
When nonprofits 

compete in spaces 

traditionally operated 

by for-profits, there 

are two primary legal 

issues to contend 

with: unrelated 

business income and 

restraint of trade—

both of which were 

put in place to govern 

unfair competition, 

and neither of whose 

boundaries tend to be 

all that easy to 

determine. That these 

laws are necessary is 

clear; but, note the 

authors, “In light of all 

the constraints on a 

nonprofit running a 

profitable business, 

the alarm of unfair 

competition rings a 

little hollow.” 
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There are at least two types of nonprofit 

legal issues that can emerge from non-

profits and for-profits competing in the 

same field of endeavor.1 One has to do 

with unrelated business income, and this is gener-

ally resolved between a nonprofit and the IRS (see 

sidebar on pages 55 through 58 for regulations); 

the other has to do with allegations of “restraint 

of trade,” or practices that have an anticompetitive 

effect on the market. 

The second type of problem has emerged most 

recently when nonprofits have tried to enter or 

expand into a field dominated by for-profits and 

where for-profits want to limit the market nonprof-

its can attract. It is often professional associations 

that initiate this type of effort, alleging that non-

profits enjoy an unfair advantage or do not meet 

professional standards—and in many instances 

the issues are resolved at the local or state level.  

Recent examples of such interactions include 

the Alabama Dental Association’s (ALDA) opposi-

tion to the expansion of the Sarrell Dental Center, 

a nonprofit that provides dental services to chil-

dren from low-income families. As Rick Cohen 

wrote in 2010, “The interim executive director of 

the ALDA acknowledged that there’s a problem of 

inadequate dental services for poor children, but 

the idea of nonprofit dental clinics in Alabama is 

‘new,’ and ‘established dentists aren’t sure what 

it will mean in the long term.’ . . . At the meeting, 

participants complained that nonprofits had a 

business advantage over for-profit dentists, who 

faced business pressures that nonprofits didn’t. 

They discussed getting legislation considered by 

the state to ‘control’ nonprofits.”2

Eventually, the University of Alabama at Bir-

mingham announced it would no longer make its 

dental students available to work at Sarrell clinics, 

and Sarrell sued, claiming that the school was 

being pressured by alumni and private dentists 

to prevent students from working there. Sarrell 

ended up filing an antitrust lawsuit against the 

ALDA in 2011, but later rescinded when Alabama 

Governor Robert Bentley signed into law Sarrell’s 

right to operate in the state. The situation was later 

featured in the Frontline documentary “Dollars 

and Dentists,” in 2012.

In a slight twist, the Idaho Veterinary Medical 

Association (IVMA) voted this past summer 

to back a campaign to prohibit animal welfare 

groups from providing veterinary care to pets of 

people who are not low income. The campaign 

was apparently sparked by the Idaho Humane 

Society’s having received state approval to estab-

lish a more centrally located shelter that would 
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On the business playing 

field, nonprofits are 

increasingly entering 

into spaces traditionally 

operated by for-profits, 

and for-profits are 

increasingly entering 

into spaces traditionally 

operated by nonprofits. 

The line between the 

sectors is blurring, and 

the alarm of unfair 

competition is being 

rung on both sides.

also be four times larger than its current facility. 

Dr. Robert Pierce, president of the IVMA board, 

said that the planned ten-thousand-square-foot 

hospital could potentially drive out other smaller, 

for-profit veterinary facilities.

The most classic conflicts, however, have 

involved recreational facilities—some of the more 

recent being challenges to YMCAs. One such con-

flict occurred in Idaho this past summer, when the 

Ada County Board of Equalization received a com-

plaint from two for-profit clubs that the West Family 

YMCA in Boise was running programs similar to 

their own, and that this should call into question 

the Y’s tax-exempt status. Idaho Athletic Club’s 

chief financial officer Shaun Wardle said, “Those 

are really the same services that we offer—the 

health and fitness services. Is it charitable to run 

on a treadmill? Is it charitable to take a CrossFit 

class? I’m in that business, I don’t necessarily feel 

that it’s charitable and deserves an exemption.”3 

The Board of Equalization initially agreed, reducing 

the Y’s 100 percent tax-exempt status to 19 percent. 

The tax exemption was later brought back up to 

100 percent, after the Y organized itself to protest.

Similar scenarios have played out across the 

country with day care centers, theaters, commu-

nity newspapers, and management consulting 

firms. On the business playing field, nonprofits 

are increasingly entering into spaces traditionally 

operated by for-profits, and for-profits are increas-

ingly entering into spaces traditionally operated 

by nonprofits. The line between the sectors is blur-

ring, and the alarm of unfair competition is being 

rung on both sides.

The Concerns of Unfair Competition
If a nonprofit can characterize its income-

generating businesses as substantially related 

to its exempt purpose, the net income from such 

businesses will not be taxed. This financial incen-

tive to characterize business activity as exempt 

has over time caused nonprofits to push the 

boundary of what has historically been recognized 

as exempt or nonexempt. 

This is understandable, given that most nonprofit 

revenues are earned, not donated. According to the 

National Center for Charitable Statistics, in 2012 

U.S. public charities reported over $1.65 trillion in 

total revenues. Of this, only 21 percent came from 

contributions, gifts, and government grants, while 

73 percent came from program service revenues 

(including government fees and contracts), and 

an additional 6 percent came from other sources, 

including dues, rental income, special events 

income, and gains or losses from goods sold.4

In any event, nonprofits have generally not 

been criticized for operating enterprises primar-

ily focused on serving socioeconomically disad-

vantaged individuals traditionally not targeted by 

for-profits or by government agencies contracting 

out social services. Cries of unfair competition, 

however, are raised in cases where nonprofits 

have expanded their services to compete with for-

profits in the general public marketplace, with the 

goal of producing net income. Some nonprofits 

argue that the production of income from such 

expansion of services is necessary to subsidize the 

unprofitable businesses that historically are recog-

nized as related to furthering an exempt purpose. 

But such justification is based on the old destina-

tion of income principle that no longer applies 

under the current tax laws and regulations. 

The expansion of nonprofit services must 

instead be examined with consideration of the 

following regulation: 

In determining whether activities contribute 

importantly to the accomplishment of an 

exempt purpose, the size and extent of the 

activities involved must be considered in rela-

tion to the nature and extent of the exempt 

function which they purport to serve. Thus, 

where income is realized by an exempt organi-

zation from activities which are in part related 

to the performance of its exempt functions, 

but which are conducted on a larger scale 

than is reasonably necessary for performance 

of such functions, the gross income attribut-

able to that portion of the activities in excess 

of the needs of exempt functions constitutes 

gross income from the conduct of unrelated 

trade or business. Such income is not derived 

from the production or distribution of goods 

or the performance of services which contrib-

ute importantly to the accomplishment of any 

exempt purpose of the organization.5
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The appropriate 

characterization of  

a nonprofit business  

as either related or 

unrelated to its 

exempt purpose is what 

drives most of the 

controversy over unfair 

competition. But it’s  

not the entire story.

and efficiently replace Microsoft Office for all 

markets, and made that available to the general 

public for free, it would presumably confer a sig-

nificant private benefit upon individuals making 

the switch, adversely impact Microsoft’s market 

share in the office suite software space, and, con-

sequently, reduce the amount of income taxes 

collected by the federal government (and sales 

taxes collected by the state government) by the 

amount that would have been generated by sales 

of Microsoft Office. If, on the other hand, the non-

profit somehow restricted the distribution only to 

its targeted charitable class of beneficiaries (e.g., 

socioeconomically disadvantaged communities 

that otherwise could not afford such software), the 

activity would more likely be regarded as related to 

its exempt purpose and not jeopardize its exempt 

status for violating the private benefit doctrine. 

The same two inquiries applicable to open 

source software organizations can generally be 

applied to other types of organizations found in 

both the nonprofit and for-profit sectors, includ-

ing schools, hospitals, and art galleries. The chal-

lenges for open source software organizations 

seeking 501(c)(3) exempt status are the lack of 

a strong tradition of recognizing the provision of 

open source software as an exempt activity, and 

the advocacy of for-profit software companies 

defending their turf. Not surprisingly, the IRS has 

flagged applications for tax exemption by open 

source groups for extra review, to the ire of many 

open source advocates.7 

The appropriate characterization of a non-

profit business as either related or unrelated to 

its exempt purpose is what drives most of the 

controversy over unfair competition. But it’s 

not the entire story. Indeed, even for a business 

activity that is inarguably related to a nonprofit’s 

exempt purpose, notions of whether a nonprofit 

should receive tax exemption for income gener-

ated from that activity may differ. For example, 

even if a YMCA’s operation of a new yoga program 

clearly and substantially contributes to its exempt 

purpose, some believe that significant issues 

about unfair competition remain because the 

YMCA can potentially take away all the custom-

ers from a small business that is also promoting 

a social purpose of improving community health. 

Many nonprofits counter such arguments by 

stating that their expansion of services to the 

broader public market still contributes impor-

tantly to accomplishing their exempt purpose. 

Thus, even as more and more members of the 

general public make use of nonprofit services 

(often at commercial market rates), YMCAs still 

run health clubs and yoga programs to improve 

community health, and SPCAs and humane societ-

ies operate veterinary clinics to promote animal 

welfare and prevent cruelty to animals. Under 

the same rationale, Girl Scouts have justified 

selling cookies, a nearly $800 million business, 

as mission related in educating girls and building 

their courage, confidence, and character.6

Other commercial activities increasingly 

claimed as mission related and exempt—without 

any long-standing historical recognition as such—

are less immune to objection. Consider the open 

source software movement. 

The development of software as a charitable 

endeavor is a relatively new undertaking, with 

potential commercial implications. The two 

principal inquiries to determine whether an open 

source software organization qualifies or fails to 

qualify as exempt are: 

1.	Is it operated for a charitable or educational 

purpose?

2.	Is it providing a private benefit to any person 

or entity that is more than incidental, quanti-

tatively and qualitatively, to the furthering of 

the organization’s charitable or educational 

purposes?

The development and distribution of open 

source software may be charitable where the goal 

is to provide access to such resources to disad-

vantaged populations that might otherwise not 

have such access for economic or other reasons. 

However, if the development and distribution 

of the software do not specifically target such 

populations, the organization may be conferring 

a prohibited private benefit upon other persons or 

entities that may be considered more than merely 

incidental and could adversely impact for-profit 

competitors. 

For example, hypothetically, if a nonprofit devel-

oped open source software that could effectively 
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Many academic scholars 

have pointed out that 

the private sector’s 

complaints about the 

nonprofit sector’s tax 

exemption with respect 

to the direct operation of 

businesses are misplaced 

and exaggerated.

Similarly, controversies regarding nonprofit 

veterinary clinics exist despite the relatedness 

of their commercial activities to their exempt 

purpose of “preventing cruelty to animals.” Critics 

argue that offering low-cost services without dis-

criminating based on a person’s ability to pay 

unfairly harms private for-profit practitioners. 

Moreover, they rationalize that there is no point 

in subsidizing a nonprofit to provide services that 

can be performed just as efficiently by for-profits.8

What these examples illustrate is that whether 

nonprofit commercial activity is considered 

related or unrelated to an exempt purpose is not 

perfectly correlated to our notions of fairness. 

Even if it were possible to appropriately charac-

terize all nonprofit businesses as purely related or 

unrelated, allowing related business income to be 

exempt may seem unjustified in cases where the 

nonprofit’s activities are not correcting a failure in 

the market to provide goods and services of suit-

able quality, but is instead taking away customers 

already served by for-profit companies and poten-

tially distorting the market rather than advancing 

important policy goals. 

A Rebuttal
Many academic scholars have pointed out that the 

private sector’s complaints about the nonprofit 

sector’s tax exemption with respect to the direct 

operation of businesses are misplaced and exag-

gerated.9 From a nonprofit’s perspective, since 

most forms of passive investment income are 

exempt from taxes, there is no reason for nonprof-

its to directly manage unrelated businesses if they 

can make the same return in a diversified port-

folio of debt and equity, without all the burdens 

and risks of managing a wholly owned business. 

While there are exceptions to this rule, most 

notably when a nonprofit can leverage its chari-

table operations to reduce its costs and receive a 

higher return from running an unrelated business 

rather than passively investing, academics argue 

that overall the nonprofit charitable deduction has 

a minimal effect on competition.

The challenge, however, with these academic 

arguments is that they sometimes fail to capture 

much of what actually happens in the real world. 

These arguments are often based on an unstated 

and implied assumption that nonprofits will 

always be operated pursuant to rational deci-

sions to maximize financial returns or charitable 

impact. However, realities often dictate that non-

profits make decisions based upon a wide variety 

of factors other than purely maximizing impact 

or financial gain. Moreover, the arguments fail to 

consider that businesses operated by nonprofits 

often pursue a mix of social and financial goals 

where the law does not provide clear guidance on 

the sufficiency of their relatedness to the nonprof-

its’ exempt purposes. Couple these issues with 

the problems of enforcement discussed on pages 

55 through 58, and the argument regarding unfair 

competition warrants further examination.

As a side note, for the many nonprofits that 

operate with very little net income from their busi-

nesses, the advantage offered by exemption from 

taxes on their income may be far less important 

than the advantage offered by exemption from 

taxes on their property. Property tax, which gen-

erates more revenue for the states than do the 

individual and corporate income taxes combined, 

is a matter of state law.10 And the states are where 

much of the battle over unfair competition and the 

charitableness of self-declared related businesses 

takes place.11

The Future
The movement toward social enterprises that 

we’ve seen in the last decade is beginning to 

reshape both the nonprofit and for-profit sectors, 

and the line between the nonprofit and for-profit 

sectors continues to blur. 

Nonprofit organizations are increasingly 

entering into traditionally commercial spaces in 

an effort to increase revenues as they face simul-

taneous challenges of uncertain philanthropic 

funding, diminishing governmental funding, 

unstable fundraising revenues, and increased 

competition for limited resources. For-profit 

entities are similarly operating in an increas-

ingly competitive market and seeking to dif-

ferentiate themselves and generate goodwill by 

self-identifying as social enterprises, sustainable 

businesses, and/or certified B Corps, sometimes 

with sincere motives and other times primarily 

for marketing purposes.
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While tax exemption may be a significant advan-

tage in operating a business within a nonprofit, 

there are also several disadvantages associated with 

a nonprofit business form, including the inability to 

raise equity capital, the limitations associated with 

the operational test, and the prohibitions against 

private inurement, private benefit, and excess 

benefit transactions. Further, unlike a for-profit, 

a nonprofit is subject to state laws regarding self-

dealing, charitable trust, and prudent investment, 

all of which may constrain the most efficient use of 

business capital. Nonprofits must also overcome 

unique cultural issues, including mobilizing the 

support of stakeholders both inside and outside of 

the organization and overcoming public criticism 

of their commercial activities.

In light of all of the constraints on a non-

profit running a profitable business, the alarm of 

unfair competition rings a little hollow. But that 

assumes sufficient understanding, compliance, 

and enforcement of applicable laws—which is 

perhaps more than we have the right to assume 

for now.
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IRS Regulations for Nonprofits 
Operating a Profitable Business

Related versus Unrelated Businesses

The vast majority of earned income by nonprofits is reported to be from 

businesses substantially related to the advancement of their respective 

charitable or other tax-exempt purposes.12 Less than 1 percent of nonprof-

its’ earned income is from unrelated businesses that do not substantially 

contribute to furtherance of their exempt purposes.13 The distinction 

between mission-related business and unrelated businesses is important 

for three reasons:

1.	 The concern about unfair competition is more often raised where the 

nonprofit is operating a business that is completely unrelated to its 

exempt purpose (e.g., a university running a pasta manufacturing 

company).14

2.	 The concern about unfair competition with respect to such unre-

lated businesses has been partly addressed by the unrelated busi-

ness income tax (UBIT), which was created to level the playing field 

between taxable and tax-exempt entities competing in the same 

commercial space.15

3.	 Net income from a nonprofit’s related businesses is not taxed in 

significant part for the same reason that its donative income is not 

taxed: Congress believes that the provision of goods and services that 

substantially contribute to advancing an exempt purpose should be 

encouraged and subsidized because they otherwise would not be 

provided by for-profits.16

Unrelated Business Income Tax

Prior to the Revenue Act of 1950, which introduced the UBIT, charitable 

nonprofits were exempt from federal income taxes on all income, including 

earned income, regardless of whether such earned income derived from 
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related or unrelated businesses.17 Further, whether a nonprofit was 

classified as charitable and qualified for tax-exemption depended 

not on how its income was earned but on whether it was used to 

further the nonprofit’s exempt purpose. This “destination of income” 

principle allowed for the creation of tax-exempt “feeder organizations” 

that operated purely commercial businesses that passed on income 

to charitable nonprofits.18 And because many nonprofits were not 

required to file information returns with the Internal Revenue Service, 

the pervasiveness and extent of nonprofit commercial activities was 

not well understood.

When the UBIT rules were enacted, the rationale was to eliminate 

unfair competition by imposing a tax on a nonprofit’s net income gen-

erated from unrelated business activities. To be considered unrelated 

business income, the income must be generated by an activity that 

constitutes (1) a trade or business; (2) that is regularly carried on; and 

(3) is not substantially related to the furtherance of the organization’s 

exempt purpose.19 Whether an activity is a trade or business turns 

on whether it is carried on for the production of income from selling 

goods or performing services, and whether it is conducted with a profit 

motive. An activity is regularly carried on if it is conducted with similar 

frequency and continuity to a for-profit conducting the same activity. 

This means that a one-time fundraising event, such as a car wash or a 

charity auction, if not regularly carried on, will not generate unrelated 

business income. Finally, the revenues will only be subject to UBIT if 

the business activity is not substantially related to the organization’s 

exempt purpose. This third factor is widely regarded as the most dif-

ficult factor to analyze, and involves a highly fact-sensitive inquiry.  

To be substantially related, the activity must contribute impor-

tantly to accomplishing the organization’s exempt purpose other than 

through the production of income, and whether the generated income 

is used to fund charitable programs is irrelevant to the determination.20 

This prohibition on looking to the manner in which generated income 

is spent reinforces the underlying rationale of UBIT—to prevent tax-

exempt organizations from having an unfair competitive advantage 

over for-profit entities engaging in the same business activity.

Federal law provides multiple exceptions for activities that may oth-

erwise be considered to generate unrelated business income subject to 

taxation. Some of the more common of these exceptions include income 

generated from business activities for which substantially all of the 

work is performed by volunteers; a business carried on primarily for the 

convenience of an organization’s members, students, patients, officers, 

or employees; a business selling merchandise if substantially all of the 

merchandise has been donated to the organization; and the distribution 

of low-cost items as part of charitable fundraising efforts.21 Another 

exception applies to qualified sponsorship payments made to an exempt 

organization if there is no arrangement or expectation that the payor 

will receive any return benefit in connection with the payment. There 

are also exceptions from UBIT that generally apply to certain forms 

of passive income, including real property rental income; interests, 

dividends, and annuities; royalty payments; and certain capital gains 

from the sale of property.22 A nonprofit’s net unrelated business income 

that does not qualify for one of the applicable exceptions or exclusions 

is taxed at the rates applicable to corporations or trusts, depending on 

the organization’s legal structure.23

Operational Test and Commerciality Doctrine

Nonprofits are also subject to the operational test and the commercial-

ity doctrine, which serve to restrict the income-generating activities 

they may engage in. The operational test provides that a 501(c)(3) 

organization must be operated primarily for one or more of the exempt 

purposes set forth in Internal Revenue Code Section 501(c)(3).24 Only 

an “insubstantial part” of the organization’s activities may be devoted 

to non-exempt purposes, such as operating an unrelated business.25 

While operating a related business would not adversely impact an 

organization’s 501(c)(3) status, its primary purpose must not be to 

carry on an unrelated trade or business. The regulations provide 

that in determining the existence or nonexistence of such primary 

purpose, all the circumstances must be considered, including the size 

and extent of the unrelated trade or business and the size and extent 

of the organization’s activities that are in furtherance of one or more 

of its exempt purposes.26

Under the commerciality doctrine, a court-created derivative of 

the operational test, if a nonprofit is operating in a manner that is 

too commercial, it may risk losing its exempt status. In applying the 

commerciality doctrine, the IRS or the courts will generally look to 
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whether a nonprofit is engaging in activities that are in direct com-

petition with those of for-profits.27 In assessing commerciality, courts 

have considered such factors as:

•	 The extent to which the nonprofit provides below-cost services;

•	 Pricing policies, including whether the nonprofit is adopting 
pricing in order to maximize profits;

•	 The nonprofit’s business and marketing practices, including 
whether the nonprofit is engaging in commercial marketing 
methods (such as advertising), employs a paid staff (as opposed 
to primarily relying on volunteers), and discontinues unprofitable 
programs;

•	 The reasonableness of the nonprofit’s financial reserves;

•	 The nonprofit’s customer base, including whether it primarily sells 
to the general public as opposed to a discrete charitable class;

•	 Whether the nonprofit is receiving substantial public charitable 
contributions.28

The limitations created by the operational test and commercial-

ity doctrine make it difficult for a nonprofit to directly operate one 

or more unrelated businesses that collectively might appear to be 

substantial in size in relation to its total activities. Because failing the 

operational test would result in loss of exempt status, nonprofits with 

businesses that might be considered both substantial and unrelated 

are typically counseled to consider dropping such businesses into a 

wholly owned for-profit taxable subsidiary, which will be subject to 

the same taxation rules as other for-profits. For example, the non-

profit National Geographic Society operates its publishing services, 

digital media properties, and television channels through for-profit 

subsidiaries such as National Geographic School Publishing, Inc., 

National Geographic Ventures, and National Geographic Channel. 

Similarly, the nonprofit Mozilla Foundation wholly owns the Mozilla 

Corporation, which handles the development and commercial- 

revenue-generating activities of the popular Firefox browser. 

The operational test and commerciality doctrine help to address 

the concern over nonprofits competing with for-profits in businesses 

that would be considered unrelated to the nonprofits’ exempt pur-

poses. Additionally, nonprofits face several other restrictions that 

would hinder their ability to enter into the purely commercial playing

field in competition with for-profits, including federal tax law prohibi-

tions against private benefit, private inurement, and excess benefit 

transactions.29

Private Benefit Restrictions

To qualify as exempt under Internal Revenue Code Section 501(c)(3), 

an organization must serve a public rather than a private interest.30 To 

satisfy this requirement, referred to as the private benefit doctrine, the 

organization must establish that it is not operated for the benefit of 

private interests. This does not mean that the organization is entirely 

prohibited from conferring benefits to individuals; rather, it provides 

that such benefits must be incidental—quantitatively and qualita-

tively—to furthering of the organization’s exempt purposes.31 

An organization will similarly fail to qualify as a 501(c)(3) organiza-

tion if any part of its net earnings inure to the benefit of any private 

shareholder or individual.32 This requirement, known as the private 

inurement doctrine, generally prohibits a 501(c)(3) organization from 

using its assets for the benefit of a person having a personal and private 

interest in the organization’s activities (i.e., an insider such as a direc-

tor, officer, or key employee).33 An organization that engages in an 

inurement transaction (e.g., paying an unreasonable compensation 

to an insider) may face revocation of its exempt status.

While the private benefit and private inurement doctrines appear 

very similar, there are two important differences. First, the private 

benefit doctrine is much broader than—and indeed subsumes—the 

private inurement doctrine, because it applies whenever an impermis-

sible benefit is being conferred on any private party, not just insid-

ers. Second, unlike the case with private inurement, a prohibited 

private benefit may not cause a loss or denial of exempt status. But 

if the transaction involves one or more insiders known as “disquali-

fied persons,”34 it may fall within the definition of an excess benefit 

transaction35 and subject the organization, the disqualified person, 

and even board members who knowingly approved the transaction to 

significant penalty taxes.36 These limitations, which for-profits are not 

subject to, serve to limit the ways in which individuals can personally 

benefit from the income generated by a nonprofit, including through 

unrelated business activities.
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