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November 13, 2006

The Honorable William Thomas

Chairman, House Committee on Ways and Means
U.S. House of Representatives

1102 Longworth House Office Building
Washington, D.C. 20515

Dear Chairman Thomas:

Thank you for the opportunity to respond to youesjions regarding how inter-

collegiate athletics furthers the educational,¢aempt purpose of the NCAA and

higher education. We have responded to your duestas completely as

possible. In a few instances, we do not have icedata you requested, nor do
we know of any group or agency that has the d@ecasionally, we have offered

an undocumented estimate, but we have clearlyddhelas such. We have also
attached to this letter, A, a discustihat examines the tax law basis
for the tax-exempt status of intercollegiate atbgetinder section 501(c)(3) of the
Internal Revenue Code of 1986.

Before turning to the specific questions, | wouikkelto offer a few general
thoughts about the relationship of intercolleg ti@etics to higher education and
to inform you about certain initiatives underwaystoengthen that relationship.

The linking of athletics with education is a uniudmerican experience. No
other country binds the two the way it is doneles scholastic and collegiate
levels in this country. The relationship is bogalrand visceral. The passion that
athletics can generate within a population, thelkyyof fans to specific teams,
and the feelings of reconnection between alma meter her alumni have all
made college sports popular at every level and gmnenally popular at some
levels. Athletics has also been the ticket for ynastudent-athletes to attend col-
lege. Divisions | and Il intercollegiate sportoyide $1.5 billion annually in
athletics scholarships to help pay the cost of atioc — including for many low-
income students who would otherwise have to fohgodollege experience. The
range and scale of intercollegiate athletics in Acaeare as diverse as higher
education itself. Often, the scale alone distparsceptions about the purpose for
which athletics are conducted by those who obsieres well as — occasionally —
those who are engaged in the enterprise.

As a university president for nearly 15 years anda@ademician for more than
40, | have observed, set policy for or provideddérahip to intercollegiate ath-
letics at a number of universities. | can atteghwnqualified conviction that
college sports makes a significant contributiothi® university experience for all
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students and provides educational value to thoseifspstudents who participate. Today, more
than 380,000 male and female student-athletescjpate in as many as three dozen sports at
many levels of competition at more than a thousanildges and universities. Athletics can and
does add to the knowledge and skills that develmyng people into productive citizens in a
wide range of careers beyond sports. Very fewesitidthletes become professional athletes.
Many more become doctors, lawyers, engineers, éeadr even Members of Congress.

Intercollegiate athletics, of course, is not petrfetike higher education generally, it requires
careful management and persistent leadershipedrifyears ago, the Knight Foundation Com-
mission on Intercollegiate Athletics called for gter presidential control of college sports and
recommended a certification process, similar téitunsonal accreditation that higher education

has undergone for decades, that would provide gheriastitutional scrutiny and peer review to

ensure that program implementation is aligned w&ithdemic mission. Since the early 1990s,
every Division | university has been through thetiieation process twice and some have
undergone additional institutional self-studiesurtker, the Association’s governance structure
has been reformed to ensure presidential control.

In the mid-1980s, the NCAA began collecting datatmacademic performance of student-ath-
letes. The question before the Association wapleiranough: Were student-athletes achieving
academically as well as their counterparts in thieegal student population? Clearly, some were
not. On average, student-athletes in Divisiorailéd the rest of the student body in graduation
rates. A series of initiatives were undertakercdorect the problem, and the results brought
hope. Graduation rates rose and by the early 19@@sssed the rate for students in gerferal.

The NCAA has developed a comprehensive nationalb@se on college student academic per-
formance, beginning in the 1990s. The NCAA alsovjgted analysis of the data that led to a
three-pronged academic reform initiative two yeage that has and will significantly improve
the academic success of student-athletes. (1) régeirements for high school academic
preparation for incoming freshmen to participateathletics have increased dramatically. The
academic requirements for enrolled student-athletesontinue athletics participation have in-
creased so that they are on track to graduateényiars rather than the six-year window antici-
pated by the U.S. Department of Education. (2) Msstrics have been developed that measure
progress year-by-year and provide more accuratéugteon information. (3) Sanctions have
been put in place by the NCAA that will penalizeop@academic performance by a particular
team.

Using the Graduation Success Rate (GSR), a newantiesit counts transfer students (as well as
students whose education takes place at only @tiuition) who both succeed and fail academi-

! Note: According to NCAA data collected using tmethods of the Integrated Postsecondary Educatia D
System (IPEDS) graduation rate survey, studenetghlwho entered in 1984 graduated at a rate pkE&nt, one
percentage point below the rate for the generalestubody. By 1992, the graduation rate for sttddmetes,
according to IPEDS, was 58 percent, two points alibe rate for the general student body.
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cally, the latest average graduation rate for sttidénletes in Division | is 77 percent. There is
no way to compare this figure to the federal raggause the U.S. Department of Education does
not track transfer students. However, even ifrtitege inaccurate federal rates are used, student-
athletes in Division | graduate at 63 percent, pomnts better than the general student popula-
tion. Of note, African-American male student-atetegraduate 11 percentage points higher than
African-American males in the student body, andidsin-American female student-athletes
graduate at a rate 16 points higher than their teoparts in the general student population.
Clearly, the reform measures of the last 15 yearsvarking. [Note: A complete description of
the academic reform initiative is also attachethts letter af Appendix B.]

Two weeks ago, we released the report of the NCAgsiBential Task Force on the Future of
Division | Intercollegiate Athletics. The result an 18-month examination by 50 college chan-
cellors and presidents, the report, entitiede Second-Century Imperatives: Presidential
Leadership~Institutional Accountabilitghallenges the Association’s member colleges amd u
versities to assume greater control of the findnomaerpinnings of athletics on a campus-by-
campus basis. The Task Force developed improvddrare transparent financial reporting
procedures and created a number of “dashboardaitwdg? that will assist chancellors and presi-
dents in achieving greater accountability. Thexand crisis in athletics finances. Operating
budgets for athletics represent a small percentégeerall higher education spending, 3.5 fo 4
percent on average. The purpose of the Task Foitcive is to provide tools and recommend
practices that will diminish the potential for fim@al stress and provide access to information
that leads to better decision-making.

Your letter, Chairman Thomas, comes at an opportune. Over the last 15 years, the NCAA
and intercollegiate athletics have undergone chsafli-study and implemented initiatives that
will ensure intercollegiate athletics’ continuedrpose of educating student-athletes in a respon-
sible way.

The following are responses to the questions yoe pased:

Questions Relating to the NCAA's Educational Missin

1. The annual return filed by the NCAA with the IntafriRevenue Service states that the pri-
mary tax-exempt purpose of the NCAA is to “maintaatercollegiate athletics as an integral
part of the educational program and the athlet@naimtegral part of the student body.” How
does the NCAA accomplish its purpose of maintairfihg athlete as an integral part of the

student body?

The purpose of higher education is to develop th@wtedge and skills in students so that
they become productive members of society and gtatens. Much of that is done in the

2 Litan, Bob, and Orszag, Jon and Pet&hé Empirical Effects of Collegiate Athletics,” 200
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classroom, lecture hall and library; but not all iof Higher education also imparts
knowledge and skills in various others ways. Bgudtion in a symphony orchestra, working
on student newspapers and participation in thgatetuctions are all examples of ways in
which students go beyond the classroom to develijgagional skills that will serve them
throughout their lives in the same way as traddlaclassroom learning. Development of
these skills is integral to the educational experestudents take with them from the cam-
pus.

Participation in varsity athletics programs is &eotkey way in which young men and
women enrich their educational experience beyoedctassroom. What they learn on the
playing field or court is integral to their educatal experience as well. Lessons on leader-
ship and how to follow, on self-discipline and s&dicrifice, on teamwork and hard work, and
learning to pursue excellence are all values inggathrough participation in athletics.
Although the vast majority of the more than 380,80@ent-athletes who compete in college
sports each year go “pro” in something other thaorts, the words of Indianapolis Colts
quarterback Peyton Manning are particularly appader The former University of
Tennessee, Knoxville, football Academic All-Amerieas honored in 1998, at the NCAA
Convention as one of Today’s Top VIII student-atidde and in his response to the assembled
delegates, he talked about being a student-athlete:

“It is popular today to ask if big-time college sfgoare even compatible with
higher education.

“The critics ask if athletics are consistent withe teducational missions of
colleges and universities. Frankly, those peopéethe walls that limit us without
seeing the spaces that allow us to expand. THeyreathat collegiate sports
have a lot more to do with learning than they dthwiinning.

“As student-athletes, we learn more than most meqphe blessings
of...camaraderie and shared sacrifice, collectivg@arsibility and commitment
to excellence, and time management and life managemit would have been
easy to have been a football player and not a studad conversely, it would be
much easier to have been just a student and letbdti for some other day in
time.

“But it wouldn’t have been as joyous, as rich aujtg candidly, as humbling to

have been one without the other. | would bet ywat each and every one of
tonight’'s honorees would say without hesitatiort the or she is a better man or
woman and a better leader because of those expesién

Mr. Manning’s comments on his and other studenietgdl’ experiences as participants in
intercollegiate athletics — as candid and unreleebes they were within their context — are
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consistent with the tax law in this area that rexbgs the educational value of athletics com-
petition at the college and university level.

Peter Likins, president emeritus of the UniversityArizona, a former professor of engi-
neering, and a Fellow of the American InstituteA&fronautics and Astronautics, is more
succinct but no less eloquent or to the point sxdumments about the educational value of
being a collegiate wrestler at Stanford Universitis a university president and former pro-
fessor of engineering, | have often said that tled how to be a professor in the classroom,
but | learned how to be a university presidentt@wrestling mat.”

2. The annual return also states that one of the NGAWrposes is to “retain a clear line of de-
marcation between intercollegiate athletics andgssional sports.” Corporate sponsorships,
multimillion dollar television deals, highly paicdbaches with no academic duties, and the
dedication of inordinate amounts of time by athdete training lead many to believe that
major _college football and men’s basketball mosely resemble professional sports than
amateur sports. The NCAA has no control over ¢ivthe differences between professional
and amateur sports: the level of play and theeteernption for college athletics revenue.
Beyond rules prohibiting compensation for colledbleies, what actions has the NCAA
taken to “retain a clear line of demarcation” begwenajor college sports and professional

sport®

There are clear distinctions between the collegatd professional models of athletics.

Professional sports’ sole purposes are to entetta@npublic and make a profit for team

owners. The purpose of the collegiate model isrthance the educational development of
student-athletes. Those who participate in pradess athletics are employees, a commodity
to be traded from team to team, often with litteno input from the participant. Those who

participate in college sports are students andhateemployed to play sports, nor are they
traded from school to school. The teams in prodesd sports are aligned with a community

only so long as the community provides facilitiegl aupport to keep the teams with them.
The teams in collegiate sports are embedded wiiti@rcollege or university that sponsors the
teams and cannot leave if they are not satisfiel tlue facilities or levels of support.

These points of difference are critical to the dexation between college and professional
sports beyond the amateur status of student-ashlétéhile intercollegiate athletics is very
entertaining, entertainment is not the primary psgof the enterprise. While football and
men’s basketball at the Division | levels are enausly popular with the public and attrac-
tive to the entertainment media, they are as disfiom their professional counterparts as
student musical groups are from professional sym@so They are demarcated by their
purpose and motivation rather than their scaleublip or media fiscal support.
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It is also incorrect to assume that the populasityivision | football and men’s basketball
sets them apart from other sports on campus instesmtime and commitment for the
student-athletes or from other divisions. Studsdhtetes and their coaches are extremely
committed individuals regardless of their sportha division in which they play. Coaches,
themselves, are as committed to teaching the deweot skills learned through sports par-
ticipation as faculty members are to importing &ad knowledge. There are no differ-
ences in the expectations for practice or competiamong the sports. Indeed, football
student-athletes generally have less missed diaesthan any others on campus because
they have only one game each week, at least hathath are at home. The most important
point, again, is that all of the participants arelents.

In addition, there are a series of rules designethb member schools themselves that are
intended to provide limits that support the missitdreducating student-athletes. These rules
include grant-in-aid limits, season limits, in-seasnd out-of-season practice limits, safety
requirements, and academic-eligibility requiremédatsnitial and continuing participation.

3. Some representatives from college athletic orgéiois have justified the tax-exempt status
of college sports based on claims that high-vigibpprograms help sustain a large pool of
student applicants and generous financial coniobat Neither of these arguments is valid
from a Federal standpoint. Federal taxpayers haviaterest in increasing applicant pools at
one school opposed to another. Furthermore, &nfital contributions to universities in-
crease based on athletic success, contributionih&s worthy charities may decline

Before responding to your specific questions, welldidike to point out the far-reaching im-
plications of the statements made in the introducto these questions. First, while federal
taxpayers, in the abstract, may have no intereisicieasing applicant pools at one school as
opposed to another, individual taxpayers surely &vesumably, this is one of the reasons
that taxpayers, including many Members of Congrespport and contribute to their alma
maters and to their local schools — to help th@sishimprove the quality and, in some cases,
the quantity of their student bodies; to improveitiphysical plants; and for other purposes.
Further, schools attempt to increase their vigibiln many ways — by building new class-
rooms, libraries and performing arts centers; bgruiéng renowned academicians and
researchers; by adding timely subjects to theiricwlums; and even by advertising. Of
course, this activity is not limited to schools.ahy nonprofits engage in activities designed
to increase membership, visitors and revenues. p8gny orchestras schedule “old
warhorses” that attract more patrons, visibilitydacontributions than less-“accessible”
works. Similarly, art museums schedule “blockbrisgtows of popular artists or artistic
movements designed to draw crowds, raise visibditg, again, to encourage membership
and contributions. Many charitable organizatiodgeatise in one form or another — on tele-
vision, on radio, in the print media and by direxil.
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a. From the standpoint of a Federal taxpayer, whatefisndoes the NCAA provide
taxpayers in exchange for its exemption?

Those who represent the federal taxpayer, Membfe@ongress, have long recognized
the educational value of athletics competitionha&t ¢ollege or university level, and that
income derived from intercollegiate athletics cofitfmn is substantially related to the
educational functions of colleges and universitigsthe Revenue Act of 1950, both the
House and Senate agreed on this point. The S&egtert noted, “Athletic activities of
schools are substantially related to their edunatiéunctions. For example, a university
would not be taxable on income derived from a bkletournament sponsored by it,
even where the teams were composed of studenthef schools.” The House Report
states, “Of course, income of an educational omgdian from charges for admissions to
football games would not be deemed to be incomm fan unrelated business, since its
athletic activities are substantially related toatlucational program.”

More recently, the U.S. Supreme Court recognizedintiportance of the regulatory role
of the NCAA in preserving amateurism in collegersgo INNCAA v. Board of Regents
of the University of Oklahom#68 U.S. 85 (1984), the Supreme Court said:

“The NCAA plays a critical role in the maintenanocé a revered tradition of
amateurism in college sports. There can be notigmebut that it needs ample
latitude to play that role, or that the preservaiid the student-athlete in higher edu-
cation adds richness and diversity to intercollegathletics and is entirely consistent
with the goals of the Sherman Act.”

Specifically, federal taxpayers through their repragatives have recognized the educa-
tional value of athletics as a benefit to them #dredregulatory role of the NCAA as im-
portant to the maintenance of that benefit.

b. From the standpoint of a Federal taxpayer, why khthe Federal government subsidize
the athletic activities of educational institutionben that subsidy is being used to help
pay for escalating coaches’ salaries, costly chedtéravel, and state-of-the-art athletic
facilities?

It should be pointed out that colleges and unitessiapply the “tax subsidy” to offer a
broad range of athletics participation opportusitier hundreds of thousands of young
men and women at more than a thousand institutions.

Without trying to address every instance, coaclteshpensation packages, especially
those with seven-figure packages, include instihal salaries commensurate with other
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highly paid and highly recruited faculty and staffhe salaries are negotiated at arm’s
length and are within the range of reasonable cosgi®n as defined for federal tax
purposes. Coaches also earn outside income friewvidi®en programs, shoe and apparel
endorsements, speaking engagements, and teachmugs.calhe majority of the total in-
come of these highly compensated coaches doesona rom an institution’s tax-ex-
empt dollars. This is exactly the same method ¢bdeges and universities use to com-
pete for top academicians in selected discipling®e majority of their compensation
packages, which in some cases exceed seven figsir@stived from income outside of
the institution. In all cases, the institutionsv& to maintain compensation at a level that
is reasonable as that term is used for federahiecmx purposes.

Travel for athletics teams is a relatively modesttipn of athletics operational budgets,
on average around seven percent. Travel for taanodten made less expensive by
chartering rather than using commercial flights gypically gets student-athletes back to
the campus and in class sooner. Additionally,dilze of the squad and staff makes the
use of commercial air travel often impractical &redjuently impossible.

Athletics facilities, state-of-the-art or otherwisge necessary for the support of the ac-
tivity for which there is a tax exemption. Theseilities, often paid for through bonds or
charitable contributions, also generate revenue¢ dffsets the operational cost of
athletics that might otherwise be provided throiurgtitutional funds.

4. Officials from the NCAA, athletic conferences, amadversities have explained that college
football and basketball should be tax-exempt bexamne universities generate a profit
from these sports that is used for other univergitgnsored sports. To be tax-exempt,
however, the activity itself must contribute to iecomplishment of the university’s educa-
tional purpose (other than through the productibinoome). How does playing major
college football or men’s basketball in a highlynooercialized, profit-seeking, entertain-
ment environment further the educational purposgaf member institutior’s

The fact that some intercollegiate athletics progwat some schools generate revenues in
excess of expenses is not inconsistent with the tfeat such programs contribute to the
schools’ overall educational programs. The modEmmprehensive university and, indeed,
American higher education would not exist withobe tability of some disciplines and
activities to generate income that helps pay fdreotdisciplines and activities. Not all
disciplines and activities are in equal demandrmgoyethe same appeal. Athletics and a few
other activities are more interesting — and enitartg — to the general public and media than
others. The ability of some to generate revenumisnsignificant to the rest of the campus.
Higher education takes in revenue from all its sesrand then redistributes those resources
to meet its mission. For example, revenue fromcRsipgy 101 classes (because of their
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number and size) typically generates more revemat e effect, subsidizes philosophy
classes, which cannot draw enough students to gayhémselves. This is the business
model for higher education (and for other types tak-exempt organizations), and
intercollegiate athletics works the same way. Reeefrom football and men’s basketball is
redistributed to pay for sports that generateelittl no revenue.

Nonetheless, all of these activities have educatigalue. The scale of their popularity and
the revenues they generate do not diminish the rifapce of their educational value. The
lessons learned on the football field or men’s b#skl court are no less in value or impor-
tance to those student-athletes than the onesléamthe hockey rink or softball diamond —
nor, for that matter, than those learned in theatance, music, journalism or other non-
classroom environments. Indeed, if institutionsld@enerate new revenue streams from the
televising of large lectures or small seminar déstons and use the revenues to offset the
cost of other classroom programs, they would beniggd and should do so.

The fundamental purpose of intercollegiate athdetscthe education of student-athletes in
both the classroom and on the field or court. 3tede of the sport does not alter the funda-
mental purpose. And the most successful progranerms of generating revenue share the
same educational goals with the least succesdfulike other campus activities of educa-

tional value, the visibility of athletics modelsvedopmental characteristics of sports to non-
athletes, as well.

5. Educational institutions in other NCAA divisionsesyul a fraction of the amount Division |-
A schools spend on their football and men’s baskefivograms. These higher expenditures
are ostensibly for educational purposes. Whaitiaddl educational value is received by
participation in Division |-A athletics beyond thahich is received by participation in other
division or intramural athletics? If additional eddional value is derived from patrticipation
in_Division I-A athletics, does the additional edtional value justify the higher expendi-
tures?

Generally speaking, educational institutions ineotNCAA divisions spend a fraction of the
amount Division I-A schools spend on any of theires educational programs. For example,
the budget for the mathematics department, asasethe athletics department, at Ohio State
University is larger than the budget for the mathgos department, or athletics, at Defiance
College in Ohio. Even though each institution imx®sted to a considerably different level,
both are providing a quality educational experieanoe meeting the expectations of their
students. In fact, because of higher amounts tsidel revenue to support athletics at Ohio
State, the athletics budget at Defiance — or ahgrdDivision Il or Il institution — is consid-
erably higher as a percentage of institutionalueses than at Division | schools.

Is the difference in the educational experiencesiidents at a large public university
guantitatively better than at a small private gptfé It may or may not be, but we generally
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don’t try to make that quantitative differentiatiolVe understand that there are different ap-
proaches for a variety of reasons and to accomraaddiversity of circumstances. A more
robust athletics program is often identified as ohdhe advantages of attending a larger
school.

The range and cost of programs — in athletics disasen academics — are largely responsive
to expectations of students, parents, alumni ahdrst as well as the financial circumstances
of each institution and are difficult to quantiffiNonetheless, all NCAA member institutions

conduct their athletics programs consistent with déitademic missions of their respective
campuses.

6. According to studies, incoming athletes at manwersities have lower average SAT scores
and high school grades than those of the generaést body. Do the minimum initial eligi-
bility standards currently in place adequately emghat high school athletes can succeed
academically at universiti@s

As noted earlier, the NCAA has collected and aredydata for the last 20 years to observe
the behavior of hundreds of thousands of successfidient-athletes and modeled our stan-
dards on that behavior. Any studies that assunmest-athletes enter Division | colleges
and universities less well prepared than non-studttletes are either out of date or
erroneous. Data from 2004 entering freshmen, dkest available information, show that
Division | scholarship student-athletes averagedae of 1096 on the SAT. This is higher
than the national average of 1026 for all college#n test takers. Similarly, the athletes
averaged a core grade point average (GPA) of 3M@izh exceedshe national average
GPA of 3.280 reported by the College Board foisalidents.

7. In order for a high school student to become digtb compete in intercollegiate athletics,
the NCAA requires high school athletes to take & @urriculum of academic courses and
earn a minimum grade-point average while in higmost Why does the NCAA not have
similar requirements for athletes during their egiate careefs

The NCAA does have minimum academic performancelireopents for student-athletes
during their college careers. Enrolled studentet#ls must meet progress-toward-degree re-
quirements on a term-by-term basis in order to tamnacademic eligibility to compete in
athletics. Under these requirements, each stuatbidgte must make specific, measurable
progress (at least 20 percent per year) towarctkasel degree at the institution in which he
or she is enrolled. In addition, each studented¢himust annually acquire a predetermined
percentage of the cumulative GPA toward graduatibhese standards serve as a proxy for
the “core curriculum” approach used for high schatbletes.
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8. In recent years, there have been many reportshidtas taking college courses that lack

academic rigor. Several schools have reportedterstl athletes toward professors and

academic majors that are less challenging

a. What actions has the NCAA taken to assess the autsstof the courses athletes are

C.

taking and, more generally, the quality of the edian athletes receie

The NCAA is in the process of collecting surveyadi two projects with both recently
graduated student-athletes and those who have gjeatlaver the last decade about what
degrees they selected, why those degrees werdesklaad whether they were steered
toward specific degree programs. Those data haveeen fully compiled and will not
be available until the spring of 2007.

It is important, however, to understand that theufty of each college or university,
rather than the NCAA, determines the courses thihtbe taught, the standards for in-
struction and the requirements for degrees. Theyadso responsible for monitoring
against academic abuse or fraud, and they take tresponsibilities seriously. It is
unlikely that any intrusion by the NCAA into thisalm would be either practical, suc-
cessful or welcomed.

Does the NCAA collect information from its membastitutions to determine whether
athletes are disproportionately taking certain @ebrs, courses, or academic majors at
individual school8

Although the results are not available at the toféhis writing, the NCAA is collecting
data on the majors of student-athletes throughAcademic Performance Program.

Would requiring the public disclosure of the praf@s, courses, and academic majors of
athletes help ensure that they receive a qualiga&ibri

Privacy provisions of the Family Education RightRrivacy Act (FERPA)would pro-
hibit such public disclosure, and it is not cldaattsuch public disclosure would, in fact,
ensure a better quality education. Likewise, ifrenstudent-athletes major in a specific
discipline, it does not follow that such studergsaive an education of less quality or are
subject to less rigorous academic standards, nmesshthat there is academic fraud. As
noted earlier in this letter, the standards fotringion and the integrity of academic
offerings are the purview of the faculty and threisponsibility, rather than the NCAA.
Moreover, it would be contrary to the freedom obicle accorded all students to require
that student-athletes take certain majors and thets.

% Note:

FERPA allows schools to release academijpomhas directory information without the consefttte

student. Only if the student affirmatively reqestis information not be shared is the institutpyohibited from
giving it out.
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9. At Division I-A schools, only 55 percent of footballayers and 38 percent of basketball
players graduate - compared to 64 percent of thergéstudent body. These figures under-
state the gap between the graduation rates of éhergl student body and athletes, since
many regular students fail to graduate for finah@asons, which is not an issue for athletes
on full scholarships

a. Are the NCAA’'s member institutions accepting atbsetwho would not otherwise be
admitted but for their athletic prowé&ss

It must be emphasized that “special admissions’hatdimited to student-athletes. Most
colleges and universities offer special admissiopgortunities to a variety of students
who have not met the academic standards genergbljed to the student body. These
special admissions are used to admit a small numb&iudents, often low income non-
athlete students with promise from disadvantagadca&tibnal environments. Special
admission standards are also applied to admit statkents with talents that offset their
academic shortcomings; e.g., musicians, artistsceland drama majors, and athletes.
We do not know the exact numbers nor how many tutgins offer such special
admissions opportunities.

b. For twenty vears, the Federal graduation rate falenbasketball players has remained
basically unchanged at about 40 percent. Why ia$NCAA made no progress in en-
suring that athletes who play on the court alsalggée from the schools for which they

are playin@

Male basketball student-athletes in Division | wdrdgered universities in 1984 — the first
year the Department of Education began requirireg dbllection of graduation data —
graduated at a rate of 38 percent. The most ratzat(for the cohort entering in 1999)
show male basketball student-athletes in Divisiagrdduating at a rate of 46 percent.
Over the last two years, the NCAA has also colkatata on transfer student-athletes
who are not included in the federal rate (nearlyp80 annually). Based on those data,
the more accurate graduation rate for Division larizasketball student-athletes is 59
percent. The NCAA believes that when male baskKetibadent-athletes who entered
under the current and more rigorous academic stdadgaduate, the rates will be sig-
nificantly higher. Nonetheless, graduation ratesmhale basketball and football student-
athletes continue to be of concern and the focddG@AA-led academic reform efforts.

c. The defending Division I-A national champion in fball graduated 29 percent of its
players compared to 74 percent of the universgitglent body for the class entering in
1998. Similar large differences in graduation gatexist at other colleges and
universities. Considering this gap, how well is8 thkCAA accomplishing its tax-exempt
purpose of maintaining “the athlete as an integeaat of the student body”
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On average, Division I-A football student-athletgaduate at a federal rate of 55 percent,
compared to 62 percent for the male student baye more accurate Graduation Suc-
cess Rate that includes transfers is 66 percemer the next few years as the new stan-
dards and sanctions take pldeams in any sport must have a projected grastuadite

of 60 percent or better or will not be permittecctompete in postseason championships.
It is frustrating that there continue to be insemof low graduation rates for any teams,
but progress on average is clearly being made and will be.

To improve the graduation rates of athletes, hasNBEAA considered adopting a rule
tying the number of grants-in-aid that can be awdrdo a member institution’s
graduation ratés

Rather than tying grants-in-aid only to graduatiates that measure the academic suc-
cess of student-athletes who enrolled six yealgeeand are gone by the time we know
the rates, the sanctions in fact in place tie gramiaid to year-by-year academic (not
athletics) success of student-athletes. This atan designed to achieve, at a mini-
mum, a 60 percent graduation rate for all studengsspecific sport.

10.The NCAA recently created the Academic Progresge Rameasure the cumulative progress

made by athletic teams towards a degree. Basdheonew measure, the NCAA will take

away scholarships from teams that do not meeteshiotd that is equivalent to a 50-percent

graduation rate, which is an extremely low standard

a.

b.

Why is a team penalized only when more than hallfsgblayers fail to gradud®e

There are two very important points to considel) Renalties (and rewards) are tied to
the performance of currently enrolled student-a#isle- Academic Progress Rate (APR) —
rather than those who did or did not graduate; @)dthe more accurate Graduation
Success Rate (GSR), which includes transfer stemtbfdgtes, is 60 percent where
penalties are applied. The goal of the NCAA acaderform initiatives is to change
behavior and improve academic performance, witirget of 80 percent GSR on average
for all Division | student-athletes. We are clgariaking progress overall (77 percent is
the current rate) and with each individual sport.

Should athletes who are not advancing toward aedgetye eligible to participate in
college sports?

No, and they are not. Here are the specific requénts to remain eligible for athletics
participation: (1) Student-athletes must succdlgstomplete 24 hours of course work in

" For fuller explanation, spe Appendi B.
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their first year to remain eligible; (2) studenklates must achieve 40 percent of a
specific degree requirement by the end of theiosdg/ear, 60 percent by the end of their
third year and 80 percent by the end of their toyar (the average time required to
earn a degree in higher education for all studentsently is nearly five years); (3)
student-athletes must achieve 90 percent of thaulaiive grade point average required
for graduation by the end of the first year, 95cpet by the end of the second year and
100 percent by the end of the third and fourth yreand (4) student-athletes must earn 18
semester or 27 quarter hours during the reguladese year, not including summer. |If
student-athletes do not meet these standards that them toward a specific degree,
they cannot compete.

These standards are based on data that show ddansiathletes who satisfy these re-
guirements are likely to graduate.

11.During the last few decades, the NCAA has incredlsednaximum number of football and

men’s basketball games that each member instituteim play. This year, the NCAA

changed the rules to allow schools to play an amdit, twelfth football game. Also this

vear, the NCAA approved an increase in the maxinmumber of basketball games teams

can play in a season and lengthened the seasomédweek. Including preseason and

postseason tournaments, basketball teams can mgwmre than forty games in a season

a. Why did the NCAA make these rule changes

b.

C.

d.

How do these rule changes further the educationatiom of the NCAA and your
member institutior®

How do these proposals help athletes improve acadssnformance

At what point does playing additional games havde&rimental impact on academic
performance

These are all fair and important questions to askl they are the same questions the
NCAA membership must ask itself as it addressegesaround playing and practice sea-
sons. It may be helpful to respond to these qmestas a group rather than individually.

NCAA member colleges and universities clearly hadighere is educational value to
having athletics as part of the comprehensive cangperience. Previous responses
address this belief specifically. As discusseffppendix A the Congress, the courts
and the Internal Revenue Service also share tHisfbeAthletics contests are the
laboratory for lessons taught in practice in themsavay theatrical or musical perform-
ances provide practical application of the lesganght in rehearsals. Since graduation
rates and academic performance have continued ke ste@ady progress over the last
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two decades, there is little reason to believettiaturrent length of practice and playing
seasons is detrimental to academic performancdacin graduation rates for both foot-
ball and male basketball student-athletes havelifgaésen over the last five years as the
number of contests increased.

It is also true that the increase in the numbesooitests in football and men’s basketball
will grow revenue that helps support a broad raofysports that might not otherwise
exist. Athletics, like every other department ampus, cannot operate without suffi-
cient revenues to meet expectations. Increaswventes, however, is not the only reason.
Some but not all teams were already playing 12 gaimeootball. Permitting a 12
game for all teams was more fair. The stabilizatdd games in basketball eliminated
similar unfair practices in that sport.

The length of practice and playing seasons, howewgk continue to be a carefully
monitored subject for the leadership of intercaliég athletics, and it was identified by
the Presidential Task Force, noted earlier inlgtier, as an issue for further review.

12.1n 1973, the NCAA adopted a rule prohibiting fineri@id from being awarded to an athlete
for more than one academic year. This rule allsgf®ols and coaches to withdraw finan-
cial assistance from athletes who do not perforrh evethe field, which may overemphasize
athletics at the expense of academics

a. Why did the NCAA adopt this ruke

The change was made to bring grants-in-aid foretittd in line with the way in which
other financial aid is awarded or renewed. Mostitalmsed financial aid on campus — as
well as many government-approved financial aid a&ar have criteria for renewal and
is awarded on a year-by-year basis. As is the wabeother forms of institutional aid,
the renewal is made by the financial aid officéhea than coaches. However, in the case
of athletics when renewal is not approved, stu@ghietes are notified of their right to a
hearing by an impartial committee independent efdthletics department.

b. How does this rule further the educational missadnthe NCAA and your member
institution<?

The term of athletically related financial aid cones to be a subject for discussion by
various committees and at numerous levels withie #ssociation’s governance
structure. The awarding of financial aid for atide exactly mirrors the objective of
financial aid awarded for other purposes withinhieigeducation, namely, to support the
academic pursuits of student-athletes. Criterraafinual awarding of financial aid in
other disciplines, from physics and philosophy tosio and theater, are similarly merit
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based. This is another instance in which inteegdite athletics is fully integrated into
the practices of higher education as a whole.

Questions Relating to NCAA Finances

[Note: The source of financial data provided beliewrom institutional data provided to the
NCAA by its member institutions. The institutiorgdta have been reviewed by an independent
third party in accordance with NCAA requirements.]

1. How much total revenue does college sports genesdtie year? How much do your member
institutions spend each year on college sports

Total annual operating revenues for all NCAA dieis are approximately $7.8 billion. Of
this amount, $4.2 billion is generated from atltlgtsources such as ticket revenues, contri-
butions and the like. The remaining $3.6 billioe &unds allocated by the institution, state
or other governmental entities for the benefittatient-athletes.

Total annual operating expenses for all three dins are approximately $7.75 billion.

Approximately $1.5 billion of these dollars providghletically related financial aid for

Divisions | and Il student-athletes. The averagaual cost per student-athlete for the
380,000 who compete in all three divisions is appnately $20,000.

Without the support of institutionally allocatednfis to close the gap between athletics-
generated revenue and total expenses, intercakegperts operates at an annual shortfall of
approximately $3.6 billion.

2. For Division I-A football programs, please provittee following information for the most
recent year for which you have statistics

a. Total annual revenue

In the 2004-05 academic year, the total operatvgmue for the 117 Division I-A foot-
ball programs was approximately $1.6 billion, aerage of $14.1 million per institution.
This includes monies generated by the athleticgrara as well as monies allocated by
the university or other entities for athletics posps.

b. Largest amount of revenue generated by one school

The largest amount of operating revenue reported Byvision I-A football program is
$53 million. The median operating revenue for Bion I-A football programs is $10
million.
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c. Total annual expenditures; and

Total annual operating expenditures for 2004-0®bysion I-A football programs were
approximately $1 billion, an average of $8.7 mitliper institution.

d. Largest annual expenditure by one school

The largest amount of annual operating expendiiyra Division I-A football program is
$26 million. The median operating expense amoantivision |-A programs is $7.6
million.

Approximately 53 percent of Division I-A institune reported operating revenues in
excess of operating expenditures for football wladlocated university funds are re-

moved. These excess revenues are redistributaapfmort other sports programs that do
not generate revenues sufficient to cover expeimstg®e same way revenues from some
academic disciplines and services are redistribtdesiibsidize other academic programs
and services that have insufficient revenues ta mgegenses.

3. For Division | basketball programs, please provide following information for the most
recent year for which you have statistics

a. Total annual revenue

In the 2004-05 academic year, the 326 Division himdasketball programs reported
total operating revenues of approximately $789iarill an average of $2.42 million per
institution. As in the case of football, this indes monies generated by the athletics
program, as well as allocated funds from the usiteor other entities.

b. Largest amount of revenue generated by one school

The largest reported amount of operating revenperted by one school was $18.5
million per institution. The median amount of ogeang revenue for Division | programs
is $1.1 million.

c. Total annual expenditures; and

Total annual operating expenditures for the samertig period were $571 million, an
average of $1.75 million.
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d. Largest annual expenditure by one school

The single highest reported basketball program aijpey expenditure was $9 million.
The median amount of operating expenses for Dimisjgrograms is $1.2 million.

Like football, only about 28 percent of all Divisiol basketball programs reported
revenues in excess of expenses when universitgaatid funds are removed. Excess
revenue from basketball is used to assist otham;reeenue sports including financial
aid.

4. How many of your member institutions generate a prefit on the operations of their
athletic departments (excluding university subsidsech as student fees or general school
funds and services)? Of the institutions that gatieea net profit, how many use the profit for
purposes unrelated to the athletic departfment

Intercollegiate athletics is not offered to generafprofit. That is the fundamental difference
in purpose between intercollegiate athletics ammdgssional sports. If profitability were the
standard for college sports, only 23 Division Itingions (based on data reported for the
2004-05 academic year) would conduct athletics narmg. Furthermore, if profit were the
motive, even those 23 (of more than 1,000 memkbsituions) would likely only conduct
football and men’s basketball programs.

The data that identify these two dozen institutianih positive net revenues do so without
accounting for depreciation. Under generally atag@mccounting principles, however, de-
preciation of athletics facilities should be dedacto determine a true profit. While we do
not have data to know the exact number that wotilldreport net revenues if depreciation
were included, we estimate it would be fewer th@nnktitutions of more than 1,000 member
colleges and universities.

5. At Division I-A schools, what is the average anngtgbense (including the cost of grants-in-
aid):

a. Per athlete

b. Per football playet

c. Per men’s basketball player

d. Per women’s basketball player

The cost of education for a student-athlete vaoynfrsport to sport and institution to
institution much in the same way they do for stusem general. For example, the costs
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for educating engineering or nursing students abestantially more than for educating
students majoring in English or history. The cassociated with an athletics program
are dependent on the specific sport and its reledsts for equipment, facility needs or
staffing, for example.

With that as background, the average expense foviaion | student-athlete is approxi-
mately $39,000. Expenses for Division I-A footbp#rticipation amount to approxi-
mately $74,000 per student-athlete, while Divisidthere is no Division I-A category)
men’s and women’s basketball amount to approxima&b8,000 and $75,000, respec-
tively.

6. According to NCAA expenditure reports, public unrisities spent as much as $600,000 per
men’s basketball player during the 2004-05 scheaky

a. How does spending hundreds of thousands of dolareach men’s basketball player
further the educational mission of universities

b. How much money must be spent by athletic degartsnto ensure that athletes receive an
educational benefit from the activity

There is no unit-cost standard for providing a guaducational experience in higher
education. The methodology used in the questiarakoulate the cost per student is sig-
nificantly misleading because there is a failur@isiinguish between fixed and variable
costs. Institutions assume these fixed costs paraof running any of their various
programs, including intercollegiate athletics. Us®e such expenses in calculating a unit
cost as exaggerated as the one cited in the goegtimust be noted, distorts the facts.
For example, according to data reported by the Department of Education for 2003-
04, the average cost per student for educatioheatdp five expensive schools in the
country in 2003 was $462,000. This figure, howeireludes a number of variables that
balloon the unit cost.

The same is true in athletics. The average cosnpée basketball player in Division I is
$158,000; and, like in the case of academic depantsn there are fixed and variable
expenses that distort the unit cost. Are the #gum either academic or athletics
appropriate amounts to spend to further the eduraltimission of either? Could these
institutions meet their mission for less? The arste® both questions might be ‘yes.’
Each institution, however, will determine the lewglexcellence it will pursue in accor-
dance with the expectations of those who choose phegrams, taking into account the
institution’s available resources.

The scale of cost per student in academics ish@obést determinant for whether educa-
tional mission is being met.
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7. According to NCAA data, athletic department budgets growing several times faster than
the university budgets of your member institutioms.addition, athletic department expenses
are increasing at a higher rate than athletic deamt revenues

a. Why are athletic department budgets increasing@ifdlan university budgéts

b. Why are athletic departments spending money ateeasing rat®

c. How does spending even more money on Division Athall and men’s basketball
further the educational mission of universifies

d. What actions can the NCAA take to control risingrsgind

Although it is true that total athletics spendirgsloutpaced the rate of increases in uni-
versity spending over the last four years, athdeipending has not exceeded athletics
revenues. Over the last two decades, revenuesdnametically increased as a result of
rising ticket revenues, demand for radio and tslew broadcasts (partly due to changes
in technology; e.g., cable and satellite televisiamd related income streams. Costs have
also risen significantly and have been led by iases in scholarship costs, additional
personnel for compliance purposes, increased sttem@ong students for participation
opportunities, new training personnel to ensureebetbealth and safety of student-
athletes, rising travel and insurance costs anckased salaries. Many, but not all, of
these factors are outside the control of the atsietepartment.

The ability of the NCAA to influence spending islied. One court has found that the
NCAA'’s attempt to cap certain costs (compensatibrassistant coaches) violates the
antitrust law€ At the end of October, the NCAA unveiled a repioom the NCAA
Presidential Task Force on the Future of Divisidntércollegiate Athletics, entitledhe
Second-Century Imperatives: Presidential Leadgrshistitutional Accountability.The
focus of the 18-month task force initiative was tieed to address fiscal responsibility in
intercollegiate athletics on a campus-by-campudsbasio assist in this effort, the
NCAA, with the help of the National Association @bllege and University Business
Officers, has developed more consistent and clefinitions for reporting of financial
data and requires an independent, third-party wewé the data prior to submission.
These data will be made available to presidentg\galith aggregate peer group data, to
assist universities in examining their spending dvérs and to improve campus
decision-making. Also included in the reports v new metrics that will alert presi-
dents to areas in which their spending history nrajicate abnormalities or risk.
Moreover, these aggregate data, by category, withbde transparent to the public.

8 Law v. NCAA902 F. Supp. 1394 (D.Kan.) (1995)
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8. The NCAA has entered into an agreement with CB®&lvise the men’s basketball tourna-
ment. According to the terms of the agreement, @BSay the NCAA an average of $545
million per year in tax-free money. The presidehtCBS Sports was quoted as saying,
“There is no more important event at CBS, not [OBIS Sports, than the men’s basketball

championshig

a. How does the transformation of the NCAA men'’s b#s&kk championship into commer-
cialized entertainment further the educational paepof the NCAA and its member
institutions?

b. The NCAA receives 85 percent of its revenues fromdale of television rights. What is
the influence of television networks on the NCAAscisions? Please include a descrip-
tion of the influence television networks have te scheduling of games and on the
maximum number of games allowed to be played eascn

The fact that television networks are interestegurchasing the rights to telecast college
events is the result of the popularity of thesenevéo American taxpayers. Television

networks purchase the rights to meet a demandpawndor the purchase with their own

sale of advertising time on the telecasts to comiakentities. None of these circum-

stances makes the purpose of intercollegiate aklanhything other than educational in
nature for those who participate. If the educatiqrurpose of college basketball could
only be preserved by denying the right to teletiastevents, students, university faculty
and staff, alumni, the institutions of higher ediammathemselves, and even the American
taxpayer would ultimately lose.

Furthermore, if the American public also had theegopular interest in French lectures
or accounting classes as they do in athleticsyitte would be just as eager to telecast
those events and to sell commercial time to payritjets fees. Transforming those
academic offerings into commercialized events wawtd undermine the educational
purpose for which the offerings are made.

CBS and ESPN also purchased the right to teleaasth®rwise distribute all of the

NCAA’s 88 championships — not just men’s and worsebasketball — and they sell

commercial time to pay for their purchase. We assit is not being suggested that the
educational purpose and value of these sports bathgionships would be similarly

jeopardized by their popularity to the public. Téeale of popularity and the media
attention given to football and men’s basketballred forfeit for those two sports the

educational purpose for which they exist.

The sale of broadcast rights to CBS and ESPN brmigis it no influence by those
companies on NCAA decisions. Indeed, many decssipnthe NCAA are contrary to
the best interests of these networks, includingtéitons on the number and type of
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advertising, the number of television timeouts, amdgame times for championship
events. There are no data on the degree of irdauézlevision has on the scheduling of
games, but television networks have had no impa¢he number of games allowed in a
season.

9. Each year, the NCAA distributes more than $100 iomllfrom its Basketball Fund to
Division | institutions. These monies are disttéml based on performance in the NCAA
tournament; each tournament victory earns more gnéorethe winning team’s athletic con-
ference. Rewarding athletic instead of academitopaance seems to be contradictory to
the NCAA’s tax-exempt mission, and sends a messageember institutions and athletes
that athletics is more important than academicshy\Woes the NCAA distribute more than
$100 million each year based on athletic rathem imademic performanee

The NCAA'’s tax-exempt mission is, in part, to pramtercollegiate athletics competition,
and it is entirely consistent with that mission floe NCAA to award funds to institutions on
the basis of athletics performance. As discussslvdere, including ih Appendix]A, pro-
moting athletics competition furthers tax-exemptrpmses in section 501(c)(3). In
furtherance of its tax-exempt mission, the NCAArsgpmrs 88 championships in 24 sports. It
is in no way improper for the NCAA to distributeniils based on appearances in these cham-
pionships.

Less than half of the funds from the Division | MeBasketball Championship is distributed
based on appearances in the tournament. Mosteofutids are distributed based on the
number of sports sponsored and the number of athletholarships awarded to all student-
athletes on an institutional basis. More than dgtgearters of a billion dollars will be
distributed over the term of the CBS contract foect support, including academic support,
of student-athletes. A large portion of the thgeewters of a billion dollars to student-
athletes is need-based, with some of the remantideaibuted for academic support. Further,
the dollars that are distributed through the carfees and based on appearances in the
championship are distributed to afistitutions, including those that do not appearthe
tournament, and are used in various ways, inclutliegacademic support of student-athletes.

10.What percentage of NCAA revenue is spent by youmber institutions on solely academic
matter®

We do not collect data on expenditures for academpport by member schools in sufficient
detail to respond to this question. However, wevkrithat Division | institutions provide
$1.2 billion annually in scholarships to studertletes to pay for their education.
Additionally, over the life of the CBS contract,ettiNCAA will distribute $750 million
(Special Assistance Fund, Student-Athlete Oppanufiind, Academic Enhancement Fund)
to its member institutions that can be spent onlgtdent-athletes.
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11.Coaches’ salaries account for one of the biggesemses of Division |-A athletic depart-
ments. According to reports, more than 35 collegaches receive salaries of at least one
million dollars per year. Sources of revenue tg theese rising salaries include student fees,
corporate sponsorships, and television deals. ngaspaches excessive compensation also
makes less revenue available for other sports esamany athletic departments to operate at
a net loss, and may call into guestion the priesitf educational institutions

Compensation packages are negotiated at arm’shlengh very competitive environment
and should not be considered “excessive compengatiwler tax law principle$. Further, it

is incorrect to assume that the compensation paskafthe three or four dozen football and
men’s basketball coaches that exceed a millionadolare the major contributors to their
institutions’ athletics budgets. Indeed, the agerathletics budgets for the institutions with
“million dollar coaches” is approximately $50 mdl, in which the compensation package
represents 3.1 percent of the budgets. In mosscasly a small percentage of the coaches’
overall compensation packages are being paid byin$tgution. In addition to salaries,
coaches earn income from television appearances, afd apparel contracts, endorsements,
speaking engagements, and sports camps. Thisagppparallels the way in which many of
the top faculty at these same institutions are aorsgted. There are likely to be as many as
two dozen “million dollar faculty” members on eashthese campuses who earn a relatively
small salary from the institution with the balarememing in the form of clinical and private
practices, patent royalties, consulting contrabisoks, speaking engagements and other
sources. It should be noted, however, that faculgmbers have the protection of tenure
while coaches are employed at will and can be dised for lack luster win-loss records or
the inappropriate behavior of 18- to 22-year olds.

a. Several Division I-A schools pay their men’s babkditcoaches four to five times more
than their women’s basketball coaches. What amditi educational benefit do men’s
basketball coaches provide beyond that which isvidem by women’s basketball
coache®

Coaches’ compensation packages, like others wathimstitution’s faculty, are driven by
market forces. The competition for the top menasKetball coaches is intense.
Similarly, the competition for top faculty in medie, engineering, law and some other
disciplines is also intense. Because of marketasheinthese faculty will be compensated
considerably higher than faculty in the humaniti®&one of these salaries are quantified
by the educational benefit they bring, but ratherthee competitive market from which
they are hired.

° See discussion of Reasonable Compensation in Appén
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b. What actions has the NCAA taken to encourage itsi®e institutions to curb excessive
compensation for college coachles

Through speeches, articles and most recently throlig work of the Presidential Task
Force on the Future of Division | Intercollegiatéhketics, we have urged moderation in
the growth rate of athletics budgets. However,NI@AA'’s ability to influence them is
limited. One court found a cap on the compensatioassistant coaches to violate the
antitrust laws?

c. In 2000, the NCAA repealed a rule requiring allletiiss-related coaches’ income to be
reviewed and approved by the university. Why diel NCAA repeal this rufe

On the contrary, there was little change in the lemgntation of the requirement.
Coaches and staff still must provide written dethihccounts annually of all outside in-
come, and approval must be consistent with thetumisin’s policy related to outside

income and benefits applicable to all full-time mart-time employees. There is no
change in the need for approval, but approval shcohform to the policy already in

place on each campus for other faculty or staff.

The rule was modified to better conform to commaoacpce at member institutions for
all employees.

12.Current law allows donors to deduct charitable Gbuations to educational institutions,
including contributions to university athletic defmaents. If the donor receives the right to
purchase tickets in exchange for a charitable dmrtton, current law allows the donor to
deduct 80 percent of the amount of contribution

a. What percentage of athletic department revenueiasibn I-A institutions comes from
charitable donations, including donations giventhar right to purchase tick&ts

Donations and contributions represent 21 percetdtaf operating revenue for Division
I-A athletics departments, as reported for 2004-05.

b. How much money was donated to Division I-A athletepartments in 2005, including
donations given for the right to purchase ticRets

The total donations and contributions to DivisieA hthletics departments for 2004-05
were approximately $845 million.

19Law v. NCAA902 F. Supp. 1394 (D.Kan.) (1995)
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13.In 1997, Congress passed a law exempting from taxedified corporate sponsorship
payments received by tax-exempt organizations

a. How has this law affected the use of corporate spahips by the NCAA and your
member institutions? Have corporate sponsorstepsrbhe more prevaleht

Corporations have demonstrated over time an affioit aligning with higher education,
including intercollegiate athletics. The major mep of the 1997 tax law change was to
discontinue, for those few institutions doing dwe use of sponsorships for promoting
sponsors’ products and services. A large majafitgorporate sponsorships and contri-
butions for colleges and universities are dedicatedrograms other than athletics
(business and bio-medicine, for exampfe).

b. How much revenue do corporate sponsorships genamateally for your member
institutions?

Corporate sponsorships generate approximately $&in%on in annual athletics
revenues.

Thank you, again, Mr. Chairman, for the opportyta respond.

Sincerely,

Myles Brand
President

MB:ckr

Attachments

1 Se¢ Appendix A for further discussion of the cagte sponsorship rules.



APPENDIX A

NATIONAL COLLEGIATE ATHLETIC ASSOCIATION (NCAA)

TAX LAW BASISFOR
TAX EXEMPTION OF INTERCOLLEGIATE ATHLETICS

I. PREFACE

Intercollegiate athletics are carried on by colleged universities, some of which are
public and some of which are private nonprofit itnsions. Nonprofit private institutions,
and many public institutions, have been recognibgdthe Internal Revenue Service
(“IRS") as tax-exempt organizations described ictisa 501(c)(3) of the Internal Revenue
Code. Public and private institutions are tredtelsame for many purposes under federal
tax law. For example, both public and private egdls and universities are subject to
unrelated business income taxAccordingly, for purposes of this discussion,digtinction

is drawn between public and private institutiong] a section 501(c)(3) analysis is applied
to all such institutions.

II. INTRODUCTION TO SECTION 501(c)(3)
A. In General

Section 501(a) of the Internal Revenue Code pravitk@at an organization described in
section 501(c) or section 401(a) is exempt fromefabdincome tax. There are currently 28
different subsections under section 501(c), eachviluth describes a different type of
organization. This discussion is limited to thoseganizations described in section
501(c)(3).

B. History

The Statute of Charitable Uses is generally comedi¢o be the genesis of modern laws
governing charitable organizations. The Preamblethie Statute of Charitable Uses
recognizes certain activities as having a chaetghlrpose: *“...some for relief of aged

impotent and poor people, some for maintenancehfasd maimed soldiers and mariners,
schools of learning, free schools, and scholamsninersities, some for repair of bridges,
ports, havens, causeways, churches, sea-bankshighdays, some for education and
preferment of orphans, some for or towards rekedck or maintenance for houses of

! Unless otherwise specified, all section referefzsin are to sections of the Internal Revenuee@dd
1986, as amended, and the regulations in effepttineer.
2Seel.R.C. § 511(a)(2)(B).
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correction, some for marriages of poor maids, s@nsupportation, aid and help of young
tradesmen, handicraftsmen and persons decayedothrdcs for relief or redemption of
prisoners or captives, and for aid or ease of aor jnhabitants concerning payments of
fifteens, setting out of soldiers and other taxes*

Almost since the earliest days of the federal inedax, Congress has exempted certain
organizations from taxation. The exemption tot@diorganized and operated exclusively
for charitable, religious, educational or othergmses carried on for charity is granted
because of the benefit the public obtains fromrtaeidivities and is based on the theory that
the Government is compensated for the loss of tevday its relief from financial burden
which would otherwise have to be met by appropretifrom public funds, and by the
benefits resulting from the promotion of the geharmifare?

The Tariff Act of 1894 contained an exemption frdederal income tax for nonprofit
charitable, religious, and educational organizatjorand allowed deductions for
contributions given to such charitable organizationThe Tariff Act of 1909 imposed
excise taxes on “every corporation, joint stock pamny, or association, organized for profit
and having a capital stock represented by shalesiever, it exempted from the excise
tax, among other organizations, “any corporationassociation organized and operated
exclusively for religious, charitable, or educagbpurposes, no part of the net income of
which inures to the benefit of any private stocklelor individual.® The Revenue Act of
1913 provided an exemption from federal incomeftaxany “association organized and
operated exclusively for religious, charitable estific or educational purposes.”

The Internal Revenue Code of 1939, the first codifon of federal tax law, provided that
any “[c]orporation, and any community chest or furad foundation, organized and
operated exclusively for religious, charitable estific, literary or educational purposes or
for the prevention of cruelty to children or anistalvas exempt from federal income tax.

% Stat. 43 Eliz., ch. 4 (1601) (Eng.$ee, alspSpecial Comm'rs of Income Tax v. Pem#8b1 A.C. 531,
583 (H.L. 1891) (Eng.), which states “Charity’its legal sense comprises four principal divisidngsts for
the relief of poverty; trusts for the advancemedrgducation; trusts for the advancement of religemd
trusts for other purposes beneficial to the comtyuniot falling under any of the preceding heads.”

* Christian Echoes Nat. Ministry, Inc. v. United $&#70 F.2d 849, 853-854 ({ir. 1973) (quoting H.R.
Rep. 75-1860 (1939)).

® Tariff Act of 1894, ch. 349, 28 Stat. 509, 556948 The Tariff Act of 1894 was overturned by the
Supreme Court on constitutional ground®wilock v. Farmers' Loan & Trust Comparys7 U.S. 428
(1895).

® Tariff Act of 1909, ch. 6, § 38, 36 Stat. 11, 112{1909).

" Revenue Act of 1913, ch. 16, § II(G), 38 Stat., 1172 (1913).

8 Internal Revenue Code of 1939, ch. 9, subch. T8 (c)(7), 53 Stat. 183, 187 (1939).
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The tax exemption for these organizations was liéeddas section 501(c)(3) of the
Internal Revenue Code of 1954,

C. Section 501(c)(3)

Currently, section 501(c)(3) describes an orgaimmmabrganized and operated exclusively
for religious, charitable, scientific, testing fgublic safety, literary, or educational

purposes, or to foster national or internationahgsuar sports competition (but only if no
part of its activities involve the provision of &tic facilities or equipment), or for the

prevention of cruelty to children or animals, notpe the net earnings of which inures to
the benefit of any private shareholder or individu® substantial part of the activities of
which is carrying on propaganda, or otherwise gttérg, to influence legislation, and

which does not participate in, or intervene in, gyitical campaign on behalf of (or in

opposition to) any candidate for public office.

The term “charitable” is used in section 501(c)(B)ts generally accepted legal sense and
is, therefore, not to be construed as limited lgygbparate enumeration in section 501(c)(3)
of other tax-exempt purposes which may fall withive broad outlines of “charity” as
developed by judicial decision. The term charitable includes: relief of the pemd
distressed or of the underprivileged; advancemerglgion; advancement of education or
science; erection or maintenance of public buildjnmonuments, or works; lessening of
the burdens of government; and promotion of sosifare by organizations designed to
accomplish any of the above purposes, or (i) teeesneighborhood tensions; (ii) to
eliminate prejudice and discrimination; (iii) tofdad human and civil rights secured by
law; or (iv) to combat community deterioration ajuvenile delinquency’ The term
“charitable” also has been said to include “anydweent or philanthropic objective not
prohit?LiZ'[ed by law or public policy which tends tdvance the well-doing and well-being of
man.’

D. Organizational And Operational Tests

In order to qualify for exemption under section &)(3), an organization must meet both
an “organizational” and an “operational” test. eTtrganizational test generally requires
the organization’s articles of organization to lirthe organization’s purposes to one or
more purposes in section 501(c)(3), and to provite the organization’s assets are

® Internal Revenue Code of 1954, ch. 1, subch.581§c)(3), 68A Stat. 3, 97 (1954).
% Treas. Reg. § 1.501(c)(3)-1(d)(2).
11

Id.
12 peters v. Comm:r21 T.C. 55, 59 (1953) (contribution to organieatthat furnished free public swimming
facilities was a charitable contribution; organiaats primary purpose was to provide swimming and
recreation facilities and was within the broad niegrof the term “charitable”).
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dedicated to such purposés.Under the operational test, an organization nemgage
primarily in activities that accomplish one or masethe exempt purposes specified in
section 501(c)(3J* Whether an organization meets this test geneisligetermined by
focusing on the organization’s purposes for condgcits activities, rather than solely on
the nature of the activities themselves.

An organization may operate a trade or business sigbstantial part of its activities and
still meet the operational test if the operatiorso€h trade or business is in furtherance of
the organization’s exempt purposes and if the argdion is not organized or operated for
the primary purpose of carrying on an unrelatedetrar business. In determining an
organization’s primary purpose, all the facts aimduenstances are considered, including
the size and extent of any unrelated trade or legsimactivities in relation to the activities
carried out in furtherance of exempt purpoSesThe proportion of an organization's
income derived from business activities is not seagly determinative of whether it meets
the operational test, although it may be a facaiemn into account in determining the
organization’s purposes for its activities. Foaewle, in Rev. Rul. 64-189 the IRS ruled
that an organization that derived most of its ineofrom commercial rents met the
organizational test because it used the incomengage in a charitable grant making
program commensurate with its financial resoufces.

E. Private Inurement

To be described in section 501(c)(3), no part obaganization’s net earnings may inure to
the benefit of any private shareholder or individiaThis principle has been incorporated
in prior laws granting federal income tax exemptfon charitable, religious, educational,
etc. organizations. The term “private shareholder or individual” igfihed for this

13 Treas. Reg. § 1.501(c)(3)-1(b).

1 Treas. Reg. § 1.501(c)(3)-1(c)(1).

5 American Campaign Academy v. Comr®2 T.C. 1053, 1064 (1989).

% Treas. Reg. § 1.501(c)(3)-1(e).

Y Treas. Reg. § 1.501(c)(3)-1(e)(1).

'8 1964-1 C.B. 186.

19 See, alspTAM 9711003 (Nov. 8, 1995). Under section 611(Kk)technical advice memoranda generally
may not be used or cited as precedent. Howewey,dbnerally may be relied upon as authority fappees
of avoiding accuracy-related penalties in secti662 Treas. Reg. § 1.6662-4(d)(3)(iipee, alspBruce R.
Hopkins, The Law of Tax-Exempt Organizatioig4-746 (8 Ed. 2003).

2| R.C. § 501(c)(3); Treas. Reg. § 1.501(c)(3)-Ak) SeeBirmingham Business College, Inc. v. Comm’r
276 F.2d 476 (B Cir. 1950) (tax-exempt school that compensatethitse employee shareholders in
proportion to their stock ownership did not quafidy exemption because the net earnings of thenizgton
inured to the benefit of its shareholders).

ZL4In the United States, tax exemption is to be tgdronly in situations ‘in which no man receivescintilla
of individual profit.” Darryll K. JonesRestating The Private Benefit Doctrine For A Brélew World 1



APPENDIX A

purpose to refer to persons having a personal andt@ interest in the activities of the
organization, as distinguished from members of ghblic with which the organization
interacts in carrying out its exempt functidn.Such persons generally are referred to as
“insiders” for purposes of the private inurementtpbition. “Insiders” would include, for
instance, the organization’s founder, the memberts dwoard and their families, as well as
anyone else that fairly can be described as adénsinder the facts and circumstances.
However, an organization will not fail to qualifyemrely because it is controlled by its
founder (or family members), if it otherwise is ogied exclusively for exempt purposes
without private inurement of net earnirfs.

F. Private Benefit

To meet the operational test, an organization nesgsablish that it is not organized or
operated for the benefit of private intereStsThe prohibited private benefits may include
any “advantage; profit; fruit; privilege; gain; ||dnterest.’26 Economic benefits flowing to
persons as an incidental consequence of an org@amzairsuing its exempt purposes (e.g.,
reasonable compensation paid by an organizatiorsdorices necessary to carry out its
exempt purposes) does not constitute prohibitedaf@ibenefit’

The IRS has taken the position that private benefriot disqualifying if it is incidental,
both in a qualitative and a quantitative sefisé private benefit is qualitatively incidental
if it is a necessary concomitant of the organizasiaactivity which benefits the public at
large (i.e., the benefit to the public from the amgation’s activities cannot be achieved
without necessarily benefiting certain private induals). For example, most tax-exempt
organizations could not accomplish their exemptppses without compensating their
employees.

A benefit is quantitatively incidental if it is inbstantial when compared with the overall
public benefit conferred by the activity. Thisaigacts and circumstances test that balances
public and private benefff. For instance, Rev. Rul. 76-152 provides thatragalery that
displayed and sold the works of artists from a ipaldr area provided more than an
insubstantial private benefit because any artisisghwork was sold received 90 percent of

Nw. J. Tech. & Intell. Prop. 1, n.23 (2003) (citidg Cong. Rec. S4150-51 (1909) (statement of SacoiB)
(regarding the enactment of the predecessor t€1.8501(c)(3))).

*Treas. Reg. § 1.501(a)-1(c).

2 United Cancer Council, Inc. v. Comm165 F.3d 1173, 1176 {®Cir. 1999).

24 The Church of the Visible Intelligence That GovehesUniverse v. United State226 Ct. Cl. 529 (1981).
% Treas. Reg. § 1.501(c)(3)-1(d)(1)(ii).

% American Campaign Academsupra 92 T.C. at 1065, 1066 (quoting frdRetired Teachers Legal Fund v.
Comm’r, 78 T.C. 280, 286 (1982)).

?’1d. at 1066.

8 GCM 37789 (Dec. 18, 1978).

% GCM 35701 (Mar. 4, 1974); GCM 39862 (Nov. 22, 1991
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the sales proceeds and the organization receieegthaining 10 percefll. The Tax Court
applied this balancing test in the case of a hakpibncluding that the hospital did not
gualify for exemption under section 501(c)(3) bessaaf the limited amount of charity care
provided in relation to the benefits received bg ttoctors who founded the hospital and
derived substantial laboratory fees from a priviatigoratory they operated within the
hospital**

G. Relationship Between Private Inurement And Pri&eaefit

The prohibitions against private inurement and gggvbenefit share common elements, but
they are not coterminous. The two are distinctimegnents which must independently be
satisfied® While the presence of private inurement woulad al®late the private benefit
rule, the absence of private inurement does natimdite the possibility that the private
benefit rule is violated® Thus, for instance, a transaction with a priy@eson i(e., a non-
exempt corporation, partnership, trust or indivifidlat is not an insider ordinarily would
not be private inurement, although it may resultriare than incidental private benéfit.
An incidental amount of private benefit is pernmsj whereas no amount of private
inurement is permissible.

H. Reasonable Compensation As Prohibited Inuremeriate Benefit

The Tax Court has stated, “The law places no dutyingdividuals operating charitable
organizations to donate their services; they atéleshto reasonable compensation for their
efforts.”®® Reasonable compensation for goods or services woieconstitute prohibited
private inurement, even if paid to an insid®rln addition, economic benefits, including
reasonable compensation for services, flowing tes@®s as an incidental consequence of
an organization pursuing its exempt purposes wilt oonstitute prohibited private

%1976-1 C.B. 151.

31 Sonora Community Hospital v. Com6 T.C. 519 (1966)ff'd, 397 F.2d 814 (9th Cir. 1968).

32 American Campaign Acadensupra 92 T.C. at 1068.

*1d.

% See, e.gUnited Cancer Council, Inc. v. Comm165 F.3d 1173, 1179 {TCir. 1999) (“There was no
diversion of charitable revenues to an insider heothing that smacks of self-dealing, disloyaliiseach of
fiduciary obligation or other misconduct of the ¢ygimed at by a provision of law that forbids aritiido
divert its earnings to members of the board ormitt®ders. What there may have been was imprudence
the part of UCC's board of directors in hiring WHSand negotiating the contract that it did.”)

% World Family Corporation v. Comm'81 T.C. 958, 969 (1983) (organization that predidinancial
assistance to missionaries of the Church of Jebust®f Latter-Day Saints offered commissions pfta 20
percent to fund raisers who procure contributiangtie organization; court held that organizaticasw
operated for exempt purposes, and its commissimgram does not result in private inurement
notwithstanding that its president and incorporagaeived a 10 percent commission).

*®1d.
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benefit}’ On the other hand, an organization will fail toatify for exemption under
section 501(c)(3) when its operations confer mdrantincidental benefit on private
interests, even when it does not pay excessive amsso the private interests.

1. Definition Of Reasonable Compensation

In determining whether compensation paid by taxagteorganizations for services is
reasonable (and therefore not prohibited privaieement or private benefit under the rules
discussed above), the courts have considered, amitay things, whether comparable
services would cost as much if obtained from ansidat source in an arm’s length
transaction and whether the compensation wouldifgued a deduction under section 162
(relating to the deduction for ordinary and necesbasiness expenseS).For purposes of
section 162, reasonable compensation is the ambanbrdinarily would be paid for like
services by like enterprises under like circumstafit The determination of whether
compensation is reasonable is essentially a quesfitact, and is based on the sum of all
compensation, deferred as well as curfént.

The factors considered in determining whether corsgtion is reasonable may include the
employee's qualifications; the nature, extent aiugps of the employee's work; the size and
complexities of the business; a comparison of Esgraid with the organization’s gross

income and net income; the prevailing general egoa@onditions; comparison of salaries
with distributions to stockholders; the prevailingtes of compensation for comparable
positions in comparable concerns; the salary palidhe taxpayer as to all employees; and
in the case of small corporations with a limitedmtner of officers the amount of

37 American Campaign Acadensupra 92 T.C. at 1066.

¥ 3eee.g, P.L.L. Scholarship Fund v. Comm82 T.C. 196 (1984) (organization formed by owrrs
lounge to raise funds for charity operated bingmesexclusively at lounge, which sold food and bages
to bingo players, failed to qualify because of ptérbenefit to owners of loungd&dJ’s Fund Raisers, Inc. v.
Comm’r, T.C. Memo. 1997-424 (organization formed by owena&rlounge to raise funds for charity sold
lottery tickets exclusively at lounge failed to tifyabecause of private benefit to owners of lounge
Westward Ho v. Comm’iT.C. Memo. 1992-192 (1992) (organization formgdhbsiness owners to rid area
where businesses were located of disruptive home@lesons failed to qualify because of private bietoe
business ownersljousing Pioneers v. CommT.C. Memo. 1993-120 (non-profit low-income hougin
organization formed by for-profit real estate parthips to take advantage of state property tagfiisn
failed to qualify because of private benefit totparships).

39 John Marshall Law School v. United Stat288 Cl. Ct. 902 (1981B.H.W. Anesthesia Foundation, Inc. v.
Comm’r, 72 T.C. 681 (1979 hurch of The Transfiguring Spirit v. Comm76 T.C. 1 (1981)Bill Wildt's
Motorcycle Advancement Crusade v. CommC. Memo 1989-93.

“OTreas. Reg. § 1.162-7(b)(3). The circumstancémttaken into consideration are those existirthetlate
the contract for services was made, not thoseiegist the date the contract is questionktd.

“1 Heil Beauty Supplies v. Comm¥99 F.2d 193 (8Cir. 1952);Edwin’'s, Inc. v. United State501 F2d 675
(7th Cir. 1974)Mayson Manufacturing Co. v. Comm¥78 F2d 115 (6th Cir. 1949).
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compensation paid to the particular employee irnviptes year$? Although no single
factor is determinative, iMayson Manufacturing Co. v. Commissiontire Court stated,
“The action of the Board of Directors of a corpayatin voting salaries for any given
period is entitled to the presumption that suchries are reasonable and propgér.”

In Mabee Petroleum Corp. v. United Statdse court concluded that the salary paid to an
organization’s founder and president was not reaslenin relation to the services
performed, and such payment constituted prohibjpeigtate inurement under section
501(c)(3), stating, “We think it doubtful whethesraparable services would have cost as
much had they been acquired in an arms-length acéios from an outside source'®
When insiders have unfettered access to the orgi@mnis assets, or control the setting of
their own compensation, payments are subject tiglzehlevel of scrutiny in determining
whether the resulting payments are reasonable awsafien’”

On the other hand, the payment of large salaries aiher benefits can be reasonable,
considering the nature of the services provitfedThe IRS Office of Chief Counsel
concluded that an unfunded deferred compensatiamgement provided by a university-
affiliated foundation to the university’s footbalbaches, outside the university's regular
compensation system, was permissible. The foumlatiso paid additional salaries, life
insurance, moving expenses, bonuses and paymerddditional amounts when teams
competed in post-season football bowl games. TifieeOof Chief Counsel concluded that
the arrangement did not result in prohibited pevagnefit, in part because the arrangement
was the result of arm's-length bargainffg.

2. Intermediate Sanctions Rules

In 1996, the Taxpayer Bill of Rights 2 added sect®58 to the Cod® Section 4958
imposes excise taxes (commonly referred to asrfimeeiate sanctions”) in cases when an
“applicable tax-exempt organization” engages in“excess benefit transaction” with a
“disqualified person” (generally, a person with stantial influence over the organization
at any time during the five-year period prior te tinansaction at issue, and certain related
persons). This excise tax is paid by the disqgealiperson, rather than the organization. In

2 Mayson Manufacturing Cpsupra 178 F2d at 119.

“1d.

44203 F.2d 872, 876 (5th Cir.1953) (holding orgati@anot exempt as charity).

> SeeFounding Church of Scientology v. United Statd® F.2d 1197 (Ct. Cl.196%ert. denied397 U.S.
1009 (1970) (church not entitled to exemption wie@mder was paid, in addition to his salary, consioiss
and royalties and where he and his family receiwegkplained payments in nature of loans and
reimbursementsBubbling Well Church Of Universal Love, Inc. v. Goim 74 T.C. 531 (1980)ff'd, 670
F.2d 104 (9th Cir.1981) (similar facts and result).

“°Seee.g, B.H.W. Anesthesia Foundation, Inc. v. Comii2 T.C. 681 (1979).

*"GCM 39670 (Oct. 14, 1987).

“8 Taxpayer Bill of Rights 2 § 1311, 110 Stat. 145275-1479 (1996).
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addition, excise taxes are imposed on any orgaoizahanager (generally, an officer,
director, or trustee, or person with similar auttyprwho knowingly, willfully, and without
reasonable cause participates in an excess beaegactior’

An “applicable tax-exempt organization” generallg any tax-exempt organization
described in section 501(c)(3) or section 501(¢)¢hd any organization that was such an
organization during the five-year period precedimg date of the transaction in questidn.
An applicable tax-exempt organization does notudel a private foundation, nor does it
include any governmental entity that is exempt fifleaeral income taxation without regard
to section 501(a) (generally, a state, or a palitstibdivision, or an integral part thereof, or
an organization the income of which is excludeanfrgross income under section 115), or
certain affiliates of governmental units that aoé required to file annual returfs.

An “excess benefit transaction” generally is argnsaction in which an economic benefit
is provided by a tax-exempt organization directtyimdirectly to or for the use of any

disqualified person if the value of the economiadfé provided exceeds the value of the
consideration (including the performance of semsjiceeceived by the organization in
return. This includes any compensation paid by tiweexempt organization to a

disqualified person that exceeds reasonable corapensfor services provided by the
disqualified person to the organizatith.

The legislative history of section 4958 states,|HE Committee intends that an individual
need not necessarily accept reduced compensatioalymeecause he or she renders
services to a tax-exempt, as opposed to a taxabiganization.®> “Reasonable
compensation” is defined as the amount that woulliharily be paid for like services by
like enterprises under like circumstances, usirgydRisting tax-law standards of section
162 in determining the reasonableness of compemsiti

“91.R.C. 88§ 4958(a)(2), 4958(d)(2), 4958(f)(2).

*|.R.C. § 4958(e).

1 Treas. Reg. § 53.4958-2(a). Under Treas. Recs@B-2(g)(6), the IRS Commissioner is given the
authority to relieve any organization or class famizations from filing annual returns that wooltierwise
be required under section 6033 where he (or shejrdmes that such returns are not necessary éor th
efficient administration of the internal revenueiéa This authority has been exercised in Rev. 8823,
1983- 1 C.B. 687 and Rev. Proc. 95-48, 1995- 2 @¢1B.

2 The legislative history of section 4958 stateE]Xfess benefit transactions” subject to excisegamclude
transactions in which a disqualified person engagesnon-fair-market-value transaction with an
organization or receives unreasonable compensatiowgll as financial arrangements (to the extemtiged
in Treasury regulations) under which a disqualifiedson receives payment based on the organization'
income in a transaction that violates the presantgrivate inurement prohibition.” H.R. Rep. 10d65at 56
(1996).

*H.R. Rep. 104-50, at 56, n.5.

* Treas. Reg. § 53.4958-4(b)(1)(ii)(A).



APPENDIX A

3. Benchmarking To For-Profits

In establishing what is reasonable compensatiompeaoability data from both taxable and
tax-exempt organizations for functionally compaealjositions may be used. The
regulations under section 4958 setting the valnatsbandards for purposes of the
intermediate sanctions provisions state, “The vatiservices is the amount that would
ordinarily be paid for like services by like entesgs (whether taxable or tax-exempt)
under like circumstances (i.e., reasonable compienss®

For purposes of section 4958, payments under a eosapion arrangement will be
presumed to be reasonable if certain proceduralinements are méf. In general, the
parties to a transaction are entitled to rely amlauttable presumption of reasonableness
with respect to a compensation arrangement betveeéax-exempt organization and a
disqualified person if such arrangement was apptdyea board of directors or trustees (or
committee thereof) thatinter alia, obtained and relied upon appropriate data as to
comparability (e.g., compensation levels paid hbyilsirly situated organizations, both
taxable and tax-exemptfor functionally comparable positions; the looati of the
organization, including the availability of similapecialties in the geographic area;
independent compensation surveys by nationallyg®ized independent firms; or actual
written offers from similar institutions competinigr the services of the disqualified
perso’’ The IRS can rebut the presumption of reasonabtemaly if it develops
sufficient contrary evidence to rebut the probatiaéie of the comparability data relied on
by the approving body

. EDUCATION AS AN EXEMPT PURPOSE UNDER SECTION 501(@)
A. Definition Of Education

Under the common law of charity and charitable tsus trust to further educational
purposes is considered charitable Recognition of the tax-exempt status of education
organizations under federal law dates as far batkea Tariff Act of 1894°

The term “educational”’, as used in section 501f¢c)(8lates to: (a) the instruction or
training of the individual for the purpose of impnag or developing his capabilities, or (b)

*°|d.

* Treas. Reg. § 53.4958-6.

" Treas. Reg. § 53.4958-6(c)(2)(i) (emphasis add8ep, alspH.R. Rep. 104-506, at 57.

% Treas. Reg. § 53.4958-6(b).

%9 Restatement (Third) of Trusts § 28 (2003).

0 See, generallyoint Committee on Taxatidtistorical Development And Present Law Of The Fabi€ax
Exemption For Charities And Other Tax-Exempt Orgatibns 109" Cong. (2005).

10
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the instruction of the public on subjects usefultibe individual and beneficial to the
community®!

B. Types Of Exempt Educational Organizations
1. Schools, Colleges, And Universities

One definition of a “school” for federal income tpMrposes is an educational organization
which normally maintains a regular faculty and muwium and normally has a regularly
enrolled body of pupils or students in attendanteha place where its educational
activities are regularly carried on, such as, faamsple, public and private primary,
secondary and high schools, colleges and univessitind vocational or trade schols.

2. Other Organizations That Further Educational Puepos

Organizations that conduct vocational or job skilisning are recognized as educatidtial.
An organization that grants scholarships to stuglémthers educational purpo$és.An
organization may further a school’s educationalppses by providing financial or other
assistance to the school’s athletic program. Hau. 67-291 provides that a nonprofit
organization that subsidized a “training table” tmaches and members of a university’s
athletic teams furthered the educational purpo$éiseouniversity’> Meals were prepared
and served by the university's personnel in a dimoom separate from the university's
regular eating facilities. The organization preddunding for the program from dues and
contributions from its members, who were universilymni. As the university’s athletic
program was an integral part of its overall edwsatactivities, and the organization’s
activities contributed to the operation of the wmsrty’s athletic program, the
organization’s activities furthered the universitgducational purposes.

Alumni associations and similar organizations aathier the advancement of education by
fostering a spirit of loyalty and fraternity amostudents and alumni, and by effecting

®. Treas. Reg. § 1.501(c)(3)-1(d)(3).

2|.R.C. § 170(b)(1)(A)(ii); Treas. Reg. § 1.170A¥(1).

3 See, e.g.Rev. Rul. 73-128, 1973-1 C.B. 222 (vocationahiray for unemployed individuals); Rev. Rul.
77-272,1977-2 C.B. 191 (training in skilled tradeAmerican Indians); Rev. Rul. 72-101, 1972-1 C1&4
(skills training for employment in a particular imgtry); Rev. Rul. 76-37, 1976-1 C.B. 149 (training
employees of commercial businesses); Rev. Rul.a88-5968-2 C.B. 211 (same); Rev. Rul. 67-150, 1967-
C.B. 133 (training prisoners); Rev. Rul. 76-2057684 C.B. 154 (teaching and counseling recent
immigrants).

% Rev. Rul. 69-257, 1969-1 C.B. 151; Rev. Rul. 68;11966-1 C.B. 134.

%51967-2 C.B. 184.

11
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united action in promoting the general welfarehs tollege or university as an educational
institution®

Other organizations may qualify for exemption éyhare operated as an integral part of an
educational organization’s performance of its etlonal purposes. For example, an
organization that operates a university book §faaad an organization furnishing housing
to student® qualify for exemption because they further thevarsity’s educational
purposes.

In addition, many other types of organizations meeognized as furthering educational
purposes within the meaning of section 501(c)(Bghsas museums, zoos, planetariums,
symphony orchestras, €tt. Other types of educational organizations andvitiets are
discussed further below.

C. Physical Education As An Exempt Educational Purpose

It is axiomatic that education is not limited te timprovement and cultivation of the mind,
but also includes the development of one’s physbdlties. Since the time of the Greeks
and Romans, at least, it has been accepted thatcahgducation is an essential part of
becoming an “educated” pers6h As a result, almost all public and private eletagnand
secondary schools, colleges, and universities declphysical education in their curricula.
Many schools have academic programs leading t@eeden physical education.

The courts have long held that the goals of an &tthital institution include the mental,
moral, and physical development of students, whinchudes athletic activities and the

% Rev. Rul. 56-486, 1956-2 C.B. 309; Rev. Rul. 63;1¥960-2 C.B. 192.

®”Rev. Rul. 58-194, 1958-1 C.B. 248ee als@quire v. Students Book Cari91 F.2d 1018 {dCir. 1951).
% Rev. Rul. 76-336, 1976-2 C.B. 143ee alsRev. Rul. 64- 274, 1964-2 C.B. 141 (free housbupks and
supplies); Rev. Rul. 63-220, 1963-2 C.B. 208 (lotefest college loans); and Rev. Rul. 61-87, 19€18.
191 (same).

% Treas. Reg. § 1.501(c)(3)-1(d)(3)(Bxampleg?2), (3), and (4); Rev. Rul. 79-369, 1979-2 C.B62
(organization records and sells symphonic and cleammusic by new or under-appreciated composers
primarily to schools is exempt as an educationghoization); Rev. Rul. 73-45, 1973-1 C.B. 220
(organization sponsoring professional theater petidns); and Rev. Rul. 65-271, 1965-2 C.B. 161
(promoting jazz).

In Plato's imaginary ideal republic, the goal dfieation is to produce citizens schooled in phidgoand
skilled in athletics, excellent in both mind anddigpand the proper way to cultivate a temperatdl; we
balanced character is to carefully blend intellatttudy and physical exercise. Platbe Republic of Plato
(Allan Bloom trans., Basic Books, 2d. ed. 1991atdr, the Romans adopted this idealrasris sana in
corpore sanb (“a healthy mind in a healthy body”).
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necessary facilities for such activities, and that physical development of a student is as
essential to his well-being as is his mental dgwalent’*

Nonprofit organizations other than schools thainspo or promote sports for children (e.g.,
Little League teams) generally are considered titde and education&d. For example,
an organization that holds sports clinics for alaidin schools, playgrounds, and parks, and
provides instruction, equipment, and facilitieshsritable and educationZl.

There is no age limitation on physical educatidm organization that provides instruction
in a sport to individuals of all ages and skilléé qualifies as an educational organization.
For example, Rev. Rul. 77-365 provides that an rumgdion that instructed and educated
individuals of all ages and skill levels in a peuwtar sport, by conducting clinics,
workshops, lessons and seminars at municipal pamkisrecreational areas, qualified for
exemption under section 501(c)(3) as an educatiorgdnizationl* “[T]he definition of
‘educational’ provided in section 1.501(c)(3)-1@))(of the regulations contains no
limitation with regard to age in defining that terrherefore, by instructing individuals of
all ages in a given sport in the manner describtegl above organization is instructing or
training individuals for the purpose of improving developing their capabilities™y.
Likewise, Rev. Rul. 64-275 provides that an orgatian formed for the purpose of training
individuals in the techniques of racing sailboatshational and international competition,
and thereby improving the caliber of candidatese®sgnting the United States in Olympic
and Pan-American games, qualifies for exemptioarasducational organizatiof.

' Seee.g, German Gymnastic Ass’n of Louisville v. City of iswille, 80 S.W. 201 (Ky. Ct. App. 1904)
(gymnastic association held to be educationaltintgin exempt from state tax$tate ex rel. School District
No. 56, Chelan County v. Superior Court of Chelamuiy, 124 P. 484 (Wash. 1912) (condemnation of land
for school athletic field upheldghannon & Luchs Const. Co., Inc. v. Shillingtd F.2d 219 (D.C. Cir.
1926) (condemnation of land for school athletitdfiepheld; such use held to be an “essential gaat o
modern educational institution”).

2 Seee.g, Hutchinson Baseball Enterprises, Inc. v. Comri3 T.C. 144aff'd, 696 F.2d 757 (10Cir,
1982),nonacq, 1980-2 C.B. 2 (discussed below).

®Rev. Rul. 65-2, 1965-1 C.B. 227.

41977-2 C.B. 192.

®1d.

701964-2 C.B. 142. Rev. Rul. 64-275 presumably dm¢snention fostering national or international
amateur sports competition as a ground for exempitezause it predates the 1976 amendment of section
501(c)(3) discussed below.
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D. Amateur Sports Competition As An Exempt Purpose
1. 1976 Amendment of Section 501(c)(3)

Currently, section 501(c)(3) expressly providest theganizations fostering national or
international amateur sports competition may quafdr exemption. Prior to 1976,
however, there was no specific language in sedi@l(c)(3) concerning amateur athletic
competition, and there was a lack of clarity ash circumstances under which amateur
sports organizations could qualify for exemptionden section 501(c)(3). In 1976,
Congress found that some amateur sports organzsatiere recognized as tax-exempt
under section 501(c)(3), while others, apparemlyadly deserving, were recognized as tax-
exempt under other provisions (e.g., section 5Q4) @r section 501(6)), and, as a result,
did not qualify to receive tax-deductible contrilbus/® To clarify the requirements for
amateur athletic organizations to qualify for tacempt status under section 501(c)(3),
Congress in 1976 decided that it is, in generglr@mriate to treat the fostering of national
or international amateur sports competition asaitdble purpose under section 501(c)(3).
The Tax Reform Act of 1976 amended section 501)d)(Provide that an organization the
primary purpose of which is to foster national mternational amateur sports competition
may qualify as a tax-exempt organization descriimedection 501(c)(3) and receive tax-
deductible contributions, with the limitation thatuch an organization may not make
available athletic equipment or faciliti€s. This limitation was intended to prevent tax-
exemption under section 501(c)(3) of organizatigesy., social clubs) that provide
facilities and equipment for their members, and was intended to adversely affect the
gualification for tax-exempt status of any orgatima which would qualify under the
standards of prior laf’ In any event, this restriction was later modifféd

2. Hutchinson Baseball Enterprises, Inc. v. Commission

In Hutchinson Baseball Enterprises, Inc. v. Commissiothe Tax Court considered the
gualification for exemption under section 501(c)(#) an organization that owned and
operated an amateur baseball team, among otheitiast®™ The organization’s amended

"See, e.g.Rev. Rul. 65-2, 1965-1 C.B. 227 (organizaticat tholds sports clinics for children in schools,
playgrounds, and parks, and provides instructignjpment, and facilitiess exempt under section 501(c)(3);
Rev. Rul. 70-4, 1970-1 C.B. 126 (organization theppse of which was to promote the health of theegal
public by, among other things, promoting and retijudpa sport for amateurs did not qualify for exdimmp
under section 501(c)(3), although it qualified éx@emption under section 501(c)(4)).

8 H.R. Conf. Rep. 94-1515, at 542 (1976).

" Tax Reform Act of 1976 § 1313, 90 Stat. 1520, 1{I%Y6).

8 Joint Committee on Taxation, General Explanatibthe Tax Reform Act of 1976, §4Cong., 70-71
(1976).

81 See discussion in Section 111.D.3 below.

8273 T.C. 144affd, 696 F.2d 757 (1DCir. 1982),nonacq.,1980-2 C.B. 2.
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articles of incorporation provided that one of therposes of the corporation was to
“[p]Jromote, advance and sponsor baseball, whicli sidude Little League and Amateur

Baseball, in the Hutchinson, Kansas area.” Theammation owned and operated an
amateur baseball team composed primarily of coltgeball players. It leased a playing
field from the city, which was used by the teamheTorganization also permitted Little

League and American Legion baseball teams for ywu#h to 18 years of age, and a
baseball camp for children 7 to 12 years of ageaipd by the city, to use the field at no
charge. The organization also furnished instrigcfor the baseball camp and provided
coaches for the Little League teams.

As a result of an examination of the taxpayer'sviiets for the fiscal years ended July 31,
1974, and July 31, 1975, the IRS concluded thatotiganization no longer qualified for
exemption under section 501(c)(3) and revoked thgarozation’s tax-exempt status.
Although the Tax Court applied section 501(c)(3)ira®ffect prior to its amendment in
1976, the court analyzed the legislative historyhef 1976 amendment of section 501(c)(3)
and concluded that Congress has long consideredeamathletics to fall within the
penumbra of section 501(c)(3) (i.e., even befoeeli®76 amendmenty.

On appeal, the IRS argued that, under the law egisted prior to amendment in 1976,
fostering amateur sports competition, without mongs not a charitable purpose -
otherwise the amendment of section 501(c)(3) ir®aduld not have been necessary. The
United States Court of Appeals for the Tenth Cir@affirmed the Tax Court’s decision.
The Court of Appeals agreed with the Tax Court tbanhgress considered that, under the
law as it existed prior to amendment in 1976, ttheaacement of amateur athletics was a
charitable activity. However, the Circuit Courtidiot base its conclusion about the state
of the law prior to 1976 on the subsequent legistahistory, but rather was persuaded by
its analysis of the wording of the statute andpitsper construction that the Tax Court
reached the right conclusion in holding that theherance of recreational and amateur
sports falls within the broad outline of charitydashould be so classifiéd.

3. 1982 Enactment Of Section 501(j)

In 1982, section 501(j) was added to the Code dermwto relax the restriction in section
501(c)(3) against the provision of facilities oruggment that was added in 19%6.
Congress believed that many amateur sports orgemsaprovided facilities to their
members, and concluded that such organizationslghmi encouraged to continue the
sponsorship of, and training for, national andrimé¢ional sports competiticti.

87371.C. at 153.

8696 F.2d at 762.

8 Tax Equity and Fiscal Responsibility Act of 198286, 96 Stat. 324, 569-570 (1982).

8 Joint Committee on Taxation, Explanation of ther&mie Provisions of the Tax Equality and Fiscal
Responsibility Act of 1982, 97Cong., 438 (1982).
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Section 501(j) provides that an organization tkabriganized and operated exclusively to
foster national or international amateur sports petition may qualify under section
501(c)(3), whether or not the organization provitheslities or equipment to its members,
if such organization is also organized and opergigtharily to conduct national or
international competition in sports or to suppartl @evelop amateur athletes for national
or international competition in sports.

E. Intercollegiate Athletic Competition As An Exempdicational Purpose

Congress has long recognized the educational \alathletic competition at the college
and university level and that income derived frameiicollegiate athletic competition is
substantially related to the educational functiafs colleges and universities. The
legislative history of the Revenue Act of 185ihdicates that both the House and Senate
agreed on this point. The Senate Report stateshlé#ic activities of schools are
substantially related to their educational funcsiof-or example, a university would not be
taxable on income derived from a basketball toueransponsored by it, even where the
teams were composed of students of other sch&blsThe House Report states, “Of
course, income of an educational organization frdmarges for admissions to football
games would not be deemed to be income from anataedebusiness, since its athletic
activities are substantially related to its eduaaai program *

The courts have held that sponsoring athletic cotnpe at the college level furthers
exempt purposes in section 501(c)(3). For exanipl®lobile Arts and Sports Ass’n v.
United Statesthe court held that an organization that sportsare annual college all-star
football game (the “Senior Bowl Classic”) qualifiefbr exemption under section
501(c)(3)?° The Senior Bowl game originated as a for-profiteeprise by residents of
Tennessee. After the first two bowl games eachltexs in a loss, a non-profit corporation
was formed that would put on the bowl game and alsald conduct other artistic and
educational activities that would benefit the Mebil Alabama, community. The
corporation’s charter provided that the corporaticas permitted to accumulate earnings,
to be disbursed as its Board of Trustees directedot on behalf of persons, firms,
associations, societies or corporations ... whosegpy purpose is devoted to a betterment
and advancement of the civic, social, cultural,reatonal and artistic life of the
Community of Mobile and its environ§™ In addition to the Senior Bowl, the corporation
also sponsored an annual collegiate basketbalhémoent, outdoor symphony concerts,
ballet performances, choral performances, and t(joirwith another tax-exempt
organization) a recreational program for youth. eTdérganization’s only activity that

87 Revenue Act of 1950, 64 Stat. 906 (1950).

8 S. Rep. 81-2375, 1950-2 C.B. 483, 505 (1950).
89 H.R. Rep. 1-2319, 1950-2 C.B. 380, 458 (1950).
%148 F. Supp. 311 (S.D. Ala. 1957).

1148 F. Supp. at 314.
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resulted in any net income was the Senior Bowl gamiech was broadcast on a national
and international radio network.

The IRS asserted that the organization sponsoee&dnmior Bowl game for the purpose of
making a profit, like any normal business ventufehe court held that the organization
gualified for exemption from federal income tax anthe predecessors to section 501(c)(3)
and section 501(c)(4), based on its finding that dhnual Senior Bowl game resulted in
considerable benefit to the community because effélvorable publicity for Mobile that
the game engendered, the large number of out af tesgitors it brought to the city, and
“the inspirational value to the youths of the afyMobile and surrounding community in
respect to their own recreational activiti€3.”The court also held that the game was an
integral part of the organization’s civic and edumsal program and therefore was
substantially related to the organization’s furéivere of its exempt purpos¥s.

F. Regulating Intercollegiate Athletic Competition As Exempt Purpose

Organizations that set standards and regulatecoitegiate athletic competition further
exempt purposes. Rev. Rul. 55-587 describes a rafihpgnterscholastic athletic
association formed for the purposes of promoting aotecting the health of high school
athletes through uniform interscholastic compatitiender the direction and control of
school officials, and cultivating the ideals of gosportsmanship, loyalty and fair pl&y.
The organization’s members consisted of public lBghools in a particular state. The
association directed and controlled interscholastigh school athletic competition,
prescribed eligibility rules for contestants andhgdées for the violation of such rules, as
well as the rules of play in the various sportspdiected sectional, district and state
competition, arranged schedules for contests,g¢daamd assigned game officials, and made
suitable awards in state competitions. The orgdina’s income was derived from school
dues, registration, membership fees, and a pegemtagate receipts from the competition
events. Based on these activities, Rev. Rul. 55+&8d that the organization is organized
and operated primarily for educational purposeseiction 501(c)(3).

The Supreme Court has recognized the importancegilating intercollegiate athletic
competition in order to preserve amateurism inegdl sports. IMNCAA v. Board of
Regents of the University of Oklahgnaacase challenging NCAA'’s plan for televising the
college football games of its member institutiossaarestraint of trade under federal anti-
trust laws, the Supreme Court stated,

92148 F. Supp. at 316.
93148 F. Supp. at 313.
%148 F. Supp. at 316.
%1955-2 C.B. 261.
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The NCAA plays a critical role in the maintenanck @ revered tradition of

amateurism in college sports. There can be notiguebut that it needs ample
latitude to play that role, or that the preservatad the student-athlete in higher
education adds richness and diversity to interg@le athletics and is entirely
consistent with the goals of the Sherman Rct.

G. Other Charitable Purposes

In addition to “educational” purposes, educatioaetivities, including those relating to
intercollegiate athletics, can be said to furthedrdritable” purposes as well.

1. Advancement of Education Or Science

Educational or scientific organizations generallyt only qualify as “educational” or
“scientific” under section 501(c)(3) but also dbalas “charitable” under section
501(c)(3). It is generally acknowledged that thisrao substantive difference between the
term “education” and the term “charitable” for thgarpose€’ The IRS, in ruling that an
organization is educational, frequently also fiitds be charitabl&®

2. Relief of the Poor or Distressed

As noted above, the term “charitable”, for purposéssection 501(c)(3) includes, in
addition to advancement of education, relief of theor and distressed or of the
underprivileged, lessening neighborhood tensiondjmirating prejudice and

discrimination, defending human and civil rightadacombating community deterioration
and juvenile delinquency. Many intercollegiate athletic programs furtheesl purposes,

as well as educational purposes.

3. Lessening the Burdens of Government

The term "charitable" in section 501(c)(3) also likes lessening the burdens of
government® Generally, in order to be considered to be ldsgetthe burdens of
government, an organization must be performingngtfan that the government has taken

%468 U.S. 85, 120 (1984).

9" SeeTreas. Reg. § 1.501(c)(3)-1(d)(2) (“The term ‘dtadule’ is used in section 501(c)(3) in its genkral
accepted legal sense and is, therefore, not tol&reied as limited by the separate enumeratisadtion
501(c)(3) of other tax-exempt purposes which méywfihin the broad outlines of ‘charity’ as deveked by
judicial decisions.”).

% Hopkins,supra at 167-168.

% Seg discussion in Section 11.C. above.

10 Treas. Reg. § 1.501(c)(3)-1(d)(2).
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on as its burden, and the organization’s activitiesst actually lessen that burd@h. By
founding and operating institutions of higher ediorg each of the states, countless
political subdivisions of such states and evenfélderal governmefit® have indicated that
they consider the education, past the high schenal/| of its citizens to be its obligation,
which public colleges and universities lessen.

II. Unrelated Business Income Tax Treatment of IncomenFAthletic Events
A. Unrelated Business Income Tax, Generally

An organization that is exempt from federal incamre under section 501(a) is nevertheless
subject to unrelated business income tax (“UBITH)its unrelated business taxable income
(“UBTI"), as provided in sections 511-514. Sectibhl(a)(2)(B) also imposes UBIT on
the UBTI of state colleges and universities anghomations wholly owned by state colleges
and universities.

UBTI is generally defined as gross income gener&tad any trade or business regularly
carried on by the organization, the conduct of Wh&not substantially related (other than
the organization’s need for income or the use ikesaof the profits derived) to the
organization’s exercise or performance of its exerpprpose or function, less the
deductions allowed under Chapter 1 of the Code #natdirectly connected with the
carryinlgoson of such trade or business, and sulbpettie modifications provided in section
512(b).

A trade or business is considered to be substhntelhated to an organization’s exempt
purposes only where the conduct of the businesgitaas has a causal relationship to the
organization’s achievement of its exempt purpostisef than through the production of
income), and it is “substantially related” onlythiis causal relationship is a substantial one.
Thus, in order for the conduct of a trade or bussnfieom which an item of gross income is
derived to be substantially related to an orgaiopn& exempt purposes, the production or
distribution of the goods or the performance ofgkevices from which the gross income is
derived must contribute importantly to the accostpinent of such purposes. Whether

% various types of activities that assist state lagel governments in carrying out their functiorvé been
recognized as charitable on the basis that thegtethe burdens of governmeee, e.g.Rev. Rul. 85-1,
1985-1 C.B. 17 (providing funds to local police dement to buy illegal drugs as part of its lawagnément
activities); Rev. Rul. 85-2, 1985-1 C.B. 178 (réting, training, and providing support for guardseed litem

in state legal proceedings); Rev. Rul. 70-583, 1®TB 114 (development and management of community
correctional centers to rehabilitate prisonersaoperation with local courts and custodial agencies

192E g, The Graduate School of The United States DepantofeAgriculture.

13| R.C. § 512(a).

19



APPENDIX A

income-producing activities contribute importantty the accomplishment of any exempt
purpose depends in each case upon the particetardad circumstances involvEy.

The fact that a tax-exempt organization carriesaonunrelated trade or business as a
substantial part of its activities does not jeopadhe organization’s tax-exempt status, so
long as the organization continues to be operatedapily for exempt purposed® The
UBIT is intended to “level the playing field” betewr taxable and tax-exempt organizations
conducting business activities, and to remove theuatage a tax-exempt organization has
in conducting unrelated business activities in cetijpn with entities that must pay
income tax. As the Supreme Court explained,

[In enacting the Revenue Act of 1950,] Congressqieed a need to restrain the
unfair competition fostered by the tax laws. SeR.HRep. No. 2319, 81st Cong.,
2d Sess., 36-37 (1950). Nevertheless, Congressaditbrce exempt organizations
to abandon all commercial ventures, nor did it lavyax only upon businesses that
bore no relation at all to the tax-exempt purpagfean organization, as some of the
1950 Act's proponents had suggested. $ag, 1950 House Hearings, at 4, 19,
165. Rather, in the 1950 Act it struck a balaneénveen its two objectives of

encouraging benevolent enterprise and restrainfgirucompetition by imposing a

tax on the ‘unrelated business taxable income’agfexempt organizations. 26
U.S.C. § 511(a)(1}%°

B. UBTI Exceptions And Exclusions

Certain types of business activities are exceptech the definition of unrelated trade or
business, including (among others) any trade ombas in which substantially all of the
labor is performed for the organization without g@nsation, or which is the selling of
merchandise, substantially all of which has beenatEd to the organizatidfi’ In

addition, certain intermittent income producingidties are not treated as a trade or
business that is regularly carried on. For exampleome producing or fundraising

1% Treas. Reg. § 1.513-1(d)(2).

1% Treas. Reg. § 1.501(c)(3)-1(e)(19eeGCM 34682 (Nov. 17, 1971 ) (“[Alside from exprestatutory
limitations on business activity, such as sectidf &nd the newly enacted provisions relating tegiei
foundations, there is no quantitative limitationtbe ‘amount’ of unrelated business an organizatiay
engage in under section 501(c)(3), other thanithplicit in the fundamental requirement of chariay that
charity properties must be administered exclusielyre beneficial interest of the charitable pu@to
which the property is dedicated.”).

1% United States v. American College of Physicja¥s U.S. 834, 838 (19865ee, alspUnited States v.
Dykema 666 F.2d 1096, 1102(TCir. 1981) (“The post-1950 system was also motisfsatory than the old
in that it permitted a tax-exempt organization tgage in an unrelated profit-making trade or bussne
without risking the complete loss of tax-exemptigaPreviously such status was jeopardized bygngan
substantial unrelated commercial operations.”).

Y71 R.C. § 513(a).
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activities lasting only a short period of time wiibt ordinarily be treated as regularly
carried on if they recur only occasionally or smiically. Such activities will not be
regarded as regularly carried on merely becausg #me conducted on an annually
recurrent basis. Accordingly, income derived frdme conduct of an annual dance or
simligglr fundraising event for charity is not incorfnem a trade or business regularly carried
on.

Section 512(b) excludes other types of income fitdBill, including certain “passive”
types of income such as dividends, interest, réota real property, and gains from the
sale of property other than stock in trade, inventor property held primarily for sale to
customers in the ordinary course of the trade @iness" In addition, all royalties are
excluded, whether measured by production or by sgras taxable income from the
property*'® Payments for the use of intangible property sastrademarks, trade names,
service marks, patents and copyrights, are ordynadiassified as royalties for this
purpose-*!

C. UBIT Treatment of University Income From Ticket &lAnd Broadcast Rights

It has long been acknowledged that a universitihéetic program is substantially related
to the university’s performance of its educatiopatposes, and the university’s income
from its athletic program is not UBTI. As statdabae, Congress has long recognized that
income derived from intercollegiate athletic con@t is substantially related to the
educational functions of colleges and universiti@$e legislative history of the Revenue
Act of 1950, cited above, indicates that both tloeis€ and Senate agreed on this point.

The IRS has generally taken the same view withe@sip ticket sales. However, in 1977,
the IRS attempted to tax the income from salesroddicast rights to college football and
basketball games, and notified several universitesl the Cotton Bowl Athletic

Association (a tax-exempt entity that presentsatmeual Cotton Bowl football game) that
their revenue from the sales of such broadcasigigs is UBTI. The IRS agreed that
ticket receipts were not subject to tax, basedhenagislative history of the 1950 Act, but
sought to distinguish broadcasting revenues onbtses that the legislative history was

1% Treas. Reg. § 1.513-1(c)(2)(iiiSeeNat’| Collegiate Athletic Ass'n. v. Comm®14 F.2d 1417 (10Cir.
1990) (“[T]he NCAA program [Official Souvenir Pragm for the 1982 Final Four], which is publishedyonl
once a year, should not be considered an unfaipettar for the publishers of advertising. Apptioa of
the unrelated business tax here therefore woulduntbter the statutory purpose. We hold that ti@AR's
advertising business was not regularly carried ghisvthe meaning of the Code.”).

1991 R.C. §8 512(b)(1), (3) and (5).

9] R.C. § 512(b)(2).

11 A royalty generally is a payment for the use ehduable right; payments for personal servicemate
royalties. Rev. Rul. 81-178, 1981-2 C.B. 135.
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silent with respect to broadcasting reventtésThis resulted in an immediate public outcry
from supporters of intercollegiate athletf¢s.

Shortly thereafter, the IRS conceded that thereaasmeaningful distinction between
exhibiting a game to a limited, live audience amdileiting the game on television to a
much larger audienceé? The IRS concluded that a university’s income frima sale of
radio and television broadcast rights is not UB&¢dwuse -

an audience for a game may contribute importawtlthé education of the student-
athlete in the development of his/her physical amder strength and to the
education of the student body and the communitgrgge in heightening interests in
and knowledge about the participating schoolsebjard to the student-athlete, the
knowledge that an event is being observed heightersgnificance, which raises
the levels of both competitive effort and enjoymenttending the game enhances
student interest in education generally and ininlsgtution because such interest is
whetted by exposure to a school's athletic aotivitMoreover, the games (and the
opportunity to observe them) foster those feelin§sdentification, loyalty, and
participation typical of a well-rounded educatioraperience *°

In 1980, the IRS formally conceded the issue. BRai. 80-295 provides that income from
the sale of broadcasting rights by an amateur t&thlmion is not an unrelated trade or
business!® Rev. Rul. 80-296 holds that the sale of broadegsights to a national radio
and television network by an organization creatgd & regional collegiate athletic
conference made up of universities to hold an anethéetic event is not an unrelated trade
or business, stating, “An athletic program is cdasd to be an integral part of the
educational process of a university, and activipesviding necessary services to student
athletes and coaches further the educational pespafsthe university™’

D. Other Benefits Of Broadcasting Athletic Competition

Tax-exempt organizations conduct extensive aatiwifor the purpose of enhancing their
public image, attracting contributions, and earnimgpme (see discussion of fundraising,

112 geediscussion in Hopkinsupra at 778, n.345.

3 5eeJames L. MusselmaRecent Federal Income Tax Issues Regarding Profesiism and Amateur
Sports 13 Marg. Sports L. Rev. 195, 207-208 (2003).

114 5eeGCM 37618 (July 28, 1978); TAM 7851002 (1978) [ege football and basketball games); TAM
7851005 (1978) (same); TAM 7851006 (1978) (samAMT7851011 (1978) (same); TAM 7851003
(governing body for amateur athletics); TAM 7851@B4ig. 21, 1978) (organization that conducts annual
college football bowl game).

15 GCM 37618suprg TAM 7851002 suprg TAM 7851004 suprg TAM 7851005 suprg TAM 78510086,
suprg TAM 7851011 supra

1161980-2 C.B. 194.

1171980-2 C. B. 195 (citing and quoting the legistathistory of the Revenue Act of 1950).
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below). Colleges and universities, for exampleydiwt extensive activities designed to
attract students, while art museums seek to attiaitbrs. Collegiate and intercollegiate
athletic competition generally heightens interesand knowledge about the participating
schools among viewers, enhances the schools’ pubkge, attracts contributions, and
makes the school more attractive to potential sttgde Attending the game enhances
student and community interest in the institution én recreational activities, generatfy.
Broadcasting such athletic competition in mass médis the obvious effect of expanding
these benefits® An organization’s success in terms of audieneehed and enhancement
of its public image is not inconsistent with thgamization’s exempt purposs.

FUNDRAISING BY CHARITABLE AND EDUCATIONAL ORGANIZATIONS
A Profit-Making Activities

Tax-exempt organizations described in section 503)@re permitted to carry on profit-
making activities and use the profits to fund thaativities in furtherance of their tax-
exempt purposes. For example Aid to Artisans, Inc. v. Commissionehe Tax Court
held that an organization that purchased handgmafide by disadvantaged artisans in
developing countries and sold such handicrafts @toéit in museum stores qualified for
exemption because its primary purpose in condudtiegprofit-making activities was to
further exempt purposes in section 501(c§3) The Tax Court noted that the presence of
profit-making activities is not per se a bar to mp#ion if the activities further or
accomplish an exempt purpd$é. The court found that the organization’s actistie
furthered exempt purposes by alleviating povertyoagn the disadvantaged artisans,
contributing to the achievement of economic stahilon in disadvantaged communities
where handicrafts are central to the economy, tmring to the preservation of authentic
handicraft production, and furthering the educatbrthe American public in the artistry,
history, and cultural significance of handicraftsth such communities.

Similarly, in Industrial Aid for the Blind v. Commission€r the Tax Court held that an
organization qualified for exemption under sectib@l1(c)(3) when the organization
marketed and sold items created by blind individwla profit, distributed a percentage of
the proceeds to the artists, and retained the reteniof the proceeds for its operations.
“We begin by emphasizing ‘that the presence ofiprofiking activities is not per se a bar
to qualification of an organization as exempt ié thctivities further or accomplish an

18 Mobile Arts and Sports Ass’n v. United Stagesra 148 F. Supp. 311, 313.
19TAM 7851002 supra

120 preshyterian and Reformed Pub. Co. v. Comi3 F.2d 148, 158 (B3Cir. 1984).
12171 T7.C. 202 (1978).

2271 7.C. at 211.

12373 T.C. 96 (1979).
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exempt purpose.*** The Tax Court found that the organization’s profaking activities
were not inconsistent with exemption, because tigarozation’s principal purpose was to
provide employment for blind individuals, therebylewating the hardship these
individuals experience in securing and holding fagwemployment. Also, inPulpit
Resource v. Commissionéne Tax Court stated, “The fact that petitiomgended to make
a profit, alone, does not negate that petitiones wperated exclusively for charitable
purposes...If the sale of religious literature was iategral part of and incidental to
petitioner's avowed religious purpose, that agtimitay be considered a part of the religious
purpose or objective*®® The United States Court of Appeals for the Ti@ittuit stated in
Presbyterian and Reformed Pub. CoCammissioner‘On the one hand, the simple act of
accumulating revenues may properly call into goestthe ultimate purpose of an
organization ostensibly dedicated to one of theverated pursuits under § 501(c)(3). On
the other hand, success in terms of audience rdaiekinfluence exerted, in and of itself,
should not jeopardize the tax-exempt status of roegdéions which remain true to their
stated goals®

B. Raising Funds For Charity

Raising funds for charity is an accepted charitghlepose. A tax-exempt organization
described in section 501(c)(3) may carry out itarthble purposes by raising funds for
other section 501(c)(3) organizatioi8. For example, Rev. Rul. 64-182 describes an
organization that derived most of its income frdra tental of space in a large commercial
office building that it owned, maintained and opedd®® The organization met the
organizational test of section 501(c)(3) becauseséd its income to engage in a charitable
grant making program. The charitable purposeshefdrganization were carried out by
aiding other charitable organizations, selectedhat discretion of its governing body,
through contributions and grants to such orgaronatfor charitable purposes.

C. Corporate Sponsorships

1. Background

Corporate sponsorships have become an importantesaf revenue for the nation's
nonprofit organizations. In many cases, corposgiEnsorship revenues are being used to
fund new charitable programs and initiatives. theos, the funds are merely helping to
offset declines in other sources of public andaievfunding.

12473 T.C. at 101 (quotingid to Artisans, Inc.71 T.C. at 211).
1570 7.C. 594, 611 (1978).

126743 F.2d 148, 158 (B3Cir. 1984).

12"Rev. Rul. 67-149, 1967-1 C.B. 149.

1281964-1 C.B. 186.
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The terms of corporate sponsorship arrangementswiaely, but, in general, a corporate
sponsor makes a contribution to a nonprofit orgation and, in return for the payment, the
nonprofit organization acknowledges the sponsoippsrt in some way. Depending upon
the arrangement, the corporate sponsor may recameng others, naming rights to an
event or facility of the organization; the sponsatame and logos may be displayed at the
organization’s stadium or arena, or at another gembere the organization’s event takes
place; the sponsor may receive acknowledgementdeerasing in the organization’s
publication, event programs, web site and/or signagd the sponsor may receive tickets
to the organization’s events, preferred seatinguah events, and admission to hospitality
tents. The sponsor also may receive the rightéothie organization's marks to promote its
relationship with the organization and/or to depebnd sell logo merchandise. Finally,
sponsors sometimes receive the right to have teenpi organization’s personnel attend
events hosted by the sponsor or consult on produncisr development by the sponsor.

An exclusive provider arrangement is a corporatensprship arrangement in which the
sponsor receives the exclusive right to sell, diigte or market its goods or services in
connection with an exempt organization's activitie§Vhile there are many types of
exclusive provider arrangements, two have genergtedmost publicity: those with
beverage companies and those with athletic appaceequipment companies. Other types
of exclusive provider arrangements involve foodvee;, bookstores, broadcast rights,
cellular telephone service, credit cards, and aatethteller machines, among others.

Under typical athletic apparel and equipment areamgnts, an exempt organization and an
athletic apparel or equipment manufacturer agree ttre company will be the exclusive
provider of athletic apparel or equipment to somealbof a school's athletic teams or to a
particular event. Generally, the company provigigigorms or equipment at no cost or at a
discount. In most cases, the company name amatjordre displayed on the uniforms and
other apparel worn by athletes and coaches, and/tre athletic equipment.
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2. History Of Tax Treatment Of Corporate Sponsorships

The IRS first addressed the issue of the taxati@moiporate sponsorships in 1991, in TAM
9147007%%° It is widely acknowledged that TAM 9147007 commd the corporate
sponsorship arrangement between the Cotton Bowle#ithAssociation (“CBAA”) and
Mobil Oil Corporation (“Mobil")*° The IRS reviewed the arrangement to determine
whether the (apparently over $1 million) sponsgrgfayment CBAA received from Mobil
was a contribution to CBAA, or whether it was UBTCBAA'’s corporate sponsorship
agreement with Mobil included the following prowas:

(1) CBAA must change the name of the Cotton Bowl to Mwbil Cotton Bowl,
and add the Mobil logo to the Cotton Bowl logo. Trieev name and logo must
be used exclusively and must be mentioned in ald@dowl press releases.

(2) At the site of the Cotton Bowl, CBAA must impriritet new logo in a prominent
place on the field.

(3) During the football game, CBAA must display Mobitemmercial messages on
the electronic sign in the stadium and broadcasbilMocommercial messages
over the public address system.

(4) If the Cotton Bowl is not televised, Mobil may cahthe contract.

(5) CBAA, on behalf of Mobil, must arrange for hospitakuites and hotel rooms,
tickets to the game, and tickets to event-relatddities.

(6) In return, Mobil must pay CBAA a sponsorship fedf the Cotton Bowl
achieves a Nielsen (television) rating above aedtédvel, CBAA is entitled to
an additional sponsorship fee from Mobit.

In TAM 9147007, the IRS found that the associafoovided a substantigjuid pro quo
for the payment and that the payment was moream#iure of corporate advertising than
corporate benevolence. As a result, the IRS cdeduhat the payment was UBTI. The
issuance of TAM 9147007 caused widespread conceran@ the higher education
community as to the implications of the IRS’s reasg in TAM 9147007 for their

129 (Aug. 16, 1991).

130 g5eee.g, Paul StreckfusA Glimpse of Mobil-Cotton Bowl Contract Provisiofi§ Tax Notes 447, 447
(1992).

1311d.; seeMusselmansupra n.113, at 208-209.
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fundraising efforts in connection with their atiideevents. There also was a threat of
Congressional action to reverse the IRS position.

Subsequently, the IRS issued proposed audit gaetelfor determining when corporate
sponsorship income received by exempt organizawasUBTI*®* The audit guidelines
stated that “where an exempt organization perfovalgable advertising, marketing, and
similar services, on a quid pro quo basis, fordbgorate sponsor, payments made to an
exempt organization are not contributions to thengxt organization, and questions of
unrelated trade or business arise.” The guidektat®d that a sponsorship payment would
not be subject to tax if there was no expectati@at the organization would provide the
sponsor with a “substantial return benefit” in adesation for its payment, and instructed
agents to determine whether sponsors were prowididvaluable advertising, marketing
or similar services in return for sponsorship pagtae

The IRS received over 300 written comments on topgsed audit guidelines and, in July
1992, held three days of hearings. Many commergatomplained that the proposed

“substantial return benefit” test was too vague amtbiguous and that the guidelines
provided no clear guidance or certainty as to wéweth under what circumstances benefits
provided to a sponsor rose to the level of a sualislareturn benefit. Others sought

clarification on what allocation rule applied torporate sponsorship payments and how
expenses and deductions were to be allocafed.

In January 1993, the IRS issued proposed reguktioncorporate sponsorshifs. In the
proposed regulations, the IRS differentiated betwadvertising, which was subject to
UBIT, and acknowledgements, which were not. Thappsed regulations provided that
acknowledgements, which were defined as “mere mtog of sponsorship payments,”
included the display of sponsors' logos and sloghas did not contain comparative or
qualitative descriptions of the sponsor's produsesyices, facilities or company? These
regulations were never issued in final form, ing&arpart due to opposition from the
charitable sector and its supporters to certaimigians of the regulation’s’

3. Section 513(i) — Qualified Sponsorship Payments

132 5ee138 Cong. Rec. H6636-01, 6636-6639 (1992).

%% Announcement 92-15, 1992-5 |.R.B. 51.

134 Elizabeth M. Roberts, Not@resented To You By...Corporate Sponsorship and tinelated Business
Income Tax17 Va. Tax Rev. 399, 406-407 (1999).

135 Prop. Treas. Reg. § 1.513-4, 58 Fed. Reg. 56810-5691 (1993).

136 |d

137 Robertssupra n.134at 413-414.
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In 1997, Congress enacted The Taxpayer Relief At967, which added Section 513(i) to
the Internal Revenue Cod&. Under Section 513(i), “qualified sponsorship payis”
received by exempt organizations are excluded fodl.**

A “qualified sponsorship payment” is a payment hyeason engaged in a trade or business
with respect to which there is no arrangement @eetation that such person will receive
any substantial return benefit other than the ussecknowledgment of the name or logo (or
product lines) of such person’s trade or businassonnection with the activities of the
organization that receives the payment. Such adess not include advertising the
sponsor’s products or services (including messagesaining qualitative or comparative
language, price information, or other indicatiofsavings or value, an endorsement, or an
inducement to purchase, sell, or use such producsrvices}*°

Permitted “use or acknowledgment” may include tbkoW¥ing: exclusive sponsorship
arrangements; logos and slogans that do not coqteilitative or comparative descriptions
of the payor’'s products, services, facilities ompany; a list of the payor’'s locations,
telephone numbers, or Internet address; value-aledéscriptions, including displays or
visual depictions, of the payor’s product-line @nsces; and the payor’s brand or trade
names and product or service listings. Logos ogasis that are an established part of a
payor’s identity are not considered to contain fatVe or comparative descriptions. Mere
display or distribution, whether for free or fomraneration, of a payor’s product by the
payor or the exempt organization to the generalipudi the sponsored activity is not
considered an inducement to purchase, sell orhespdyor’s product for this purpose and,
thus, will not affect the determination of whetheempayment is a qualified sponsorship
payment:*

The term “gualified sponsorship payment” does netude any payment if the amount of
such payment is contingent upon the level of adiend at one or more events, broadcast
ratings, or other factors indicating the degre@utilic exposure to one or more everifs.

In addition, an arrangement that limits the salistribution, availability, or use of
competing products, services, or facilities in aeection with an exempt organization’s
activity (e.g., an exclusive provider arrangemegénerally results in a substantial return
benefit (i.e., the payment is not excluded from WBAs a qualified sponsorship
paymerllg);43 although payments may be excluded from UBIT urdkeer provisions of the
tax law:

138 Taxpayer Relief Act of 1997 § 965, 111 Stat. 7883-94 (1997).
%9 R.C. § 513(i)(1).

1401 R.C. § 513(i)(2)(A).

1“1 Treas. Reg. § 1.513-4(c)(2)(iv).

12| R.C. § 513(i)(2)(B).

13 Treas. Reg. § 1.513-4(c)(2)(vi)(B).

144 Treas. Reg. § 1.513-4(d)(2)(i).
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If a single sponsorship payment is both a qualiipdnsorship payment and a payment for
advertising, the payment is allocated between tiadifted sponsorship payment (which is
not subject to UBIT) and the advertising paymertil is subject to UBITJ*

Qualified sponsorship payments generally are tdeas contribution income by the
recipient tax-exempt organizatioff. This is so whether the payors treat qualified
sponsorship payments as a deductible business sxpenler section 162 or as charitable
contributions under section 179

D. Treatment of Contributions In Connection With CgleAnd University Athletic
Competition

In 1984 the IRS issued Rev. Rul. 84-132, which e@éna charitable contribution tax
deduction for a contribution to a university whée tcontribution permitted the donor to
purchase preferred seating for university home babtgames*® Rev. Rul. 84-132

resulted in considerable concern by colleges andetsities that benefited from such
contriblljgons. As a result of the chorus of digappl, the IRS quickly withdrew Rev. Rul.
84-132.

In 1986, the IRS issued Rev. Rul. 86-63, which mles that if a taxpayer makes a
contribution to a university athletic scholarshipgram, in return for which the donor
receives the right to purchase season ticketsatganot otherwise available, a charitable
contribution deduction will be allowed only if (artd the extent that) the donor can show
that the value of the contribution exceeded the rf@arket value of the right to buy the
season ticketS® This imposed on the donor the burden of showirag the contribution
exceeded the value of the right that was receinecktiurn, which was extremely difficult
because of the nature of the benefit received.

In 1986, the Tax Reform Act of 1986 contained acgdeprovision for The University of
Texas and Louisiana State University that providefilill deduction for contributions to

145 Treas. Reg. § 1.513-4(d).

18 Treas. Reg. § 1.153-4(e)(3peee.g, TAM 7851003 (1978) (corporate sponsorships tebate
contribution or grant under section 509(d)(1)).

“"Treas. Reg. § 1.153-4(e)(3).

148 1984-2 C.B. 55See alsd®LR 8034081 (May 29, 1980) (deduction for gifatbletic program reduced by
value of “nonincidental” benefits accorded donddnder section 6110(k)(3), private letter rulingsngrally
may not be used or cited as precedent. Howewey,ghnerally may be relied upon as authority foppees
of avoiding accuracy-related penalties in secti662 Treas. Reg. § 1.6662-4(d)(3)(iii).

149 Announcement 84-101, 1984-45 |I.R.B. ReeNina R. Murphy, Revenue Ruling 84-132: Sidelined, But
Not Forgotter;” 19 U. Rich. L. Rev. 301, 309 (1985).

1%01986-1 C.B. 88.
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those universities in return for the rights to fase preferred seating/season tick&tsin
1988, Congress recognized the benefit that thigigiom would have to all colleges and
universities. The 1986 provision was repealedtaedoenefit was extended to all colleges
and universities. Section 501(l) (originally seati501(m)) provides that, if a taxpayer
makes a payment to or for an institution of higkducation, and the taxpayer thereby
receives (directly or indirectly) the right to segtor the right to purchase seating in an
athletic stadium of such institution, 80 percensoth payment (not including any amount
separately paid for tickets) is treated as a dhtalgtcontributiort>

IV. CONCLUSION

Historically, educational institutions, includingolleges and universities and the
organizations that support them, have receivedré/status in every income tax act
passed by Congress. Amateur athletics, espediakycollegiate athletics, have been
similarly favored. Presumably, this is a reflentiof Congress’s support for higher
education and intercollegiate athletics, as dennatest in the discussion above.

Tax-exempt organizations are permitted to pay masle compensation for services that
are necessary in carrying out their exempt functiomhe determination of what is
“reasonable compensation” must take into consigerahe amount that ordinarily would
be paid for the same services by taxable as wathasxempt organizations. The fact that
the resulting compensation may be large does nm#ssarily mean that it is excessive or
unreasonable under the circumstances. The payh&arge salaries and other benefits can
be reasonable, when the payments are the resalingflength bargaining.

The education of the body as well as the mind ser$al to becoming an educated
individual, and therefore physical education, idohg athletic competition, is an integral
part of the curriculum of most colleges and uniitess. As athletic competition is

substantially related to the performance of edooali purposes, a college’s or university’s
revenues from such activities are not UBTI. Momgvathletic competition tends to
enhance a college or university’s public image, msndn effective way to attract students
and donations for the benefit of the institution.

Most tax-exempt educational organizations engageaimous activities to raise funds.
Some activities are designed to attract contrilmstioncluding corporate sponsorships, and
others are designed to earn profits. Such a@ssiire not inconsistent with tax-exempt
status.

151 Tax Reform Act of 1986 § 1608, 100 Stat 2085, 2{IAB6); Carolyn M. OsteehBIT Pressure Points,
Royalties, Sponsorship Arrangements and Affinigd@rCards C968 ALI-ABA 153, 163-164 (1994).
132 Technical and Miscellaneous Revenue Act of 1988@L, 102 Stat 3342, 3683-3684 (1998).

30



APPENDIX B

Executive Summary
NCAA Academic Reform

The NCAA is committed to the quality education tddent-athletes; it is fundamental to our
mission and values.

1.

2.

The adoption of the academic reform “package” ey Ehvision | membership has shown it
is serious about reaffirming the emphasis on “sttide the student-athlete equation.

The NCAA and its member institutions continuallgive to ensure that academic success is a
primary goal of intercollegiate athletics.

The academic reform package is highlighted by:

1.

Enhanced academic standards, requiring incomindesteathletes to be better prepared for
college and continuing students to perform bettadamically in order to stay eligible and
graduate.

Improved measurements of academic success thriwegbréation of the NCAA Division |
Academic Progress Rate (APR) and a Graduation Ssidtate (GSR).

Increased accountability for the academic succéssudent-athletes through a penalty and
recognition structure impacting individual teams.

This initiative is research driven and based onlyasima of data collected on the academic
behavior of student —athletes over the last two-ahalf decades.

1.

Enhanced Academic Standards.

It is clear that students will be better prepared €ollege if they take more college
preparatory courses while in high school. To #mnd, the Association increased the required
number of high school core courses from 14 to &6ye fully implemented by fall 2008.
Under the new NCAA regulations, student-athletel$ me@ required to take one additional
unit in mathematics and one additional unit in aase area (e.g., science).

Incoming students are required to present a tese$oom either the SAT or ACT for initial-
eligibility purposes. A “sliding scale” is emplayeas a student’'s grade-point average in his
or her core academic curriculum will dictate thettecore they need to be eligible as a
freshman.

The Association also has taken steps to make stadeletes and their colleges/universities
more accountable for making steady progress towatdgree. These standards include the
following:
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a. Freshmen in college are required to complete 24sholuicoursework and have at least a
1.80 grade-point average.

b. Student-athletes entering college are requiredotmptete 40 percent of their degree
requirements by the end of their second year, 66epé by the end of year three and 80
percent by the end of year four.

2. Improved Academic Measures.

The NCAA has developed two specific measures ofl@méc success, in addition to the
federally mandated Federal Graduate Rate.

a. APR. Developed as a more real-time assessment efins’ academic performance
than the six-year graduation rate calculation provdes, the APR awards two points
each term to student-athletes who meet academicgibility standards and who
remain with the institution. A team’s APR is the btal points earned by the team at
a given time divided by the total points possible.

The APR was developed to provide a more accuratd,time “snapshot” of a team’s
academic success and to serve as a primary meantrem which incentives and
disincentives will be based. The APR is not inthdo replace the federal measure or
GSR; rather, it is a fairer measure that will helpvide accurate, real-time data on
academic progress on which the NCAA will baseefsemm principles.

The APR provides a much clearer picture of theeniracademic “culture” in each sport;
and includes eligibility, retention and graduatamfactors in the rate calculation.

APR data collection began with the 2003-04 acadgm& and the first data report was
issued in February 2005 for all Division | membaestitutions, assessing the previous
year of academic performance. The latest repost issued March 1, 2006. Division |

schools are currently submitting their third yeBABR data, to be released May 2007.

b. GSR. The GSR is an alternative graduation-rate métodology the NCAA launched
last year. The new rate, which supplements rathethan replaces the federal
methodology, takes into consideration transfer stueints in a more appropriate
manner. For example, if a student-athlete electottransfer to another school and
the student was in good academic standing at thente of their departure, the
student will not count against the graduation succes rate of the team. Further, if a
transfer student enrolls at a Division | campus andiltimately graduates, the student
will count as a graduate for the awarding instituton.
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C.

Increased Accountability.

The NCAA has developed a penalty and recognitiayiam that rewards sports teams
that do well academically and penalizes those tlmanot. College presidents have
mandated the development of this system of accbiityawhich will take into account
the various institutional characteristics of oumnier institutions.

Penalties and recognition are tied to a team’s APR.

(1) Contemporaneous penalties. These are the most immediate penalties in the

academic-reform structure, and they occur whenamtender an APR of 925
loses a student-athlete who would not have beedeatiaally eligible had he or
she returned (an “0/2” player). A contemporanepeasalty means that teams
cannot reaward that grant-in-aid to another player.effect, a team’s financial
aid limit is reduced by the amount of countable airded to the student-athlete
who did not earn eligibility and was not retainel.contemporaneous penalty is
not automatically applied when teams fall below ARR cut point; it is applied
only when teams below that line do not retain aadamically ineligible player.

(2) Historical penalties. While contemporaneous penalties are designedeto b

rehabilitative in nature, the historically basedhaléies carry a more significant
punitive hit for teams that the APR identifies abronic” under-performers. The
penalties will be incremental in nature, beginmmth a warning once teams fall
below a 900 APR cut score, and progressing to ipegctand/or
recruiting/financial aid restrictions, postseas@nd and restricted membership
status on subsequent occasions.

Historical penalties begin in 2006-07 based onetlyears of APR data.

(3) Public Recognition. The NCAA formally recognized the top 10 percentes#fms

by sport based on their team’s APR.

More detailed information on academic reform is ilabde on the NCAA Web site at
www.ncaa.org.

The National Collegiate Athletic Association
November 10, 2006 KCL:ban



COMMITTEE ON WAYS AND MEANS

U.S. HOUSE OF REPRESENTATIVES
WASHINGTON, DC 20515

October 2, 2006

Dr. Myles Brand

President

National Collegiate Athletic Association
700 West Washington Street
Indianapolis, IN 46206

Dear Dr. Brand:

Since 2004, the Committee on Ways and Means of the U.S. House of
Representatives has been conducting a broad review of the tax-exempt sector. As the
sector increases in size, scope, and economic impact, the need for Congress to conduct
comprehensive oversight grows as well.

Educational organizations comprise one of the largest segments of the tax-exempt
sector, and most of the activities undertaken by educational organizations clearly further
their exempt purpose. The exempt purpose of intercollegiate athletics, however, is less
apparent, particularly in the context of major college football and men’s basketball
programs.

As you know, the National Collegiate Athletic Association (NCAA) represents
intercollegiate athletics in legislative matters before the Federal government. As the
Committee continues its review, I am writing to request information on whether major
intercollegiate athletics further the exempt purpose of the NCAA and, more generally,
educational institutions. Your responses to the following questions will assist the
Committee in this matter.

Questions Relating to the NCAA’s Educational Mission

1. The annual return filed by the NCAA with the Internal Revenue Service states
that the primary tax-exempt purpose of the NCAA is to “maintain intercollegiate
athletics as an integral part of the educational program and the athlete as an
integral part of the student body.” How does the NCAA accomplish its purpose
of maintaining “the athlete as an integral part of the student body”?
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2. The annual return also states that one of the NCAA’s purposes is to “retain a clear
line of demarcation between intercollegiate athletics and professional sports.”
Corporate sponsorships, multimillion dollar television deals, highly paid coaches
with no academic duties, and the dedication of inordinate amounts of time by
athletes to training lead many to believe that major college football and men’s
basketball more closely resemble professional sports than amateur sports. The
NCAA has no control over two of the differences between professional and
amateur sports: the level of play and the tax exemption for college athletics
revenue. Beyond rules prohibiting compensation for college athletes, what
actions has the NCAA taken to “retain a clear line of demarcation” between major
college sports and professional sports?

3. Some representatives from college athletic organizations have justified the tax-
exempt status of college sports based on claims that high-visibility programs help
sustain a large pool of student applicants and generous financial contributions.
Neither of these arguments is valid from a Federal standpoint. Federal taxpayers
have no interest in increasing applicant pools at one school opposed to another.
Furthermore, if financial contributions to universities increase based on athletic
success, contributions to other worthy charities may decline.

a. From the standpoint of a Federal taxpayer, what benefits does the NCAA
provide taxpayers in exchange for its tax exemption?

b. From the standpoint of a Federal taxpayer, why should the Federal
government subsidize the athletic activities of educational institutions
when that subsidy is being used to help pay for escalating coaches’
salaries, costly chartered travel, and state-of-the-art athletic facilities?

4. Officials from the NCAA, athletic conferences, and universities have explained
that college football and basketball should be tax-exempt because some
universities generate a profit from these sports that is used for other university-
sponsored sports. To be tax-exempt, however, the activity itself must contribute
to the accomplishment of the university’s educational purpose (other than through
the production of income). How does playing major college football or men’s
basketball in a highly commercialized, profit-seeking, entertainment environment
further the educational purpose of your member institutions?

5. Educational institutions in other NCAA divisions spend a fraction of the amount
Division I-A schools spend on their football and men’s basketball programs.
These higher expenditures are ostensibly for educational purposes. What
additional educational value is received by participation in Division I-A athletics
beyond that which is received by participation in other division or intramural
athletics? If additional educational value is derived from participation in Division
I-A athletics, does the additional educational value justify the higher
expenditures?
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6. According to studies, incoming athletes at many universities have lower average
SAT scores and high school grades than those of the general student body. Do the
minimum initial eligibility standards currently in place adequately ensure that
high school athletes can succeed academically at universities?

7. In order for a high school student to become eligible to compete in intercollegiate
athletics, the NCAA requires high school athletes to take a core curriculum of
academic courses and earn a minimum grade-point average while in high school.
Why does the NCAA not have similar requirements for athletes during their
collegiate careers?

8. Inrecent years, there have been many reports of athletes taking college courses
that lack academic rigor. Several schools have reportedly steered athletes toward
professors and academic majors that are less challenging.

a. What actions has the NCAA taken to assess the substance of the courses
athletes are taking and, more generally, the quality of the education
athletes receive?

b. Does the NCAA collect information from its member institutions to
determine whether athletes are disproportionately taking certain
professors, courses, or academic majors at individual schools?

¢. Would requiring the public disclosure of the professors, courses, and
academic majors of athletes help ensure that they receive a quality
education?

9. At Division I-A schools, only 55 percent of football players and 38 percent of
basketball players graduate — compared to 64 percent of the general student body.
These figures understate the gap between the graduation rates of the general
student body and athletes, since many regular students fail to graduate for
financial reasons, which is not an issue for athletes on full scholarships.

a. Are the NCAA’s member institutions accepting athletes who would not
otherwise be admitted but for their athletic prowess?

b. For twenty years, the Federal graduation rate for male basketball players
has remained basically unchanged at about 40 percent. Why has the
NCAA made no progress in ensuring that athletes who play on the court
also graduate from the schools for which they are playing?

¢. The defending Division I-A national champion in football graduated 29
percent of its players compared to 74 percent of the university’s student
body for the class entering in 1998. Similar large differences in
graduation rates exist at other colleges and universities. Considering this
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gap, how well is the NCAA accomplishing its tax-exempt purpose of
maintaining “the athlete as an integral part of the student body”’?

d. To improve the graduation rates of athletes, has the NCAA considered
adopting a rule tying the number of grants-in-aid that can be awarded to a
member institution’s graduation rates?

10. The NCAA recently created the Academic Progress Rate to measure the cumulative
progress made by athletic teams towards a degree. Based on the new measure, the
NCAA will take away scholarships from teams that do not meet a threshold that is
equivalent to a 50-percent graduation rate, which is an extremely low standard.

a. Why is a team penalized only when more than half of its players fail to
graduate?

b. Should athletes who are not advancing toward a degree be eligible to
participate in college sports?

11. During the last few decades, the NCAA has increased the maximum number of
football and men’s basketball games that each member institution can play. This
year, the NCAA changed the rules to allow schools to play an additional, twelfth
football game. Also this year, the NCAA approved an increase in the maximum
number of basketball games teams can play in a season and lengthened the season
by one week. Including preseason and postseason tournaments, basketball teams
can now play more than forty games in a season.

a. Why did the NCAA make these rule changes?

b. How do these rule changes further the educational mission of the NCAA
and your member institutions?

¢. How do these proposals help athletes improve academic performance?

d. At what point does playing additional games have a detrimental impact on
academic performance?

12. In 1973, the NCAA adopted a rule prohibiting financial aid from being awarded
to an athlete for more than one academic year. This rule allows schools and
coaches to withdraw financial assistance from athletes who do not perform well
on the field, which may overemphasize athletics at the expense of academics.

a. Why did the NCAA adopt this rule?

b. How does this rule further the educational mission of the NCAA and your
member institutions?
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Questions Relating to NCAA Finances

1.

How much total revenue does college sports generate each year? How much do
your member institutions spend each year on college sports?

For Division I-A football programs, please provide the following information for
the most recent year for which you have statistics:

a. Total annual revenue;

b. Largest amount of revenue generated by one school;
c. Total annual expenditures; and,

d. Largest annual expenditure by one school.

. For Division I basketball programs, please provide the following information for

the most recent year for which you have statistics:

Total annual revenue;

Largest amount of revenue generated by one school;
Total annual expenditures; and,

Largest annual expenditure by one school.

oo

How many of your member institutions generate a net profit on the operations of
their athletic departments (excluding university subsidies such as student fees or
general school funds and services)? Of the institutions that generate a net profit,
how many use the profit for purposes unrelated to the athletic department?

. At Division I-A schools, what is the average annual expense (including the cost of

grants-in-aid):

Per athlete?

Per football player?

Per men’s basketball player?
Per women’s basketball player?

o o

According to NCAA expenditure reports, public universities spent as much as
$600,000 per men’s basketball player during the 2004-05 school year.

a. How does spending hundreds of thousands of dollars on each men’s ,
basketball player further the educational mission of universities?

b. How much money must be spent by athletic departments to ensure that
athletes receive an educational benefit from the activity?
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7.

10.

According to NCAA data, athletic department budgets are growing several times
faster than the university budgets of your member institutions. In addition,
athletic department expenses are increasing at a higher rate than athletic
department revenues.

a. Why are athletic department budgets increasing faster than university
budgets?

b. Why are athletic departments spending money at an increasing rate?

-¢c. How does spending even more money on Division I-A football and men’s
basketball further the educational mission of universities?

d. What actions can the NCAA take to control rising spending?

The NCAA has entered into an agreement with CBS to televise the men’s
basketball tournament. According to the terms of the agreement, CBS will pay
the NCAA an average of $545 million per year in tax-free money. The president
of CBS Sports was quoted as saying, “There is no more important event at CBS,
not just CBS Sports, than the men’s basketball championship.”

a. How does the transformation of the NCAA men’s basketball
championship into commercialized entertainment further the educational
purpose of the NCAA and its member institutions?

b. The NCAA receives 85 percent of its revenues from the sale of television
rights. What is the influence of television networks on the NCAA’s
decisions? Please include a description of the influence television
networks have on the scheduling of games and on the maximum number
of games allowed to be played in a season.

Each year, the NCAA distributes more than $100 million from its Basketball
Fund to Division I institutions. These monies are distributed based on
performance in the NCAA tournament; each tournament victory earns more
money for the winning team’s athletic conference. Rewarding athletic instead of
academic performance seems to be contradictory to the NCAA’s tax-exempt
mission, and sends a message to member institutions and athletes that athletics is
more important than academics. Why does the NCAA distribute more than $100
million each year based on athletic rather than academic performance?

What percentage of NCAA revenue is spent by your member institutions on
solely academic matters?
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11. Coaches’ salaries account for one of the biggest expenses of Division I-A athletic
departments. According to reports, more than 35 college coaches receive salaries
of at least one million dollars per year. Sources of revenue to pay these rising
salaries include student fees, corporate sponsorships, and television deals. Paying
coaches excessive compensation also makes less revenue available for other
sports, causes many athletic departments to operate at a net loss, and may call into
question the priorities of educational institutions.

a. Several Division I-A schools pay their men’s basketball coaches four to
five times more than their women’s basketball coaches. What additional
educational benefit do men’s basketball coaches provide beyond that
which is provided by women’s basketball coaches?

b. What actions has the NCAA taken to encourage its member institutions to
curb excessive compensation for college coaches?

c. In 2000, the NCAA repealed a rule requiring all athletics-related coaches’

income to be reviewed and approved by the university. Why did the
NCAA repeal this rule?

12. Current law allows donors to deduct charitable contributions to educational
institutions, including contributions to university athletic departments. If the
donor receives the right to purchase tickets in exchange for a charitable
contribution, current law allows the donor to deduct 80 percent of the amount of
the contribution. -

a. What percentage of athletic department revenue at Division I-A
institutions comes from charitable donations, including donations given
for the right to purchase tickets?

b. How much money was donated to Division I-A athletic departments in
2005, including donations given for the right to purchase tickets?

13. In 1997, Congress passed a law exempting from taxes qualified corporate
sponsorship payments received by tax-exempt organizations.

a. How has this law affected the use of corporate sponsorships by the NCAA
and your member institutions? Have corporate sponsorships become more
prevalent?

b. How much revenue do corporate sponsorships generate annually for your
member institutions?
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If the NCAA is unable to respond to any of the questions in this letter due to lack
of information, please explain why the NCAA does not compile such information to
determine whether its tax-exempt mission is being accomplished.

The information you provide will assist the Committee in its oversight efforts. I
would appreciate receiving your responses by October 30, 2006. Thank you for your
cooperation and assistance in this matter.

Best regards,

Bill Thomas
Chairman

WMT/mr

cc: The Honorable Charles Grassley



	Response to Letter from Committee on Ways and Means
	Response Appendix A - Tax Law Basis for Tax Exemption
	Respons Appendix B - NCAA Academic Reform
	Letter from Committee on Ways and Means

