BRIEF GUIDE TO IRS FINAL REGULATIONS
CORPORATE SPONSORSHIP PAYMENTS 



On April 25, 2002, the Internal Revenue Service (“IRS”) published final regulations under Internal Revenue Code (“IRC”) §513(i)
 regarding the tax treatment of corporate sponsorship payments received by tax-exempt organizations.  The final regulations apply to all payments solicited or received after December 31, 1997.

Introduction

The Board of Trustees of the University of Illinois (“University”) is an instrumentality of the State of Illinois, and as such its income is exempt from Federal Income Tax under IRC §115.  In addition, the IRS has recognized the University as exempt from federal income tax as an organization described in IRC §501(c)(3) and as a public charity of the type described in IRC §§ 509(a)(1) and 170(b)(1)(A)(ii).  However, the University is subject to unrelated business income tax (“UBIT”) imposed under IRC §511 on regularly carried on business activities that are not related to the tax-exempt missions of the University; although, an activity may be exempt from UBIT under one of several statutory exceptions.  One of the statutory exceptions is under IRC §513(i), which states that the term “unrelated trade or business” does not include the activity of soliciting and receiving “qualified sponsorship payments”.
What is a “qualified sponsorship payment”?

A qualified sponsorship payment is any payment made by any person (“sponsor”) engaged in a trade or business with respect to which there is no arrangement or expectation that such person will receive any “substantial return benefit” from the tax-exempt organization.  If the sponsorship payment is deemed to be a “qualified sponsorship payment”, the payment is not subject to UBIT.


A qualified sponsorship payment does not include any payment contingent upon attendance level, broadcast ratings, or other factors indicating the degree of public exposure to one or more events.  However, if the payment is contingent upon holding the event (regardless of how many people attend) or broadcasting (regardless of the number of listeners), the payment is not automatically disqualified from the definition of qualified sponsorship payment. 

How is “payment” defined?

Payment means the payment of money, the transfer of property, or performance of services, including barter transactions (or “trade-outs”).

What is a “substantial return benefit”? 

A substantial return benefit is any benefit received by the sponsor other than (1) a tax-exempt organization’s “use or acknowledgement” of the name, logo, or product-lines of the sponsor’s trade or business, or (2) any goods or services that have an insubstantial value, and, therefore, qualify as “disregarded benefits”.  Generally, if a substantial return benefit exists, there is potential UBIT. 

How is “use and acknowledgement” defined?

Use and acknowledgement consist of:

(a) Logos and slogans that do not contain comparative or qualitative descriptions of the sponsor’s products, services, facilities, or company; 

(b) A list of the sponsor’s locations, telephone numbers, or Internet address;

(c) Value-neutral descriptions, including displays or visual depictions, of the sponsor’s product-line or services; 

(d) The sponsor’s brand or trade names and product or service listings; and

(e) Exclusive sponsorship arrangements.

Logos or slogans that are an established part of a sponsor’s identity are not considered to contain qualitative or comparative descriptions.  Mere display or distribution, whether for free or remuneration, of a sponsor’s product by the sponsor or the tax-exempt organization to the general public is not considered an inducement to purchase, sell or use the sponsor’s product.

The final regulations apply to any communications medium in which an acknowledgement is transmitted, affecting print and Internet announcements, as well as broadcast announcements.

What are “disregarded benefits”?

Under the final regulations, benefits with a minimal fair market value are considered disregarded benefits.  The value is minimal if the aggregate fair market value of all benefits provided to the sponsor (other than “use or acknowledgement” benefits previously mentioned) in connection with the sponsorship arrangement during the tax-exempt organization’s tax year is not greater than 2% of the sponsorship payment.  If a sponsor receives a substantial return benefit, only the amount of the sponsorship payment exceeding the fair market value of the substantial return benefit is a qualified sponsorship payment, and the amount of the substantial return benefit may be subject to UBIT. 

How is the value of benefits determined? 


Benefits are valued at fair market value.  Fair market value is the price at which the benefits are provided under a standard arms-length transaction.  The tax-exempt organization bears the burden of establishing the fair market value of benefits provided to a sponsor.  All benefits provided to a sponsor must be separately determined and separately valued. 


The regulations provide a strong incentive to maintain detailed records of the activities associated with sponsorship payments.  If the tax-exempt organization does not establish that the sponsorship payment exceeds the fair market value of any substantial return benefit, no part of the payment may be treated as a qualified sponsorship payment.  Similarly, if the tax-exempt organization fails to determine a good faith valuation, the IRS may make the valuation.

When should benefits be valued?


For binding written contracts, the valuation date is the date the contract was entered into, regardless of when the payment is made and benefits are received.  Without a binding written contract, the valuation date is the date the benefits are received.
What are examples of benefits that may be provided to a sponsor that are subject to the 2% threshold?

Examples of benefits that may be provided to a sponsor that are subject to the 2% threshold include:

(a) Goods, facilities, services, or other privileges (e.g., complimentary tickets and parking, receptions and dinners for donors, etc.);

(b) Exclusive or nonexclusive rights to use an intangible asset (such as a trademark, patent, logo, or designation) of the tax-exempt organization; 

(c) Advertisements; and 

(d) Exclusive provider arrangements.

How is “advertising” defined?

Advertising is any message or other programming material that is broadcast, or otherwise transmitted, published, displayed, or distributed, and which promotes or markets any trade or business, or any service, facility, or product.  Advertising includes messages containing comparative or qualitative language, price information, indications of savings or value (such as coupons), an endorsement, or an inducement to purchase, sell, or use any service, facility, or product.  A single message that contains both advertising and an acknowledgement is advertising.

What is an “exclusive provider arrangement”?

An exclusive provider arrangement is one that limits the sale, distribution, availability, or use of competing products, services, or facilities in connection with a tax-exempt organization’s activity, and is generally considered a substantial return benefit.  In contrast, an arrangement that merely acknowledges the payor as the exclusive sponsor of a tax-exempt organization’s activity does not, by itself, constitute a substantial return benefit.

For example, an agreement that committed a college, in exchange for a $1 million contribution, to sell only Mountain Dew in college vending machines would, in most circumstances, constitute a substantial return benefit; whereas, an agreement that committed a college, in exchange for a $1 million contribution, to acknowledge Mountain Dew as the exclusive sponsor of the homecoming football game would not constitute a substantial return benefit.


The general rules under exclusivity arrangements apply to vendor contracts including those negotiated under a competitive bidding process.  If the nature of the goods or services necessitates the use of only one provider because of limited space, or the competitive bidding process requires acceptance of only the lowest bid, then the tax-exempt organization has not entered into an exclusive provider arrangement.  The sponsorship would become an exclusive provider arrangement only if the tax-exempt organization agrees to limit distribution of competing products.
How are hyperlinks between a tax-exempt organization and sponsor’s Web site treated under the final regulations?

The final regulations use two examples to explain when a hyperlink constitutes an acknowledgement or an advertisement. In the first example, the tax-exempt organization merely posts a list of sponsors on its Web site and links to each sponsor’s Web site.  These links are considered acknowledgements. In the second example, the tax-exempt organization provides a link to the sponsor’s Web site, which claims that the tax-exempt organization endorses the sponsor’s products.  If the endorsement was made with the tax-exempt organization’s knowledge and permission, it is considered advertising and treated as a substantial return benefit.

How is UBIT calculated?
Unrelated business income is the gross income derived from an unrelated trade or business, less business deductions directly connected with carrying on the unrelated trade or business.  Generally, the rates at which tax is payable on unrelated business income are the corporate rates, consisting of:

	Tax Rate
Taxable Income
15%
                                       $1-$50,000


25%
$50,001-$75,000

34%
$75,001-$100,000

39%
$100,001-$335,000

34%
$335,001-$10,000,000

35%
$10,000,001-$15,000,000

38%
$15,000,001-$18,333,333

35%
Greater than $18,333,333


� The provisions under IRC §513(i) do not apply to income derived from the sale of advertising or acknowledgements in tax-exempt organization periodicals. The term “periodical” means regularly scheduled and printed material (including electronic material) published by or on behalf of the tax-exempt organization that is not related to and primarily distributed in connection with a specific event conducted by the tax-exempt organization. For example, messages in an alumni magazine cannot be treated as nontaxable because such a magazine is a periodical that is not related to and distributed in connection with a specific event, while messages in a football game program can qualify.
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