through Joint Venture Income 

• Rev. Rul. 98-15 – public charity status of joint venture activity 

(hospital) flows through to exempt partner 

• Should be same for joint venture revenue in EO’s public 

support tests 
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Form 990 Disclosures 

• Form 990 instructions make clear that an organization 

owning a joint venture interest must report the activities of 

the joint venture as its own activities to the extent of its 

proportionate share, including, e.g.: 

 political activity 

 grants 

• Section 501(r) regulations provide that an organization with 

an interest in a joint venture operating a hospital is treated as 

a hospital, and is subject to Section 501(r) requirements, 

unless the organization lacks sufficient control over joint 

venture and treats income as UBI 
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Form 990 Disclosures 

• Form 990 asks whether, if the reporting organization had a 

joint venture interest, it: 

 followed a written policy or procedure 

 requiring the organization to evaluate its participation in joint 

venture arrangements under applicable federal tax law and 

 took steps to safeguard the organization’s exempt status with 

respect to such arrangements  
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Reporting Joint Venture Income 

• Issues for EOs commonly arise with respect to alternative 
investments and their K-1s 

 Numerous K-1s, each of which must be reviewed to determine 
UBTI treatment 

 Partnerships may file K-1s in multiple states 

 If partnership has debt, some part of income may be UBTI as 
income from debt-financed property; however, reporting by 
partnership may not be accurate in this regard 

 Especially in tiered partnerships 

 Code Section 6031(d) requires partnerships regularly carrying 
on a trade or business to include information for exempt 
partners to determine their distributive share of income or loss 
from unrelated business activities; this may not cover all types of 
UBI or exclusions therefrom 
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Reporting Joint Venture Income 

• Note that partners must file tax returns consistent with K-1s 

or disclose the inconsistency 
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• Audits of partnership returns are complicated because the 

partnership files the return (Form 1065), but the partners, not 

the partnership, have the taxable income, reported on 

Schedule K-1 

• Old TEFRA rules for partnership audits require adjustments 

to be made at individual partnership level 

• The Bipartisan Budget Act, passed in late 2015, establishes 

a new partnership audit regime for tax years beginning after 

December 31, 2017 

• Proposed rules were released, but not published in the 

Federal Register, before January 20, 2017; now withdrawn 
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• Why EOs need to care 

 Depending on partnership tax elections and partnership 

agreement provisions, exempt partners may wind up 

 paying tax on partnership income that should be excluded from their 

income because it is not UBTI 

 paying tax for partnership years when they were not a partner  
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• Default rule: tax underpayment is assessed on partnership 

 Net adjustments to partnership income for “reviewed year” (year 
under audit) determined 

 Net adjustment is taxed at highest rate 

 Partnership payment of tax is due in “adjustment year” 
(basically, year adjustment is made) 

 Those who are partners in the adjustment year bear the burden 
of tax for the previous year, when they may not have been 
partners 

 Partners, like EOs, that create favorable adjustments by having 
a lower tax rate or having filed an amended return and paid tax 
don’t get the benefit unless the partnership agreement so 
provides 

 Thus, EOs may wind up paying another partner’s tax 
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• Statute directs Treasury and IRS to establish procedures to 

modify the imputed taxable amount if partners include tax-

exempt entities and in other situations; however, rules not yet 

issued 

• Also, even if partnership agreement provides for reallocation 

in these circumstances, actions the partnership may take to 

pay the tax imposed on the partnership (e.g., capital calls) 

may still cause burden to fall on EO partners 
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• One exception to default rule: Eligible small partnership 

election 

 No more than 100 K-1s for the tax year 

 No trusts or partnerships are partners  

 Unclear if having single-member LLCs as partners disqualifies 

partnership for purposes of this exception 

 Annual election required 

 Old TEFRA, not BBA, partnership audit rules apply 

• If eligibility for this exception is desired, partnership interest 

transfer restrictions may be needed 
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New Partnership Audit Regime Affects Exempt 

Joint Venturers 

• Another exception to default rule:  Election to push 

underpayment to partners 

 Election after IRS adjustment, made by “Partnership 

Representative” (replaces current “Tax Matters Partner”) 

 Partnership allocates the partnership adjustment among 

partners and tells the IRS of each partner’s liability 

 Unclear whether tiered partnerships can make this election 

 If a lower tier partnership makes this election, an EO owner in an 

upper-tier partnership may bear the burden of tax through the lower 

tier partnership 
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Joint Venture Issues for Private Foundations 

• Every 501(c)(3) organization is either a public charity or a 

private foundation (with some recent blurring at the edges) 

• Section 509(a) defines a private foundation as an 

organization other than those described in Code Sections 

509(a)(1)-(4) 

• Can qualify as public charity based on 

 Nature of activity 

 Financial support profile 

 “Supporting organization” relationship to a public charity 

qualifying based on nature of activity or financial support profile 
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Partnership Issues for Private Foundations 

• Restrictions are imposed on private foundations through excise 

taxes in Chapter 42 of the Code 

 First level is a percentage of the bad deed 

 Second level, if bad deed not corrected, is 100% or 200% of the 

bad deed 
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Partnership Issues for Private Foundations 

• Code Section 4943:  Excise tax on Excess Business Holdings 

 A foundation’s “excess business holdings” are the holdings in a 

“business enterprise” that it would have to dispose of to a 

person other than a disqualified person for its remaining 

holdings to be permitted holdings (usually 20 percent of the 

voting power of stock) 

 Disqualified persons’ holdings in a business enterprise are usually 

combined with those of the foundation in determining whether the 

20 percent limit is exceeded 

 For partnerships, the limit is 20% of profits interest 

 Any level of sole proprietorship (i.e. trade or business unrelated 

to exempt purposes) can be an excess business holding 
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Partnership Issues for Private Foundations 

• Code Section 4943:  Excise tax on Excess Business Holdings 

 Exclusions from “business enterprise” 

 Program-related investments 

 Primary purpose of investment is to further exempt purposes 

 No significant purpose is production of income or appreciation of 

property 

 An entity at least 95% of the income of which is passive activity (e.g., 

interest, dividends, rents) 

 Functionally related business as defined in Section 4942(j)(4) 

 An activity that is not an unrelated trade or business or 

 An activity that is an unrelated trade or business but is carried on 

within a larger aggregate of similar activities or within a larger 

complex of other endeavors which is related to exempt purposes 

 

 

 



57 

Partnership Issues for Private Foundations 

• Recent example of “functionally related business:”  PLR 

201701002 – technical assistance services to social sector 

organizations in using its data is not UBI and is FRB; 

distinguished activity from BSW Group 
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Overview 

Tax-exempt organizations may participate in joint 
ventures directly, or indirectly through a subsidiary 
or affiliate.    

 Why use a for-profit subsidiary or affiliate? 

 What are the key tax considerations in using a for-
profit subsidiary or affiliate? 
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Why Use a For-Profit Corporate Affiliate? 
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Why Use a For-Profit Corporate Affiliate? 

Tax Considerations 

 Segregate activities that do not satisfy the operational 
test due to: 

 Nature of the proposed activity  

 Manner in which the activity will be undertaken 
(commerciality doctrine) 

 Scale of the proposed activity (commensurate test) 

 Amount of unrelated business taxable income 

 Reporting requirements – IRS Form 1120 is not public. 
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TAX CONSIDERATIONS 
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The Statute:  Exclusive Operations 

Section 501(c)(3) – Corporations. . . organized and 

operated exclusively for religious, charitable, 

scientific, testing for public safety, literary or 

educational purposes. . . “ 
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SEGREGATING EXEMPT ACTIVITIES 
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The Treasury Regulations:  Primary Activities 

“Primary activities - An organization will be 

regarded as “operated exclusively for one or more 

exempt purposes only if engages primarily in 

activities which accomplish one or more of such 

exempt purposes specified in section 501(c)(3). An 

organization will not be so regarded if more than an 

insubstantial part of its activities is not in furtherance 

of an exempt purpose.” Treas. Reg. s. 1.501(c)(3)-

1(c)(1).  
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SEGREGATING EXEMPT ACTIVITIES 
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The Treasury Regulations:  Not Unrelated; Size and Extent 

“Organizations carrying on trade or business - An 
organization may meet the requirements of section 501(c)(3) 
although it operates a trade or business as a substantial part 
of its activities, if the operation of such trade or business is in 
furtherance of the organization’s exempt purpose or purposes 
and if the organization is not organized or operated for the 
primary purpose of carrying on an unrelated trade or 
business. . . In determining the existence or nonexistence of such 
primary purpose, all the circumstances must be considered, 
including the size and extent of the trade or business and the 
size and extent of the activities which are in furtherance of one 
or more exempt purposes.”  Treas. Reg. s. 1.501(c)(3)-1(e). 
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Case Law: A Single Substantial Purpose 

 Better Business Bureau of Washington, D.C., Inc. v. U.S., 

326 U.S. 279 (1945) – “The presence of a single non-

educational purpose, if substantial in nature, will 

destroy the exemption regardless of the number or 

important of truly educational purposes.” 
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The nature of the proposed activity 

 Example: Private Benefit 

 Rev. Rul. 69-545 (community benefit standard). 

 Joint Venture Analysis – Redlands Surgical Services v. 
C.I.R., 242 F.3d 904 (9th Cir. 2001). 

 

 Example: Related Non-exempt Activities 

 Rev. Rul. 96-32 (low-income housing guidelines). 
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The manner in which the activity will be undertaken 
(commerciality test) 

 Commerciality Doctrine  

 Christian Manner Int’l v. Commissioner 71 TC 202 (1978) –  Religious 
publisher’s exempt status revoked. 

 Books were priced to return a profit  

 Distribution and marketing was patterned on standard commercial practice. 

 

 Incorporated Trustees of the Gospel Worker Society v. United States 510 F. 
Supp. 374 (D.D.C. 1981) – Religious publisher’s exempt status revoked. 

 Large accumulated profits evidence of a commercial character 

 Substantial salaries, and their rapid increase suggest commercial, not non-
profit, operation.   

 Direct competition with commercial publishers  

 Pays a royalty and uses dealers using a similar commercial discount. 
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The manner in which the activity will be undertaken 
(commerciality test) 

 Commerciality Doctrine (cont.) 
 Living Faith, Inc. v. C.I.R., 950 F.2d 365 (7th Cir. 1991) – Seventh 

Day Adventist restaurant and food stores not exempt. 
 Purposes may be inferred from manner of operations. 
 The operation of food stores and restaurants is presumptively 

not exempt. 
 Directly competes with other restaurants, with competitive 

prices and hours. 
 Informational materials use commercial language: e.g., “World 

famous restaurant” and “We want to serve you better.”  
 Lack of plans to solicit. 
 Advertising budget size. 
 Lack of profits not determinative in early years of operation. 
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The manner in which the activity will be undertaken 
(commerciality test) 

Commerciality Doctrine (cont.) 

 Airlie Foundation v. I.R.S., 283 F.Supp.2d 58 (D.C. 2003) (conference center 
operations)  - “In cases where an organization’s activities could be carried out 
for either exempt or nonexempt purposes, courts must examine the manner in 
which those activities are carried out in order to determine their true 
purpose…” 
 
Major factors:   
 competition with for-profit commercial entities  
 extent and degree of below cost services provided  
 pricing policies 
 reasonableness of financial reserves.   
 
Additional factors:   
 whether the organization uses commercial promotional methods (e.g., 

advertising)  
 the extent to which the organization receives charitable donations. 
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The scale of the proposed activity (commensurate test) 

 The commensurate test – Rev. Rul. 64-182 
 An organization which owns, maintains, operates, and rents a large 

commercial office building, and uses the revenue to make grants to charitable 
organizations  is tax exempt, because it carries on a charitable program 
commensurate with its financial resources . 

 Based on Treasury Regulations 
 “In determining the existence or nonexistence of such primary purpose, all the 

circumstances must be considered, including the size and extent of the trade 
or business and the size and extent of the activities which are in furtherance of 
one or more exempt purposes.”  Treas. Reg. s. 1.501(c)(3)-1(e). 

 “Where income is realized by an exempt organization from activities which are 
in part related to the performance of its exempt functions, but which are in 
conducted on a larger scale than is reasonably necessary for performance of 
such functions, the gross income attributable to that portion of the activities in 
excess of the needs of exempt functions constitutes gross income from the 
conduct of an unrelated trade or business.”  Treas. Reg. s. 1.513-1(d)(3). 
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The scale of the proposed activity (commensurate test) 

 Does not apply to Feeder Organizations under I.R.C. s. 502 
 Rental exemption from feeder status applied to Rev. Rul. 64-182. 

GCM 32689.  

 Feeder Organization status only applies when revenues are 
automatically payable (e.g., due to stock ownership), without board 
discretion.  GCM 34682. 

 

 Endorsed by Advisory Committee on Tax Exempt and 
Government Entities (ACT) 2014 report, which recommended 
that the IRS open a regulation project to:  
 formalize the commensurate test articulated in Rev. Rul. 64-182. 

 reject application of the commerciality test. 
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The amount of unrelated taxable income 

 Can an organization lose tax exempt status by generating 
too much unrelated business income?  Some mixed 
messages: 
 Both time and financial data (revenue and expenses) should be 

considered in determining the extent of  nonexempt activities.  
Although the amount of time was only 10-15%, revenues averaged 
29%, and expenditures averaged 30%.  Associated Master Barbers & 
Beauticians of America, Inc. v. C.I.R. 69 TC 53 (1977) (501(c)(6) 
organization). 

 Substantial nonexempt activity when unrelated revenues were 29% - 
34%.  Orange County Agr. Soc., Inc. v. C.I.R. 893 F.2d 529 (1990) 

 No exact standard, but consider the principal source of support. GCM 
39108 (501(c)(6) organization).  

 Organization is exempt with 98% unrelated revenue, but 41% 
charitable activities. TAM 9711003. 
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Why Use a For-Profit Corporate Affiliate? 

 Liability shield (subject to veil-piercing) 

 Financial liabilities  

 Liability for third party claims 

 Distinct governance 

 Branding 

 Employee profit-sharing 

 Investor preference for corporate form 
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What are Key Tax Considerations in Using a For-Profit 
Corporate Affiliate? 

 Structuring to avoid attribution 

 Capital Contributions 

 Payments and distributions to the tax-exempt 
parent 

 Structuring compensation 

 IRS Form 990 Reporting 

 Liquidation 
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Structuring to Avoid Attribution 

Moline Properties v. Commissioner of Internal 
Revenue, 319 U.S. 436 (1943) – discussed the 
principle that a corporate form may be disregarded 
where it is a sham or unreal.  (Held: the for-profit 
corporation was not a mere agent of its sole 
shareholder). 
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Structuring to Avoid Attribution (cont.) 

Attribution factors applicable to for-profit subsidiaries of 
tax exempts have been developed in private letter rulings: 

 Independent boards - a majority are not officers or directors of 
the parent. PLR 200321021; PLR 200225046. 

 Independent day-to-day operations - should be independent. 
PLR 200634039; PLR 200518081; PLR 200321021. 

 Arm’s length, fair market value dealings - between parent and 
subsidiary. PLR 200518081 (rent); PLR 200152048. 

Note: FMV transactions between the parent and subsidiary are also 
necessary to avoid private benefit, and avoid unfairly reducing the 
subsidiary’s tax liability. 
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Payments and Distributions to the Tax Exempt Parent 

 Types of payments generally not subject to 
unrelated business income tax:  

 Dividends - However, net profits generating the 
dividend will be taxable to the for-profit subsidiary 

 Interest 

 Royalties 

 Rent 
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Payments and Distributions to the Tax Exempt Parent 
(cont.)  

 Key Exceptions, generating tax: 

 Unrelated debt financed income – is always taxable, 
whether dividends, interest, royalties or rent. 

 Controlled corporation interest, royalties and rent. Control 
is measured by 50% ownership, by vote or value; the 
constructive ownership rules of IRC s. 318 apply.  

 Royalty income is treated as taxable if significant services 
are provided. Sierra Club v. C.I.R., 86 F.3d 1526 (1996). 

 S Corporation subsidiaries – items of income, loss and 
deduction flow through to the tax exempt organization 
shareholders as unrelated business income. 
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Payments and Distributions to the Tax Exempt Parent 
(cont.)  

 Public Support Calculations: 

 Section 509(a)(1) – revenues from a for-profit 
subsidiary will be included in the denominator, but not 
the numerator. 

 

 Section 509(a)(2) – interest, dividends, rent and 
royalties will be counted as “investment income”, but 
not included in the denominator. 
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Capital Contributions 

 State Fiduciary Standards 

 

 Prudent Investment – Uniform Prudent 
Management of Institutional Funds Act. 

 

 Proportionate Investment – See Revenue Ruling 
2004-51. 

 

 Compensation  
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Structuring Compensation 

 Excess Benefit Transaction – In determining the 
reasonableness of compensation paid to a “disqualified 
person” for purposes of IRC s. 4958, the economic benefits 
paid by any controlled corporation are taken into account, 
where control means ownership of 50% of the stock.  
Constructive ownership rules of IRC s. 318 apply. 

 Equity Compensation – must be reasonable.  See PLR 
200225046.  

 IRS Form 990 – include compensation paid to officers, 
directors, key employees, and highest compensated 
employees by the tax exempt organization and all related 
organizations, where “related” includes all 50% controlled 
stock corporation, by vote or value. 
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Liquidation 

 A taxable corporation that transfers all or 
substantially all of its assets to one or more tax 
exempt organizations, must recognize gain as if its 
assets were sold at fair market value. Treas. Reg. 
1.337(d)-4. 

 Exception:  if the tax exempt organization uses the asset 
in an unrelated purpose, tax is deferred until the assets 
is used for an exempt purposes, or sold. Treas. Reg. 
1.337(d)-4(a)(4)(b).  
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