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Preface

A significant component of the federal law of tax-exempt organizations is the
body of tax law concerning the conduct and taxation of unrelated trade or busi-
ness. This is one of the few areas of the law in which there is a significant statu-
tory structure. Not surprisingly, this aspect of the law concerning the conduct of
trades and businesses is substantially augmented by regulations, IRS rulings
(public and private), and court opinions. It is indeed a rich feature of the exempt
organizations law.

The purpose of this book, therefore, is to summarize this aspect of the fed-
eral tax law applicable to nonprofit organizations. The book introduces the unre-
lated business rules (including a history of and rationale for these rules),
analyzes the meaning of the term trade or business and the factors taken into
account in determining whether a business is related or unrelated, explores the
many modifications and exceptions that enrich this part of exempt organizations
law, and summarizes the unrelated debt-financed income rules and the doctrine
of commerciality.

This book delves much deeper than I could in the The Law of Tax-Exempt
Organizations (Eight Edition) , digging into topics such as the special rules for
social clubs, the advertising rules, the corporate sponsorship rules, and the
application of this aspect of the law to private foundations. It explores the unre-
lated business rules as they relate to the use of separate entities (such as partner-
ships and limited liability companies). Contemporary applications of these rules
are addressed in some detail, such as those applicable to educational institu-
tions, health care providers, museums, and associations, and attention is paid to
application of these rules in other areas, such as the fundraising and travel
opportunity contexts. A full chapter is devoted to the unrelated business rules in
the context of use of the Internet.

In this book, I was able to do much more in the area of the reporting require-
ments. The annual information return (Form 990) is analyzed from the unrelated
business perspective. Much of a chapter focuses on details pertaining to the
unrelated business income tax return (Form 990-T) and its many schedules. Six
appendices and six tables round out the analysis.

I'hope, of course, that this book will be of interest and assistance to practitio-
ners and others who need to cope with the complexities of the tax law of unre-
lated business applicable to tax-exempt nonprofit organizations.
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PREFACE

This book is based, in part, on a spinoff of material previously published in
various chapters of the Exempt Organizations book. It came about because of two
diametrically competing considerations: my desire to provide much more detail
about the federal tax law concerning related and unrelated businesses, and my
ongoing efforts to reduce the size of the Exempt Organizations book. This book
will, for the most part, substitute for the pages in Exempt Organizations concern-
ing the unrelated business rules. When the ninth edition of the Exempt Organiza-
tions book is written, it will contain a chapter providing a relatively brief
overview of the unrelated business law.

This is not the first time the Exempt Organizations book has been trimmed in
this manner. In 1997, the same approach was taken with respect to the public
charity and private foundation rules. The result is Private Foundations: Tax Law
and Compliance, now in its second edition. Exempt Organizations also contains a
chapter providing an overview of those rules.

My thanks are extended to Susan McDermott, who has been supportive
from the outset of this project; and to Natasha Andrews for editing services. I
have had marvelous experiences on many other occasions in working with edi-
tors at Wiley, and the support I have received in connection with this book is a
continuation of this fine tradition.

BRUCE R. HOPKINS
July 2005
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CHAPTER ONE

Tax Exemption and Unrelated
Business: Introduction

§1.1 Tax Exemption: §1.7 Organizations Subject to
A Perspective 1 Unrelated Business Rules 14
§1.2 Source of Tax Exemption 2 §1.8 Tax Exemption and
§1.3 Tax-Exempt Organizations 4 Competition 15
§1.4 Philosophical Principles of §1.9 Concise History of the
Exempt Organizations Law 6 Unrelated Business Rules 15
§ 1.5 Categories of Tax-Exempt § 1.10 Private Inurement
Organizations 8 and Private Benefit 17
§ 1.6 Rationale for Unrelated § 1.11 Determining Allowable
Business Rules 10 Unrelated Business 18

The unrelated business rules constitute one of the most important components
of the law of tax-exempt organizations. These rules influence nearly every oper-
ational decision made on behalf of an exempt organization, including the
nature and scope of activities, financing and investments, use of a subsidiary,
and involvement in joint ventures. Though some exempt organizations have an
innate aversion to unrelated business activities, others aggressively embrace
them as a way to generate needed revenue. Whether avoided or accommo-
dated, the unrelated business rules—approaching 60 years of existence—are
among the continually expanding bodies of tax law affecting the activities of
nearly all nonprofit organizations.

§1.1 TAXEXEMPTION: A PERSPECTIVE

Nearly all tax-exempt organizations are subject to the unrelated business rules.!
Thus, before it need concern itself with those rules, an organization must first
qualify for tax-exempt status.2 Once that is accomplished, the organization may

! See § 1.7.

2 Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons, 2003) (hereinafter Tax-
Exempt Organizations), particularly chapter 23 (concerning the exemption recognition process). The basic
tests for qualification for exemption are summarized in id. chapter 8, and the various categories of tax-exempt
organizations are discussed in id. chapters 5—-18.
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TAX EXEMPTION AND UNRELATED BUSINESS: INTRODUCTION

have to contemplate the extent to which it can engage in unrelated business and
retain its exemption.?

The term tax-exempt organization is an anomaly, inasmuch as few organiza-
tions are, as a matter of federal tax law, wholly exempt from tax. Aside from gov-
ernmental entities, just about every nonprofit organization that enjoys general
tax exemption is subject to one or more federal income or excise taxes (as well as
state and /or local taxes). Levies that may be imposed on otherwise exempt orga-
nizations include taxes on charitable organizations that engage in excess expen-
ditures to influence legislation4 or for political activities,” a tax on the investment
income of social clubs,® taxes on private foundations,” taxes on exempt organiza-
tions that are disqualified persons in excess benefit transactions,® a tax on mem-
bership organizations that engage in forms of advocacy,” and a tax on charitable
organizations that pay premiums on personal benefit contracts.!” Nonetheless,
the federal tax that tax-exempt organizations in general are most likely to pay
(or engage in planning to avoid) is the tax on unrelated business income.

§1.2 SOURCE OF TAX EXEMPTION

Section 61(a) of the Internal Revenue Code provides that “[e]xcept as otherwise
provided in this subtitle [Subtitle A—income taxes], gross income means all
income from whatever source derived,” including items such as interest, divi-
dends, compensation for services, and receipts derived from the conduct of busi-
ness. The Code provides for a variety of deductions, exclusions, and exemptions
in computing taxable income. Many of these are contained in IRC. Subtitle A,
Subchapter B, entitled “Computation of taxable income.” Pertinent in the tax-
exempt organizations context, however, is the body of exemption provisions
contained in Subtitle A, Subchapter E captioned “Exempt organizations.”

Exemption from federal income taxation is derived from a specific provision
to that end in the Internal Revenue Code. Derivation of exemption is here used in
the sense of recognition of exemption by the appropriate administrative agency
(the Internal Revenue Service (IRS)) or as a matter of law, as opposed to exemp-
tion that is a byproduct (albeit a resolutely sought one) of some other tax status
(such as a cooperative or a state instrumentality).

A federal tax exemption is a privilege (a matter of legislative grace), not an
entitlement,!! and—being an exception to the norm of taxation—is often strictly

3 See § 1.10.

4 Internal Revenue Code of 1986, as amended (IRC) § 4911 or § 4912. See Tax-Exempt Organizations, §§ 20.3(b),
20.6.

SIRC §§ 527(f) and/or 4955. See Tax-Exempt Organizations, §§ 21.2,21.3.

O IRC § 512(a)(3)(A). See Tax-Exempt Organizations, § 14.3.

TIRC §§ 4941-4948. See Tax-Exempt Organizations, § 11.4; Hopkins & Blazek, Private Foundations: Tax Law
and Compliance, Second Edition (John Wiley & Sons, 2003) (hereinafter Private Foundations), §§ 5.14(d),
6.6(c), 8.4,9.9, 10.1.

8 IRC § 4958(a)(1), (b). See Tax-Exempt Organizations, § 19.11(f); Hopkins, The Law of Intermediate Sanc-
tions: A Guide for Nonprofits (John Wiley & Sons, 2003) (hereinafter Intermediate Sanctions), § 3.1.

9 IRC § 6033(e)(2). See Tax-Exempt Organizations, § 20.8(b).

0IRC § 170(f)(10)(F). See Hopkins, The Tax Law of Charitable Giving, Third Edition (John Wiley & Sons,
2005) (hereinafter Charitable Giving), § 17.6(b).

11" As discussed, however, the federal tax exemption for many nonprofit organizations (such as charitable ones)
is areflection of the heritage and societal structure of the United States (see Tax-Exempt Organizations, § 1.3).
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§1.2 SOURCE OF TAX EXEMPTION

construed.!? (The same principle applies with respect to tax deductions!® and tax
exclusions.!®) This type of exemption must be enacted by Congress and will not
be granted by implication.'® Two related tax precepts are (1) that a person request-
ing exemption must demonstrate compliance with the requirements set forth in the
statute that grants the exemption,!® and (2) that the party claiming the exemp-
tion bears the burden of proof of eligibility for the exemption.'” Thus, a court
wrote that the federal tax statutory law “generally consists of narrowly defined
categories of exemption” and is “replete with rigid requirements which a puta-
tively exempt organization must demonstrate it meets.”!® The IRS and the courts
are alert for efforts to gain a tax exemption when the underlying motive is the
purpose of “confounding tax collection.”"

At the same time, provisions granting exemptions for charitable organiza-
tions are usually liberally construed. Thus, a court wrote that the “judiciary
will liberally construe, and rightfully so, provisions giving exemptions for
charitable, religious, and educational purposes.”?’ Another court said that “in
view of the fact that bequests for public purposes operate in aid of good gov-
ernment and perform by private means what ultimately would fall upon the
public, exemption from taxation is not so much a matter of grace or favor as
rather an act of justice.”?! Similarly, it has been held that the exemption of
income devoted to charity, by means of the charitable contribution deductions,
should not be narrowly construed.?? These provisions respecting income des-
tined for charity are accorded favorable construction, as they are “begotten

12 E.g., Knights of Columbus Bldg. Ass’n v. United States, 88-1 U.S.T.C. ] 9336 (D. Conn. 1988) (“A tax ex-
emption is a benefit conferred by the legislature in its discretion. Because there is no entitlement to an exemp-
tion absent allowance by the legislature, the exemption provisions are strictly construed”); Mercantile Bank &
Trust Co. v. United States, 441 F.2d 364, 366 (8th Cir. 1971) (“Special benefits to taxpayers, such as tax ex-
emption status, do not turn upon general equitable considerations but are matters of legislative grace”). See
also Conference of Major Religious Superiors of Women, Inc. v. Dist. of Columbia, 348 F.2d 783 (D.C. Cir.
1965); Am. Auto. Ass’n v. Comm’r, 19 T.C. 1146 (1953); Associated Indus. of Cleveland v. Comm’r, 7 T.C.
1449 (1946); Bingler v. Johnson, 394 U.S. 741 (1969) and authorities cited therein. In general, Murtagh, The
Role of the Courts in the Interpretation of the Internal Revenue Code, 24 Tax Law. 523 (1971).

13 Deputy v. DuPont, 308 U.S. 488 (1940); White v. United States, 305 U.S. 281 (1938). In Alfred I. duPont Tes-
tamentary Trust v. Comm’r, 514 F.2d 917, 922 (5th Cir. 1975), a case involving tax deductions claimed by a
trust, the court wrote that the deductions “must fit into a statutory category of deductibility, else the trustees
must carry out their fiduciary duty at the expense of the trust, rather than the public fisc.”

14 E.g., Estate of Levine v. Comm’r, 526 F.2d 717, 717 (2d Cir. 1975), in which the court was prompted to ob-
serve that “[o]ne suspects that because the Internal Revenue Code . . . piles exceptions upon exclusions, it in-
vites efforts to outwit the tax collector.”

15 E.g., Mescalero Apache Tribe v. Jones, 411 U.S. 145 (1973).

16 E.g., Christian Echoes Nat’l Ministry v. United States, 470 F.2d 849 (10th Cir. 1972), cert. denied, 414 U.S.
864 (1973); Parker v. Comm’r, 365 F.2d 792 (8th Cir. 1966), cert. denied, 385 U.S. 1026 (1967).

17 E.g., United States v. Olympic Radio & Television, Inc., 349 U.S. 232 (1955); Bubbling Well Church of Uni-
versal Love v. Comm’r, 670 F.2d 104 (9th Cir. 1981); Senior Citizens Stores, Inc. v. United States, 602 F.2d
711 (5th Cir. 1979); Kenner v. Comm’r, 318 F.2d 632 (7th Cir. 1963).

18 Knights of Columbus Bldg. Ass’n v. United States, 88-1 U.S.T.C. {9336 (D. Conn. 1988).

19 Granzow v. Comm’r, 739 F.2d 265, 268-69 (7th Cir. 1984).

20 Am. Inst. for Econ. Research v. United States, 302 F.2d 934, 937 (Ct. Cl. 1962), cert. denied, 372 U.S. 976
(1963), reh’g denied, 373 U.S. 954 (1963).

2l Harrison v. Barker Annuity Fund, 90 F.2d 286, 288 (7th Cir. 1937). The court also said that “courts quite gen-
erally have extended liberal construction to statutes furthering the encouragement of bequests for purposes
which tend toward the public good, without reference to personal or selfish motives” (id.).

22 SICO Found. v. United States, 295 F.2d 924, 930, n.19 (Ct. CI. 1962), and cases cited therein.
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TAX EXEMPTION AND UNRELATED BUSINESS: INTRODUCTION
from motives of public policy,”?
been resolved against taxation.?*

The provision in the Internal Revenue Code that is the general source of the
federal income tax exemption is IRC. § 501(a),”® which states that an “organiza-
tion described in subsection (c) or (d) or section 401(a) [the latter relating to
employee benefit funds] shall be exempt from taxation under this subtitle [Subti-
tle A—income taxes] unless such exemption is denied under section 501 or 503.”
The U.S. Supreme Court characterized IRC. § 501(a) as the “linchpin of the statu-
tory benefit [exemption] system.”?® The Court summarized the exemption pro-
vided by IRC. § 501(a) as according “advantageous treatment to several types of
nonprofit corporations [and trusts, unincorporated associations, and certain lim-
ited liability companies], including exemption of their income from taxation and
[for those that are also eligible charitable donees] deductibility by benefactors of
the amounts of their donations.”*

Thus, to be recognized as tax-exempt under IRC. § 501(a), an organization
must conform to the appropriate descriptive provisions of IRC. §§ 501(c), 501(d),
or 401(a). This exemption, however, does not extend to an organization’s unre-
lated business taxable income.?® An organization that seeks to obtain tax-exempt
status, therefore, bears the burden of proving that it satisfies all the requirements
of the exemption statute involved.?

and any ambiguity therein has traditionally

§1.3 TAX-EXEMPT ORGANIZATIONS

In this book, the term tax-exempt organization refers to a nonprofit organization
that is generally exempt from (excused from paying) the federal income tax.
There are, of course, other federal taxes (such as excise and employment taxes),
and there are categories of exemptions from them as well. At the state level,
there are exemptions associated with income, sales, use, excise, and property
taxes.

Nonetheless, the term tax-exempt organization is not literally accurate; there is
no category of nonprofit organization (other than certain governmental entities)
that is not subject to some form of federal tax. The income tax that is potentially
applicable to nearly all tax-exempt organizations is the tax on unrelated business
income. Exempt entities can be taxed for engaging in political activities;* public
charities are subject to tax in the case of substantial efforts to influence legisla-
tion®! or participation in political campaign activities;* and some exempt organi-
zations, such as social clubs and political organizations, are taxable on their

23 Helvering v. Bliss, 293 U.S. 144, 151 (1934).

2 C.F. Mueller Co. v. Comm’r, 190 F.2d 210 (3d Cir. 1951).

2 Also IRC §§ 521, 526-529.

% Simon v. E. Ky. Welfare Rights Org., 426 U.S. 26, 29, n. 1 (1976).

2 1d. at 28.

B IRC § 501(b); Income Tax Regulations (“Reg”). § 1.501(a)-1(a)(1). See § 1.3.

2 See, e.g., Harding Hosp. v. United States, 505 F.2d 1068, 1071 (6th Cir. 1974); Haswell v. United States, 500
F.2d 1133, 1140 (Ct. CI. 1974). See Tax-Exempt Organization, ch. 21.

30 See Tax-Exempt Organizations, § 17.5.

31 See id. § 20.5.

32 Seeid. § 21.4.



§1.3 TAX-EXEMPT ORGANIZATIONS

investment income.* Associations and like organizations can be subject to a proxy
tax when they engage in attempts to influence legislation or engage in political
activities.3* Private foundations can be caught up in a variety of excise taxes.®

No nonprofit organization has an entitlement to tax exemption; that is,
there is no entity that has some inherent right to exempt status (other than cer-
tain governmental entities). From a pure-law standpoint, tax exemptions and
the kinds of entities that may claim them exist essentially as whims of the legis-
lature involved. No constitutional law principle mandates tax exemption.

An illustration of this point is the grant by Congress of tax-exempt status to
certain mutual organizations—albeit with the stricture that, to qualify for the
exemption, an organization must have been organized before September 1, 1957.%
Before that date, exemption was available for all savings and loan associations. The
purpose of the exemption was to afford savings institutions that did not have capi-
tal stock an opportunity to accumulate a surplus, so as to provide their depositors
with greater security. This exemption was repealed because Congress determined
that its purpose was no longer appropriate, because the savings and loan industry
had developed to the point where the ratio of capital account to total deposits was
comparable to that of nonexempt commercial banks. A challenge to this law by an
otherwise qualified organization formed in 1962 failed, with the U.S. Supreme
Court holding that Congress did not act in an arbitrary and unconstitutional man-
ner in declining to extend the exemption beyond the particular year.?

There are other illustrations of this point. For years, organizations such as
Blue Cross and Blue Shield entities were ’tax-exempt;38 Congress, however, deter-
mined that these organizations had evolved into entities that were essentially no
different from commercial health insurance providers, and thus generally legis-
lated this exemption out of existence.* (Later, Congress realized that it had gone
too far in this regard and restored exemption for some providers of insurance
that function as charitable risk pools.*’) Congress allowed the exempt status for
group legal services organizations* to expire without ceremony in 1992; it also
created a category of exemption for state-sponsored workers’ compensation rein-
surance organizations, with the stipulation that they must have been established
before June 1, 1996.#2 Indeed, in 1982, Congress established exemption for a cer-
tain type of veterans’ organization, with one of the criteria being that the entity be
established before 1880.%

There is a main list of tax-exempt organizations,* to or from which Congress
periodically adds or deletes categories of organizations. Occasionally, Congress

3 See id. § 14.3, ch. 24.

3 See id. §§20.7,21.7.

B See id. § 11.3.

I IRC § 501(c)(14)(B).

37 Md. Sav.-Share Ins. Corp. v. United States, 400 U.S. 4 (1970).
38 By reason of IRC § 501(c)(4).

¥ See Tax-Exempt Organizations, § 22.1.
40 See id. § 10.6.

4 See id. § 16.6.

2 Seeid. § 18.5.

B See id. § 18.10(b).

“IRC § 501(c).
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extends the list of organizations that are exempt as charitable entities.*> Other-
wise, it may create a new provision describing the particular exemption criteria.*

§1.4 PHILOSOPHICAL PRINCIPLES OF EXEMPT
ORGANIZATIONS LAW

The definition in the law of the term nonprofit organization, and the concept of the
nonprofit sector as critical to the creation and functioning of a civil society, do not
distinguish nonprofit organizations that are tax-exempt from those that are not.
This is because the tax aspect of nonprofit organizations is not relevant to either
subject. Indeed, rather than defining either the term nonprofit organization or such
an organization’s societal role, the federal tax law principles respecting tax
exemption of these entities reflect and flow out of the essence of these subjects.

This is somewhat unusual, as nearly all of the provisions of the federal tax
laws are based on some form of rationale inherent in tax policy. The fundamen-
tal reason for the law of tax-exempt organizations, however, has little to do with
any underlying tax policy. Rather, this aspect of the tax law is grounded in a
body of thought far distant from tax policy: political philosophy as to the proper
construction of a democratic society.

This raises, then, the matter of the rationale for the eligibility of nonprofit
organizations for tax-exempt status: the fundamental characteristic that enables
a nonprofit organization to qualify as an exempt organization. In fact, there is no
single qualifying feature; however, the most common one is the doctrine of pri-
vate inurement.”” This circumstance mirrors the fact that the present-day statu-
tory exemption rules are not the product of a carefully formulated plan. Rather,
they are a hodgepodge of statutory law that has evolved over more than 90
years, as various Congresses have deleted from (infrequently) and added to (fre-
quently) the roster of exempt entities, causing it to grow substantially over the
decades. One observer noted that the various categories of exempt organizations
“are not the result of any planned legislative scheme,” but were enacted over the
decades “by a variety of legislators for a variety of reasons.”*3

Six basic rationales underlie qualification for tax-exempt status for nonprofit
organizations. On a simplistic plane, a nonprofit entity is exempt because Con-
gress wrote a provision in the Internal Revenue Code according exemption for it.

$IRC §§ 501(e), 501(f), 501(k), 501(m), 501(n).

4 IRC §§ 521, 526-529. The staff of the Joint Committee on Taxation and the Department of the Treasury mea-
sure the economic value (ostensible revenue losses) of various tax preferences, such as tax deductions, credits,
and exclusions (termed fax expenditures). Although the income tax charitable contribution deduction tends to
be the fifth or sixth largest tax expenditure, the ones that are larger include the exclusions for pension plan con-
tributions and earnings, the exclusion from gross income of employer contributions for health insurance pre-
miums and health care, the deductibility of mortgage interest on personal residences, the reduced rates of tax
on long-term capital gains, and the deduction for state and local governments’ income and personal property
taxes. The Joint Committee on Taxation staff estimated that, for the federal government’s fiscal years 2005—
2009, the tax expenditure for the income tax charitable deduction will be $228.5 billion. Estimates of Federal
Tax Expenditures for Fiscal Years 2005-2009 (JCS-1-05).

47 See § 1.9; Tax-Exempt Organizations, ch. 19.

* McGovern, The Exemption Provisions of Subchapter F, 29 Tax Law. 523 (1976). Other overviews of the var-
ious tax exemption provisions are in Hansmann, The Rationale for Exempting Nonprofit Organizations from
Corporate Income Taxation, 91 Yale L.J. 69 (1981); Bittker & Rahdert, The Exemption of Nonprofit Organi-
zations from Federal Income Taxation, 85 Yale L.J. 299 (1976).
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§1.4 PHILOSOPHICAL PRINCIPLES OF EXEMPT ORGANIZATIONS LAW

Thus, some organizations are exempt for no more engaging reason than that Con-
gress said so. Certainly, there is no grand philosophical construct buttressing this
type of exemption.

Some of the federal income tax exemptions were enacted in the spirit of
being merely declaratory of, or furthering, then-existing laws. The House Com-
mittee on Ways and Means, in legislating a forerunner to the provision that
exempts from federal income taxation certain voluntary employees’ beneficiary
associations,* commented that “these associations are common today [1928] and
it appears desirable to provide specifically for their exemption from ordinary
corporation tax.”® The exemption for nonprofit cemetery companies® was
enacted to parallel then-existing state and local property tax exemptions.” The
exemption for farmers’ cooperatives® has been characterized as an element of
the federal government’s policy of supporting agriculture.* The provision
exempting certain U.S. corporate instrumentalities from tax® was deemed
declaratory of the exemption simultaneously provided by the particular
enabling statute.® The provision according exemption to multiparent title-hold-
ing corporations was derived from the IRS’s refusal to recognize exempt status
for title-holding corporations serving more than one unrelated parent entity.>”

Tax exemption for categories of nonprofit organizations can arise as a byprod-
uct of enactment of legislation. In these instances, exemption is granted to facili-
tate accomplishment of the purpose of another legislative end. Thus, exempt
status was approved for funds underlying employee benefit programs.”® Other
examples include exemption for professional football leagues, which emanated
from the merger of the National Football League and the American Football
League;™ and for state-sponsored providers of health care to the needy, which was
required to accommodate the goals of Congress in creating health care delivery
legislation.®

There is a pure tax rationale for the existence of a few tax-exempt organiza-
tions. The exemption for social clubs, homeowners’ associations, and political
organizations is reflective of this category.®® Under general tax principles, an
organization of this nature may not be considered as having any income, inas-
much as there has been no shift of benefit from the member to the organization;
the organization merely facilitates a joint activity of its members. Under these cir-
cumstances, the individual is in substantially the same position as if he or she had

4 See Tax-Exempt Organizations, § 16.3.

0 H.R. Rep. No. 72, 78th Cong., 1st Sess. 17 (1928).

5! See Tax-Exempt Organizations, § 18.6.

32 Lapin, The Golden Hills and Meadows of the Tax-Exempt Cemetery, 44 Taxes 744 (1966).

33 See Tax-Exempt Organizations, § 18.11.

3 Comment, 27 Iowa L. Rev. 128, 151-55 (1941).

35 See Tax-Exempt Organizations, § 18.1.

% H.R. Rep. No. 704, 73d Cong., 2d Sess. 21-25 (1934). This policy has changed, however (see Tax-Exempt
Organizations, § 18.1, text accompanying note 1).

57 See Tax-Exempt Organizations, § 18.2(b).

38 See id. ch. 16.

% See id. § 13.5.

80 See id. § 18.14.

81 See id. § 1.5.
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spent his or her income for purposes of pleasure, recreation, or similar benefits
without the intervention of the separate organization.

The fourth rationale for tax-exempt status is a policy one—not tax policy, but
policy with regard to less essential elements of the structure of a civil society. This
is why, for example, exempt status has been granted to fraternal organizations,®
title-holding companies,® and qualified tuition programs.*

The fifth rationale for tax-exempt status rests solidly on a philosophical prin-
ciple. Nevertheless, there are degrees of scale here; some principles are less gran-
diose than others. Thus, there are nonprofit organizations that are exempt
because their objectives are of direct importance to a significant segment of soci-
ety and indirectly of consequence to all society. Within this frame lies the ratio-
nale for exemption of entities such as labor organiza’tions,65 trade and business
associations,® and veterans’ organizations.®”

The sixth rationale for tax-exempt status for nonprofit organizations is pred-
icated on the view that exemption is required to facilitate achievement of an end
of significance to the entirety of society. Most organizations that are generally
thought of as charitable in nature® are entities that are meaningful to the struc-
ture and functioning of society in the United States.®” At least to some degree,
this rationale embraces social welfare organizations.”’ This rationale may be
termed the political philosophy rationale.”!

Related to this rationale is the concept that promotion of certain activities may
be viewed as desirable policy; tax exemption is accorded to encourage the activity.
This may explain tax exemption for arrangements to provide employee benefits;
arrangements for individuals to save for health, retirement, and education; and
the exemption for small or rural commercial organizations that engage in activities
such as farming, provision of financial services, insurance, electricity, or other
public good.

§1.5 CATEGORIES OF TAX-EXEMPT ORGANIZATIONS

The categories of tax-exempt organizations are as follows:

e Instrumentalities of the United States”?

¢ Single-parent title-holding companies”

62 See id. § 18.4.

63 See id. § 18.2.

6 See id. § 18.6.

65 See id. § 15.1.

% See id. ch. 13.

67 See id. § 18.10.

%8 These are the charitable, educational, religious, scientific, and like organizations referenced in IRC § 501(c)(3).

9 In general, Brody, Charities in Tax Reform: Threats to Subsidies Overt and Covert, 66 Tenn. L. Rev. 687
(no. 3, Spring 1999); Brody, Of Sovereignty and Subsidy: Conceptualizing the Charity Tax Exemption, 23
J. Corp. L. 585 (no. 4, Summer 1998); 22 Exempt Orgs. Tax Rev. 421 (no. 3, Dec. 1998).

70 Tax exemption for social welfare organizations also originated in 1913; the promotion of social welfare is one
of the definitions of the term charitable for federal tax purposes (see Tax-Exempt Organizations, § 6.7).

d. §1.4.

2 Organizations described in IRC § 501(c)(1) (see Tax-Exempt Organizations, § 18.1).

3 Organizations described in IRC § 501(c)(2) (see Tax-Exempt Organizations, § 18.2(a)).
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§1.5 CATEGORIES OF TAX-EXEMPT ORGANIZATIONS

¢ Charitable organizations’

e Social welfare organizations”

e Labor and agricultural organizations”®

* Business leagues”

e Social and recreational clubs”®

e Fraternal beneficiary societies”

¢ Voluntary employees’ beneficiary societies®
» Domestic fraternal beneficiary societies®

e Teachers’ retirement funds®

* Benevolent life insurance associations®

¢ Cemetery companies®

¢ Credit unions®

¢ Mutual insurance companies®

e Crop operations finance corporations®”

* Supplemental unemployment benefit trusts®
e Employee-funded pension trusts®

e War veterans’ organizations®

¢ Black lung benefit trusts”

¢ A veterans’ organization founded prior to 18807

e Trusts described in section 4049 of the Employee Retirement Income
Security Act”

e Title-holding companies for multiple beneficiaries**

¢ Organizations providing medical insurance for those difficult to insure®

¢ State-formed workers’ compensation organizations®

74 Organizations described in IRC § 501(c)(3) (see Tax-Exempt Organizations, pt.2). The entities referenced
infra in notes 98—100 are also charitable organizations.

75 Organizations described in IRC § 501(c)(4) (see Tax-Exempt Organizations, ch. 12).

76 Organizations described in IRC § 501(c)(5) (see Tax-Exempt Organizations, ch. 15).

n Organizations described in IRC § 501(c)(6) (see Tax-Exempt Organizations, ch. 13).

8 Organizations described in IRC § 501(c)(7) (see Tax-Exempt Organizations, ch. 14).

" Organizations described in IRC § 501(c)(8) (see Tax-Exempt Organizations, § 18.4(a)).

80 Organizations described in IRC § 501(c)(9) (see Tax-Exempt Organizations, § 16.3).

81 Organizations described in IRC § 501(c)(10) (see Tax-Exempt Organizations, § 18.4(b)).

82 Organizations described in IRC § 501(c)(11) (see Tax-Exempt Organizations, § 16.6).

8 Organizations described in IRC § 501(c)(12) (see Tax-Exempt Organizations, § 18.5).

8 Organizations described in IRC § 501(c)(13) (see Tax-Exempt Organizations, § 18.6).

85 Organizations described in IRC § 501(c)(14) (see Tax-Exempt Organizations, § 18.7).

8 Organizations described in IRC § 501(c)(15) (see Tax-Exempt Organizations, § 18.8).

87 Organizations described in IRC § 501(c)(16) (see Tax-Exempt Organizations, § 18.9).

8 Organizations described in IRC § 501(c)(17) (see Tax-Exempt Organizations, § 16.4).

8 Organizations described in IRC § 501(c)(18) (see Tax-Exempt Organizations, § 16.6).

9 Organizations described in IRC § 501(c)(19) (see Tax-Exempt Organizations, § 18.10(a)).

91 Organizations described in IRC § 501(c)(21) (see Tax-Exempt Organizations, § 16.5).

92 Organization described in IRC § 501(c)(23) (see Tax-Exempt Organizations, § 18.10(b)).

93 Organizations described in IRC § 501(c)(24) (see Tax-Exempt Organizations, § 16.6).

94 Organizations described in IRC § 501(c)(25) (see Tax-Exempt Organizations, § 18.2(b)).

%5 Organizations described in IRC § 501(c)(26) (see Tax-Exempt Organizations, § 18.14).

% Organizations described in IRC § 501(c)(27) (see Tax-Exempt Organizations, , § 18.15).
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¢ The National Railroad Retirement Investment Trust”
* Religious and apostolic organizations”

¢ Cooperative hospital service organizations”

¢ Cooperative service organizations of educational institutions!®

e Farmers’ cooperatives!%!

e Political organizations!'®

¢ Homeowners’ associations!®

This enumeration of tax-exempt organizations does not include references to
multiemployer pension trusts,'™ day care centers,'® or shipowners’ and indem-
nity organizations.!% Because no data have yet been compiled as to them, there
is no listing of charitable risk pools'” or prepaid tuition plan trusts.!®

The federal tax law recognizes 68 categories of tax-exempt organizations.'%

§1.6 RATIONALE FOR UNRELATED BUSINESS RULES

Taxation of the unrelated business income of tax-exempt organizations—a fea-
ture of the federal tax law introduced in 1950—is predicated on the concept that
this approach is a more effective and workable sanction for enforcement of this
aspect of the law of exempt organizations than denial or revocation of exempt
status because of unrelated business activity.!'® This aspect of the law rests on
two concepts: (1) activities that are unrelated to an exempt organization’s pur-
poses are to be segregated from related business activities, and (2) the net
income from unrelated business activities is taxed in essentially the same man-
ner as net income earned by for-profit organizations. That is, the unrelated busi-
ness income tax applies only to income generated by active business activities
that are unrelated to an exempt organization’s tax-exempt purposes.

97 Organization described in IRC § 501(c)(28).
98 Organizations described in IRC § 501(d) (see Tax-Exempt Organizations, § 8.7).
9 Organizations described in IRC § 501(e) (see Tax-Exempt Organizations, § 10.4).

100 Organizations described in IRC § 501(f) (see Tax-Exempt Organizations, § 10.5).

101 Organizations described in IRC § 521 (see Tax-Exempt Organizations, § 18.11).

102 Organizations described in IRC § 527 (see Tax-Exempt Organizations, ch. 17).

103 Organizations described in IRC § 528 (see Tax-Exempt Organizations, § 18.13).

104 Organizations described in IRC § 501(c)(22) (see Tax-Exempt Organizations, § 16.6).

105 Organizations described in IRC § 501(k) (see Tax-Exempt Organizations, § 7.7).

106 Organizations described in IRC § 526(d) (see Tax-Exempt Organizations, § 18.12).

107 Organizations described in IRC § 501(n) (see Tax-Exempt Organizations, § 10.6).

108 Organizations described in IRC § 529 (see Tax-Exempt Organizations, § 18.16).

19 See Tax-Exempt Organizations, app. C. As the preceding footnotes indicate, the many categories of tax-exempt
organizations are discussed in various chapters throughout Tax-Exempt Organizations. Nonetheless, as the fol-
lowing observation by the U.S. Tax Court affirms, “[t]rying to understand the various exempt organization pro-
visions of the Internal Revenue Code is as difficult as capturing a drop of mercury under your thumb.”
Weingarden v. Comm’r, 86 T.C. 669, 675 (1986), rev’d on other grounds, 825 F.2d 1027 (6th Cir. 1987).

110 Analyses of developments leading to enactment of the unrelated business rules include Stone, Adhering to the
Old Line: Uncovering the History and Political Function of the Unrelated Business Income Tax, a University
of Iowa Legal Studies Research Paper (No. 04-06), available at http://ssrn.com/abstract=634264 (hereinafter
Stone Research Paper); Brody, Of Sovereignty and Subsidy: Conceptualizing the Charity Tax Exemption, 23
J. Corp. L. 585 (1998); Hansmann, Unfair Competition and the Unrelated Business Income Tax,75 Va. L. Rev.
605 (1989); Myers, Taxing the Colleges, 38 Cornell L.Q. 388 (1953). An analysis of the state of the law prior
to enactment of these rules appears in Blodgett, Taxation of Businesses Conducted by Charitable Organiza-
tions, 4 N.Y.U. Fourth Ann. Inst. on Fed. Tax’n 418 (1946).
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§1.6 RATIONALE FOR UNRELATED BUSINESS RULES

The primary objective of the unrelated business rules is to eliminate a source
of unfair competition with for-profit businesses. This is achieved by placing the
unrelated business activities of tax-exempt organizations on the same tax basis
as the nonexempt business endeavors with which they compete.!! The House
Ways and Means Committee report that accompanied the Revenue Act of
19502 contained the observation that the “problem at which the tax on unre-
lated business income is directed here is primarily that of unfair competition,”
in that exempt organizations can “use their profits tax-free to expand opera-
tions, while their competitors can expand only with the profits remaining after
taxes.”!3 The Senate Committee on Finance reaffirmed this position nearly three
decades later when it noted that one “major purpose” of the unrelated business
rules “is to make certain that an exempt organization does not commercially
exploit its exempt status for the purpose of unfairly competing with taxpaying
organizations.” !4

This rationale for the unrelated business rules has begun to be subjected to
revisionist theories, specifically the view that other objectives are equally impor-
tant. A federal appellate court observed that, “although Congress enacted the
[unrelated business income rules] to eliminate a perceived form of unfair competi-
tion, that aim existed as a corollary to the larger goals of producing revenue and
achieving equity in the tax system.”!!> Another appellate court, electing more reti-
cence, stated that “while the equalization of competition between taxable and tax-
exempt entities was a major goal of the unrelated business income tax, it was by
no means that statute’s sole objective.”!® At a minimum, however, elimination of

this type of competition clearly was Congress’s principal aim; the tax regulations
n 117

/7

proclaim, as noted, that such was the federal legislature’s “primary objective.

Without doubt, the most interesting and innovative rationale for the unre-
lated business income rules is that their primary function is “political”; that is,
that this body of law “deters charities from engaging in activities that do not
comport with policymakers’ perceptions of the type of activity subsidized by
the charitable exemption.”!® This view asserts that Congress really was not
concerned about unfair competition or revenue loss, but used the unrelated
business rules concept as a “political expedient” for avoiding an analysis of the
policies underlying the tax exemption for charitable organizations."'” Propo-
nents of this view argue that policymakers “simply acted to eliminate the cog-
nitive dissonance” by giving charitable organizations a tax incentive to avoid
active unrelated business and instead engage in passive investment (as well as
related business activities).!?” Pursuant to this view, Congress and others were

U Income Tax Regulations (Reg.) § 1.513-1(b).

112 64 Stat. 906.

I3 HR. Rep. No. 2319, 81st Cong., 2d Sess. 36-37 (1950). See also S. Rep. No. 2375, 81st Cong., 2d Sess.
28-29 (1950).

1145 Rep. No. 94-938, 94th Cong., 2d Sess. 601 (1976).

15 La. Credit Union League v. United States, 693 F.2d 525, 540 (5th Cir. 1982).

116 Am. Med. Ass’n v. United States, 887 F.2d 760, 772 (7th Cir. 1989).

7 Reg. § 1.513-1(b).

118 Stone Research Paper at 4.

9 1d. at 4.

120 1d. at 58.
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concerned about a tax-exempt university’s acquisition of a spaghetti com-
pany,'?! not unfair competition. This notion has it that the unrelated business
income rules were “designed to channel charities away from problematic activi-
ties by setting up a tax gradient that favors income-generating activities com-
patible with perceptions of charitable activity” and to disfavor “highly visible
activities that challenge perceptions of charitable activities—active business
endeavors unrelated to any charitable purpose.”'?? This approach sees the
function of the unrelated business rules as forcing charities to stick with activi-
ties that are “more compatible with perceptions of charitable activity—tradi-
tional, passive investment and active business endeavors related to
accomplishing a charitable objective”; hence, charitable organizations that were
“willing to “adhere to the old line” of good works and passive investment were
rewarded.”1?

Generally, unrelated business activities must be confined to something less
than a substantial portion of a tax-exempt organization’s overall activities.!?*
This is a manifestation of the primary purpose test.'*® According to traditional
analysis, if a substantial portion of an exempt organization’s income is from
unrelated sources, the organization cannot qualify for tax exemption. Thus, for
example, an organization failed to qualify as a tax-exempt social welfare organi-
zation because its primary activity became the operation of a commercial
resort.!?® The IRS may deny or revoke the exempt status of an organization that
regularly derives more than one-half of its annual revenue from unrelated activi-
ties.!? In one instance, the agency ruled that an organization could not qualify as
a tax-exempt social club,'?® in part because 75 percent of its gross income was
derived from commercial rental activity that was held to be a business, regularly
carried on, and conducted for profit.!?’

Although there generally are no specific percentage limitations in this
area,'® it is common to measure substantiality and insubstantiality in terms of
percentages of expenditures or time.'3! Thus, generally, if a substantial portion of
a tax-exempt organization’s income is from unrelated sources, the organization
cannot qualify for exemption. For example, a court barred an organization from
achieving exempt status because the organization received about one-third of its
revenue from an unrelated business.’® Another court held that an organization

121 “The fact is that, in 1947 and 1950, the Treasury, Congress and the press alike were obsessed with Mueller [the
company], not unfair competition.” Id. at 63. In general, Note, The Macaroni Monopoly: The Developing Con-
cept of Unrelated Business Income of Exempt Organizations, 81 Harv. L. Rev. 1280 (1968).

122 Stone Research Paper at 66.

123 Id. Cf. § 7.5 (concerning the social enterprise movement).

124 RS Revenue Ruling (Rev. Rul.) 66-221, 1966-2 C.B. 220 (holding that a volunteer fire department was tax-
exempt, notwithstanding an incidental amount of unrelated business activities).

125 See Tax-Exempt Organizations, § 4.4.

126 People’s Educ. Camp Soc’y, Inc. v. Comm’r, 331 F.2d 923 (2d Cir.), cert. denied, 379 U.S. 839 (1964).

127 See, e.g., IRS General Counsel Memorandum (Gen. Couns. Mem.) 39108.

128 See Tax-Exempt Organizations, ch. 14.

129 Rev. Rul. 69-220, 1969-1 C.B. 154.

130 See, however, § 1.11, text accompanied by notes 176-177.

131 Similar definitional issues pertain with respect to the limits on allowable lobbying by public charities (see Tax-
Exempt Organizations, § 20.3) and allowable political campaign activities by other types of exempt organiza-
tions (see id. §§ 21.4-21.4C).

132 Orange County Agric. Soc’y, Inc. v. Comm’r, 893 F.2d 647 (2d Cir. 1990), aff’g 55 T.C.M. 1602 (1988).
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§1.6 RATIONALE FOR UNRELATED BUSINESS RULES

could not retain its exempt status because about 50 percent of the time of its
employees and nearly 60 percent of its income over a two-year period were
attributable to unrelated business activities.’®®> A 10-percent rule has been both
relied on'* and rejected'*—by the same court.

Still, this approach is not always taken by either the IRS or the courts. As the
IRS framed the matter, there is no “quantitative limitation” on the amount of
unrelated business in which a tax-exempt organization may engage.'* Likewise,
a court wrote that “[w]hether an activity [of an exempt organization] is substan-
tial is a facts-and-circumstances inquiry not always dependent upon time or
expenditure percentages.”'¥” This is not a type of determination that is “based
upon some economical and moral calculus.”’%® In this context, there is no “per-
centage test which can be relied upon for future reference with respect to nonex-
empt activities of an organization,” inasmuch as “[e]ach case must be decided
upon its own unique facts and circumstances.”!¥

Yet there are countervailing principles. The IRS, from time to time, applies
the commensurate test, which compares the extent of a tax-exempt organization’s
resources to its program efforts.!* Pursuant to this test, an organization may
derive a substantial portion of its revenue in the form of unrelated business
income, yet nonetheless be exempt because it also expends a significant amount
of time on exempt functions. Thus, in one instance, although a charitable organi-
zation derived 98 percent of its income from an unrelated business, it remained
exempt because 41 percent of the organization’s activities, as measured in terms
of expenditure of time, constituted exempt programs.'4! Using another approach,
the IRS permitted an organization to remain exempt even though two-thirds of
its operations were unrelated businesses, inasmuch as the reason for the conduct
of these businesses was achievement of charitable purposes.'*? On that occasion,
the IRS said that one way in which a business may further exempt purposes “is
to raise money for the exempt purpose of the organization, notwithstanding that
the actual trade or business activity may be taxable.” The agency reiterated that
the “proper focus is upon the purpose of [the organization’s] activities and not
upon the taxability of its activities.”143

An organization may qualify as a tax-exempt entity, even though it oper-
ates a trade or business as a substantial part of its activities, when the operation
of the business is in furtherance of the organization’s exempt purposes. In
determining the nature of a primary purpose, all the circumstances must be

133 Ind. Retail Hardware Ass’n, Inc. v. United States, 366 F.2d 998 (Ct. C1. 1966). The court dryly wrote that the
fact that a “large percentage” of the organization’s income was from unrelated activities was a “strong indica-
tion” that these activities were “more than merely incidental” (id. at 1002).

134 World Family Corp. v. Comm’r, 81 T.C. 958 (1983).

135 Manning Ass’n v. Comm’r, 93 T.C. 596 (1989).

136 IRS Technical Advice Memorandum (Tech. Adv. Mem.) 200021056.

137 Nationalist Movement v. Comm’r, 102 T.C. 558, 589 (1994), aff’d, 37 F.3d 216 (5th Cir. 1994).

138 Christian Stewardship Assistance, Inc. v. Comm’r, 70 T.C. 1037, 1042 (1978).

139 Church of God in Boston v. Comm’r, 71 T.C. 102 (1978).

140 See Tax-Exempt Organizations, § 4.7.

141 Tech. Adv. Mem. 9711003.

142 Tech. Adv. Mem. 200021056.

143 The fact that a business generates net income for exempt activities is, by itself, insufficient to cause the busi-
ness to be regarded as a related one. See infra text accompanied by note 178.
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TAX EXEMPTION AND UNRELATED BUSINESS: INTRODUCTION

considered, including the size and extent of the trade or business and of the
activities that further one or more exempt purposes.'* For example, an organi-
zation that purchased and sold at retail products manufactured by blind indi-
viduals was held by a court to qualify as an exempt charitable organization,
because its activities resulted in employment for the blind, notwithstanding its
receipt of net profits and its distribution of some of these profits to qualified
workers.#

Funds received by a tax-exempt organization that is acting as an agent for
another organization are not taxable income to the exempt organization, and
thus are not unrelated business income. 4

§1.7 ORGANIZATIONS SUBJECT TO UNRELATED BUSINESS
RULES

The unrelated business rules apply to nearly all categories of tax-exempt organi-
zations.'” These entities include religious organizations (including churches),
educational organizations (including universities, colleges, and schools), health
care organizations (including hospitals), scientific organizations (including
research institutions), public charities of various types, and similar organizations.
Beyond the realm of charitable organizations, the rules apply to social welfare
organizations (including advocacy groups), trade and professional associations,
fraternal organizations, employee benefit funds, and veterans’ organizations.*8
These rules also apply to charitable trusts.!*’

Special rules tax all income not related to exempt functions (including
investment income) of social clubs, homeowners’ associations, and political
organizations.!*

Some tax-exempt organizations are not generally involved with the unrelated
business rules, simply because they are not allowed to engage in any active unre-
lated business endeavors. The best example of this is private foundations, whose
operation of an active unrelated business (internally or externally) would trigger
application of the excess business holdings rules.®! These rules do not apply to
governmental entities, however, other than colleges and universities that are
agencies or instrumentalities of a governmental or political subdivision of a gov-
ernment, or that are owned or operated by a government or such political subdi-
vision or by any agency or instrumentality of one or more governments or
political subdivisions of them. The rules also apply to any corporation wholly
owned by one or more of these colleges or universities.!> These rules also do not

44 Reg. § 1.501(c)(3)-1(e)(1).

145 Industrial Aid for the Blind v. Comm’r, 73 T.C. 96 (1979).

146 See, e.g., IRS Private Letter Ruling (Priv. Ltr. Rul.) 7823048.

WTIRC § 511(a)(2)(A).

148 0ddly, the tax regulations, in the tax exemption context, expressly identify only some of the types of ex-
empt organizations that are subject to the unrelated business rules: single-member title-holding companies
(Reg. § 1.501(c)(2)-1(a)), charitable organizations (Reg. § 1.501(c)(3)-1(e)(2)), and business leagues (Reg.
§ 1.501(c)(6)-1).

M9 TRC § 511(b)(2).

150 See § 6.1.

151 See § 6.3.

S21IRC § 511(a)(2)(B).
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§1.9 CONCISE HISTORY OF THE UNRELATED BUSINESS RULES

apply to instrumentalities of the federal government, certain religious and apos-
tolic organizations, farmers’ cooperatives, and shipowners’ protection and
indemnity associations.

§1.8 TAXEXEMPTION AND COMPETITION

The presence or absence of competition—fair or unfair—is not among the crite-
ria, in a statute or regulation, applied in assessing whether an activity of a tax-
exempt organization is an unrelated business. This is so notwithstanding the fact
that concern about competition between exempt and for-profit organizations is
the principal reason for and underpinning of the unrelated business rules.!*

Thus, an activity of a tax-exempt organization may be wholly noncompeti-
tive with an activity of a for-profit organization and nonetheless be an unrelated
business. For example, in an opinion finding that the operation of a bingo game
by an exempt organization was an unrelated business, a court wrote that the
“tax on unrelated business income is not limited to income earned by a trade or
business that operates in competition with taxpaying entities.”!>* Yet, in a case
concerning an exempt labor union that collected per capita taxes from unions
affiliated with it, a court concluded that the imposition of these taxes (which
enabled the union to perform its exempt functions) “simply is not conducting a
trade or business,” in part because the union was not providing any services in
competition with taxable entities.!>

§1.9 CONCISE HISTORY OF THE UNRELATED
BUSINESS RULES

Until the introduction of the unrelated business income tax in 1950, tax-exempt
organizations enjoyed full exemption from federal income tax. If a charitable or
other exempt organization met the organizational and operational tests,'™ there
was no statutory limitation on the amount of business activity an exempt organi-
zation could conduct, as long as the earnings from the business were used for
exempt purposes. Courts even extended this destination of income test to the
exemption of charitable organizations that did not conduct any charitable pro-
grams, but rather operated commercial businesses for the benefit of a charitable
organization, thus acting as feeder organizations.

In the years before 1950, charitable organizations also were acquiring real
estate with borrowed funds. In a typical transaction, a tax-exempt organization
would borrow money to acquire real property, lease the property to the seller
under a long-term lease, and service the loan with tax-free rental income from

153 See § 1.6, text accompanied by notes 111-114.

134 Clarence LaBelle Post No. 217 v. United States, 580 F.2d 270, 272 (8th Cir. 1978).

155 Laborers’ Int’l Union v. Comm’r, 82 T.C.M. 158, 160 (2001). In general, Note, Unfair Competition and the
Unrelated Business Income Tax, 75 Va. L. Rev. 605 (no. 3, 1989); Bennett, Unfair Competition and the UBIT,
41 Tax Notes 759 (no. 7A, 1988).

156 This section is based on a portion of a report prepared by the staff of the Joint Committee on Taxation, titled
Historical Development and Present Law of Federal Tax Exemption for Charities and Other Tax-Exempt Or-
ganizations (JCX-29-05) (Apr. 19, 2005). This report was prepared in connection with a hearing before the
House Committee on Ways and Means, held on April 20, 2005, on an overview of the tax-exempt sector.

157 See Tax-Exempt Organizations, §§ 4.3, 4.5.

m 15 =



TAX EXEMPTION AND UNRELATED BUSINESS: INTRODUCTION

the lease. Concern arose that exempt organizations were in effect leveraging their
tax exemption through such transactions and thereby threatening the nation’s
tax base by acquiring, by means of debt, income-producing assets that, following
the acquisition, no longer generated revenue for the federal government.

As a response to these practices, Congress in 1950 subjected charitable orga-
nizations (other than churches) and certain other exempt organizations to tax on
their net unrelated business income. The tax was intended to prevent unfair
competition. Excluded from this tax were passive investment income and certain
gains and losses from the disposition of property. Excluded from the definition
of an unrelated trade or business was a trade or business in which substantially all
of the work in carrying on the business is performed without compensation; a
trade or business carried on primarily for the convenience of the members and
certain others; and a trade or business that sells merchandise, substantially all of
which was received by the organization as contributions.

To address the matter of feeder organizations, the 1950 legislation provided
that, in general, an organization that is operated primarily for the purpose of
carrying on a trade or business for profit may not be recognized as tax-exempt
merely because all of the organization’s profits are payable to exempt organiza-
tions. To cope with the leveraging of exemption, the 1950 enactment, by expand-
ing the unrelated debt-financed income rules, taxed certain rents received in
connection with the leveraged sale and leaseback of real estate.

When writing the Tax Reform Act of 1969, Congress made significant
changes to the unrelated business rules, including an extension of the unrelated
business income tax to all tax-exempt organizations.!*® In addition, the 1969 act
expanded the tax on debt-financed income to cover not only certain rents from
debt-financed acquisitions of real estate, but also other debt-financed income. To
prevent evasion of the unrelated business income tax through the use of con-
trolled subsidiaries, the 1969 act also generally provided that payments to a tax-
exempt organization of interest, annuities, royalties, or rent from a taxable or
tax-exempt subsidiary of the organization may be subject to tax. These provi-
sions were intended to prevent an exempt organization from “renting” assets to
a subsidiary for use in an unrelated business, thereby permitting the subsidiary
to escape income taxation by means of a large deduction for rent. Since 1969,
although Congress has made a number of changes to the unrelated business
rules, the structure of this aspect of the law of tax-exempt organizations has
remained largely intact.

In general, tax-exempt organizations have greater discretion than taxable
organizations in determining whether to report income as taxable, by asking
whether income is from a regularly conducted trade or business, and whether the
conduct of the trade or business is substantially related to exempt purposes. In
addition, even if an exempt organization treats income as being unrelated and
therefore subject to tax, an exempt organization might allocate expenses for an
exempt activity to an unrelated activity, in order to minimize or eliminate the tax.

Issues often arise as to whether certain types of receipts constitute royal-
ties, which generally are excluded in determining an exempt organization’s

158 That is, to entities described in IRC §§ 401(a) and 501(c).
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§1.10 PRIVATE INUREMENT AND PRIVATE BENEFIT

unrelated business income. Two issues that have been the source of consider-
able debate in this area are (1) whether income from an affinity credit card pro-
gram constitutes a royalty, and (2) whether income from a mailing list rental
constitutes a royalty. Several court decisions have been issued on these points.
Also, an exempt organization that provides more than a small amount of cleri-
cal services may risk having payments received in exchange for a license classi-
fied as payments for services rather than as excludable royalties.

§1.10 PRIVATE INUREMENT AND PRIVATE BENEFIT

To become, and to remain, tax-exempt, organizations are required to satisfy vari-
ous tests.!® One set of these requirements is adherence to the doctrine concern-
ing avoidance of private inurement, which doctrine applies to most categories of
exempt organizations. Private inurement transactions are distinguishable from
unrelated business, yet there can also be some overlap of these two areas of the
law of tax-exempt organizations.

The doctrine of private inurement is one of the most important sets of rules
within the law of tax-exempt organizations—it is the fundamental defining prin-
ciple distinguishing nonprofit organizations from for-profit organizations.'®
The private inurement doctrine is a statutory criterion for federal income tax
exemption for nine types of exempt organizations:

Charitable organizations

Social welfare organizations

Associations and other business leagues
Social clubs

Voluntary employees’ beneficiary associations
Teachers’ retirement fund associations

Cemetery companies

S A o

Veterans’ organizations

°

State-sponsored organizations providing health care to high-risk individuals

Thus, aside from being organized and operated primarily for a tax-exempt pur-
pose and otherwise meeting the applicable statutory requirements for exemp-
tion, an organization subject to the doctrine must comport with the federal tax
law prohibiting private inurement. Despite the fact that this law is applicable to
several categories of tax-exempt organizations, nearly all of the law concerning
private inurement has been developed involving transactions with charitable
organizations.

The oddly phrased and utterly antiquated language of the private inure-
ment doctrine requires that the tax-exempt organization be organized and oper-
ated so that “no part of . . . [its] net earnings . . . inures to the benefit of any

19 See, e.g., Tax-Exempt Organizations, chs. 19-21.
160 See id. § 1.1.
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private shareholder or individual.”!®! This provision reads as though it were
proscribing the payment of dividends. In fact, it is rare for a tax-exempt organi-
zation to have shareholders,'®? let alone to make payments to them. Moreover,
the private inurement doctrine can be triggered by the involvement of persons
other than individuals, such as corporations, partnerships, limited liability
companies, estates, and trusts. The meaning of the statutory language today is
barely reflected in its literal form and transcends the nearly century-old formu-
lation: None of the income or assets of a tax-exempt organization subject to the
private inurement doctrine may be permitted, directly or indirectly, to unduly
benefit an individual or other person who has a close relationship to the organi-
zation, particularly those who are in a position to exercise a significant degree
of control over the organization.

The private benefit doctrine is considerably different from the private inure-
ment doctrine, although it subsumes the latter doctrine. As an extrapolation of
the operational test,'® the private benefit doctrine is applicable only to charita-
ble organizations. The rules pertaining to excess benefit transactions are applica-
ble to public charitable organizations!'®* and social welfare organizations.%

§1.11 DETERMINING ALLOWABLE UNRELATED BUSINESS

To be tax-exempt, a nonprofit organization must be organized and operated
primarily for exempt purposes.!® The federal tax law thus allows an exempt
organization to engage in a certain amount of income-producing activity that
is unrelated to its exempt purposes. When the organization derives net income
from one or more unrelated business activities, a tax is imposed on that
income.!” An organization’s tax exemption will be denied or revoked if a cer-
tain portion of its activities is not promoting one or more of its exempt
purposes.

A tax-exempt charitable organization may operate a trade or business as a
substantial part of its activities, if the operation of the trade or business furthers
the organization’s exempt purpose or purposes and if the organization is not
organized or operated for the primary purpose of carrying on an unrelated trade
or business. In determining the existence or nonexistence of this primary purpose,
all of the circumstances must be considered, including the size and extent of the
trade or business and the size and extent of the activities that are in furtherance of
one or more exempt purposes. An organization that is organized and operated for
the primary purpose of carrying on a trade or business cannot be exempt even

161 In a fine characterization, this phraseology was termed a “nondistribution constraint.” Hansmann, The Role of
Nonprofit Enterprise, 89 Yale L.J. 835, 838 (1980).

192 The law in a few states permits a nonprofit corporation to issue stock. This type of stock, however, does not
carry with it rights to dividends. Thus, these rare bodies of law are not in conflict with the private inurement
doctrine.

163 See Tax-Exempt Organizations, § 4.5.

164 See id. §§ 11.1,11.3.

165 See id. ch. 12.

166 See id. § 4.4.

167 See § 11.1.

m 18 m



§1.11 DETERMINING ALLOWABLE UNRELATED BUSINESS

though it has religious purposes, its property is held in common, and its profits
do not inure to the benefit of individual members of the organization.'%®

An organization cannot be a tax-exempt social welfare organization if its pri-
mary activity is carrying on a business with the general public in a manner simi-
lar to organizations that are operated for profit.' An exempt business league
cannot have, as one of its purposes, engagement in a regular business of a kind
that is ordinarily carried on for profit, if that engagement is more than insub-
stantial.'”® A club cannot be exempt as a social club if it engages in business,
such as making its social and recreational facilities available to the general pub-
lic or by selling real estate, timber, or other products.'”!

Business activities may preclude the initial qualification of an otherwise tax-
exempt organization. If the organization is not being operated principally for
exempt purposes, it will fail the operational test.!”? If an organization’s articles of
organization empower it to carry on substantial activities that are not in further-
ance of its exempt purposes, it will not meet the organizational test.!”

A nonprofit organization may still satisfy the operational test, even when it
operates a business as a substantial part of its activities, as long as the business
promotes the organization’s exempt purpose. If the organization’s primary pur-
pose is carrying on a nonexempt business for profit, it is denied tax-exempt sta-
tus, perhaps on the ground that it is a feeder organization.'”* Generally, there are
no formal percentage-based quantifications in this context.'’”> An exempt title-
holding company usually cannot have income from an actively conducted unre-
lated trade or business;!”° an exception permits such income in an amount up to
10 percent of the company’s gross income for the tax year, when the income is
incidentally derived from the holding of real property.'””

Occasionally, the IRS will assume a different stance toward the tax conse-
quences of one or more unrelated businesses when the question is qualification
for tax exemption. That is, the IRS may conclude that a business is unrelated to
an organization’s exempt purpose and thus is subject to the unrelated business
income tax, but the IRS may also agree that the purpose of the unrelated busi-
ness is such that the activity furthers the organization’s exempt functions (by
generating funds for exempt programs), even if the unrelated business activity is
more than one-half of total operations.!”® In this circumstance, then, the exempt
organization can be in the anomalous position of having a considerable amount
of taxable business activity and still being tax-exempt.

168 Reg. § 1.501(c)(3)-1(e)(1). Cf. Tax-Exempt Organizations, § 8.7 (concerning religious and apostolic
organizations).

169 Reg. § 1.501(c)(4)-1(a)(2)(ii).

170 Reg. § 1.501(c)(6)-1.

17 Reg. § 1.501(c)(7)-1(b).

172 See Tax-Exempt Organizations, § 4.5.

1B 1d.§ 4.6.

" 1d. § 28.6.

15 See § 1.6.

176 Reg. § 1.501(c)(2)-1(a), which has not been amended to reflect the exception referenced in text accompanied
by infra note 177.

TTIRC § 501(c)(2), last sentence; IRC § 501(c)(25)(G).

18 E g., Tech. Adv. Mem. 200021056.
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The federal tax law generally categorizes the activities of tax-exempt organiza-
tions as being one of two types: those that are substantially related to the per-
formance of exempt functions and those that are not. The former are related
trades or businesses; the latter are unrelated trades or businesses. The net revenue
generated by an unrelated business—absent application of a modification® or an
exception’—is subject to federal income tax. The judgments underlying the
assignment of activities to these two categories are at the heart of some of the
greatest tax law controversies facing exempt organizations.

The fundamental unrelated business rules entail a determination as to
whether a particular activity amounts to a business, whether the activity is
regularly carried on, whether the activity substantially furthers the purposes
of the tax-exempt organization involved, and (if needed) whether an exception
is available. The rest of the basics are essentially refinements of these four
determinations.

I'See ch. 3.
2See ch. 4.
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UNRELATED BUSINESS: THE BASICS

Somewhat similar issues are brewing in relation to eligibility for tax-exempt
status, by virtue of the commerciality doctrine.®

§2.1 THE ANALYTIC FRAMEWORK

An analysis of a factual situation surrounding a tax-exempt organization’s
potential unrelated trade or business may involve as many as nine steps:

1. Ascertainment of whether the exempt organization is subject to the
unrelated business rules*

Ascertainment of whether the activity involved constitutes a business
Determination of whether the business is regularly carried on®

Determination of whether the regularly carried on business is related to
the purposes of the exempt organization’

5. Determination of whether the regularly carried on business is substantially
related to the purposes of the exempt organization®

6. Determination of whether one or more modifications or exceptions for
types of income may be available’

7. Determination of whether one or more modifications or exceptions for
types of activities may be available!

8. Marshalling of available expenses that can be deducted in computing
unrelated business taxable income'

9. Determination of whether the unrelated activity, or combination of unre-
lated activities, poses a threat to the organization’s tax-exempt status'?

§2.2 DEFINITION OF TRADE OR BUSINESS

As noted, some or all of the gross income of a tax-exempt organization may be
includable in the computation of unrelated business income if that income is
derived from a trade or business.

(@) General Rules

The statutory definition of the term frade or business, used for unrelated business
law purposes, includes “any activity which is carried on for the production of

3 See ch. 7.

4See § 1.3.

5 See §§ 2.2-2.4. Although the technical term is trade or business, in practice, the law looks to whether the ac-
tivity is a business rather than whether it amounts to a trade. Years ago, there was a court opinion in which the
judge repeatedly made reference to “trader business,” but that opinion was withdrawn and reissued with the
accurate terminology.

6 See § 2.5.

7 See § 2.6.

8 See §2.7.

9 See chs. 3 & 4.

10 See chs. 3 & 4.

' See ch. 11.

12See § 1.11.



§ 2.2 DEFINITION OF TRADE OR BUSINESS

income from the sale of goods or the performance of services.”'® This sweeping
definition encompasses nearly every activity that a tax-exempt organization may
undertake. Indeed, the federal tax law views an exempt organization as a cluster
of businesses, with each discrete activity susceptible to evaluation independently
from the others.!*

The definition of the term trade or business, however, also embraces an activity
that otherwise possesses the characteristics of a business as that term is defined
by the federal income tax law in the business expense deduction setting.'> This
definition, then, is even more expansive than the statutory one, being informed
by the considerable body of law as to the meaning of the word business that has
accreted in the federal tax law generally.

Consequently, in general, any activity of a tax-exempt organization (subject
to the unrelated business rules) that is carried on for the production of income
and that otherwise possesses the characteristics required to constitute a trade or
business (within the meaning of the business expense deduction rules)—and that
is not substantially related to the performance of exempt functions—presents
sufficient likelihood of unfair competition'® to be within the ambit of the unre-
lated business income tax. For purposes of the unrelated business rules, the term
trade or business has the same meaning that it has in the context of the business
expense deduction rules, and thus generally includes any activity carried on for
the production of income from the sale of goods or the performance of services.
The term trade or business is not, therefore, limited to the integrated aggregates of
assets, activities, and goodwill that constitute businesses for other federal tax law
purposes.'’

A third element to consider in this regard stems from the view that, to consti-
tute a business, an income-producing activity of a tax-exempt organization must
have the general characteristics of a trade or business. Some federal courts of
appeals have recognized that an exempt organization must carry out extensive
business activities over a substantial period of time to be considered engaged in
a trade or business.!® In one case, a court held that the proceeds derived by an
exempt organization from fundraising operations were not taxable as unrelated
business income, inasmuch as the organization’s functions in this regard were
considered insufficiently “extensive” to warrant treatment as a business.’ In
another instance, the receipt of payments by an exempt association pursuant to
involvement in insurance plans was ruled not to constitute a business, because
the association’s role was not extensive and did not possess the general charac-
teristics of a trade or business.? This aspect of the analysis, however, is close to a

BIRC § 513(c).

14 See the discussion of the fragmentation rule in § 2.3.

15 Reg. § 1.513-1(b). The business expense deduction is the subject of IRC § 162.

16 See § 1.8.

17Reg. § 1.513-1(b).

18 1n the tax-exempt organizations context, see, e.g., Prof’l Ins. Agents v. Comm’r, 726 F.2d 1097 (6th Cir. 1984).
In the business expense deduction context, see, e.g., Zell v. Comm’r, 763 F.2d 1139 (10th Cir. 1985); McDow-
ell v. Ribicoff, 292 F.2d 174 (3d Cir. 1961), cert. denied, 368 U.S. 919 (1961).

19 Vigilant Hose Co. v. United States, 2001-2 U.S.T.C. 50,458 (D. Md. 2001).

2 Am. Acad. of Family Physicians v. United States, 91 F.3d 1155 (8th Cir. 1996).
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separate test altogether, which is whether the business activities are regularly
carried on.?!

When an activity carried on for profit constitutes an unrelated business, no
part of the business may be excluded from classification as a business merely
because it does not result in profit.?2

Traditionally, the IRS has almost always prevailed on the argument that an
activity of a tax-exempt organization constitutes a trade or business. In recent
years, however, courts have been more willing to conclude that an exempt orga-
nization’s financial undertaking does not rise to the level of a business.

(b) Commerciality

When there is competition, a court may conclude that the activity of a tax-exempt
organization is being conducted in a commercial manner? and thus is an unre-
lated business. For example, a television station run an exempt university was
held to be an unrelated business because it was operated in a commercial manner;
the station was an affiliate of a national television broadcasting company.?

Historically, the IRS (like the courts) has used the commerciality doctrine in
assessing an organization’s qualification for tax-exempt status; the doctrine was
not used to ascertain the presence of an unrelated business. This appears to be
changing, however, with the IRS employing the doctrine in rationalizing that a
business is an unrelated one.?

(c) Charging of Fees

Many tax-exempt organizations charge fees for the services they provide. When
the business generating this revenue is a related one, the receipts are character-
ized as exempt function revenue.” Universities, colleges, hospitals, museums,
planetariums, orchestras, and similar exempt institutions all generate exempt
function revenue, without adverse impact on their exempt status.”® Exempt orga-
nizations such as medical clinics, homes for the aged, and blood banks impose
charges for their services and are not subject to unrelated business income taxa-
tion (nor deprived of exemption) as a result.? Indeed, the IRS, in a ruling dis-
cussing the tax status of homes for the aged as charitable organizations,
observed that the “operating funds [of these homes] are derived principally from
fees charged for residence in the home.”% Similarly, the agency ruled that a non-
profit theater may charge admission for its performances and nonetheless qual-
ify as an exempt charitable organization.?! Other fee-based exempt charitable

2l See § 2.5.

2Z1RC § 513(c).

B E.g., Laborer’s Int’l Union v. Comm’r, 82 T.C.M. 158 (2001).

2 See ch. 7.

2 Jowa State Univ. of Sci. & Tech. v. United States, 500 F.2d 508 (Ct. Cl. 1974).

2 E.g., Tech. Adv. Mem. 200021056.

7 Eg., § 11.3(a).

BIRC § 170(b)(1)(A)(id), (ii); Reg. § 1.170A-9(e)(1)(ii); Reg. § 1.501(c)(3)-1(d)(3)(ii), Example (4).

® E.g., Rev. Rul. 72-124, 1972-1 C.B. 145; Rev. Rul. 78-145, 1978-1 C.B. 169, modifying Rev. Rul. 66-323,
1966-2 C.B. 216.

3 Rev. Rul. 72-124, 1972-1 C.B. 145.

31 Rev. Rul. 73-45, 1973-1 C.B. 220.
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§ 2.2 DEFINITION OF TRADE OR BUSINESS

entities include hospices,* organizations providing specially designed housing
for the elderly,® and organizations providing housing for the disabled.* More-
over, for some types of publicly supported charities, exempt function revenue is
regarded as support enhancing public charity status.®® Several categories of
exempt organizations, such as business associations, unions, social clubs, frater-
nal groups, and veterans’ organizations, are dues-based entities.

Consequently, as a general principle, gross income derived from charges for
the performance of exempt functions does not constitute gross income from the
conduct of an unrelated trade or business.*® For example, suppose that a tax-
exempt school trains children in the performing arts, such as acting, singing, and
dancing. It presents performances by its students and derives gross income from
admission charges for the performances. The students’ participation in perfor-
mances before audiences is an essential part of their education and training.
Because the income realized from the performances derives from activities that
contribute importantly to the accomplishment of the school’s exempt purposes,
it does not constitute gross income from an unrelated business.*”

Another example is a tax-exempt union that, to improve the skills of its
members, conducts refresher training courses and supplies handbooks and tech-
nical manuals. The union receives payments from its members for these services
and materials. The development and improvement of members’ skills is one of
the exempt purposes of this union, and these activities contribute importantly to
that purpose. Therefore, the income derived from these activities is not unre-
lated business gross income.*

In a third illustration, a tax-exempt industry trade association presents a
trade show in which members of an industry join in an exhibition of industry
products. The association derives income from charges to exhibitors for exhibit
space and admission fees charged to patrons or viewers of the show. The show
is not a sales facility for individual exhibitors;* its purpose is the promotion and
stimulation of interest in and demand for the industry’s products in general,
and it is conducted in a manner reasonably calculated to achieve that purpose.
The stimulation of demand for the industry’s products in general is one of the
purposes for which the association was granted tax exemption. Consequently,
the activities that produce the association’s gross income from the show—that
is, the promotion, organization, and conduct of the exhibition—contribute
importantly to the achievement of an exempt purpose, and thus that income
does not constitute gross income from an unrelated business.*

Nevertheless, the receipt of fee-for-service revenue occasionally is regarded, in
some quarters, as evidence of the conduct of an unrelated business. For example,

32 Rev. Rul. 79-17, 1979-1 C.B. 193.

3 Rev. Rul. 79-18, 1979-1 C.B. 194.

3 Rev. Rul. 79-19, 1979-1 C.B. 195.

B IRC § 509(a)(2). See Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons,
2003) [hereinafter Tax-Exempt Organizations] § 11.3(b)(iv).

% Reg. § 1.513-1(d)(4)@).

37 Id., Example (1).

38 Id., Example (2).

P Cf. §4.5.

4 Reg. § 1.513-1(d)(4)(i), Example (3).
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from time to time someone contends that an organization, to be charitable in
nature, must provide its services and/or sell its goods without charge. In fact, the
test for charitable and other exempt organizations is how the fees received are
expended; the rendering of services without charge is not a prerequisite to tax-
exempt status.

In one instance, the IRS opposed tax exemption for nonprofit consumer
credit counseling agencies. The agencies asserted that their services, which were
provided to individuals and families and included facilitating speeches and dis-
seminating publications, were educational in nature as being forms of instruction
of the public on subjects (such as budgeting) useful to the individual and benefi-
cial to the community.#! They also contended that their activities are charitable
because they advance education and promote social welfare.*? The IRS sought to
deny these agencies exempt status on the ground that they charged a fee for cer-
tain services, even though the fee was nominal and waived in instances of eco-
nomic hardship. This effort was rebuffed in court.®3 Thereafter, the IRS’s office of
chief counsel advised that if the “activity [of consumer credit counseling] may be
deemed to benefit the community as a whole, the fact that fees are charged for
the organization’s services will not detract from the exempt nature of the activ-
ity” and that the “presence of a fee is relevant only if it inhibits accomplishment
of the desired result.”* (Earlier, the chief counsel’s office wrote that the fact that
a charitable organization charges a fee for a good or service “will be relevant in
very few cases,” that the “only inquiry” should be whether the charges “signifi-
cantly detract from the organization’s charitable purposes,” and that the cost
issue is pertinent only when the activities involved are commercial in nature.*’)
At about the same time, the IRS ruled that an organization that is operated to
provide legal services to indigents may charge, for each hour of legal assistance
provided, a “nominal hourly fee determined by reference to the client’s own
hourly income.”%¢

There have been instances in which the IRS determined that an organization
is charitable in nature, and thus tax-exempt, because it provides services that are
free to recipients. This is, however, an independent basis for finding an activity
to be charitable, usually invoked when the services, assistance, or benefits pro-
vided are not inherently charitable in nature. This distinction may be seen in
IRS’s treatment of cooperative service organizations established by tax-exempt
colleges and universities. In one instance, a computer services sharing organiza-
tion was ruled to be an exempt charitable organization because the IRS con-
cluded that the services provided to the participating institutions of higher
education were charitable as advancing education; no requirement was imposed
that the services be provided without charge.*’ In another instance, a similar
organization was found to be charitable even though the services it rendered to

41 Reg. § 1.501(c)(3)-1(d)(3)(i)(B). See Tax-Exempt Organizations,§ 7.4.

2 Reg. § 1.501(c)(3)-1(d)(2). See Tax-Exempt Organizations, § 6.6.

43 Consumer Credit Counseling Serv. of Ala., Inc. v. United States, 78-2 U.S.T.C. 9660 (D.D.C. 1978).
4IRS General Counsel Memorandum (“Gen. Couns. Mem.”)

45 Gen. Couns. Mem. 37257.

4 Rev. Rul. 78-428, 1978-2 C.B. 177.

4T Rev. Rul. 74-614, 1974-2 C.B. 164, amplified by Rev. Rul. 81-29, 1981-1 C.B. 329.
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§ 2.2 DEFINITION OF TRADE OR BUSINESS

the participating education institutions were regarded as nonexempt functions
(being “administrative”); the distinguishing feature was that the organization
received less than 15 percent of its financial support from the colleges and uni-
versities that received the services.*® Thus, the recipient entities were receiving
the services for, at most, a nominal charge. Had this latter organization been pro-
viding only insubstantial administrative services and a substantial amount of
exempt services, its exemption would have been predicated on the basis that it
was engaging in inherently exempt activities. The 15-percent rule was employed
only as an alternative rationale for exemption as a charitable entity.’

On occasion, the issue will be whether there is an unrelated business, not
so much because fees are being charged but because the charges result in a
profit (excess of revenue over expenses). Profit-making is not an automatic indi-
cator of unrelated trade or business; indeed, a profit motive may be a require-
ment for a finding of business activity.” In its regulations concerning travel
tours and similar opportunities,® the IRS stipulated that, in the case of both
related and unrelated activities, the travel tours were priced to produce a profit
for the exempt organization.>

Consequently, the law does not require, as a condition of tax exemption or
avoidance of unrelated business income, that the organization provide services
without charge.® Likewise, the fact that an exempt organization charges a fee for
the provision of goods or services, though perhaps an indicator that the underly-
ing activity is a business, should not lead to an automatic conclusion that the
business is unrelated to exempt functions.

(d) Nonbusiness Activities

Not every activity of a tax-exempt organization that generates a financial return
is a trade or business for purposes of the unrelated business rules. As the
Supreme Court observed, the “narrow category of trade or business” is a “con-
cept which falls far short of reaching every income or profit making activity.”>*
Specifically in the exempt organizations context, an appellate court wrote that
“there are instances where some activities by some exempt organizations to
earn income in a noncommercial manner will not amount to the conduct of a
trade or business.”*

The most obvious of the types of nonbusiness activities is the management by
a tax-exempt organization of its own investment properties. Under the general

48 Rev. Rul. 71-529, 1971-2 C.B. 234.

4 In general, see Tax-Exempt Organizations, § 10.5.

0 See § 2.4.

1 See §9.7.

2 Reg. § 1.513-7(b).

33 The “position that the test of a charitable institution is the extent of free services rendered is difficult of appli-
cation and unsound in theory.” S. Methodist Hosp. & Sanatorium of Tucson v. Wilson, 77 P.2d 458, 462 (Ariz.
1943).

3 Whipple v. Comm’r, 373 U.S. 193, 197, 201 (1963).

55 Steamship Trade Ass’n of Baltimore, Inc. v. Comm’r, 757 F.2d 1494, 1497 (4th Cir. 1985). See also Adiron-
dack League Club v. Comm’r, 458 F.2d 506 (2d Cir. 1972); Blake Constr. Co. v. United States, 572 F.2d 820
(Ct. CI. 1978); Monfore v. United States, 77-2 U.S.T.C. 9528 (Ct. CI. 1977); Okla. Cattlemen’s Ass’n, Inc.
v. United States, 310 F. Supp. 320 (W.D. Okla. 1969); McDowell v. Ribicoff, 292 F.2d 174 (3d Cir. 1961),
cert. denied, 368 U.S. 919 (1961).
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rules concerning the business expense deduction, which define business activity,
the management of an investment portfolio composed wholly of the manager’s
own securities does not constitute the carrying on of a trade or business. The
Supreme Court held that the mere derivation of income from securities and keep-
ing of records is not the operation of a business.* On that occasion, the Court sus-
tained the IRS’s position that “mere personal investment activities never
constitute carrying on a trade or business.”” Subsequently, the Court stated that
“investing is not a trade or business.”> Likewise, a court of appeals observed that
the “mere management of investments . . . is insufficient to constitute the carrying
on of a trade or business.””

This principle of law is applicable in the tax-exempt organizations context.
For example, the IRS ruled that the receipt of income, by an exempt employees’
trust, from installment notes purchased from the employer-settlor was not
income from the operation of a business. It noted that the trust “merely keeps
the records and receives the periodic payments of principal and interest col-
lected for it by the employer.”® Likewise, the agency held that a reversion of
funds from a qualified plan to a charitable organization did not “possess the
characteristics” required for an activity to qualify as a business.®! For a time,
there was controversy over whether the practice, engaged in by some tax-
exempt organizations, of lending securities to brokerage houses for compensa-
tion was an unrelated business; the IRS ultimately arrived at the view that secu-
rities lending is a form of “ordinary or routine investment activities” and thus is
not a business.®? A court held that certain investment activities conducted by a
charitable organization were not businesses.®

Other similar activities do not rise to the level of a business. In one instance,
a tax-exempt association of physicians was held not to be taxable on certain pay-
ments it received annually by reason of its sponsorship of group insurance plans
that were available to its members and their employees. The court wrote that the
payments “were neither brokerage fees nor other compensation for commercial
services, but were the way the parties decided to acknowledge the . . . [associa-
tion’s] eventual claim to the excess reserves while . . . [the insurance company
involved] was still holding and using the reserves.”® In another case, an exempt
dental society that sponsored a payment plan to finance dental care was held not

% Higgins v. Comm’r, 312 U.S. 212 (1941).

T1d. at215.

38 Whipple v. Comm’r, 373 U.S. 193, 202 (1963).

% Continental Trading, Inc. v. Comm’r, 265 F.2d 40, 43 (9th Cir. 1959), cert. denied, 361 U.S. 827 (1959). See
also VanWart v. Comm’r, 295 U.S. 112 (1935); Deputy v. duPont, 308 U.S. 488 (1940) (concurring opinion);
Moller v. United States, 721 F.2d 810 (Fed. Cir. 1983); Comm’r v. Burnett, 118 F.2d 659 (5th Cir. 1941); Rev.
Rul. 56-511, 1956-2 C.B. 170.

80 Rev. Rul. 69-574, 1969-2 C.B. 130, 131.

6! Priv. Ltr. Rul. 200131034.

62 Rev. Rul. 78-88, 1978-1 C.B. 163. This issue was subsequently further resolved by statute (see § 3.4).

% Marion Found. v. Comm’r, 19 T.C.M. 99 (1960).

6 Am. Acad. of Family Physicians v. United States, 91 F.3d 1155, 1159 (8th Cir. 1996). Nonetheless, the IRS
remains of the view that these types of oversight and like activities with respect to insurance programs consti-
tute unrelated business. (e.g., Tech. Adv. Mem. 9612003 (concerning a charitable organization, fostering com-
petition in a sport (see § 10.2), that provided certain administrative services in connection with an insurance
program covering its members for practices and other sports activities).
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to be taxable on refunds for income taxes and interest on amounts paid as excess
reserve funds from a bank and as collections on defaulted notes.®® A comparable
position was taken by a court in concluding that an exempt organization did not
engage in an unrelated business by making health insurance available to its
members, in that the organization did not control the financial result of the
insurance activities.%

In still another case, a court held that the proceeds derived by a tax-exempt
organization from fundraising operations were not taxable as unrelated business
income, because the economic activity did not constitute a business.®” The fund-
raising involved the use of “tip jars,” with the exempt organization’s role con-
fined to applying for gambling permits and purchasing the tip-jar tickets; the
significant and substantial portion of the activities was the sale of the tickets at
participating taverns. The exempt organization’s functions in this regard were
considered insufficiently “extensive” to warrant treatment as a business.®

(e) Real Estate Activities

A tax-exempt organization may acquire real property under a variety of circum-
stances and for a variety of reasons. The acquisition may be by purchase or by
contribution. Such acquisition activity is often undertaken to advance exempt
purposes or to make an investment. When an exempt organization decides to
dispose of the property, the activity may be, or may be seen as being, a dealing in
property in the ordinary course of a business. When exempt functions are not
involved, the dichotomy becomes whether the exempt organization is a passive
investor or is a dealer in the property. The issue frequently arises when the prop-
erty, or portions of it, is being sold; the exempt organization may be liquidating
an investment in an attempt to maximize the value of the property, or may be
selling property to customers in the ordinary course of business.

The IRS applies the following factors in determining whether property being
or to be sold has been held primarily for investment or for sale to customers in
the ordinary course of business (in the latter case, the resulting revenue is ordi-
nary income rather than capital gain):

¢ The purpose for which the property was acquired

¢ The cost of the property

¢ The length of time the property was held

e The owner’s activities in improving and disposing of the property
¢ The extent of improvements made to the property

* The proximity of the sale to the purchase

%5 San Antonio Dist. Dental Soc’y v. United States, 340 F. Supp. 11 (W.D. Tex. 1972).

% Carolinas Farm & Power Equip. Dealers Ass'n, Inc. v. United States, 541 F. Supp. 86 (E.D.N.C. 1982), aff'd,
699 F.2d 167 (4th Cir. 1983).

67 Vigilant Hose Co. v. United States, 2001-2 U.S.T.C. 50,458 (D. Md. 2001).

% On occasion, as an alternative argument, the IRS will assert that the tax-exempt organization is involved in a
joint venture with one or more for-profit entities, and attempt to tax net revenues received by the exempt or-
ganization on that basis (see § 8.16).
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¢ The purpose for which the property was held
¢ Prevailing market conditions

¢ The frequency, continuity, and size of the sales®

The factors are derived from case law. In one of the principal cases on the
point, the court held that the frequency of the sales and the level of develop-
ment and selling activities are the most important criteria. This court wrote
that “although a taxpayer may have acquired property without intending to
enter the real estate business, what was once an investment or what may start
out as a liquidation of an investment, may become something else”; thus,
“where sales are continuous[,] the nature and purpose of a taxpayer’s acquisi-
tion of property is significant only where sales activity results from unantici-
pated, externally introduced factors which make impossible the continued
pre-existing use of the realty.””0

Other court opinions provide similar lists of factors.”! In one case, the court
relied primarily on the frequency-of-sales factor.”> A corporation that did not
engage in any development or subdivision activity, and did not engage in any
solicitation or marketing efforts, with respect to about 200 sales of lots over a
33-year period, was found to be a dealer because the sales activity was substan-
tial and continuous.” A person who made 107 sales over a 10-year period was
found to be a dealer,”* whereas another person who sold 25 lots in 1 year was
held not to be a dealer.” The only aspect of this matter that is clear is that there
is no fixed formula or other rule of thumb for determining whether property
sold by a person was held by that person primarily”® for sale to customers in
business or for investment.””

As examples of the IRS’s decision-making in this context, the agency ruled
that the gain from the sale by tax-exempt organizations of leased fee interests in
condominium apartments to lessees was not taxable because of the exclusion for
capital gain.”® Likewise, the IRS ruled that the sale by a charitable organization
of its entire interest in an apartment building, to be converted to a condomin-
ium, would generate excludable capital gain, with the agency emphasizing that
the organization did not play any role in the subsequent marketing or sale of the

% E.g., Priv. Ltr. Rul. 9619069.

0 Houston Endowment v. United States, 606 F.2d 77, 82 (5th Cir. 1979) (internal quotations omitted). The court
added (id.) that “[o]riginal investment intent is pertinent, for example, when a taxpayer is coerced to sell its
property by acts of God, new and unfavorable zoning regulations or other uncontrollable forces.”

n E.g., Byram v. Comm’r, 705 F.2d 1418 (5th Cir. 1983); Winthrop v. Comm’r, 417 F.2d 905 (5th Cir. 1969);
Heller Trust v. Comm’r, 382 F.2d 675 (9th Cir. 1967); Barrios Estate v. Comm’r, 265 F.2d 517 (5th Cir. 1959);
Kaltreider v. Comm’r, 255 F.2d 833 (3d Cir. 1958), aff’g 28 T.C. 121 (1957); Brown v. Comm’r, 143 F.2d 468
(5th Cir. 1944); Buono v. Comm’r, 74 T.C. 187 (1980); Adam v. Comm’r, 60 T.C. 996 (1973); Also Rev. Rul.
59-91, 1959-1 C.B. 15.

72 Biedenharn Realty Co. v. United States, 526 F.2d 409 (5th Cir.), cert. denied, 429 U.S. 819 (1976).

3 Suburban Realty v. United States, 615 F.2d 171 (5th Cir.), cert. denied, 449 U.S. 920 (1980).

74 Wineberg v. Comm’r, 326 F.2d 157 (9th Cir. 1963).

75 Farley v. Comm’r, 7 T.C. 198 (1946).

7 The word primarily in this setting means “of first importance” or “principally.” Malat v. Riddell, 383 U.S. 569,
572 (1966). By this standard, the IRS ruled, ordinary income would not result unless a “sales purpose” is “dom-
inant.” Priv. Ltr. Rul. 9316032.

77 Mauldin v. Comm’r, 195 F.2d 714 (10th Cir. 1952).

78 Priv. Ltr. Rul. 9629030.
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condominium units.” Further, a tax-exempt university was found to be engaged
in a “passive” and “patient” property disposition; it followed a land use plan
that envisioned sale of the property in up to nine tracts to different developers
over a period of time so as to maximize the institution’s return from the disposi-
tion. In this instance, the capital gain exclusion was ruled to be available.®® Con-
versely, the improvement and frequent sale of land by an exempt organization
were held by the agency to be an unrelated business.®!

In a typical instance, the IRS reviewed a proposed sale of certain real estate
interests held by a public charity. In that case, substantially all of the property
had been received by bequest and held for a significant period of time. The deci-
sion to sell the property (liquidate the investment) was precipitated by the
enactment of legislation adverse to the investment, so as to receive fair market
value. Availability of the property for sale was not advertised to the public.
Applying the primary purpose test, the IRS concluded that the proposed deals
did not involve property held primarily for sale to customers in the ordinary
course of business.®?

In another instance, a tax-exempt charitable organization presented four
alternatives to the IRS for development of its real property. The first alternative
was to continue a leasing arrangement with annual rental income of approxi-
mately $100,000. The second choice was sale of the property as is for about $4
million. The third alternative was to complete some preliminary development
work (such as obtaining various permits) and sell the property in large tracts to a
few developers, resulting in about $6 million. The fourth alternative was further
development of the property, including design and construction of streets, curbs,
gutter, sidewalks, lighting, and utilities, with sales of individual lots to the gen-
eral public. The agency ruled that the organization would escape unrelated busi-
ness income taxation if it chose any of the first three alternatives, but would be
subject to tax if it opted for the fourth alternative.®

By contrast, a tax-exempt charitable organization purchased real estate,
divided it into lots, and improved the lots. The project evolved into the equivalent
of a municipality. Lots were sold to the general public pursuant to a marketing plan
involving real estate companies. The IRS concluded that the subdivision, develop-
ment, and sale of the lots was a business that was regularly carried on, “in a man-
ner that is similar to a for-profit residential land development company.” The
organization advanced the argument that the land development and sales were
done in furtherance of exempt purposes, by attracting members who participated
in its educational prograrns.84 The IRS concluded, though, that the relationship
between the sales of lots for single-family homes and the organization’s goal of

7 Priv. Lir. Rul. 200246032.

80 Priv. Ltr. Rul. 200510029.

81 Priv. Ltr. Rul. 200119061.

82 1d.

8 Priv. Ltr. Rul. 8950072. Thus, obviously, an exempt organization in this position, in seeking to maximize value
from the disposition of property (particularly real property) in adherence to principles of fiduciary responsibil-
ity, must balance the amount of projected revenue against the projected income tax consequences. An attempt
at full maximization of value may cause the entity to be classified, for federal tax purposes, as a dealer in the
property.

8 An argument of this nature was accepted in Junaluska Assembly Hous., Inc. v. Comm’r, 86 T.C. 1114 (1986).
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increasing program attendance was “somewhat tenuous.” Therefore, the agency
held that the resulting sales income was unrelated business income.®

An IRS private letter ruling illustrates how fine these distinctions can be.%
A tax-exempt school owned land underlying a residential condominium
project, which had been developed and marketed before the school received
the property by devise. Sale of the land to the condominium association failed,
in part because of enactment of a law that enabled the association to acquire
the land through a condemnation proceeding. The school decided to offer the
land directly to the owners of the condominium units, using a process that
would span several months. The IRS took into account the “political climate”
in which the school was operating, and emphasized the facts that the availabil-
ity of the property was not advertised, the property had been obtained by gift,
and the school had owned the land for a considerable length of time. These
facts led the agency to observe that the proposed sales process was “com-
pletely contrary to the short turnaround period experienced by a typical buyer
and seller of real property.”

In another of these circumstances, a tax-exempt vocational school sold 8,500
acres of property over a 25-year period, yet was found by the IRS not to be selling
property in the ordinary course of business.?” The original reason for acquisition
of the property was to support the school’s mission, which was to prepare stu-
dents for life in an agrarian society. When the school’s farming operations eventu-
ally ceased, it desired to sell the farmland. Its position was that the land must be
sold over a lengthy period of time in an attempt to realize the fair market value of
the property. The IRS agreed, emphasizing that the school had held the property
for more than 50 years, and writing that the property sales were a “liquidation of
investment assets or a sale incident to the school’s exempt property.”

The exception in the law for capital gain® which interrelates with these
rules, is not available when property is sold in circumstances in which the tax-
exempt organization is a dealer in the property. When dealer status exists or is
imposed, the property is considered to be property sold in the ordinary course of
business, giving rise to ordinary income.

Even if the primary purpose underlying the acquisition and holding of real
property is advancement of exempt purposes, the IRS may apply the fragmentation
rule® in search of unrelated business. As the agency stated the matter in one ruling,
a charitable organization “engaged in substantial regularly carried on unrelated
trade [or] business as a component of its substantially related land purchase activ-
ity.”! In this instance, the IRS looked to substantial and frequent sales of surplus

8 Tech. Adv. Mem. 200047049.

8 Priv. Lir. Rul. 9505020.

87 Priv. Ltr. Rul. 9619069.

8 In another instance, the IRS allowed capital gain treatment for procurement of detailed site engineering plans
and the proposed sale of real estate by a charitable organization, where the property had been held for some
time, the sales revenue was needed to further exempt functions, and there will be no more than two sales of
parcels annually over a 20 year period. Priv. Ltr. Rul. 200530029 In general, Nugent, Possible Approaches for
Avoiding UBIT on Real Estate Investment, 37 Exempt Org. Tax Rev. 285 (no. 2, Aug. 2002).

% See § 3.10.

P See § 2.3.

9! Priv. Ltr. Rul. 200119061.
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land that was not intended for exempt use, and found that those sales were unre-
lated businesses. The same factors as are used in the general context (such as the
sale of land shortly after purchase and the extent of improvements) were used to
reach that conclusion.

(f) Efficiencies of Operation

On occasion, a court will focus on the fact that a tax-exempt organization is oper-
ating in a fashion that is considered “efficient,” “effectively managed,” “run like
a business,” and the like.” This can lead to a finding that the organization, or an
activity of it, is—for that reason alone—a business undertaking.93

(g) Occasional Sales

Another illustration of a transaction involving a tax-exempt organization that is
not a business undertaking is the occasional sale of an item of property. For
example, the IRS held that a sale of property by an exempt entity was not made
under circumstances in which the property was held primarily for sale to cus-
tomers in the ordinary course of business.”* By contrast, as noted, the subdivi-
sion, development, and sale of real estate parcels by an exempt organization was
held by the IRS to be a business carried on in a manner similar to the activities of
for-profit residential land development companies.”

The IRS reviewed a situation involving a group insurance trust, affiliated
with a tax-exempt membership association, that experienced a substantial
increase in its net worth and reserve balance because of the demutualization of
an insurance company that provided insurance products to the association’s
members through the trust. The association decided to transfer all of the trust’s
assets to a related supporting organization. This transfer of assets was cast by the
IRS as a one-time transfer, triggered by the unforeseen occurrence of demutual-
ization; thus, it held that the transfer would not incur unrelated business income
taxation.” This aspect of the law, however, is closely analogous to the regularly
carried on test.”

§2.3 FRAGMENTATION RULE

The IRS has the authority to tax net income from an activity, as unrelated busi-
ness taxable income, when the activity is an integral part of a cluster of activities
that further a tax-exempt purpose. To ferret out unrelated business, the agency
regards an exempt organization as a bundle of activities and evaluates each of
the activities in isolation to determine if one or more of them constitutes a trade
or business. This assessment process is known as fragmentation.

92 See ch. 7.

9 E.g., Inc. Trustees of Gospel Worker Soc’y v. United States, 510 F. Supp. 374 (D.D.C.), aff’d, 672 F.2d 894
(D.C. Cir.), cert. denied, 456 U.S. 944 (1981); Presbyterian & Reformed Publ’g Co. v. Comm’r, 79 T.C. 1070
(1983).

% Priv. Ltr. Rul. 9316032.

9 Tech. Adv. Mem. 200047049. See § 2.2(e).

% Priv. Ltr. Rul. 200328042.

7 See § 2.5.
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The fragmentation rule states that an “activity does not lose identity as trade
or business merely because it is carried on within a larger aggregate of similar
activities or within a larger complex of other endeavors which may, or may not,
be related to the exempt purpose of the organization.”® Thus, as noted, the IRS is
empowered to fragment the operations of a tax-exempt organization, even when
operated as an integrated whole, into component parts in search of one or more
unrelated businesses. For example, the regular sale of pharmaceutical supplies to
the general public by an exempt hospital pharmacy does not lose its identity as a
trade or business merely because the pharmacy also furnishes supplies to the
hospital and patients of the hospital in accordance with its exempt purposes or in
compliance with the requirements of the convenience doctrine.” Similarly, activ-
ities of soliciting, selling, and publishing commercial advertising do not lose
their identity as a trade or business even though the advertising is published in
an exempt organization’s periodical that contains editorial matter related to the
exempt purposes of the organization.!®

The fragmentation rule was fashioned to tax the net income derived by a
tax-exempt organization from the soliciting, selling, and publishing of commer-
cial advertising, even when the advertising is published in an exempt organiza-
tion’s publication that contains editorial matter related to the exempt purposes
of the organization.!”! That is, the advertising functions constitute an unrelated
business even though the overall set of publishing activities amounts to one or
more related businesses and the advertising is an integral part of the larger
publication activity.!%?

There are no stated limits as to the level of detail the IRS may pursue in
application of the fragmentation rule. A tax-exempt university may find the
agency’s examiners probing its campus bookstore operations, evaluating goods
for sale on nearly an item-by-item basis. An exempt association may watch as
the IRS slices up its various services to members into numerous businesses. An
exempt charitable organization may be surprised to see the IRS carve its fund-
raising program into a range of business activities. The agency evaluated the
status of one tax-exempt charitable organization and analyzed nine discrete
businesses of the entity.1®®

A tax-exempt blood bank that sold blood plasma to commercial laboratories
was found by the IRS not to be engaging in unrelated business when it sold
byproduct plasma and salvage plasma, because these plasmas were produced in
the conduct of related businesses. It was, however, ruled to be engaged in unre-
lated business when it sold plasmapheresis products and plasma purchased from
other blood banks.!™ An exempt organization, the primary purpose of which was
to retain and stimulate commerce in the downtown area of a city where parking

B IRC § 513(c); Reg. § 1.513-1(b).

9 Reg. § 1.513-1(b). The convenience doctrine is the subject of § 4.1. In general, § 9.2(b).

100 Reg. § 1.513-1(b).

101 The caption of IRC § 513(c), which also contains the basic definition of the term business (§ 2.2), is “Ad-
vertising, etc.” The rules by which advertising revenue is cast as unrelated business income are the subject
of § 6.6.

12 Reg. § 1.512(a)-1(f).

103 Priv. Ltr. Rul. 200512025.

104 Rev. Rul. 78-145, 1978-1 C.B. 169.
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facilities were inadequate, was ruled to be engaged in related businesses by virtue
of operating a fringe parking lot and shuttle service to the downtown shops; Its
conduct of a park-and-shop plan was ruled to be an unrelated business.'®

The use of a tax-exempt university’s golf course by its students and
employees was ruled not to be an unrelated business, whereas use of the
course by alumni of the university and major donors was found to be unrelated
business.!® The fragmentation rule was applied to differentiate between
related and unrelated travel tours conducted by an educational and religious
organization.!?”” An exempt charitable organization was held to be a dealer in
certain parcels of real property, and thus engaged in unrelated business with
respect to those properties, even though the principal impetus for the acquisi-
tion and sale of real property by the organization was achievement of exempt
purposes.'® An exempt monastery, the members of which made and sold cas-
kets, was ruled to be engaged in a related business as long as the caskets were
used in funeral services conducted by churches that were part of the religious
denomination supporting the monastery; the monastery was held to be con-
ducting an unrelated business when the caskets were used in services con-
ducted by other churches.!” An exempt organization was established to
benefit deserving women, in part by enabling them to sell foodstuffs and hand-
icrafts; its operation of a consignment shop was held to be a related business,
but a retail gift shop and a small restaurant were found to be unrelated busi-
nesses.!'” If a fitness center'!! operates as part of a larger charitable organiza-
tion, the IRS uses the fragmentation rule to determine whether the center is a
related or unrelated business.!?

When an activity carried on for the production of income constitutes an
unrelated trade or business, no part of the trade or business may be excluded
from classification as an unrelated trade or business merely because it does not
result in profit.!

§2.4 PROFIT MOTIVE REQUIREMENT

The most important element in the federal tax law for determining whether an
activity is a trade or business, for purposes of the business expense deduction
(aside from the underlying statutory definition), is the presence of a profit motive.
The courts have exported the profit objective standard into the unrelated busi-
ness rules applicable to tax-exempt organizations.

The U.S. Supreme Court held that the principal test in this regard is that the
“taxpayer’s primary purpose for engaging in the activity must be for income or
profit.”1* In the tax-exempt organizations context, the Court said that the inquiry

105 Rev. Rul. 79-31, 1979-1 C.B. 206.

106 Tech. Adv. Mem. 9645004.

107 Tech. Adv. Mem. 9702004. See § 9.7.

108 priy. Ltr. Rul. 200119061.

109 priy. Ltr. Rul. 200033049.

10 Tech. Adv. Mem. 200021056.

11 See § 9.2(d).

12 INFO 2005-0002.

B IRC § 513(c); Reg. § 1.513-1(b).

14 Comm’r v. Groetzinger, 480 U.S. 23, 35 (1987).
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should be whether the activity “was entered into with the dominant hope and
intent of realizing a profit.”'"> An appellate court stated that the “existence of a
genuine profit motive is the most important criterion for . . . a trade or business.”!'®

Various federal courts of appeal have applied the profit motive element to
ascertain whether an activity of a tax-exempt organization is a business for pur-
poses of the unrelated business rules. For example, an appellate court employed
an objective profit motivation test to ascertain whether an exempt organization’s
activity is a business. This court wrote that “there is no better objective measure
of an organization’s motive for conducting an activity than the ends it
achieves.”!” Subsequently, this court held that an activity of an exempt organi-
zation was a business because the organization “received considerable financial
benefits” from performance of the activity; this was found to be “persuasive evi-
dence” of a business endeavor."® On this latter occasion, the court defined as a
business the situation in which a “non-profit entity performs comprehensive and
essential business services in return for a fixed fee.”"” Thereafter, this appellate
court wrote simply that for an activity of an exempt organization to be a busi-
ness, the activity must be conducted with a “profit objective.”'?’ Another appel-
late court observed that an insurance company’s payments to an exempt
association were not taxable: “It does not matter whether the payments were
brokerage fees, gratuities, to promote goodwill, or interest,” because the associa-
tion was not engaging in business activity for a profit.!?! Other courts of appeals
have adopted this profit motive test.'*?

A court concluded, in the case of a tax-exempt labor union!® that collected
per capita taxes from unions affiliated with it, that, other than the services the
union provides its members and affiliated unions in furtherance of its exempt
purposes, the union “provide[d] no goods or services for a profit and therefore
cannot be a trade or business.” !

The IRS applies the profit motive test. In one example, a tax-exempt health
care provider sold a building to another provider organization; the building was
used as a skilled nursing and personal care home. The selling entity provided
food service to the patients for about seven months, at a net loss. The agency
characterized the food service operation as merely an “accommodation” to the
purchasing entity.'® Finding that the activity was not conducted in a manner

115 United States v. Am. Bar Endowment, 477 U.S. 105, 110, n.1 (1986). The Court cited for this proposition the
appellate court opinion styled Brannen v. Comm’r, 722 F.2d 695 (11th Cir. 1984).

116 Prof’] Ins. Agents v. Comm’r, 726 F.2d 1097, 1102 (6th Cir. 1984).

17 Carolinas Farm & Power Equip. Dealers Ass™n, Inc. v. United States, 699 F.2d 167, 170 (4th Cir. 1983).

118 Steamship Trade Ass’n of Baltimore, Inc. v. Comm’r, 757 F.2d 1494, 1497 (4th Cir. 1985).

119 14 This latter statement, however, is a mischaracterization of the law. There is no requirement, for an activity
to be a business, that the endeavor be comprehensive, nor is there a requirement that the activity be essential.
Also, the mode of payment is irrelevant; whether the payment is by fixed fee, commission, or some other stan-
dard has no bearing on whether the income-producing activity is a business.

120 . Va. State Med. Ass’n v. Comm’r, 882 F.2d 123, 125 (4th Cir. 1989), cert. denied, 493 U.S. 1044 (1990).

12l Am. Acad. of Family Physicians v. United States, 91 F.3d 1155, 1159-60 (8th Cir. 1996).

122 E.g., La. Credit Union League v. United States, 693 F.2d 525 (5th Cir. 1982); Prof’l Ins. Agents v. Comm’r,
726 F.2d 1097 (6th Cir. 1984).

123 See Tax-Exempt Organizations, § 15.1.

124 L aborer’s Int’1 Union v. Comm’r, 82 T.C.M. 158, 160 (2001).

125 Tech. Adv. Mem. 9719002.
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characteristic of a commercial enterprise—that is, as an operation motivated by
profit—the IRS looked to these factors: There was no evidence, such as a business
plan, that a food service business was being started; the organization did not take
any steps to expand the food service to other unrelated organizations; the organi-
zation did not actively solicit additional clientele for a meal (or food catering)
business; the organization did not take any steps to increase the per-meal charge,
which was substantially below cost; and the service relationship between the
organizations was not evidenced by a contract. On another occasion, the IRS con-
cluded that, although the development of a housing project and sales of parcels
of land were an unrelated business of an exempt planned community, the provi-
sion of water, sewer, and garbage services in conjunction with the project lacked
a profit motive; thus, the income received for the services was not taxable as
unrelated business income.!?

A tax-exempt organization may have more than one activity that it considers
a business. An activity of this nature may generate net income or it may generate
a net loss. When calculating net taxable unrelated business income, an exempt
organization may offset the loss from one business against the gain from another
business in determining taxable income.'? If, however, the loss activity consis-
tently produces losses (year-in and year-out), the IRS may take the position that
the activity is not a business, because of absence of a profit motive, and disallow
the loss deduction. Occasional losses, however, do not lead to this result.

§2.5 DEFINITION OF REGULARLY CARRIED ON

As noted, gross income of a tax-exempt organization may be includable in the
computation of unrelated business income when the trade or business that pro-
duced the income is regularly carried on by the organization.

(@) General Rules

In determining whether a trade or business from which an amount of gross
income is derived by a tax-exempt organization is regularly carried on,'?® atten-
tion must be paid to the frequency and continuity with which the activities that
produce the income are conducted and the manner in which the activities are
pursued. This requirement is applied in light of the purpose of the unrelated
business income rules, which is to place exempt organization business activities
on the same tax basis as the nonexempt business endeavors with which they
compete.'” Thus, for example, specific business activities of an exempt organiza-
tion will ordinarily be deemed to be regularly carried on if they manifest fre-
quency and continuity, and are pursued in a manner generally similar to
comparable commercial activities of nonexempt organizations.'®

126 Tech. Adv. Mem. 200047049.

127 The IRS had occasion to observe that when a tax-exempt organization carries on two or more unrelated busi-
nesses, its “unrelated business net income” is its gross income from all of the businesses, less the allowed de-
ductions. Rev. Rul. 68-536, 1968-2 C.B. 244.

B 1RC § 512.

129 See § 1.6. This is one of only two aspects of the unrelated business rules where the commerciality doctrine (see
ch. 7) is expressly taken into account in the statute or tax regulations. The other aspect is the subject of § 7.3.

30 Reg. § 1.513-1(c)(1).
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An illustration of this body of law is the case of a tax-exempt organization
that published a yearbook for its membership. The publication contained adver-
tising; the organization contracted on an annual basis with a commercial firm
for solicitation of advertising sales and printing, as well as collection of advertis-
ing charges. Although the editorial materials were prepared by the staff of the
organization, the organization, because of its contract with the commercial firm,
was ruled by the IRS to be “engaging in an extensive campaign of advertising
solicitation” and thus to be “conducting competitive and promotional efforts
typical of commercial endeavors.”!3! Therefore, the income derived by this orga-
nization from the sale of advertising in its yearbook was deemed to be unrelated
business income.

By contrast, a one-time sale of property (as opposed to an ongoing income-
producing program) by a tax-exempt organization is not an activity that is reg-
ularly carried on, and thus does not give rise to unrelated business income.*
For example, an exempt organization that was formed to deliver diagnostic
and medical health care developed a series of computer programs concerning
management and administrative matters, such as patient admissions and bill-
ings, payroll, purchases, inventory, and medical records. The organization sold
some or all of the programs to another exempt organization comprised of three
teaching hospitals affiliated with a university. The income derived from the
sale was held to be from a “one-time only operation” and thus not taxable as
unrelated business income.?3? Likewise, the transfer of investment assets from a
public charity to its supporting organization'> is exempt from unrelated busi-
ness taxation under this rule,'® as is the infrequent sale by an exempt organiza-
tion of parcels of real estate.!%

(b) Determining Regularity

When income-producing activities are of a kind normally conducted by nonex-
empt commercial organizations on a year-round basis, the conduct of the activities
by a tax-exempt organization over a period of only a few weeks does not constitute
the regular carrying on of a business.!¥” For example, the operation of a sandwich
stand by an exempt hospital auxiliary organization for two weeks at a state fair is
not the regular conduct of a business.'*® The conduct of year-round business activ-
ities for one day each week, such as the operation of a commercial parking lot once
a week, however, constitutes the regular carrying on of a business.'®

If income-producing activities are of a kind normally undertaken by nonex-
empt commercial organizations only on a seasonal basis, the conduct of the

131 Rev. Rul. 73-424, 1973-2 C.B. 190, 191.

132 See § 2.2(e).

133 Priv. Ltr. Rul. 7905129.

134 See Tax-Exempt Organizations, § 11.3(c).

133 See, e.g., Priv. Ltr. Rul. 9425030.

136 The gain from transactions of this nature may be protected from taxation by the exclusion for capital gain. See
§3.10.

37 Reg. § 1.513-1(c)(2)(i).

138 1d

139'S. Rep. No. 2375, 81st Cong., 2d Sess. 106-07 (1950).
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§ 2.5 DEFINITION OF REGULARLY CARRIED ON

activities by a tax-exempt organization during a significant portion of the season
ordinarily constitutes the regular conduct of a business.'** For example, the
operation of a track for horse racing for several weeks in a year is the regular
conduct of a business if it is usual to carry on the business only during a particu-
lar season.!*! Likewise, a distribution of greeting cards celebrating a holiday was
deemed to be an unrelated business; the IRS measured regularity in terms of that
holiday’s season.!4?

In determining whether intermittently conducted activities are regularly
carried on, the manner of conduct of the activities must, as noted, be compared
with the manner in which commercial activities are normally pursued by nonex-
empt organizations.'¥® In general, tax-exempt organization business activities
that are engaged in only discontinuously or periodically will not be considered
regularly carried on if they are conducted without the competitive and promo-
tional efforts typical of commercial endeavors.** As an illustration, the publica-
tion of advertising in programs for sports events or music or drama
performances will not ordinarily be deemed to be the regular carrying on of
business.!¥> Likewise, when an exempt organization sells certain types of goods
or services to a particular class of individuals in pursuit of its exempt functions
or primarily for the convenience of these individuals'¥ (as when, for example,
an exempt college bookstore sells books to students or a hospital pharmacy sells
pharmaceutical supplies to patients of the hospital), casual sales in the context of
this activity that do not qualify as related to the exempt function involved or are
not sheltered by the convenience doctrine are not treated as regular.'’

Conversely, when the nonqualifying sales are not merely casual, but are sys-
tematically and consistently promoted and carried on by an exempt organization,
they meet the requirement of regularity.!*® Thus, a leasing arrangement that was
“one-time, completely fortuitous” was held to constitute a business that was not
regularly carried on;'¥ a lease of extended duration can constitute a business that is
regularly carried on.!®

In determining whether a business is regularly carried on, the functions of a
service provider with which a tax-exempt organization has contracted may be
attributed to the exempt organization. This is likely to occur when the contract
denominates the service provider as an agent of the exempt organization, inas-
much as the activities of an agent are attributed to and deemed to be the acts of
the principal for legal analysis purposes. In such a circumstance, the time

140 1d

141 Reg. § 1.513-1(c)(2)(d). Applying this rule, the IRS held that the conduct of horse racing by a county fair as-
sociation was a business that was regularly carried on, even though the racing meet occupied only two weeks
each year. Rev. Rul. 68-505, 1968-2 C.B. 248. This application of the law was changed by statute; § 4.5.

12 Priv. Ltr. Rul. 8203134

43 Reg. § 1.513-1(c)(1), (2)(ii).

44 Reg. § 1.513-1(c)(2)(ii).

145 1d..

146 See § 4.1.

47 Reg. § 1.513-1(c)(2)(ii).

148 1d

149 Museum of Flight Found. v. United States, 63 F. Supp. 2d 1257, 1259 (W.D. Wash. 1999).

130 Cooper Tire & Rubber Co. Employees’ Ret. Fund v. Comm’r, 306 F.2d 20 (6th Cir. 1962).
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expended by the service provider is attributed to the exempt organization for
purposes of determining regularity.'>!

Noncompetition under a covenant not to compete, characterized as a “one-
time agreement not to engage in certain activities,” is not a taxable business,
because the “activity” is not “continuous and regular.”!>?

(0) Fundraising and Similar Activities

Fundraising activities by charitable and other tax-exempt organizations can consti-
tute unrelated business activities.!®® Inasmuch as these activities rarely are inher-
ently exempt functions, the rules as to regularity are often the only basis on which
the income from these activities can escape taxation as unrelated business income.

Certain intermittent income-producing activities occur so infrequently that
neither their recurrence nor the manner of their conduct causes them to be
regarded as trades or businesses that are regularly carried on. For example, fund-
raising activities lasting only a short period of time are not ordinarily treated as
being regularly carried on if they recur only occasionally or sporadically. Fur-
thermore, activities will not be regarded as regularly carried on merely because
they are conducted on an annual basis.'® It is for this reason that many special-
event fundraising activities, such as dances, auctions, tournaments, car washes,
and bake sales, do not give rise to unrelated business income.® In one instance,
a court concluded that a vaudeville show conducted one weekend per year was
an intermittent fundraising activity and thus not regularly carried on.'>

(d) Preparatory Time

A somewhat controversial issue is whether the time expended by a tax-exempt
organization in preparing for a business undertaking should be taken into
account in assessing whether the activity is regularly carried on. The IRS asserts
that this preparatory time should be considered, even when the event itself occu-
pies only one or two days each year.!” This preparatory-time argument has, how-
ever, been rejected on the occasions it was considered by courts.*® In the principal
case, a federal court of appeals held that the preparatory-time argument is incon-
sistent with the tax regulations, which do not mention the concept. The court ref-
erenced the example concerning operation of the sandwich stand at a state fair,'>

SINCAA v. Comm’r, 92 T.C. 456 (1989), aff’'d, 914 F.2d 1417 (10th Cir. 1990).

152 Ohio Farm Bureau Fed’n, Inc. v. Comm’r, 106 T.C. 222, 234 (1996). This opinion caused the IRS to issue Gen.
Couns. Mem. 39891, revoking Gen. Couns. Mem. 39865 (which had held that refraining from competition in
this context was a business activity).

133 See § 9.6. In general, Hopkins, The Law of Fundraising, Third Edition (John Wiley & Sons, 2002) (hereinafter
Fundraising), § 5.7.

134 Reg. § 1.513-1(c)(2)(iii). “[I]ncome derived from the conduct of an annual dance or similar fund raising event
for charity would not be income from trade or business regularly carried on.” Id.

155 E.g., Orange County Builders Ass’n, Inc. v. United States, 65-2 U.S.T.C. { 9679 (S.D. Cal. 1965); Priv. Ltr.
Rul. 200128059.

156 Suffolk County Patrolmen’s Benevolent Ass’n, Inc. v. Comm’r, 77 T.C. 1314 (1981).

157 E.g., Tech. Adv. Mem. 9147007.

153 NCAA v. Comm’r, 92 T.C. 456 (1989), aff’d, 914 F.2d 1417 (10th Cir. 1990); Suffolk County Patrolmen’s
Benevolent Ass’n, Inc. v. Comm’r, 77 T.C. 1314 (1981).

159 See text accompanied by supra note 138.
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denigrating the notion that preparatory time should be taken into account as fol-
lows: “The regulations do not mention time spent in planning the activity, build-
ing the stand, or purchasing the alfalfa sprouts for the sandwiches.”1%
Nonetheless, the IRS disagrees with these holdings,!®! and writes private
letter rulings and technical advice memoranda that are openly contrary to these
case decisions. One of these instances concerned a tax-exempt labor organiza-
tion that sponsored a concert series, open to the public, that occurred on two
weekends each year, one in the spring and one in the fall. The preparation and
ticket-sale solicitation for each of the concerts usually took up to six months.
Taking into account the preparatory time involved, the IRS concluded that the
concerts were unrelated business activities that were regularly carried on.'¢?

§2.6 DEFINITION OF RELATED BUSINESS

Gross income derives from an unrelated trade or business if the conduct of the
trade or business that produces the income is not substantially related (other
than through the production of funds) to the purposes for which exemption is
granted. This fundamental rule of law necessitates an examination of the rela-
tionship between the business activities of a tax-exempt organization that gener-
ate the particular income in question—the activities, that is, of producing or
distributing the goods or performing the services involved—and accomplish-
ment of the organization’s exempt purposes.¢®

A trade or business is related to the tax-exempt purposes of an exempt orga-
nization when the conduct of the business has a causal relationship to the
achievement of one or more exempt purposes (other than through the produc-
tion of income). Whether activities that produce gross income contribute to the
accomplishment of an organization’s exempt purpose depends in each case on
the facts and circumstances involved.!¢*

For example, a tax-exempt charitable organization had as its purpose
enabling needy and worthy women to support themselves. To this end, it oper-
ated three businesses, each of equal size: a consignment shop, a retail gift shop,
and a tearoom. The IRS concluded that the consignment shop was a business that
was substantially related to achievement of the organization’s exempt pur-
pose.'®® The organization contended that the gift shop was a related business on
the ground that the existence of the shop enhanced the likelihood of purchases of
items in the consignment shop, because the gift shop attracted upscale consum-
ers who were unlikely to patronize only the consignment shop. The IRS agreed
that there was a causal relationship between the organization’s exempt purposes
and the operation of the gift shop, recognizing that the gift shop items were pur-
chased by the organization “with the intent of imbuing the consignment items

10 NCAA v. Comm’r, 914 F.2d 1417, 1423 (10th Cir. 1990).

161 AOD No. 1991-015.

162 Tech. Adv. Mem. 9712001. In AOD No. 1249 (1984), the IRS acquiesced in the Suffolk County Patrolmen’s
Ass’n case. That acquiescence had no bearing in this instance, the IRS said, inasmuch as the preparatory time
in that case was “much shorter.”

163 Reg. § 1.513-1(d)(1).

164 Reg. § 1.513-1(d)(2).

165 See § 2.7.
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with an aura of sophistication and tastefulness.” The agency concluded, how-
ever, that this relationship was not substantial.!6®

§2.7 DEFINITION OF SUBSTANTIALLY RELATED BUSINESS

As noted, gross income of a tax-exempt organization may be includable in the
computation of unrelated business income when it is income from a trade or
business that is regularly carried on and that is not substantially related to the
exempt purposes of the organization.'?” (The fact that the organization needs or
uses the funds in advancement of an exempt purpose does not make the under-
lying activity a related business.'®®) Thus, it is necessary to examine the substanti-
ality of the relationship between the business activity that generates the income
in question—the activity, that is, of producing or distributing the goods or per-
forming the services involved—and accomplishment of the organization’s
exempt purposes.®

To determine whether the conduct of an activity by a tax-exempt organiza-
tion is substantially related to its exempt purposes, it is necessary to ascertain
the organization’s primary purpose or purposes, and then ascertain the organi-
zation’s primary purpose in conducting the activity. When the primary pur-
pose underlying conduct of the activity is to further an exempt purpose, the
activity meets the substantially related test. According to the IRS, this exercise
entails examination of the “nature, scope and motivation” for conducting the
activity.””’ As an example, the agency concluded that the construction and
operation of a regulation-size 18-hole golf course, replete with warm-up area,
snack bar, and pro shop, was substantially related to the purposes of an
exempt school operated to rehabilitate court-referred juveniles, inasmuch as
the course was utilized primarily as part of the school’s vocational education
and career development department.'’!

(@) General Rules

A trade or business is substantially related only if the causal relationship is a sub-
stantial one. Thus, for the conduct of a business from which a particular amount
of gross income is derived to be substantially related to exempt purposes, the
production or distribution of the goods or the performance of the services from
which the gross income is derived must contribute importantly to the accom-
plishment of these purposes. When the production or distribution of the goods
or the performance of services does not contribute importantly to accomplish-
ment of an organization’s exempt purposes, the income from the sale of the
goods or the performance of the services does not derive from the conduct of a
related business.!”? A court wrote that resolution of the substantial relationship

166 Tech. Adv. Mem. 200021056.

17 IRC § 513(a); Reg. § 1.513-1(a).

168 Cf. text accompanied by §1.11 note 178.
19 Reg. § 1.513-1(d)(2).

170 Priv. Ltr. Rul. 200151061.

171 1d

172 Reg. § 1.513-1(d)(2).
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test requires an examination of the “relationship between the business activities
which generate the particular income in question . . . and the accomplishment of
the organization’s exempt purposes.”'”?

Certainly, gross income derived from charges for the performance of a
tax-exempt function does not constitute gross income from the conduct of an
unrelated business.!” Thus, as noted, income is not taxed when it is gener-
ated by functions such as performances by students enrolled in an exempt
school for training children in the performing arts, the conduct of refresher
courses to improve the trade skills of members of a union, or the presentation
by a trade association of a trade show exhibiting industry products to stimu-
late demand for the products.'”” Also, dues paid by bona fide members of an
exempt organization are forms of related income.!”®

Whether activities that produce gross income contribute importantly to
accomplishment of an organization’s exempt purpose depends in each case on
the facts and circumstances involved.'”” A court observed that each of these
instances requires a case-by-case identification of the exempt purpose
involved and an analysis of how the activity contributed to the advancement
of that purpose.!”® Court opinions and IRS rulings have provided many deter-
minations over the years as to whether particular activities are substantially
related businesses!”’ or unrelated businesses.!8

One of these determinations—the one concerning the organization functioning
for the benefit of needy and deserving women!®'—is particularly illustrative of
these points of law. As noted, the IRS concluded that the consignment shop was a
substantially related business and that the gift shop was a related, but not substan-
tially related, business. The tearoom was found to be an unrelated business.'®

(b) Size-and-Extent Test

In determining whether an activity contributes importantly to the accomplish-
ment of a tax-exempt purpose, the size and extent of the activity must be consid-
ered in relation to the nature and extent of the exempt function purportedly
served.!® Thus, when income is realized by an exempt organization from an
activity that is generally related to the performance of the organization’s exempt
functions, but the activity is conducted on a scale that is larger than reasonably

173 La. Credit Union League v. United States, 693 F.2d 525, 534 (5th Cir. 1982).

174 Reg. § 1.513-1(d)(4)(0).

175 1d

176 E.g.,Rev. Rul. 67-109, 1967-1 C.B. 136. Certain forms of associate member dues, however, are taxable as un-
related business income. See § 9.4(c).

177 Reg. § 1.513-1(d)(2).

178 Hi-Plains Hosp. v. United States, 670 F.2d 528 (5th Cir. 1982). See also Huron Clinic Found. v. United States,
212 F. Supp. 847 (D.S.D. 1962).

M Eg.,§9.12.

80 Eg.,§9.13.

181 See text accompanied by supra notes 165-166.

182 Tech. Adv. Mem. 200021056. The classification of this tearoom as an unrelated business may be contrasted
with the IRS’s treatment of museum restaurants. See § 9.3, text accompanied by notes 93-95.

183 Reg. § 1.513-1(d)(3). One court discussed the point that, in a search for unrelated activity, there should be an
examination of the scale on which the activity is conducted. Hi-Plains Hosp. v. United States, 670 F.2d 528
(5th Cir. 1982).
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necessary for performance of the functions, the gross income attributable to the
portion of the activity that is in excess of the needs associated with exempt func-
tions constitutes gross income from the conduct of an unrelated business.!® This
type of income is not derived from the production or distribution of goods or the
performance of services that contribute importantly to the accomplishment of
any exempt purpose of the organization.!®>

For example, one of the activities of a tax-exempt trade association, which
had a membership of businesses in a particular state, was to supply companies
(members and nonmembers) with job injury histories on prospective employees.
Despite the association’s contention that this service contributed to the accom-
plishment of its exempt purposes, the IRS ruled that the operation was an unre-
lated business, in that the activity went “well beyond” any mere development
and promotion of efficient business practices.'® The IRS adopted a similar posi-
tion in ruling that a retail grocery store operation, formed to sell food in a pov-
erty area at below-market prices and to provide job training for unemployed
residents in the area, could not qualify for tax exemption because the operation
was conducted on a scale “much larger . . . than reasonably necessary” for the
training program.'®” Similarly, the IRS ruled that the provision of private duty
nurses to unrelated exempt organizations, by an exempt health care organiza-
tion that provided nurses to patients of related organizations as related busi-
nesses, was an activity performed on a scale “much larger” than necessary for
the achievement of exempt functions. '8

By contrast, a tax-exempt organization formed to provide a therapeutic pro-
gram for emotionally disturbed adolescents was the subject of a ruling from the
IRS, which found that a retail grocery store operation, almost fully staffed by
adolescents who were undergoing emotional rehabilitation, was not an unre-
lated business because it was operated on a scale no larger than reasonably nec-
essary for its training and rehabilitation program.'® A like finding was made in
relation to the manufacture and marketing of toys, which was the means by
which an exempt organization accomplished its charitable purpose of training
unemployed and underemployed individuals.!®

(c) Same-State Rule

Ordinarily, gross income from the sale of products created by the performance of
tax-exempt functions does not constitute gross income from the conduct of an
unrelated business if the item is sold in substantially the same state it is in upon
completion of the exempt functions. One case involved an exempt charitable
organization that rehabilitated disabled individuals: Income from the sale of

184 Reg. § 1.513-1(d)(3).

185 Jd. In essence, the size-and-extent test is an application of the fragmentation rule. See § 2.3.

186 Rev. Rul. 73-386, 1973-2 C.B. 191, 192.

187 Rev. Rul. 73-127, 1973-1 C.B. 221, 222. Under similar facts, a nonprofit organization that operated restaurants
and health food stores in accordance with the tenets of a church was denied tax-exempt status as a charitable
entity on the ground that they were operated for substantially commercial purposes. Living Faith, Inc. v.
Comm’r, 60 T.C.M. 710 (1990), aff’d, 950 F.2d 365 (7th Cir. 1991). See ch. 7.

188 Priv. Ltr. Rul. 9535023.

1% Rev. Rul. 76-94, 1976-1 C.B. 171.

19 Rev. Rul. 73-128, 1973-1 C.B. 222.
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articles made by those individuals as part of their rehabilitation training was
held not to be gross income from the conduct of an unrelated business. The
income in that instance was from the sale of products, the manufacture of which
contributed importantly to the accomplishment of the organization’s exempt
purposes—namely, rehabilitation of the disabled. Conversely, if an item result-
ing from an exempt function is utilized or exploited in further business endeav-
ors beyond that reasonably appropriate or necessary for disposition in the state
it is in upon completion of exempt functions, the gross income derived from
these endeavors is from the conduct of an unrelated business.!?!

As an illustration, take the case of an experimental dairy herd maintained for
scientific purposes by a tax-exempt research organization. Income from the sale
of milk and cream produced in the ordinary course of operation of the project is
not gross income from the conduct of an unrelated business. If, however, the
organization used the milk and cream in the further manufacture of food items,
such as ice cream and pastries, the gross income from the sale of these products
would be from the conduct of an unrelated business—unless the manufacturing
activities themselves contributed importantly to the accomplishment of an
exempt purpose of the organization.!? Similarly, a charitable organization that
operated a salmon research facility as an exempt function was able to sell a por-
tion of its harvested salmon stock, unprocessed, in an untaxed business. By con-
trast, when this organization converted the fish into salmon nuggets (fish that
was seasoned, formed into nugget shape, and breaded), the sale of the fish in that
state was an unrelated business.!?® Further, an organization that educates indi-
viduals and conducts scientific research on gardening was ruled to be able to sell,
without tax, produce grown on-site to visitors and to the general public.'*

(d) Dual-Use Rule

An asset or facility of a tax-exempt organization that is necessary to the conduct
of exempt functions may also be utilized for nonexempt purposes. In these dual-
use instances, the mere fact of use of the asset or facility in an exempt function
does not, by itself, make the income from the nonexempt endeavor gross income
from a related business. Rather, the test is whether the activities that produce the
income in question contribute importantly to the accomplishment of exempt
purposes.'®® For example, an exempt museum may have an auditorium that is
designed and equipped for showing educational films in connection with the
museum’s program of public education in the arts and sciences. The theater is a
principal feature of the museum and is in continuous operation during the hours
the museum is open to the public. If, however, the museum were to operate the
theater as a motion picture theater for public entertainment during the evening
hours when the museum is otherwise closed, gross income from that operation
would be gross income from the conduct of an unrelated business.!*® Similarly, a

91 Reg. § 1.513-1(d)(4)(ii).

192 1d

193 Priv. Ltr. Rul. 9320042.

194 Priv. Ltr. Rul. 200512025 (the sale of produce grown off-site, however, was not protected by this exception).
195 Reg. § 1.513-1(d)(4)(iii).

196 1d
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mailing service operated by an exempt organization was ruled to be an unre-
lated trade or business even though the mailing equipment was also used for
exempt purposes.'”’

Another illustration of application of this rule concerns the athletic facilities
of a tax-exempt college or university, which, though used primarily for educa-
tional purposes, may also be made available for members of the faculty, other
employees of the institution, and members of the general public. Income derived
from use of the athletic facilities by those who are not students or employees of
the institution is likely to be unrelated business income.!*® For example, the IRS
ruled that the operation by an exempt school of a ski facility for the general pub-
lic was the conduct of an unrelated business, whereas use of the facility by the
students of the school (both for recreational purposes and through the school’s
physical education program) were related activities.'® Likewise, an exempt col-
lege that made its facilities and personnel available to an individual not associ-
ated with the institution, for the conduct of a summer tennis camp, was ruled to
be engaged in the conduct of an unrelated business.?®

The provision of athletic or other activities by a tax-exempt educational
institution to outsiders may be an exempt function, inasmuch as the instruction
of individuals on the subject of a sport can be an educational activity.?! As illus-
trations, the IRS held that the following were exempt educational activities:

* The conduct of a summer hockey camp for youths by a college?”

* The conduct of four summer sports camps by a university®

¢ The operation of a summer sports camp by a university-affiliated athletic
204

association
Similarly, the IRS determined that a college may operate a professional reper-
tory theater on its campus that is open to the general public®® and that a col-
lege may make its facilities available to outside organizations for the conduct
of conferences?®—both activities being in furtherance of exempt purposes.
This area of the law intertwines with the exclusion from unrelated income tax-
ation of rent received by tax-exempt organizations.”” For example, an exempt col-
lege may lease its facilities to a professional sports team for the conduct of a
summer camp and receive nontaxable lease income, as long as the college does not
provide food or cleaning services to the team.?® By contrast, when the institution

197 Rev. Rul. 68-550, 1968-2 C.B. 249.

198 £ ¢., Tech. Adv. Mem. 9645004 (concerning dual use of a university’s golf course).
199 Rev. Rul. 78-98, 1978-1 C.B. 167.

200 Rev. Rul. 76-402, 1976-2 C.B. 177.

W1 g o, Rev. Rul. 77-365, 1977-2 C.B. 192. See Tax-Exempt Organizations,§ 10.2.
202 priy. Ltr. Rul. 8024001.

203 priy. Ltr. Rul. 7908009.

204 priv. Ltr. Rul. 7826003.

205 priy. Ltr. Rul. 7840072.

206 priy. Ltr. Rul. 8020010.

207 See § 3.8.

208 priy. Ltr. Rul. 8024001.
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provides services, such as cleaning, food, laundry, security, and ground mainte-
nance, the exclusion for rent is defeated.2%

This dichotomy is reflected in the treatment the IRS accorded to a tax-
exempt school that allowed its tennis facilities, which were used during the aca-
demic year in the institution’s educational program, to be utilized in the summer
as a public tennis club operated by employees of the school’s athletic depart-
ment. Because the school not only furnished the facilities, but also operated the
tennis club through its own employees (who rendered substantial services for
the participants in the club), the IRS held that operation of the club was an unre-
lated business and that income derived from operation of the club was not shel-
tered by the exclusion for rental income.?!” The agency also observed, however,
that if the school had furnished its tennis facilities to an unrelated individual
without the provision of services (leaving it to the lessee to hire the club’s
administrators) and for a fixed fee not dependent on the income or profits
derived from the leased property, the rental income exclusion would have been
available.?!! In a comparable ruling, the IRS considered a university that leased
its stadium to a professional sports team for several months of the year, and pro-
vided the utilities, grounds maintenance, and dressing room, linen, and stadium
security services. The IRS found that the university was engaged in an unrelated
business and was not entitled to the rental income exclusion.?'?

(e) Exploitation Rule

Activities carried on by a tax-exempt organization in the performance of exempt
functions may generate goodwill or other intangibles that are capable of being
exploited in commercial endeavors. When an exempt organization exploits this
type of intangible in commercial activities, the fact that the resultant income
depended in part on the conduct of an exempt function of the organization does
not make that revenue gross income from a related business. In these cases, unless
the activities contribute importantly to the accomplishment of an exempt purpose,
the income they produce will be treated as gross income from the conduct of an
unrelated business.?®

For example, a tax-exempt scientific organization enjoys an excellent reputa-
tion in the field of biological research. It regularly exploits this reputation by
selling endorsements of various items of laboratory equipment to manufactur-
ers. The endorsing of laboratory equipment does not contribute importantly to
the accomplishment of any purpose for which exemption was granted to the
organization. Accordingly, the income derived from the sale of these endorse-
ments is gross income from an unrelated trade or business.?'*

As another example, a tax-exempt university (by definition having a regu-
lar faculty and a regularly enrolled student body), sponsors the appearance of

209 Priy, Ltr. Rul. 7840072.

210 Rev. Rul. 80-297, 1980-2 C.B. 196.

211 1d

212 Rev. Rul. 80-298, 1980-2 C.B. 197. The dual-use rule is, in some respects, an application of the fragmentation
rule. See § 2.3.

213 Reg. § 1.513-1(d)(4)(iv).

214 14., Example (1).
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professional theater companies and symphony orchestras during the school
year; these artists present dramatic and musical performances for the students
and faculty members. Members of the general public are also admitted. The
university advertises these performances and supervises advance ticket sales at
various places, including such university facilities as the cafeteria and univer-
sity bookstore. The university derives gross income from the conduct of the
performances. Presentation of the performances makes use of an intangible
generated by the institution’s exempt educational functions—the presence of
the student body and faculty—and these events also contribute importantly to
the overall educational and cultural function of the university. Therefore, the
income that the university receives does not constitute gross income from the
conduct of an unrelated trade or business.?!?

A third example concerns a tax-exempt business league with a large mem-
bership. Pursuant to an arrangement with an advertising agency, the associa-
tion regularly mails brochures, pamphlets, and other commercial advertising
materials to its members, for which service the association charges the agency
an agreed amount per enclosure. The distribution of the advertising materials
does not contribute importantly to the accomplishment of any of the associa-
tion’s exempt purposes. Accordingly, the payments made to this business
league by the advertising agency constitute gross income from an unrelated
trade or business.?!®

A fourth example involves a tax-exempt organization that advances public
interest in classical music; it owns a radio station and operates the station in a
manner that contributes importantly to accomplishment of the organization’s
exempt purposes. In the course of operation of the station, however, the organi-
zation derives gross income from the regular sale of advertising time and ser-
vices to commercial advertisers, in the manner of a commercial station. Neither
the sale of this time nor the performance of these services contributes impor-
tantly to the accomplishment of any of the organization’s exempt purposes. Not-
withstanding the fact that the production of the advertising income depends on
the existence of the listening audience resulting from performance of exempt
functions, the income is gross income from unrelated business.?!”

A fifth illustration involves a tax-exempt university that provides facilities,
instruction, and faculty supervision for a campus newsletter operated by its
students. In addition to news items and editorial commentary, the newspaper
publishes paid advertising. The solicitation, sale, and publication of the adver-
tising are conducted by students, under the supervision and instruction of the
university. Although the services rendered to advertisers are of a commercial
character, the advertising business contributes importantly to the university’s
educational program, through the training of the students involved. Therefore,
none of the income derived from publication of the newspaper constitutes
gross income from the conduct of an unrelated business. The same result
would occur if the newspaper were published by a separately incorporated

215 14., Example (2).

216 14, Example (3). This type of financial arrangement may, however, be structured as an excludable royalty. See
§3.7.

27 Id., Example (4).
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charitable organization, qualified under the university’s rules for recognition
of student activities; even though the organization uses its own facilities, is
independent of faculty supervision, and carries out its educational purposes by
means of student instruction of other students in the editorial and advertising
activities and student participation in those activities.?!8

Another illustration involves a tax-exempt association formed to advance
the interests of a profession, and drawing its membership from members of
the profession. The organization publishes a monthly journal containing arti-
cles and other editorial materials that contribute importantly to accomplish-
ment of the association’s exempt purposes. Income from the sale of
subscriptions to members and others, in accordance with the organization’s
exempt purposes, does not constitute gross income from an unrelated trade or
business. In connection with the publication of this journal, the association
also derives income from the regular sale of space and services for general
consumer advertising, including advertising of products such as soft drinks,
automobiles, articles of apparel, and home appliances. Neither the publication
of these advertisements nor the performance of services for these consumer
advertisers contributes importantly to accomplishment of the organization’s
exempt purposes. Therefore, notwithstanding the fact that the production of
income from advertising utilizes the circulation developed and maintained in
performance of exempt functions, this income is gross income from an

unrelated trade or business.?"

As a final illustration of this point, assume the facts in the preceding exam-
ple, except that the advertising in the association’s journal promotes only
products that are within the general area of its members’ professional inter-
ests. Following a practice common among for-profit magazines that publish
advertising, the association requires advertising to comply with certain gen-
eral standards of taste, fairness, and accuracy; within these limits, the form,
content, and manner of presentation of the advertising messages are governed
by the advertisers’ basic objective of promoting the sale of the advertised prod-
ucts. Although the advertisements contain certain information of professional
interest, the informational function of the advertising is incidental to the con-
trolling aim of stimulating demand for the advertised products, and differs in
no essential respect from the informational function of any commercial adver-
tising. Like taxable publishers of advertising, this association accepts advertis-
ing only from those who are willing to pay its prescribed rates. Although
continuing education of its members in matters pertaining to their profession
is one of the association’s exempt purposes, the publication of advertising
designed and selected in the manner of ordinary commercial advertising is not
an educational activity of the kind contemplated by the concept of tax exemp-
tion; it differs fundamentally from such an activity both in its governing objec-
tive and in its method. Accordingly, this association’s publication of
advertising does not contribute importantly to the accomplishment of its

218 14., Example (5).
29 14., Example (6).
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exempt purposes. Hence, the income it derives from advertising constitutes
gross income from an unrelated trade or business.??

Thus, the rules with respect to taxation of advertising revenue received by
tax-exempt organizations treat advertising as an exploitation of exempt publi-
cation activity.??! Another illustration of this exploitation rule is when access by
students to an educational institution’s athletic facilities is covered by a gen-
eral student fee. Outside use of the facilities may trigger the exploitation rule:
If separate charges for use of the facilities are imposed on students, faculty,
and outsiders, any unrelated income is a product of the dual-use rule.??

220 14, Example (7).

2l See § 6.5.

222 See, e.g., Priv. Ltr. Rul. 7823062. In general, see Cain, Marketing Activities in the Nonprofit Sector—Sector
Recent Lessons Regarding Tax Implications, 36 Amer. Bus. Law J. 349 (vol. 2, Winter 1999); Hansmann, Ka-
plan & Jett, Handling the UBIT Problems of Churches and Religious Organizations, 6 J. Tax. Exempt Orgs.
74 (no. 2, Sept./Oct. 1994); Tesdahl, Three Easy Ways to Avoid UBIT, 8 Exempt Org. Tax Rev. 937 (no. 5,
Nov. 1993); Gallagher III, The Taxation of Investments by Pension Funds and Other Tax-Exempt Entities, 67
Taxes 981 (no. 12, 1989); Jones, Shortway, & Borhorst, When Pension Trusts Participate: The Impact of the
Unrelated Business Income Rules, 5 Real Est. Fin. 91 (no. 2, 1988); Rosen, When Will Business Income of an
Organization Be Sheltered by Its Tax-Exempt Status?, 40 Tax’n for Accts. 222 (no. 4, 1988); Wittenbach &
Gallagher, The Tax Implications to Exempt Organizations of Six Income-Producing Activities, 16 Tax Adv. 170
(no. 3, 1985); Fant III, Doing Well While Doing Good, and the Pitfalls of the Unrelated Business Income Tax,
63 Taxes 862 (no. 12, 1985); Walter, Unrelated Business Income—Division, Characterization and Allocation,
19 Univ. of Miami Philip E. Heckerling Inst. on Est. Plan. 7 (1985); Kennedy, Considerations in the Determi-
nation of Tax on Unrelated Business Income, 15 Tax Ady. 342 (no. 6, 1984).

In recent years, there have been efforts to revise the statutory law concerning the taxation of unrelated busi-
ness income. In general, see Comment, Making Tax-Exempts Pay: The Unrelated Business Income Tax and
the Need for Reform, 4 Admin L.J. Am. U. 527 (Winter 1991); Owens, Current Developments in the Unrelated
Business Area—IRS Perspective, 4 Exempt Org. Tax Rev. 923 (no. 7, 1991); Sanders & Cobb, Impact of Pro-
posals to Revise the Unrelated Business Income Rules, 2 Exempt Org. Tax Rev. 694 (no. 6, 1990); Haley, The
Taxation of the Unrelated Business Activities of Exempt Organizations: Where Do We Stand? Where Do We
Seem to Be Headed?, 7 Akron Tax J. 61 (no. 2, 1990); Spitzer, Reform of the UBIT: An Open Letter to Con-
gress, 43 Tax Notes 195 (no. 2, 1989); Aprill, Lessons from the UBIT Debate, 45 Tax Notes 1105 (no. 9, 1989);
Turner & Lambert, Why the Furor over UBIT, 165 J. Acct. 78 (no. 5, 1988); Troyer, Changing UBIT: Congress
in the Workshop, 41 Tax Notes 1221 (no. 11, 1988); Kalick, Reorganizing for the UBIT, 41 Tax Notes 771 (no.
7A, 1988); Hasson, Jr., An Early Warning: UBIT Changes Ahead, 127 Trusts & Ests. 43 (no. 7, 1988).
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Pursuant to the general rules, an activity may constitute an unrelated business
that is regularly carried on,! yet the income generated by the activity may escape
federal taxation as unrelated business income pursuant to one or more statutory
exceptions. There are also statutory exceptions for certain forms of income.

There are two basic categories of these exceptions. Some of them appear in
the federal tax law concerning a variety of modifications (the subject of this
chapter). Others are formally denominated as exceptions.?

In determining unrelated business taxable income, gross income derived
from an unrelated trade or business is computed with certain modifications.> These
are rules pertaining to dividends, interest, revenue derived from loans of securi-
ties, amounts received or accrued as consideration for entering into agreements
to make loans, annuities, income from notional principal contracts, royalties, rent,
other investment income, capital gains, loan commitment fees, research income,

I'See ch. 2.
2 See ch. 4.
3IRC § 512(b).
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foreign source income, member income received by electric companies, gain on
the sale of certain brownfield sites, and certain income received by religious
orders. Various deductions and losses are also taken into account in this regard.
The facts and circumstances of each case determine whether a particular item
of income falls within any of these modifications. For example, a payment termed
rent by the parties may in fact amount to a return of profits by a person operating
the property for the benefit of a tax-exempt organization, or may constitute a
share of the profits retained by the organization as a partner or a joint venturer.

§3.1 PASSIVE INCOME IN GENERAL

The unrelated business rules were enacted principally to ameliorate the effects
of competition between tax-exempt organizations and for-profit (taxable) orga-
nizations by generally taxing the net income of exempt organizations from unre-
lated business activities.? The principle underlying this statutory scheme is that
the business endeavors must be active ones for competitive activity to result.
Correspondingly, income derived by a tax-exempt organization in a passive man-
ner generally is income that is not acquired as the result of competitive activity;
consequently, most forms of passive income paid to exempt organizations are
not taxed as unrelated business income.® Therefore, passive income—such as
dividends, interest, payments with respect to securities loans, annuities, royal-
ties, certain rents (generally of real estate), income from certain option-writing
activities, income from interest rate and currency swaps, income from equity
and commodity swaps, income from notional principal contracts and the like,
and gain from the disposition of capital property—is generally excluded from
unrelated business taxable income, taking into account deductions that are
directly connected to this type of income.”

The legislative history of these provisions indicates that Congress believed
that passive income used for exempt purposes should not be taxed under
these rules “because investments producing incomes of these types have long
been recognized as proper for educational and charitable organizations.”®
Thus, for example, a tax-exempt organization can capitalize a for-profit corpo-
ration without endangering the tax exemption of the organization; an exempt
organization can own all of the stock of a for-profit corporation without

4 Reg. § 1.512(b)-1, first paragraph.

5See § 1.6.

6 Two significant exceptions to this rule concern income from unrelated debt-financed property (see ch. 5) and
income from controlled subsidiaries (see ch. 8).

TIRC § 512(b)(1)=(3), (5); Reg. § 1.512(b)-1(a)—(d). In Louis W. Hill Family Found. v. United States, 347 F.
Supp. 1225, 1229 (D. Minn. 1972), the court concluded that “conducting a trade or business requires some
business activity beyond the mere receipt of profits.”

A U.S. Tax Court decision expanded the possibility that what once may have been considered a passive
activity will now be treated as an active business enterprise, by holding that nearly any activity engaged in for
the production of income (the expenses of which are deductible under IRC § 212) can be converted into a busi-
ness activity by the intensification of the taxpayer’s participation in the activity. Hoopengarner v. Comm’r, 80
T.C. 538 (1983). In general, Hopkins & Kaplan, Could Ditumno and Hoopengarner Result in Expanding the
Scope of Unrelated Business?,” 60 J. Tax’n 40 (no. 1, 1984).

8 H.R. Rep. No. 2319, 81st Cong., 2d Sess. 38 (1950). See also S. Rep. No. 2375, 81st Cong., 2d Sess. 30-31
(1950).
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endangering its tax exemption;’ the for-profit corporation can pay dividends
to the exempt organization without jeopardizing the tax exemption of the
exempt entity, and the dividend income received by the exempt entity will not
be taxable as unrelated income.!?

Tax-exempt organizations may receive forms of passive income that are
not strictly within the technical meaning of one of the specific terms referenced
in the passive income rules, yet are nonetheless outside the framework of unre-
lated business income taxation. Occasionally, however, the IRS takes the posi-
tion that the only items of income that can be regarded as passive income are
those specifically listed in the statutory modification rules. This has led to con-
flict, with the matter usually resolved in favor of tax-exempt organizations by
Congress, such as in the instances of the writing of options!! and the lending of
securities.!?

The legislative history of the unrelated business income tax provisions is
clear on the points that (1) Congress, in enacting these rules, did not intend
and did not authorize taxation of the passive income of tax-exempt organiza-
tions, and (2) a technical satisfaction of the definitional requirements of the
terms used in the passive income rules is not required. Thus, for example, the
Senate Finance Committee observed in 1950 that the unrelated business
income tax was to apply to “so much of . . . [exempt organizations’] income as
rises from active business enterprises which are unrelated to the tax exempt
purposes of the organizations.”!® This committee added: “The problem at
which the tax on unrelated business income is directed is primarily that of
unfair competition.”!* Speaking of the exclusion for passive sources of income,
the committee stated:

Dividends, interest, royalties, most rents, capital gains and losses and similar
items are excluded from the base of the tax on unrelated income because your
committee believes that they are “passive” in character and are not likely to
result in serious competition for taxable businesses having similar income.
Moreover, investment-producing incomes of these types have long been recog-
nized as a g)roper source of revenue for educational and charitable organizations
and trusts.’®

Therefore, it is unmistakable that passive income, regardless of type, is generally
excluded from unrelated business income taxation.'®

Iustration of the IRS acceptance of this viewpoint is the development of
regulations!” concerning the exclusion of income derived from certain notional

9 There are, however, special rules for private foundations in this regard. See Hopkins, The Law of Tax-Exempt
Organizations, Eighth Edition (John Wiley & Sons, 2003) [hereinafter Tax-Exempt Organizations] § 11.4(c);
Hopkins & Blazek, Private Foundations: Tax Law and Compliance, Second Edition (John Wiley & Sons,
2003) [hereinafter Private Foundations], ch. 7.

10 See, e.g., Priv. Ltr. Rul. 8244114. See ch. 8.

11 See text accompanied by supra note 7 and infra notes § 3.11.

12See § 3.4.

133, Rep. No. 2375, 81st Cong., 2d Sess. 27 (1950) (emphasis supplied).

4 1d. at 28.

15 Id. at 30-31 (emphasis supplied).

16 See also H.R. Rep. No. 2319, 81st Cong., 2d Sess. 36-38 (1950). This topic is pursued further in the context
of securities lending transactions (see § 3.4).

17 Reg. § 1.512(b)-1(a)(2).
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principal contracts'® and other forms of a tax-exempt organization’s ordinary
and routine investments.' This concept is also embedded in the evolution of the
rules concerning securities lending.?

The foregoing analysis notwithstanding, at least one component of this law
rejects the premise that, for an item of income to be excluded from unrelated
business income taxation (absent a specific statutory exclusion), it must be pas-
sive in nature. That is, there is a view that an item of income, once classified as
a royalty or other similar item, is excludable from unrelated income taxation
irrespective of whether it is passively derived.

Only the U.S. Tax Court has expressed this view, which arose in the course of
consideration of whether payments for the use of mailing lists and payments
from the operation of an affinity card program constitute excludable royalties.
This court held that if the arrangement is properly structured, mailing-list pay-
ments are royalties and thus excludable from unrelated business income taxation
even if they are not forms of passive income.?! The court also so held in the case
of affinity card program payments.?? The essence of this view is that although
Congress believed these types of income to be passive,? they need not necessarily
always be passive.?* Stated in the reverse, this view holds that a statutorily classi-
fied item of excludable income remains excludable from unrelated business
income taxation irrespective of whether the income is passive or is derived from
the active conduct of a trade or business. The validity of this view was, however,
substantially eroded by a subsequent appellate court opinion.?®

§3.2 DIVIDENDS

Dividends paid to a tax-exempt organization generally are not taxable as unre-
lated business income.? Basically, a dividend is a share allotted to each of one
or more persons who are entitled to share in the net profits generated by a
business undertaking, usually a corporation; it is a payment out of the payor’s
net profits.

There are some exceptions to this exclusion, principally concerning divi-
dends that are unrelated debt-financed income? and those that are from con-
trolled foreign offshore insurance cap’cives.28 Generally, however, dividends
paid to tax-exempt organizations from controlled corporations are not taxable.?

18 Reg. § 1.512(b)-1(a)(1).

191d.§3.9

20 See § 3.4.

21 Sjerra Club, Inc. v. Comm’r, 65 T.C.M. 2582 (1993); Disabled Am. Veterans v. Comm’r, 94 T.C. 60 (1990),
rev’d on other grounds, 942 F.2d 309 (6th Cir. 1991).

22 Sierra Club, Inc. v. Comm’r, 103 T.C. 307 (1994). See § 3.7.

23 See text accompanied by supra note 6.

24 This view is based on additional language in the committee reports indicating that the exception for dividends,
interest, annuities, royalties, and the like “applies not only to investment income [a concept broader than pas-
sive income], but also to such items as business interest on overdue open accounts receivable.” S. Rep. No.
2375, 81st Cong., 2d Sess. 108 (1950); H.R. Rep. No. 2319, 81st Cong., 2d Sess. 110 (1950).

2 See text accompanied by infra notes 78-80.

2 IRC § 512(b)(1); Reg. § 1.512(b)-1(a)(1).

2TIRC § 512(b)(4); Reg. § 1.512(b)-1(a)(2), (k). See ch. 5.

2 See § 3.15.

¥ See § 8.8(b).
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§3.3 INTEREST

Interest paid to a tax-exempt organization generally is not taxable as unrelated
business income.* Basically, the term interest is defined as compensation that
one person (debtor) pays to another person (creditor) for the use or forbearance
of money.! Similarly, interest is defined in the income tax regulations, for per-
sonal holding company income purposes, as amounts received for the use of
money loaned.®

The IRS set forth criteria for use in determining whether a debtor-creditor
relationship exists for the purpose of treating as interest certain loan processing
fees (commonly known as points) paid by a mortgagor-borrower as compensa-
tion to a lender solely for the use or forbearance of money. The agency held that
when the taxpayer can establish that the fee is paid as compensation to the
lender solely for the use or forbearance of money, the fee is considered to be
interest. The agency did not find it necessary that the parties to the transaction
label a payment made for the use of money as interest for that payment to be
treated as interest. For these fees to be treated as interest, however, the fees must
not have been paid for any specific services that were performed or will be per-
formed in connection with the loan. For example, interest would not include
separate charges made for investigating the prospective borrower and the bor-
rower's security, closing costs of the loan, papers prepared in connection with
the transaction, or fees paid to a third party for servicing and collecting the
loan.*® Also, even when service charges are not stated separately on a borrower's
account, interest cannot include amounts attributable to these services.?* The IRS
applied these principles of law in ruling that services fees received by a tax-
exempt organization from mortgage loans do not constitute interest for pur-
poses of the unrelated business income tax exclusion for interest income.?

There are some exceptions to this exclusion, principally interest that is unre-
lated debt-financed income® and that is paid by a controlled corporation.’’

The IRS issues private letter rulings as to what constitutes excludable
interest in this context.®

§3.4 SECURITIES LENDING INCOME

Qualified payments with respect to loans of securities are generally excluded
from unrelated business income taxation.” These amounts are not excluded
from this tax, however, if they constitute unrelated debt-financed income.*

O IRC § 512(b)(1); Reg. § 1.512(b)-1(a)(1).

31 Deputy v. du Pont, 308 U.S. 488, 498 (1940).
2 Reg. § 1.543-1(b)(2).

3 Rev. Rul. 69-188, 1969-1 C.B. 54.

3 Rev. Rul. 67-297, 1967-2 C.B. 87.

35 Rev. Rul. 79-349, 1979-2 C.B. 233.

3 IRC § 512(b)(4); Reg. § 1.512(b)-1(a)(2), (k). See ch. 5.
3T Reg. § 1.512(b)-1(a)(2). See § 8.8(b).

38 E.g., Priv. Ltr. Rul. 9108021.

¥ IRC § 512(b)(1); Reg. § 1.512(b)-1(a)(1).

40 Reg. § 1.512(b)-1(a)(2). See ch. 5.
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MODIFICATIONS

This exclusion is available for the lending of securities to a broker and the
return of identical securities. For this nontaxation treatment to apply, the secu-
rity loans must be fully collateralized and must be terminable on five business
days’ notice by the lending organization. Additionally, an agreement between
the parties must provide for reasonable procedures to implement the bor-
rower’s obligation to furnish collateral to the lender with a fair market value
on each business day the loan is outstanding in an amount at least equal to the
fair market value of the security at the close of business on the preceding day.*!

In the typical securities lending transaction involving a tax-exempt organi-
zation, the exempt organization lends securities (stocks and bonds) from its
investment portfolio to a brokerage house, to enable the broker to effect delivery
of the securities to cover either a short sale or a failure to receive equivalent secu-
rities. In this type of transaction, the broker receiving the certificates posts cash
collateral with the lending institution in an amount equal to or exceeding the
then-fair market value of the particular securities. This collateral may be avail-
able to the lending organization in the interim for the purpose of short-term
investment as it deems appropriate.

Under this arrangement, either the lending tax-exempt organization or the
broker can terminate the lending relationship by giving notice. In this instance,
the broker becomes obligated to return the identical securities to the exempt
organization, which has retained beneficial ownership of them, and the organi-
zation becomes obligated to return the collateral to the broker. In the event of
default by the broker, the organization is required to use the collateral to pur-
chase replacement securities and has a claim against the borrowing broker for
any deficiency. Any excess funds derived in the process of securing replace-
ment securities must be returned to the broker. Thus, the concept is that the
exempt organization’s portfolio position should not be improved by virtue of
any default by a broker-borrower. An amount equivalent to any dividend or
interest that comes due during the course of the lending period must be paid
by the broker to the organization, whether or not the broker holds the securi-
ties. The brokerage house also pays the lending organization compensation for
entering into the arrangement, either as a predetermined premium computed
as a percentage of the value of the loaned securities or, as noted, by allowing
the organization to invest the collateral and retain the income.*

A threshold issue in the federal tax context was whether this type of a securi-
ties lending arrangement constituted a business.* The management of an invest-
ment portfolio comprised wholly of the manager’s own securities does not
constitute the conduct of a trade or business. For example, the U.S. Supreme Court
held that the mere keeping of records and collection of interest and dividends
from securities, through managerial attention to the investments, is not the opera-
tion of a business.** On that occasion, the Court sustained the government’s posi-
tion that “mere personal investment activities never constitute carrying on a trade

HIRC § 512(a)(5).

42 An IRS private letter ruling illustrated a qualified securities lending program involving a private foundation.
Priv. Ltr. Rul. 200501017.

4 See §2.2.

4 Higgins v. Comm’r, 312 U.S. 212 (1941).
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or business.”® Subsequently, the Court stated that “investing is not a trade or
business.”* Likewise, a federal court of appeals observed that the “mere manage-
ment of investments . . . is insufficient to constitute the carrying on of a trade or
business.”# Investment activities by a tax-exempt organization for its own benefit
thus do not constitute business undertakings in the unrelated business context.*® It
is settled that mere recordkeeping and income collection for an exempt organiza-
tion’s own investments are not activities regarded as the carrying on of a busi-
ness.”

Until late in 1977, when an IRS private letter ruling was issued to a tax-exempt
college, it was not clear whether the agency would regard the practice of securities
lending as a trade or business. The IRS’s initial position was that the activity was
an unrelated business.*® When it became clear to the agency that the matter was
going to be resolved in favor of the tax-exempt organizations community by legis-
lation, the IRS attempted to preclude the legislation by issuing a ruling in 1978
that securities lending by exempt organizations is a form of “ordinary or routine
investment activities” and thus not a business.”® This ploy failed; Congress
adopted the legislation® notwithstanding promulgation of the favorable ruling.

It seems clear, nonetheless, based on the state of the law before 1978, that the
interest earned by the lending organization on the collateral, and the interim
dividend and interest payments, were excludable from treatment as unrelated
business income.* The accepted rule is that the amounts received through inde-
pendent investment are characterized in accordance with the nature of the
investment. Therefore, the income derived from an investment of such collateral
by an exempt organization in bank certificates of deposit or a form of short-term
investment was without question excludable interest. Similarly, an investment of
the collateral by the organization in stocks or bonds unquestionably produced
excludable dividends or interest.

The amounts paid by the brokers to a lending tax-exempt organization for any
dividends or interest earned by the loaned securities were excludable from unre-
lated business income. Certainly, the dividends or interest, if paid to the exempt
organization while it was in physical possession of the certificates or comparable
investment vehicle, were excluded from unrelated business income taxation by
virtue of these rules. It would have exalted form over substance to treat the pass-
through payments from the broker for dividends and interest any differently. The
essence of the transaction should have prevailed®—and ultimately it did.

4 Id. at 215. The issue in this context was whether the activity was a business for purposes of the business ex-
pense deduction rules (IRC § 162).

4 Whipple v. Comm’r, 373 U.S. 193, 202 (1963).

47 Continental Trading, Inc. v. Comm’r, 265 F.2d 40, 43 (9th Cir.), cert. denied, 361 U.S. 827 (1959).

8 See § 2.2(d).

4 E.g., Moller v. United States, 721 F.2d 810 (Fed. Cir. 1983) (holding that investment activities in a home office
do not constitute a business).

0 See Stern & Sullivan, Exempt Organizations Which Lend Securities Risk Imposition of Unrelated Business
Tax, 45 J. Tax’n 240 (1976).

ST Rev. Rul. 78-88, 1978-1 C.B. 163.

32 See supra note 41.

33 See §§ 3.2,3.3.

54 McBride v. Comm’r, 44 B.T.A. 273 (1941); Kell v. Comm’r, 31 B.T.A. 212 (1934); Peck v. Comm’r, 31
B.T.A. 87 (1934), aff’d, 77 F.2d 857 (2d Cir. 1935), cert. denied, 296 U.S. 625 (1935).
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As noted, the term interest is generally defined as compensation paid for the
use or forbearance of money.®® In a securities lending transaction, the income
received by the organization derives from an arrangement involving the use of
property. Courts have, however, utilized another definition of interest, that being
an amount paid that is contingent on having some relationship to an indebted-
ness.*® The term indebtedness has been defined as something owed in money that
a person is unconditionally obligated to repay, the payment of which is enforce-
able.”” Therefore, these amounts paid by brokers to an exempt organization con-
stitute interest, inasmuch as they are amounts paid in conjunction with an
enforceable indebtedness (namely, the broker’s obligation to return the securities
or, in lieu thereof, forfeit the collateral).

Even if these payments were not regarded as interest, they nonetheless
retained their character as dividends, interest, or another form of passive
income for purposes of the exclusion. In the securities lending transaction, the
income paid to the lending organization by brokers need not lose its character
as dividends or interest. For example, the IRS in a ruling distinguished between
sale-and-purchase transactions and loan transactions. The facts underlying this rul-
ing were that bank customers “sold” securities to a bank in return for loans
from the bank, agreeing to “repurchase” the identical securities at the close of
the loan period. The agency ruled that this transaction did not amount, in law,
to a sale or exchange, but was instead a loan of money upon collateral security
(that is, the securities).”®

The pertinence of this ruling is enhanced by the fact that the securities in
question were state or municipal bonds, the interest of which is exempt from
federal income taxation.”” At issue was the appropriate party to have the benefit
of this exclusion: the lender-customer or the borrower-bank. Concurrent with its
finding that the transaction was a loan and not a sale, the IRS ruled that the tax-
exempt interest is the income of the customer who tendered the securities to the
bank for collateral and that the bank was not entitled to treat the interest paid by
customers as exempt from tax.®’

The analogy between the facts of this ruling and the securities lending
transaction is unmistakable. Just as the bank in that ruling was unable to treat
customer-paid interest as tax-exempt income, and had to associate that tax fea-
ture with its customers” holdings, so too are the broker-paid amounts to exempt
organizations properly treated as dividends or interest (as the case may be) to
them, rather than as dividends or interest paid to the broker. This parallel in the
transactions was underscored by the IRS’s characterization of the transaction as
a loan rather than a sale or exchange, which is the correct portrayal to be given

3 See § 3.3, text accompanied by note 31.

% Comm’r v. Wilson, 163 F.2d 680 (9th Cir. 1947), aff’g 5 T.C.M. 647 (1946), cert. denied, 332 U.S. 842 (1947);
Comm’r v. Park, 113 F.2d 352 (3d Cir. 1940), aff’g 38 B.T.A. 1118 (1938).

57 Gilman v. Comm’r, 53 F.2d 47 (8th Cir. 1931).

% Rev. Rul. 74-27, 1974-1 C.B. 24.

¥ IRC § 103.

60 In regard to this position, the IRS relied on First Am. Nat’] Bank of Nashville v. United States, 467 F.2d 1098
(6th Cir. 1972), and Am. Nat’l Bank of Austin v. United States, 421 F.2d 442 (5th Cir.), cert. denied, 400 U.S.
819 (1970).
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the organization’s transactions with brokers. It is the exempt organization, not
the broker, that retains the debt or equity position in the issuer-corporation.

The courts have recognized the concept of equivalency payments, with the
result that such payments are regarded as dividends, interest, or the like even
though the technical elements of the definitions of those terms may not be wholly
satisfied. As an illustration, a federal court of appeals, in characterizing oil and
gas lease bonus payments as passive income for personal holding company pur-
poses, concluded that the payments were a “hybrid category of income not
expressly provided for in the statute, which, as a matter of semantics, is not
clearly either rent or royalty” and decided that, “[b]ecause it seems to us that the
type of lease bonus here under consideration is precisely the sort of passive
investment income with which the statute is concerned . . . we have no doubt that
the lease bonus falls within one category or another.”®! Similarly, the income
received by exempt organizations from brokers in securities lending transactions,
reflecting dividends or interest paid by the issuer, is properly regarded as divi-
dends or interest for these purposes—even if it is treated as a hybrid category of
income that does not fully meet all the semantic definitional requirements.

It was not necessary, however, for unrelated business law purposes, to
resolve the question of whether a pass-through theory was pertinent. This is
because, irrespective of whether the payments are to be considered dividends or
interest by virtue of an equivalency approach, they should nonetheless have
been so characterized for purposes of the unrelated business income rules. That
is, regardless of the availability of a pass-through rationale, payments by brokers
to exempt lending organizations are still appropriately characterized as coming
within the exclusion for passive income.

The monies paid by the brokers to exempt organizations perhaps may not
satisfy the precise doctrinal requirements of the terms used in these rules, such
as interest or dividends. Nonetheless, these monies clearly constitute passive
income to the organization and accordingly warrant treatment as being within
the scope of the intentions underlying the exclusions. It may be technically
advanced, as noted, that payments by borrowing brokers to a tax-exempt orga-
nization cannot qualify as interest, inasmuch as the payments are made for the
use of securities, which are property, not money. These payments technically
may not constitute rent, either, because the securities recovered by an exempt
organization are different from those that were borrowed, the right to sell the
property becomes vested in the borrower, and the borrower has the authority to
sell the securities—features of a transaction usually antithetical to the typical
lease arrangement.62 Nonetheless, the strict definitional classifications of the
types of passive income are not dispositive of questions as to their treatment in
relation to the unrelated business rules. Rather, “[w]hether a particular item of
income falls within any of the modifications . . . shall be determined by all of the
facts and circumstances of each case.”®

61 Bayou Verret Land Co. v. Comm’r, 450 F.2d 840, 855, 854 (5th Cir. 1971), rev’g & rem’g 52 T.C. 971 (1970).
02 See § 3.8(a).
63 Reg. § 1.512(b)-1. See § 3.1, text accompanied by note 16.
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In this factual setting, the income generated by the typical securities lending
transaction is clearly passive in nature, thereby warranting treatment as being
encompassed by the modifications. That is, from the standpoint of the tax-
exempt lending organization, no additional activity is needed to procure the
income (the only activity is the investment effort in entering into the contracts
with brokers) and the amount of income is essentially the same (albeit from a
different source).

The validity of the foregoing analysis is borne out by the line of law hold-
ing that payments made by a broker-borrower in a securities lending transac-
tion are the functional equivalent of interest paid in connection with a business
loan and therefore are deductible by the broker as an ordinary and necessary
business expense. Thus, it was held that a taxpayer, which was engaged in
extensive short-sales transactions, properly deducted the payments to the
lender, which were amounts equal to dividends declared during the period the
seller was short, as business expenses.64 Similarly, on like facts, a court first
noted that interest is an amount having some relationship to an indebtedness, in
turn defined as “something owed in money which one is unconditionally obli-
gated or bound to pay, the payment of which is enforceable.”% Realizing that a
securities transaction such as the one under examination necessarily involves a
borrower and a lender, the court concluded that “payment of the dividend
here represents a sum of money unconditionally owed by the borrower to the
lender of stock; it arises out of the relationship of debtor and creditor and is a
customary expense in a ‘short’ sale incident to obtaining and using the stock”
and is “ordinary and necessary in this type of transaction.”®

The IRS’s acceptance of this rationale was memorialized in a ruling involv-
ing an investor who paid loan premiums and amounts equal to cash dividends
to the lenders of securities to the investor. The dividend equivalency and other
payments were ruled by the agency to be deductible under these rules.®

Therefore, the correct conclusion in this regard—even if securities lending is
regarded as a trade or business and even if this matter had not been rectified by
statute—would be treatment of the brokers’ payments to the lending tax-exempt
organization as dividends or interest. Such payments would be excludable from
unrelated business income taxation by operation of the rules encompassing pas-
sive income, or as income items so functionally equivalent to interest and divi-
dends by virtue of their nature as passive income as to be similarly excludable.

§3.5 CERTAIN CONSIDERATION

Amounts received or accrued as consideration for entering into agreements to
make loans are excluded from unrelated business income taxation.®® This exclu-
sion is not available when the income is unrelated debt-financed income.®’

% Comm’r v. Wiesler, 161 F.2d 997 (6th Cir. 1947), aff’'g 6 T.C. 1148 (1946), cert. denied, 322 U.S. 842 (1947).
% Comm’r v. Wilson, 163 F.2d 680, 682 (9th Cir. 1947).

0 1d.

7 Rev. Rul. 72-521, 1972-2 C.B. 178.

8 IRC § 512(b)(1).

9 IRC § 512(b)(4); Reg. § 1.512(b)-1(k). See ch. 5.
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§3.6 ANNUITIES

Income received by a tax-exempt organization as an annuity generally is not tax-
able as unrelated business income.” Basically, an annuity is an amount of money,
fixed by contract between the annuitor and the annuitant, that is paid annually,
either in one sum or in installments (such as semiannually or quarterly).

This exclusion is not available when the income is unrelated debt-financed
income’! or is from a controlled corporation.”?

§3.7 ROYALTIES

Generally, a royalty, including an overriding royalty,”® paid to a tax-exempt orga-
nization is excludable from unrelated income taxation.”

Basically, a royalty is a payment for the use of a valuable intangible right, such
as a trademark, trade name, service mark, logo, or copyright, regardless of whether
the property represented by the right is used; royalties also include the right to a
share of production reserved to the owner of property for permitting another to
work mines and quarries or to drill for oil or gas.”” Royalties have also been charac-
terized as payments that constitute passive income, such as the compensation paid
by a licensee to the licensor for use of the licensor’s patented invention.”

It was the stance of the U.S. Tax Court that a royalty, excludable from unre-
lated business income taxation, is a payment (income) for the use of valuable
intangible property rights, irrespective of whether the income was passive.”” A
federal appellate court, however, is of the view that the Tax Court’s definition of
the term royalty is overly broad, in that a royalty “cannot include compensation
for services rendered by the owner of the property.”’8 This position, then, is a
compromise between the approach of the Tax Court and that of the IRS on the
point. Thus, the appellate court wrote that, to the extent the IRS “claims that a
tax-exempt organization can do nothing to acquire such fees [to have the income
regarded as an excludable royalty],” the agency is “incorrect.””” Yet, the court
continued, “to the extent that . . . [the exempt organization involved] appears to
argue that a ‘royalty’ is any payment for the use of a property right—such as a
copyright—regardless of any additional services that are performed in addition
to the owner simply permitting another to use the right at issue, we disagree.”

Thus, despite the exclusion for royalty income, it is the IRS’s position that mon-
ies will be taxed, even if they are characterized by the parties as royalties, when the

TOIRC § 512(b)(1); Reg. § 1.512(b)-1(a)(1).

THIRC § 512(b)(4); Reg. § 1.512(b)-1(a)(1). See ch. 5.

72 Reg. § 1.512(b)-1(a)(2); Reg. § 1.512(b)-1(k). See § 8.8(b).

73 A discussion of the addition of this term appears in J.E. & L.E. Mabee Found., Inc. v. United States, 533 F.2d
521 (10th Cir. 1976), aff’g 389 F. Supp. 673 (N.D. Okla. 1975).

T RC § 512(b)(2); Reg. § 1.512(b)-1(b).

73 E.g., Fraternal Order of Police III State Troopers Lodge No. 41 v. Comm’r, 833 F.2d 717, 723 (7th Cir. 1987).

76 Disabled Am. Veterans v. United States, 650 F.2d 1178, 1189 (Ct. Cl. 1981).

7T Sjerra Club, Inc. v. Comm’r, 103 T.C. 307, 337 (1994); Sierra Club, Inc. v. Comm’r, 65 T.C.M. 2582,
2586-2588 (1993); Disabled Am. Veterans v. Comm’r, 94 T.C. 60, 70 (1990).

78 Sierra Club, Inc. v. Comm’r, 86 F.3d 1526, 1532 (9th Cir. 1996).

" Id. at 1535.

80 1d.
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tax-exempt organization is actively involved in the enterprise that generates the
revenue, such as through the provision of services.®! Frequently, the IRS will view
the relationship between the parties as that of partners or joint venturers.? A com-
mon instance of this treatment is the agency’s insistence that the funds an exempt
organization receives for an endorsement are taxable, whereas the organization
asserts that the monies are royalties for the use of its name and logo.#> An approach
to resolution of this issue is to make partial use of the royalty exclusion by means of
two contracts: one for the taxable services and one for the royalty arrangement.?*

Additional litigation has somewhat transformed the IRS’s stance in this
regard. This process began when an appellate court ruled that a tax-exempt
organization could treat income as a royalty even when the organization pro-
vided some services.® It was furthered when the Tax Court held that revenue
was royalty income under this new definition.¢ The IRS’s position further
eroded when the Tax Court subsequently held, in two decisions, that mailing-list
rental payments qualified as royalties.’” The coup de grace for the government’s
stance probably came when two other appellate court opinions on the subject of
royalty income went against it.®

By the close of 1999, the IRS realized that this series of defeats was insur-
mountable—that the courts were not going to accept its interpretation of the
scope of the tax-excludable royalty. The IRS National Office, late that year,
communicated with its exempt organizations specialists in the field, essen-
tially capitulating on the point; a memorandum distributed to them stated
bluntly that cases should be resolved “in a manner consistent with the existing
court cases.”® This memorandum added that “it is now clear that courts will
continue to find the income [generated by activities such as mailing-list rentals
and affinity card programs] to be excluded royalty income unless the factual
record clearly reflects more than unsubstantial services being provided.” The
agency highlighted two factors as establishing nontaxable royalty income:
when the exempt organization’s involvement is “relatively minimal,” and

81 E.g., Nat’]l Water Well Ass’n, Inc. v. Comm’r, 92 T.C. 75 (1989).

82 F ¢., Tech. Adv. Mem. 9509002.

8 E.g., Priv. Ltr. Rul. 9450028.

8 There is support for this approach in Texas Farm Bureau, Inc. v. United States, 53 F.3d 120 (5th Cir. 1995), in
which the contracts involved did not expressly cast the revenues at issue as royalties.

85 See text accompanied by supra notes 78-80.

86 Sierra Club, Inc. v. Comm’r, 77 T.C.M. 1569 (1999). This case was heard on remand; the first decision is the
subject of supra note 77. In general, Tsilas, Sierra Club, Inc. v. Comm’r: Why Is the IRS Continuing to Fight
a Losing Battle?, 24 Exempt Orgs. Tax Rev. 487 (no. 3, June 1999); Lauber & Mayer, Tax Court Rules (Again)
on Sierra Club Affinity Card Income, 24 Exempt Orgs. Tax Rev. 311 (no. 2, May 1999).

87 Common Cause v. Comm’r, 112 T.C. 332 (1999); Planned Parenthood Fed’n of Am., Inc. v. Comm’r, 77
T.C.M. 2227 (1999). See also Miss. State Univ. Alumni, Inc. v. Comm’r, 74 T.C.M. 458 (1999).

8 Or. State Univ. Alumni Ass’n, Inc. v. Comm’r, 193 F.3d 1098 (9th Cir. 1999), aff’¢ Alumni Ass’n. of Univ.
of Or., Inc. v. Comm’r, 71 T.C.M. 1935 (1996) and 71 T.C.M. 2093 (1996).

8 Memorandum from Jay H. Rotz, IRS Exempt Organizations Division, National Office, dated Dec. 16, 1999.
This is not to say that the government loses every case on this point. When the tax-exempt organization par-
ticipates in and maintains control over significant aspects of the activities that generate the income, the courts
will reject the contention that the revenue is an excludable royalty. See, e.g., Ark. State Police Ass’n, Inc. v.
Comm’r, 81 T.C.M. 1172 (2001), aff’d, 282 F.3d 556 (8th Cir. 2002). In general, Light, Denial of the Royalty
Exclusion Because of Excessive Participation in Arkansas State Police Association v. Comm’r, 55 Tax Law.
351 (no. 1, Fall 2001).

H 62 n



§3.7 ROYALTIES

when the exempt organization “hired outside contractors to perform most ser-
vices associated with the exploitation of the use of intangible property.”®

Earlier, the U.S. Tax Court held that a tax-exempt organization’s income from
the rental of mailing lists was not taxable, because it was properly characterized
as royalties, notwithstanding the extent of activities the organization engaged in
to preserve and enhance the list.”! The court seemed to state that it was irrele-
vant, in this setting, whether the royalty income was passive. The court appar-
ently acknowledged that the organization’s active endeavors were activities to
preserve and enhance the asset (maintain the list) rather than the provision of
services to others in connection with rental activities. On appeal, however, it was
held that the organization was collaterally stopped from bringing the case in the
first instance, in that the same issue had been litigated previously.”

Mineral royalties, whether measured by production or by gross or taxable
income from the mineral property, are excludable by a tax-exempt organiza-
tion in computing unrelated business taxable income. When however, an
exempt organization owns a working interest in a mineral property, and is not
relieved of its share of the development costs by the terms of any agreement
with an operator, income received from the interest is not excludable from
unrelated business income taxation.”® The holder of a mineral interest is not
liable for the expenses of development (or operations) for these purposes
when the holder’s interest is a net profit interest not subject to expenses that
exceed gross profits. Thus, an exempt university was ruled to have excludable
royalty interests, because the interests it held in various oil- and gas-producing
properties were based on the gross profits from the properties reduced by all
expenses of development and operations.’*

The foregoing reference to development costs is for purposes of illustration.
The concept also extends to operating costs because, to be an excludable royalty
interest, income received from a mineral lease by an exempt organization must
be free of both types of cost.”

The IRS ruled that patent development and management service fees,
deducted from royalties collected from licensees by a tax-exempt charitable
organization for distribution to the beneficial owners of the patents, were not
within this exception for royalties. The agency said that “although the amounts

9 An issue under consideration at the IRS is whether there should be an allocation of a single payment between
compensation for the use of intangible property and compensation for more than insubstantial services.

91 Disabled Am. Veterans v. Comm’r, 94 T.C. 60 (1990). In general, see Sperzman & Washlick, Mailing Lists
Revisited: The Disabled American Veterans in Tax Court, 47 Tax Notes 1377 (no. 11, 1990).

%2 Disabled Am. Veterans v. Comm’r, 942 F.2d 309 (6th Cir. 1991). This previous litigation is reflected in Dis-
abled Am. Veterans v. United States, 650 F.2d 1178 (Ct. CL 1981), aff’d & remanded, 704 F.2d 1570 (Fed.
Cir. 1983). In general, Schadler, The Courts Point the Way to Royalty Treatment for UBIT Purposes, 9 J. Tax
Exempt Orgs. 244 (no. 6, May/June 1998); Elfenbein & Crigler, Sierra Club Provides Trailmarks for Royal-
ties, 8 J. Tax Exempt Orgs. 99 (Nov./Dec. 1996); Cerny & Lauber, Ninth Circuit Rules on Sierra Club Mailing
List and Affinity Card Income, 14 Exempt Orgs. Tax Rev. 255 (no. 2, Aug. 1996); Desilets, Jr., Payments Re-
ceived for Use of an Exempt Organization’s Name and Logo: Royalties or UBIT?, 13 Exempt Orgs. Tax. Rev.
147 (Jan./Feb. 1996); Kirschten & Brown, The IRS Narrows the UBIT Royalty Exclusion, 1 J. Tax Exempt
Orgs. 20 (Spring 1989).

9 Reg. § 1.512(b)-1(b).

%4 Priv. Ltr. Rul. 7741004

% Rev. Rul. 69-179, 1969-1 C.B. 158.
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paid to the [exempt] organization are derived from royalties, they do not retain
the character of royalties in the organization’s hands” for these purposes.”® By
Contrast, the IRS decided that income derived by an exempt organization from
the sale of advertising in publications produced by an independent firm was
properly characterized as royalty income.” Likewise, the agency determined
that amounts received from licensees by an exempt organization, which was the
legal and beneficial owner of patents assigned to it by inventors for specified
percentages of future royalties, constituted excludable royalty income.”® Simi-
larly, federal court of appeals held that income consisting of 100 percent of the
net profits in certain oil properties, received by an exempt organization from two
corporations controlled by it, constituted income from overriding royalties and
thus was excluded from unrelated business income taxation.”

A matter of concern to the IRS was the proper tax treatment of payments to a
tax-exempt organization, the principal purpose of which is the development of a
U.S. team for international amateur sports competition, in return for the right to
commercially use the organization’s name and logo. The organization entered into
licensing agreements that, in consideration of the annual payment of a stated sum,
authorized use of the organization’s name and logo in connection with the sale of
products. The IRS’s initial position was that, to be characterized as royalties and
thus be excludable from unrelated income taxation, payments must be measured
according to the use made of a valuable right be characterized as royalt and.
agency became sufficiently persuaded, on the basis of case-law precedent,'® that
fixed-sum payments for the right to use an asset qualify as excludable royalties,
although it continues to adhere to the position that absent the statutory exclusion,
the income would be taxable as being from an unrelated trade or business.'"!

Subsequently, the IRS ruled that certain payments a labor organization
received, from various business enterprises, for the use of its trademark and sim-
ilar properties were excludable royalties.!? It reached this conclusion notwith-
standing the facts that the organization retained the right to approve the quality
or style of the licensed products and services, and that the payments were some-
times set as flat annual amounts.!®

Of all of the exclusions from unrelated business income taxation that are
available by reason of the modifications, the exclusion for royalties is the most

% Rev. Rul. 73-193, 1973-1 C.B. 262, 263.

%7 Tech. Adv. Mem. 7926003.

% Rev. Rul. 76-297, 1976-2 C.B. 178.

9 United States v. Robert A. Welch Found., 334 F.2d 774 (5th Cir. 1964), aff’'g 228 F. Supp. 881 (S.D. Tex.
1963). The IRS refused to follow this decision; Rev. Rul. 69-162, 1969-1 C.B. 158. In general, Holloman, Are
Overriding Royalties Unrelated Business Income?, 24 Oil & Gas Tax Q. 1 (1975).

100 Comm’r v. Affiliated Enters., Inc., 123 F.2d 665 (10th Cir. 1941), cert. denied, 315 U.S. 812 (1942). See also
Comm’r v. Wodehouse, 337 U.S. 369 (1949); Rohmer v. Comm’r, 153 F.2d 61 (2d Cir. 1946), cert. denied,
328 U.S. 862 (1946); Sabatini v. Comm’r, 98 F.2d 758 (2d Cir. 1938).

101 Priy. Ltr. Rul. 8006005.

102 Rev. Rul. 81-178, 1981-2 C.B. 135. By contrast, other payments were held not to be royalties because the per-
sonal services of the organization’s members were required.

103 The IRS cited the following authority for its conclusion: Uhlaender v. Henrickson, 316 F. Supp. 1277 (D.
Minn. 1970); Cepeda v. Swift & Co., 415 F.2d 1205 (8th Cir. 1969); Comm’r v. Wodehouse, 337 U.S. 369
(1949); Rohmer v. Comm’r, 153 F.2d 61 (2d Cir. 1946); Comm’r v. Affiliated Enters., Inc., 123 F.2d 665 (10th
Cir. 1941); Sabatini v. Comm’r, 98 F.2d 758 (2d Cir. 1938).
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versatile from a planning standpoint. There is not much flexibility in the terms
dividend, interest, and annuity, but the term royalty is sufficiently supple that an
exempt organization often can convert what would otherwise be unrelated busi-
ness income into excludable royalties. For example, instead of publishing and
selling a book in a commercial manner directly (an unrelated business that is
regularly carried on), an exempt organization can transfer the processes to a
publishing company and receive nontaxable royalties.!%

The IRS issues private letter rulings as to what constitutes excludable royalties
in this context.!®

Unrelated debt-financed income is not subject to this exclusion,!% nor is roy-
alty income from a controlled corporation.'?”

§3.8 RENT

An exclusion from unrelated business income taxation is available with respect
to certain rents.!® The primary exclusion is for rents from real property.'”

(a) General Rules

Rent is a form of income paid for the occupation or other use of property. In
general, this exclusion is available for rental income when the tax-exempt orga-
nization is not actively involved in the enterprise that generates the revenue,
such as through the provision of services for the convenience of tenants. Pay-
ments for the use or occupancy of entire private residences or living quarters in
duplex or multiple housing units, of offices in any office building, and the like
are generally considered as excludable rent.!!?

The exclusion from unrelated business taxable income for rents is sometimes
misunderstood, inasmuch as not all income labeled rent qualifies for the exclu-
sion. When a tax-exempt organization carries on activities that constitute an
activity carried on for trade or business, even though the activities involve the
leasing of real estate, the exclusion will not be available.!! Thus, payments for
the use or occupancy of rooms and other space where services are also rendered
to the occupant do not constitute excludable rent. Such disqualifying services
include the use or occupancy of rooms or other quarters in hotels, boarding
houses, or apartment houses furnishing hotel services; or in tourist camps or
tourist homes, motor courts, or motels; or for the use or occupancy of parking
lots, warehouses, or storage garages.

Generally, services are considered rendered to the occupant if they are prima-
rily for the occupant’s convenience and are other than those services usually or

104 Rev. Rul. 69-430, 1969-2 C.B. 129.

105 E.g., Priv. Ltr. Rul. 8708031.

106 TRC § 512(b)(4); Reg. § 1.512(b)-1(b); Reg. § 1.512(b)-1(k). See ch. 5.

107 Reg. § 1.512(b)-1(b). See § 8.8(b). In general, Izuel & Park, The Application of the Royalty and Volunteer Ex-
ceptions to Unrelated Business Taxable Income, 44 Exempt Orgs. Tax Rev. 299 (no. 3, June 2004).

18 TRC § 512(b)(3); Reg. § 1.512(b)-1(c)(2).

19 IRC § 512(b)(3)(A)().

110 Reg. § 1.512(b)-1(c)(5).

' Tn general, the rental of real estate constitutes the carrying on of a trade or business. (e.g., Hazard v. Comm’r,
7 T.C. 372 (1946).
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customarily rendered in connection with the rental of rooms or other space for
occupancy only. The supplying of maid service, for example, constitutes such
service. By contrast, an exempt organization may retain the benefit of the exclu-
sion if it performs normal maintenance services, such as the furnishing of heat,
air conditioning, and light; the cleaning of public entrances, exits, stairways,
and lobbies; the collection of trash; and the like. When an exempt organization
undertakes functions beyond these maintenance services, the payments will
not be considered as being from a passive source, but instead are treated as
coming from an unrelated trade or business (assuming that the activity is regu-
larly carried on and is not substantially related to the organization’s tax-
exempt purposes).!!?

Thus, for example, a tax-exempt organization that allowed use of its hall for
a fee, and provided only utilities and janitorial services, was held able to utilize
this exclusion because the services were minimal; the facts caused the receipts to
be characterized as rental income from real property.!’> Conversely, an exempt
organization operating to foster public interest in the arts leased studio apart-
ments to artists, provided telephone switchboard and maid services, and oper-
ated a dining hall for the tenants. Payments pursuant to these leases were not
sheltered by the rental exclusion, because substantial services were rendered to
the tenants and the leasing activity was not an exempt function.!'*

The contractual relationship between the parties, from which the ostensible
rental income is derived, must be that as reflected in a lease, rather than a license,
for the exclusion for rental income to be available. A lease “confers upon a tenant
exclusive possession of the subject premises as against all the world, including the
owner.”!> The difference is the conferring of a privilege to occupy the owner’s
property for a particular use, rather than general possession of the premises.
Thus, a tax-exempt organization that permitted an advertising agency to maintain
signs and other advertisements on the wall space in the exempt organization’s
premises was held to be receiving income from a license arrangement, rather than
a rental one; hence, the exclusion for rental income was unavailable.!®

For example, a tax-exempt organization held title to a pipeline system con-
sisting of right-of-way interests in land, pipelines buried in the ground, pumping
stations, equipment, and other appurtenant property. The organization leased the
system. In concluding that the resultant income constituted rent for purposes of
this exclusion, the IRS observed that the basic component of the pipeline system,
an easement giving the right-of-way interests, amounted to real property.!’” Thus,
income passively received from the rental of real property, such as that from a
valid landlord-tenant relationship in which the landlord receives nothing more

12 Reg. § 1.512(b)-1(c)(5).

3 Rev. Rul. 69-178, 1969-1 C.B. 158. The facts that the use of the hall was for only short periods of time, and
that the agreement to use the facility was usually verbal, did not destroy the character of these receipts as qual-
ifying rental income.

114 Rev. Rul. 69-69, 1969-1 C.B. 159.

115 Union Travel Assocs., Inc. v. Int'l Assocs., Inc., 401 A.2d 105, 107 (D.C. 1976).

116 Priy. Ltr. Rul. 9740032.

7 Rev. Rul. 67-218, 1967-2 C.B. 213.
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than net rental payments, is not taxable. The analysis changes, however, if the
arrangement is a management contract rather than a lease.!!8

As a general rule, the exclusion for rent is not applicable when the relation-
ship between the parties is a partnership'” or a joint venture.””® When the requi-
site profit motive is absent, even if the arrangement is a partnership or joint
venture in the broad sense of ownership of property and sharing of net rents,
there presumably is no partnership or joint venture for federal tax purposes,
because of the lack of an intent for a return of profits and because the relationship
does not involve a working interest or operational control of the “business.”!*
Thus, when the income is truly rent and the relationship is a passive one (of
investor only), the exclusion for rental income is available.'??

The rents that are excluded from unrelated business income taxation are all
rents from real property!'?® and certain rents from personal property'?* leased
with real property.!® The exclusion from unrelated business income for rents of
personal property leased with real property is limited to instances in which the
rents attributable to the personalty are an incidental amount of the total rents
received or accrued under the lease (that is, no more than 10 percent of total
rental income).'?® This determination is made at the time the personal property
is first placed in service by the lessee.'”” Thus, for example, if rents attributable
to personal property leased are $3,000 annually and the total rents from all prop-
erty leased are $10,000 annually, the $3,000 amount cannot be excluded from the
computation of unrelated business income, inasmuch as that amount is not an
incidental portion of the total rents.!?

Moreover, this exclusion is not available, if more than 50 percent of the total
rent received or accrued pursuant to the lease is attributable to the personalty
leased (determined at the time the personal property is first placed in service by
the lessee).!”” When the rent attributable to personalty is between 10 percent and
50 percent of the total, only the exclusion with respect to personalty is lost.!3

118 State Nat’l Bank of El Paso v. United States, 509 F.2d 832 (5th Cir. 1975), rev’g & remanding 75-2 U.S.T.C.
9868 (W.D. Tex. 1975).

119 See Tax-Exempt Organizations, §§ 32.1, 32.2.

1201d. § 32.3.

121 E.g., Rev. Rul. 58-482, 1958-2 C.B. 273 (exempt organization leased real property pursuant to the terms of a
lease under which the organization was not a partner or other joint venturer).

122 United States v. Myra Found., 382 F.2d 107 (8th Cir. 1967) (a private foundation that was a lessor of farmland
and received as rent a portion of the crops produced by the tenant was not subject to unrelated business income
tax on the rent).

IBIRC § 512(b)(3)(A)(i). The term real property means all real property, including property described in IRC §§
1245(a)(3)(C) and 1250(c). Reg. § 1.512(b)-1(c)(3)(i).

124 The term personal property means all personal property, including property described in IRC § 1245(a)(3)(B).
Reg. § 1.512(b)-1(c)(3)(ii).

125 If separate leases are entered into with respect to real and personal property, and the properties have an inte-
grated use (for example, one or more leases for real property and another lease or leases for personal property
to be used on the real property), all of the leases are treated as one lease. Reg. § 1.512(b)-1(c)(3)(iii).

126 IRC § 512(b)(3)(A)(ii); Reg. § 1.512(b)-1(c)(2)(ii).

127 Property is placed in service by the lessee when it is first subject to its use in accordance with the terms of the
lease. Reg. § 1.512(b)-1(c)(3)(iv).

128 Reg. § 1.512(b)-1(c)(2)(ii).

129 IRC § 512(b)(3)(B)(i); Reg. § 1.512(b)-1(c)(2)(iii).

130 Reg. § 1.512(b)-1(c)(2).
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As an illustration, a tax-exempt organization owns a printing facility consist-
ing of a building housing two printing presses and other printing equipment.
On January 1, 2006, the exempt organization rents the building and the printing
equipment to a person for $100,000 annually. The lease states that $90,000 of the
rent is for the building and $10,000 is for the printing equipment. It is deter-
mined, however, notwithstanding the terms of the lease, that $40,000 of the rent
is in fact attributable to the printing equipment. During 2006, this exempt orga-
nization has $30,000 of deductions, all of which are properly allocable to the land
and building. The exempt organization need not take into account, in computing
its unrelated business taxable income, the $60,000 of rent attributable to the
building and the $30,000 of deductions directly connected with that rent. By con-
trast, the $40,000 of rent attributable to the printing equipment is not excluded
from computation of the exempt organization’s unrelated business taxable
income, because that rent represents more than an incidental portion of the total
rents (i.e., 40 percent of the total).!3!

In another example, on January 1, 2006, a tax-exempt organization executed
two leases with a person. One lease is for the rental of a computer system, with a
stated annual rent of $7,500. The other lease is for the rental of office space in
which to use the computer, at a stated annual rent of $72,500. At the time the
computer system is first placed in service, taking both leases into consideration,
it is determined that, the terms of the leases notwithstanding, $30,000 of the rent
is in fact attributable to the computer system. Therefore, for 2006, only $50,000 of
the total of $80,000 rent, attributable to rental of the office space, is excludable
from the computation of this exempt organization’s unrelated business taxable
income (37.5 percent of this rent is attributable to the personal property).!3?

If (1) by reason of the placing of additional or substitute personal property
in service, there is an increase of 100 percent or more in the rent attributable to
all of the personal property leased; or (2) there is a modification of the lease by
which there is a change in the rent charged (whether or not there is a change in
the amount of personal property rented), the rent attributable to personal
property must be recomputed to determine whether the exclusion, or the
exception from it, applies. Any change in the treatment of rents attributable to
a recomputation under this rule is effective only with respect to rents for the
period beginning with the event that occasioned the recomputation.'*®

Another example embellishes the facts of the previous one. The leases to
which the computer system and office space are subject provide that the rent
may be increased or decreased, depending on the prevailing rental value for
similar systems and office space. On January 1, 2007, the total annual rent is
increased in the computer system lease to $20,000 and in the office space lease to
$90,000. For 2007, it is determined that, notwithstanding the terms of the leases,
$60,000 of the total rent (54.5 percent of the total) is in fact attributable to the
computer system as of that time. Even though the rent attributable to personal
property now exceeds 50 percent of the total rent, the rent attributable to real

131 Reg. § 1.512(b)-1(c)(2)(iv).
132 Reg. § 1.512(b)-1(c)(4), Example (1).
133 Reg. § 1.512(b)-1(c)(3)(v).
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property will continue to be excluded, because there was no modification of the
terms of the leases and because the increase in the rent was not attributable to
the placement of new personal property in service. Thus, for 2007, the $50,000 of
rent attributable to the office space continues to be excluded from computation
of the exempt organization’s unrelated business taxable income.!3

Another example is also based on the first computer/space rental example.
On January 1, 2008, the lessee rents additional computer equipment from the
exempt organization, and the equipment is placed in service on that date. The
total rent is increased to $20,000 for the computer system lease and to $100,000
for the office space lease. It is determined at the time the additional computer
equipment is first placed in service that, notwithstanding the terms of the leases,
$70,000 of the rent is in fact attributable to all of the computer equipment. Inas-
much as the rent attributable to personal property has increased by more than
100 percent (the increase is 133 percent), a redetermination must be made. As a
result, 58.3 percent of the total rent is determined to be attributable to personal
property. Accordingly, because more than 50 percent of the total rent the exempt
organization receives is attributable to the personal property leased, none of the
rents are excludable from computation of the organization’s unrelated business
taxable income.!®

A last example is based on the facts of the previous one, except that on June
30, 2010, the lease is modified. The total rent for the computer system is reduced
to $15,000 and the total rent for the office space lease is reduced to $75,000. A
redetermination is made on June 30, 2010: As of this modification date, it is
determined that, notwithstanding the terms of the leases, the rent in fact attrib-
utable to the computer system is $40,000 (44.4 percent of the total rent). Because
less than 50 percent of the total rent is now attributable to personal property, the
rent attributable to real property ($50,000), for periods after June 30, 2010, is
excluded from computation of the exempt organization’s unrelated business tax-
able income. However, the rent attributable to personal property ($40,000) is not
excluded from unrelated business taxable income for the periods, as it represents
more than an incidental portion of the total rent.!3

Consequently, in a fact situation in which all of the rental income involved
is derived from personal property, the exclusion is not available. For example, a
tax-exempt employees’ trust that owned railroad tank cars leased them to an
industrial company. The IRS ruled that this leasing activity was a regularly car-
ried on business of a kind ordinarily carried on for profit, and thus was an unre-
lated business conducted by the trust. The exclusion for rental income was not
available because the rental income was generated solely from the leasing of
personal property.!¥

The IRS issues private letter rulings as to what constitutes excludable rent
in this context.!®

134 Reg. § 1.512(b)-1(c)(4), Example (2).
135 1d., Example (3).

136 Id., Example (4).

137 Rev. Rul. 60-206, 1960-1 C.B. 201.
138 £.g., Priv. Ltr. Rul. 9246032.
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Unrelated debt-financed income is not subject to this exclusion,'** however,
nor is royalty income from a controlled corporation.'4?

(b) Profits-Based Income

Notwithstanding these general rules, the exclusion for rent does not apply if the
determination of the amount of the rent depends, in whole or in part, on the
income or profits derived by any person from the property leased, other than an
amount based on a fixed percentage or percentages of receipts of sales.'*! An
amount is excluded from consideration as rent from real property if, considering
the lease and all of the surrounding circumstances, the arrangement does not
conform with normal business practice and is in reality a means of basing the
rent on income or profits.!*? This rule is intended to prevent avoidance of the
unrelated business income tax when a profit-sharing arrangement would, in
effect, make the lessor an active participant in the operation of the property.

As noted, an exception is provided for amounts based on a fixed percent-
age or percentages of sales. These amounts are customary in rental contracts
and are generally considered to be different from the profit or loss of the lessee.
Generally, rents received from real property are not disqualified from the
exclusion solely by reason of the fact that the rent is based on a fixed percent-
age of total receipts or sales of the lessee. The fact that a lease is based on a per-
centage of total receipts, however, would not necessarily qualify the amount
received or accrued as rent from real property. For example, an amount would
not qualify as rent from real property if the lease provided for an amount mea-
sured by varying percentages of receipts and the arrangement did not conform
with normal business practices, but was used as a means of basing the rent on
income or profits.!43

This rule can be applied, for example, in determining whether income from
sharecrop leasing is excludable rent or taxable rental income.'* In one of these
instances, the IRS argued that even if there was a landlord-tenant relationship,
the rents were nonetheless taxable as unrelated business income because they
were not in conformance with the passive rent test.'*> The agency contended
that, because of the splitting of the expenditures by the tax-exempt organiza-
tion-landlord, its involvement in the farming operation, and its receipt of a per-
centage of production as rents, rather than a percentage of receipts, the exempt
organization violated the passive rent test. The court disagreed. The exempt
organization’s rental fee was based solely on a fixed percentage of the crops.
The organization shared the costs of some of the expenses related to farming;

¥ IRC § 512(b)(4); Reg. § 1.512(b)-1(c)(2)(Q); Reg. § 1.512(b)-1(k). See ch. 5.

140 Reg. § 1.512(b)-1(c)(2)(i). See § 8.8(b). In general, Greif, Tax Implications of an Exempt Organization Con-
structing and Operating a Building, 6 Tax Adv. 354 (1975); Reed, Exemptions from Unrelated Business
Tax—Rental Income, 21 Cath. Law. 282 (1975); Johnson, Rental and Investment Income of Many Exempt Or-
ganizations May Be Taxable, 41 J. Tax’n 170 (1974).

4IRC § 512(b)(3)(B)(ii); Reg. § 1.512(b)-1(c)(2)(iii)(b).

42 Reg. §§ 1.512(b)-1(c)(2)(iii)(b), 1.856-4(b)(3), 1.856-4(b)(6) (other than (b)(6)(ii)). The latter set of regula-
tions is part of the rules pertaining to real estate investment trusts.

193 Reg. § 1.856-4(b)(3).

14 The law concerning sharecrop leases in the unrelated business income tax context is the subject of § 9.9.

145 Trust U/W Emily Oblinger v. Comm’r, 100 T.C. 114 (1993).
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the tenant, however, bore the entire cost of damages, claims, interest, and other
liabilities. The sharecrop lease explicitly exonerated the exempt organization
from any liability, claim, and/or damages. Thus, the court held that the crop
shares received by the exempt organization were excludable rental income
based on a percentage of the receipts of the harvest. This, wrote the court, is the
“equivalent of the tenant’s reducing the crops to cash and then giving . . . [the
exempt organization] its share of the total receipts collected.”14¢ “It is not,” the
court continued, a “percentage of profits or net income.”1#”

(c) Rental Activity as Related Business

On occasion, rental income is derived by a tax-exempt organization from the
operation of a related business; the revenue therefrom is nontaxable for that
reason. As an illustration, an exempt museum, having acquired by gift a his-
torically significant and important aircraft, was asked to lease it back to the
manufacturer of the airplane for research purposes. The aircraft was returned
to the museum repainted and with the engine-test equipment, which enhanced
its value as a historical and educational artifact. A court found that this lease
“significantly advanced the [m]Juseum’s mission to restore and display historic
aircraft” and made the airplane “more conducive to public display,” because it
was returned to the museum facility rather than a field where it was originally
displayed. Thus, there was the requisite substantial causal relationship
between the leasing activity and the advancement of exempt purposes,'*® lead-
ing to the conclusion that the rental income was exempt function revenue.!*

In one instance, a public charity with a training program shared office space
with a tax-exempt business league that owned the building, in part because the ten-
ants of the league provided volunteer teaching faculty to the charitable organiza-
tion. The charity accorded the business league the right to allow the tenants use of
its research equipment in exchange for maintenance of the equipment. The IRS
held that the value of the maintenance services was phantom rent that was not tax-
able.!® Similarly, the IRS ruled that an exempt hospital may lease facilities to
another exempt hospital, with the leasing activity constituting an exempt function,
because of the direct physical connection and close professional affiliation of the
institutions.!®! Likewise, the IRS ruled that an exempt charitable organization own-
ing and operating nursing homes could lease, as a related business, a skilled nurs-
ing facility to another exempt charitable organization that owned and operated
nursing homes.!>

196 1d. at 123.

147 Id. Also Harlan E. Moore Charitable Trust v. United States, 812 F. Supp. 130 (C.D. 1lL.), aff’d, 9 F.3d 623 (7th
Cir. 1993).

148 See § 3.8(c).

149 Museum of Flight Found. v. United States, 63 F. Supp. 2d 1257, 1260 (W.D. Wash. 1999). The court was sat-
isfied that “failing to tax this income will not result in a rush of air and space museums clamoring to lease their
historic planes.”

130 Priv. Ltr. Rul. 9615045.

151 Priv. Ltr. Rul. 200314031.

132 Priv. Ltr. Rul. 200404057,
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§3.9 OTHER INVESTMENT INCOME

The IRS ruled that the interest earned by a tax-exempt organization pursuant to
interest rate swap agreements is not taxable as unrelated business income.'>

A typical transaction of this type proceeds as follows: The tax-exempt orga-
nization purchases a debt security; the instrument evidencing the indebtedness
provides that the organization will receive interest payments from the issuer
that are keyed to the six-month Eurodollar rate; the organization contracts with
an unrelated third party to provide it with payments equal to a fixed rate of
return on all or a specified part of the principal amount of the debt security; the
fixed rate of return is set so as to provide the organization with a return that is a
specified spread of basis points over the seven-year U.S. Treasury bill rate; the
organization provides the third party with payments equal to a floating rate of
return on all or part of the principal amount of the debt security; the floating rate
of return is calculated in the same manner as the floating-rate interest payments
described in the second stage of the transaction; the funds used to acquire the
debt security and the funds used to make the swap payments are not bor-
rowed;!* and all payments made and received by the organization are in U.S.
dollars. The anticipated result of the interest rate swap is to provide the exempt
organization with interest payments that are preferable, from its investment
standpoint, to those provided for in the floating-rate note.

The IRS concluded that these swap transactions are “ordinary or routine
investment activities undertaken in connection with the management of . . . [the
tax-exempt organization’s] securities portfolio.” The agency analogized the
exempt organization securities lending practice,’ finding the swap transaction
“similar” in that the “securities will be acquired and the swap agreements will
be entered into as part of an investment strategy designed to stabilize the return
on the floating rate debt securities.”

In addition to the foregoing forms of investment income, income from
notional principal contracts,'>® and other substantially similar income from ordi-
nary and routine investments to the extent determined by the IRS, are excluded
in computing unrelated business taxable income.!” This exclusion embraces
interest rate and currency swaps, as well as equity and commodity swaps. These
exclusions do not apply to income derived from (and deductions in connection
with) debt-financed property;'>® gains or losses from the sale, exchange, or other
disposition of any property;'® gains or losses from the lapse or termination of
options to buy or sell securities;!®’ interest and annuities derived from (and
deductions in connection with) controlled organizations;!®! or income earned by

153 Priv. Ltr. Rul. 9042038.

154 This is done to prevent debt-financed income taxation. See ch. 5.
155 See § 3.4.

156 Reg. § 1.863-7.

17 Reg. § 1.512(b)-1(a)(2).

33 IRC § 512(b)(4); Reg. § 1.512(b)-1(k). See ch. 5.

19 See § 3.10.

160 Id.

161 See § 8.8(b).
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§3.10 CAPITAL GAINS

brokers or dealers (including organizations that make a market in derivative
financial products!6?).163

§3.10 CAPITAL GAINS

Excluded from unrelated business income taxation generally are gains from the
sale, exchange, or other disposition of capital gain property.'¢4

(a) General Rules

This exclusion for capital gains does not extend to dispositions of inventory or
property held primarily for sale to customers in the ordinary course of a busi-
ness. These transactions cause the seller to be regarded as a dealer in the prop-
erty, which results in ordinary income.'®°

The IRS applies the following factors in determining whether property being
or to be sold has been held primarily for investment or for sale to customers in
the ordinary course of business (in the latter case the resulting revenue is ordi-
nary income rather than capital gain):

* The purpose for which the property was acquired

* The cost of the property

* The activities of the owner in improving and disposing of the property
* The extent of improvements made to the property

¢ The proximity of the sale to the purchase

¢ The purpose for which the property was held

e Prevailing market conditions

¢ The frequency, continuity, and size of the sales!®

The general exclusion for capital gains does not apply with respect to the
cutting of timber, which is considered!'?” a sale or exchange of the timber.!®® The
exclusion also does not apply to gain derived from the sale or other disposition
of debt-financed property.'®

The IRS issues private letter rulings as to what constitutes excludable capital
gains in this context.!”

162 Reg. § 1.954-2T(a)(4)(iii)(B).

163 1 general, see Note, Tax-Exempt Entities, Notional Principal Contracts, and the Unrelated Business Income
Tax, 105 Harv. L. Rev. 1265 (Apr. 1992); Ben-Ami, UBIT and Portfolio Investments for Exempt Organiza-
tions, 2 J. Tax Exempt Orgs. 12 (Spring 1990).

164 TRC § 512(b)(5); Reg. § 1.512(b)-1(d)(1). This exclusion applies with respect to “gains and losses from invol-
untary conversions, casualties, etc.” Reg. § 1.512(b)-(d)(1).

165 TRC § 512(b)(5)(A), (B); Reg. § 1.512(b)-1(d)(1).

166 £ ¢., Priv. Ltr. Rul. 9619069. See § 2.2(e).

167 By application of IRC § 631(a).

168 Reg. § 1.512(b)-1(d)(1).

19 IRC § 512(b)(4); Reg. § 1.512(b)-1(d)(1); Reg. § 1.512(b)-1(k). See ch. 5.

10 £, ¢., Priv. Ltr. Rul. 9247038.
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(b) Exception

Nonetheless, there is an exception from this second limitation'”! that excludes

gains and losses from the sale, exchange, or other disposition of certain real
property and mortgages acquired from financial institutions that are in conser-
vatorship or receivership.l”? Only real property and mortgages owned by a
financial institution (or held by the financial institution as security for a loan) at
the time the institution entered conservatorship or receivership are eligible for
the exception.

This exclusion is limited to properties designated as foreclosure property
within nine months of acquisition and disposed of within 2% years of acquisi-
tion.'”® The IRS may extend the 2%-year disposition period if the extension is
necessary for the orderly liquidation of the property. No more than one-half by
value of properties acquired in a single transaction may be designated as fore-
closure property. This exception is not available for properties that are improved
or developed to the extent that the aggregate expenditures on development do
not exceed 20 percent of the net selling price of the property.!7*

§3.11 GAIN FROM LAPSES OR TERMINATIONS OF OPTIONS

There is an exclusion, from the computation of unrelated business income, of
gain from the lapse or termination of options to buy or sell securities or real
property. This exclusion also covers all gains from the forfeiture of good-faith
deposits (that are consistent with established business practice) for the pur-
chase, sale, or lease of real property in connection with the organization’s
investment activities.!”> Under prior law, the income from the writing of options
(premiums) was generally treated as ordinary income, and thus was subject to
the unrelated business income tax.”® (Premiums received for options that are
exercised are treated as part of the gain or loss on the sale of the property
involved, usually as capital gain or loss.) In the opinion of the Senate Commit-
tee on Finance, a change in the law was necessary because taxation of this type
of income is “inconsistent with the generally tax-free treatment accorded to
exempt organizations’ income from investment activities.”!”

An option is considered terminated when the organization’s obligation pur-
suant to the option ceases by any means other than exercise or lapse of the option.
If this exclusion is otherwise available, it will apply whether or not the organiza-
tion owns the securities on which the option is written; that is, irrespective of
whether the option is covered.

Income from the lapse or termination of an option is, however, excludable
only if the option is written in connection with the tax-exempt organization’s
investment activities. Thus, for example, if the securities on which the options

ITHIRC § 512(b)(5)(B).

2 IRC § 512(b)(16).

IBIRC §§ 512(b)(16)(B), 514(c)(9)(H)(V).

T4 IRC § 512(b)(16)(A).

IS IRC § 512(b)(5); Reg. § 1.512(b)-1(d)(2).

176 Rev. Rul. 66-47, 1966-1 C.B. 137.

1778, Rep. No. 1172, 94th Cong., 2d Sess. 3 (1976), accompanying Pub. L. No. 94-396.
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§3.13 RESEARCH INCOME

are written are held by an organization as inventory or for sale to customers in
the ordinary course of a trade or business, the income from the lapse or termina-
tion will not be excludable. Similarly, if an organization is engaged in the busi-
ness of writing options (whether or not the options are covered), the exclusion
will not be available.!”

§3.12 LOAN COMMITMENT FEES

The law was unclear as to whether loan commitment fees constitute unrelated
business income. A loan commitment fee is a nonrefundable charge made by a
lender to reserve a sum of money with fixed terms for a specified period of time.
This type of charge compensates the lender for the risk inherent in committing
to make the loan (such as for the lender’s exposure to interest rate changes and
for potential lost opportunities). Today, however, an exclusion from such tax
treatment applies; the reference is to “amounts received or accrued as consider-
ation for entering into agreements to make loans.”!”

§3.13 RESEARCH INCOME

Income derived from research for the United States or any of its agencies or
instrumentalities, or a state or political subdivision of a state, and all deductions
directly connected with this type of income are excluded in computing unrelated
business income.’® Also excluded from unrelated business income taxation is
income derived from research performed for anyone, and all deductions directly
connected with the income, when the research is conducted by a tax-exempt col-
lege, university, or hospital.!8!

In the case of an organization operated primarily for the purpose of carrying
on fundamental research (as distinguished from applied research), the results of
which are freely available to the general public, all income derived from research
performed for anyone and all deductions directly connected with the income are
excluded in computing unrelated business income.!8?

According to the legislative history, the term research includes “not only
fundamental research but also applied research such as testing and experimen-
tal construction and production.”!®® With respect to the separate exemption for
college, university, or hospital research, “funds received for research by other
institutions [do not] necessarily represent unrelated business income,” such as
a grant by a corporation to a foundation to finance scientific research if the
results of the research are to be made freely available to the public.'® Without
defining the term research, the IRS was content to find that this rule applied
because the studies involved were not “merely quality control programs or

178 Reg. § 1.512(b)-1(d)(2).

I IRC § 512(b)(1).

80 TRC § 512(b)(7); Reg. § 1.512(b)-1(f)(1).

BIIRC § 512(b)(8); Reg. § 1.512(b)-1(f)(2). See also Rev. Rul. 54-73, 1954-1 C.B. 160; IIT Research Inst. v.
United States, 9 CI. Ct. 13 (1985).

82TRC § 512(b)(9); Reg. § 1.512(b)-1(H(3).

183 H. Rep. No. 2319, 81st Cong., 2d Sess. 37 (1950).

184S, Rep. No. 2375, 81st Cong., 2d Sess. 30 (1950).
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ordinary testing for certification purposes, as a final procedural step before
marketing.”1%

In employing the term research in this context, the IRS generally looks to the
body of law defining the term in relation to what is considered tax-exempt scien-
tific research.!® Thus, the issue is usually whether the activity is being carried on
incident to commercial or industrial operations, such as the ordinary testing or
inspection of materials or products or the designing or construction of equip-
ment, buildings, and the like.'¥” If it is, the activity will almost assuredly be
regarded as an unrelated trade or business.!® In one instance, the IRS found the
exclusion for research applicable because the studies undertaken by an exempt
medical college, in testing pharmaceutical products under contracts with the
manufacturers, were held to be more than “mere quality control programs or
ordinary testing for certification purposes, as a final procedural step before mar-
keting.”'® In another instance, the exclusion for research income was held to
apply to contract work done by an exempt educational institution for the federal
government in the field of rocketry.!?

College and university audit guidelines issued by the IRS'! included a sec-
tion on research activities by these institutions. The auditing agent was
directed to:

¢ Determine whether “purported research is actually the conduct of an
activity incident to a commercial enterprise (e.g., testing, sampling or
certifying of items to a known standard)”*?

¢ Determine whether the research was conducted by the institution or by a
separate entity!”

* Review the institution’s safeguards for managing and reporting conflicts
of interest and any requirements imposed by any federal agency sponsor-
ing research!*

* Review the institution’s policy regarding ownership of intellectual
property!'®

® Review research arrangements with government sponsors and joint ven-
ture or royalty-sharing arrangements with industry sponsors!'®

185 Priv. Ltr. Rul. 7936006.

186 Rev. Rul. 76-296, 1976-2 C.B. 141. Cf. IRC § 41 (which provides a tax credit for certain research). In general,
see Tax-Exempt Organizations, § 9.2; Kertz, University Research and Development Activities: The Federal
Income Tax Consequences of Research Contracts, Research Subsidiaries and Joint Venturers, 13 J. Coll. &
Univ. L. 109 (1986); Kertz, Tax Exempt Organizations and Commercially Sponsored Scientific Research, 9 J.
Coll. & Univ. L. 69 (1982-1983).

187 Reg. § 1.512(b)-1(H)(4).

188 Rev. Rul. 68-373, 1968-2 C.B. 206.

189 Priy. Ltr. Rul. 7936006.

190 Priv. Lir. Rul. 7924009.

1 See Tax-Exempt Organizations, § 24.8(d) (College and University Audit Guidelines).

192 College and University Audit Guidelines § 342(10)(3).

193 1d. § 342(10)(2).

9% 1d. § 342(10)(4).

193 1d. § 342(10)(5).

196 1d. § 342(10)(6)(a).
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¢ Determine who holds the patent or right to license technology derived
from the research!”

¢ Determine whether the institution is investing in licensee firms, either
directly or through venture capital funds!*®

e Obtain a list of all publications that discuss the institution’s research
activities!”

* Review copies of audit reports from the funding agency, if the institution
conducts government-funded research?®

¢ Review sample closed research projects?’!

e The term fundamental research does not include research carried on for the
primary purpose of commercial or industrial application.??

§3.14 ELECTRIC COMPANIES’ MEMBER INCOME

In the case of a tax-exempt mutual or cooperative electric company,“” there is an
exclusion from unrelated business income taxation for income that is treated as
member income.20

203

§3.15 FOREIGN SOURCE INCOME

A look-through rule characterizes certain foreign source income—namely,
income from insurance activities conducted by offshore captives of tax-exempt
organizations—as unrelated business income.?’”> Generally, U.S. shareholders of
controlled foreign corporations must include in income their shares of the for-
eign entities’ income, including certain insurance income.?’® The IRS, before
creation of this statutory rule, treated these income inclusions as dividends,
with the consequence that the income received by exempt organizations was
excludable from tax.2” This look-through rule, however, overrides the former
treatment of this type of income as dividends.

This rule does not apply to amounts that are attributable to insurance of
risks of the tax-exempt organization itself, certain of its exempt affiliates,?% or

YT 1d. § 342(10)(6)(b).

198 Id. § 342(10)(7).

199 1d. § 342(10)(8).

200 1. § 342(10)(9).

WLRC § 512(b)(1)-(3).

202 Reg. § 1.512(b)-1(H)(4).

203 That is, an organization that is exempt from federal income tax by reason of IRC § 501(a) because it is de-
scribed in IRC § 501(c)(12). See Tax-Exempt Organizations, § 18.5(b).

204TRC § 512(b)(18).

WS IRC § 512(b)(17)(A).

26 TRC §§ 951(a)(1)(A), 953.

27 See § 3.2. E.g., Priv. Ltr. Rul. 8819034.

208 The determination as to whether an entity is an affiliate of an organization is made using rules similar to those
applied in the context of the tax-exempt leasing rules. See Tax-Exempt Organizations, § 29.5(c). Also, two or
more organizations generally are regarded as affiliates if the organizations are tax-exempt colleges, universi-
ties, hospitals, or other medical entities and they participate in an insurance arrangement whereby any profits
from the arrangement are returned to the policyholders in their capacity as such. See id.
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an officer or director of, or an individual who (directly or indirectly) performs
services for, the exempt organization (or certain exempt affiliates), provided
that the insurance primarily covers risks associated with the individual’s per-
formance of services in connection with the exempt organization (or exempt
affiliates).?%

§3.16 BROWNFIELD SITES GAIN

There is an exclusion from unrelated business taxable income for gain or loss
from the sale or exchange of certain brownfield properties by a tax-exempt orga-
nization, whether the properties are held directly or indirectly through a partner-
ship.?'¥ For property to qualify for the exclusion, the property must be acquired
during a five-year period beginning January 1, 2005, and ending December 31,
2009, although the property may be disposed of after that date. Certain certifica-
tion requirements must be met. Also, the exempt organization or the partnership
of which it is a partner must expend a minimum amount on remediation
expenses, which may be determined by averaging expenses across multiple
qualifying brownfield properties for a period of as many as eight years.?!!

§3.17 RELIGIOUS ORDER RULE

The unrelated business income tax does not apply to a trade or business con-
ducted by a tax-exempt religious or educational institution maintained by a reli-
gious order,?!? even if the business is an unrelated one, if: (1) the business
consists of the provision of services under a license issued by a federal regula-
tory agency; (2) less than 10 percent of its net income is used for unrelated activ-
ities; and (3) the business has been operated by the order or educational
institution since before May 27, 1969.213

Also, it must be established to the satisfaction of the IRS that the rates or
other charges for these services are fully competitive with rates or other charges
levied for the services by entities that are not tax-exempt organizations. Rates or
other charges for the services are considered as being fully competitive in this
regard if the rates charged in connection with such unrelated businesses are

29 TRC § 512(b)(17)(B). In general, Stretch, Cooper & Snowling, UBIT Rules Are Expanded to Include Income
from Foreign Captives: Congressional Revenue Raisers Pick Another Pocket, 16 Exempt Orgs. Tax Rev. 29
(no. 16, Jan. 1997).

2I0IRC § 512(b)(19). A brownfield property is a parcel of real property where there is a presence of a hazardous
substance, pollutant, or contaminant which is complicating the expansion, redevelopment, or use of the prop-
erty (IRC § 512(b)(19)(C)).

21 This provision was added to the law in 2004. The Bush administration, in its fiscal year 2006 proposed bud-
get, included among its revenue proposals a proposal to eliminate this exclusion, because of the complexity
it added to the Internal Revenue Code; the difficulties of administration; concerns about the effectiveness of
the provision, in that there is no limit on the amount of gain that is exempt from the unrelated business income
tax; and the possibility that the exclusion could exempt from income tax real estate development considerably
beyond mere environmental remediation.

212 That is, an institution described in IRC § 170(b)(1)(A)(ii). See Tax-Exempt Organizations, § 11.3(a).

23 IRC § 512(b)(15); Reg. § 1.512(b)-1(j)(1)({)—(iii). It may amuse some aficionados of the federal tax law to
know that this rule was enacted solely for the benefit of operation of a radio station by Loyola University in
Louisiana; the statute is constructed so that the first letter of the three elements of the exclusion correspond
with the station’s call letters (WWL).
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neither materially higher nor materially lower than the rates charged by similar
businesses operating in the same general area.?!*

This exclusion is not available with respect to income from debt-financed
property and the deductions attributable thereto.?!®

§3.18 CHARITABLE DEDUCTION

Tax-exempt organizations?'® are allowed, in computing their unrelated busi-

ness taxable income (if any), a federal income tax charitable contribution
deduction.?!” This deduction is allowable irrespective of whether the contribu-
tion is directly connected with the carrying on of the trade or business. This
deduction may not exceed 10 percent of the organization’s unrelated business
taxable income computed without regard to the deduction.?!8

Trusts?!® are allowed a charitable contribution deduction;??’ the amount
that is deductible is basically the same as that allowable pursuant to the rules
applicable to charitable gifts by individuals.?”! Again, a deductible charitable
gift from a trust need not be directly connected to the conduct of an unrelated
business.

Qualification for either of these charitable contribution deductions requires
that the payments be made to another organization; that is, the funds may not be
used by the organization in administration of its own charitable programs. For
example, a tax-exempt university that operates an unrelated business is allowed
this charitable deduction for contributions to another exempt university for edu-
cational purposes, but is not allowed the deduction for amounts expended in
administering its own educational program.???

There is no authority on the question as to the deductibility of a charitable gift
to a related or affiliated entity, such as a contribution by a tax-exempt business
league to its related educational foundation. The outcome should be that, as long
as the two organizations are respected as separate entities for tax purposes, the
donor entity with unrelated business is entitled to a charitable deduction for the
gift inasmuch as the donor entity has contributed to another (albeit controlled)
organization, rather than fund its “own” program.

24IRC § 512(b)(15); Reg. § 1.512(b)-1G)(1)(iv).

25 Reg. § 1.512(b)-1()(2).

216 That is, entities described in IRC § 511(a). See § 1.7.

2TIRC § 512(b)(10); Reg. § 1.512(b)-1(g)(1). This deduction is provided by IRC § 170. See Hopkins, The Tax
Law of Charitable Giving, Third Edition (John Wiley & Sons, 2005) [hereinafter Charitable Giving], ch. 3.

28 RC § 512(b)(10); Reg. § 1.512(b)-1(g)(1) (which has not been revised to reflect the increase in this percentage
limitation, in 1982, from 5 to 10 percent). E.g., Indep. Ins. Agents of Huntsville, Inc. v. Comm’r, 63 T.C.M.
2468 (1992), aff’d, 998 F.2d 898 (11th Cir. 1993) (percentage limitation was applied with respect to the unre-
lated business income of a business league).

219 That is, trusts described in IRC § 511(b)(2). See § 11.1, text accompanied by note 8.

220 1RC § 512(b)(11); Reg. § 1.512(b)-1(g)(2).

221 In applying the percentage limitations, the contribution base is determined by reference to the organization’s
unrelated business taxable income (computed with the charitable deduction), rather than by reference to ad-
justed gross income. See Charitable Giving, § 7.2.

22 Reg. § 1.512(b)-1(2)(3).
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§3.19 SPECIFIC DEDUCTION

In computing unrelated business taxable income, a specific deduction of
$1,000 is available.?”> This deduction, however, is not allowed in computing
net operating losses.?”* A diocese, province of a religious order, or a conven-
tion or association of churches is allowed, with respect to each parish, individ-
ual church, district, or other local unit, a specific deduction equal to the lower
of $1,000 or the gross income derived from an unrelated business regularly
carried on by such an entity.?? This deduction is intended to eliminate imposi-
tion of the unrelated income tax in cases in which exaction of the tax would
involve excessive costs of collection in relation any payments received by the
government.?2

As to this local unit rule, however, a diocese, province of a religious order, or
a convention or association of churches is not entitled to a specific deduction for
a local unit that, for a tax year, files a separate return. In that instance, the local
unit may claim a specific deduction equal to the lower of $1,000 or the gross
income derived from any unrelated trade or business that it regularly con-
ducts.?”” For example, a tax-exempt association of churches, on the calendar-year
basis, consists of local units A, B, C, and D. During 2006, A, B, C, and D derive
gross income from unrelated businesses regularly carried on in the following
respective amounts: $1,200, $800, $1,500, and $700. For that year, D files a sepa-
rate return. The association may claim a specific deduction with respect to A of
$1,000, $800 with respect to B, and $1,000 with respect to C. The association can-
not claim a specific deduction with respect to D. D, however, may claim a specific
deduction of $700 on its return.??

§3.20 NET OPERATING LOSSES

The net operating loss deduction” is allowed in computing unrelated business
taxable income.?’ The net operating loss carryback or carryover (from a tax year
for which the exempt organization is subject to the unrelated business income
tax) is determined under the net operating loss deduction rules without taking
into account any amount of income or deduction that is not included under the
unrelated business income tax rules in computing unrelated business taxable
income. For example, a loss attributable to an unrelated trade or business is not
to be diminished by reason of the receipt of dividend income.?!

For the purpose of computing the net operating loss deduction, any prior
tax year for which a tax-exempt organization was not subject to the unrelated

2B RC § 512(b)(12); Reg. § 1.512(b)-1(h)(1). The IRS rejected the proposition that when a tax-exempt organi-
zation is engaged in two or more unrelated businesses, there is a specific deduction with respect to each busi-
ness. Rev. Rul. 68-536, 1968-2 C.B. 244.

241RC § 512(b)(12); Reg. § 1.512(b)-1(h)(1). See § 3.20.

25 IRC § 512(b)(12); Reg. § 1.512(b)-1(h)(2).

226 H R. Rep. No. 2319, 81st Cong., 2d Sess. 37 (1950); S. Rep. No. 2375, 81st Cong., 2d Sess. 30 (1950).

227 Reg. § 1.512(b)-1(h)(2)(i).

228 Reg. § 1.512(b)-1(h)(2)(ii).

2V IRC § 172.

Z0IRC § 512(b)(6); Reg. § 1.512(b)-1(e)(1).

21 Reg. § 1.512(b)-1(e)(1).
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§3.20 NET OPERATING LOSSES

business income tax may not be taken into account. Thus, if the organization
was not subject to this tax for a preceding tax year, the net operating loss is not
a carryback to such preceding tax year, and the net operating loss carryover to
succeeding tax years is not reduced by the taxable income for such preceding
tax year.??

A net operating loss carryback or carryover is allowed only from a tax year
for which the exempt organization is subject to the unrelated business income
tax rules.?®® In determining the span of years for which a net operating loss may
be carried for purposes of the net operating loss deduction rules, tax years in
which an exempt organization was not subject to the unrelated business
income tax regime may be taken into account. For example, if an exempt orga-
nization is subject to the unrelated business income tax rules for the tax year
2001 and has a net operating loss for that year, the last tax year to which any
part thereof may be carried over is the tax year 2006, irrespective of whether
the organization was subject to the unrelated business income tax rules in any
of the intervening tax years.?*

232 Reg. § 1.512(b)-1(e)(2).
23 Reg. § 1.512(b)-1(e)(3).
234 Reg. § 1.512(b)-1(e)(4).
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CHAPTER FOUR

Exceptions

§4.1 Convenience Businesses 83 §4.8 Associate Member Dues 97

§4.2 Businesses Conducted §4.9 Low-Cost Articles 99
by Volunteers 85 §4.10 Mailing Lists 100

4. les of GiftI

§4.3 Sales of Gift Items 88 §4.11 Businesses of Employees’

§4.4 Entertainment Activities 88 Associations 100

§4.5 Trade Shows 90 §4.12 S Corporation Holdings

§4.6 Hospital Services 94 and Sales 101

§4.7 Gambling Activities 95 §4.13 Pole Rental Activities 101

In addition to the exceptions to the unrelated business income rules provided in
the law concerning the myriad of modifications,! there are various other excep-
tions from unrelated business income taxation. These exceptions pertain to con-
venience businesses, businesses conducted by volunteers, sales of gift items,
certain entertainment activities, qualified trade shows, certain services provided
by tax-exempt hospitals, certain gambling activities, receipt of certain associate
member dues, distribution of low-cost articles, exchange or rental of certain
membership or donor mailing lists, certain business activities of employees’
associations, holding and sale of S corporation stock, and certain pole rental
activities.

Two other categories of activities that may be considered to entail excep-
tions from the unrelated business rules are discussed elsewhere: corporate
sponsorships? and travel and tour activities.?

§4.1 CONVENIENCE BUSINESSES

In the case of a tax-exempt charitable organization or a governmental college or
university,* a business that is carried on by the organization primarily for the

I'See ch. 3.

2 See § 6.6.

3 See §§ 9.1(c), 9.7.

4 That is, an institution described in IRC § 511(a)(2)(B).
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convenience of its members, students, patients,5 officers, or employees6 is
excluded from treatment as an unrelated business. An example of the applica-
tion of this exception is a laundry operated by an exempt college for the purpose
of laundering dormitory linens and students’ clothing.” (In contrast, a laundry
operated by an exempt college apart from its campus, primarily for the purpose
of making a profit from laundering the clothing of the general public, would be
an unrelated business and outside the scope of this exception.) Similarly, an
exempt university may operate, on its campus, vending machines that provide
soft drinks and food, because the activity is carried on for the convenience of the
institution’s students and employees.® As another illustration, the provision by
an exempt hospital of mobile services to its patients by means of specially
designed vans was ruled to be a convenience business.’

A court expanded this concept by holding that physicians on the staff of a
teaching hospital were “members” of the hospital, in that the term members
“refers to any group of persons who are closely associated with the entity
involved and who are necessary to the achievement of the organization’s pur-
poses.”!? The IRS disagreed with this opinion, however, and took the position
that the “hospital’s staff physicians are neither ‘members’ nor ‘employees’ of the
hospital in their capacities as private practitioners of medicine.”!!

The exemption for revenue derived from an activity carried on primarily for
the convenience of an organization’s members was unsuccessfully invoked in a
situation involving advertising in the organization’s monthly journal. The lower
court rejected the argument, deciding that the primary purpose of the advertis-
ing was to raise revenue.'? On appeal, the higher court wrote that it could not
conclude that the finding was clearly erroneous.'

Thus, implicit in this rule is the requirement that the convenience business
be operated in furtherance of the exempt purposes of the organization; that is,
there must be a substantial causal relationship!* between conduct of the activity
and advancement of exempt purposes. This element of the exception was illus-
trated in the case of a membership organization created to stimulate and foster
public interest in the fine arts; it did so by promoting art exhibits, sponsoring
cultural events, conducting educational programs, and disseminating informa-
tion pertaining to the arts. Its activities were carried out in a building containing
offices, galleries, music rooms, a library, a dining hall, and studio apartments
where artists lived and worked. Though these apartments were rented only to

3 The IRS promulgated criteria as to the meaning of the term patient in this context. Rev. Rul. 68-376, 1968-2
C.B. 246.

9 IRC § 513(a)(2); Reg. § 1.513-1(e)(2). This exception also applies to a college laundry operated primarily for
the convenience of the institution’s officers and employees. Rev. Rul. 55-676, 1955-2 C.B. 266.

7Reg. § 1.513-1(e); S. Rep. No. 2375, 81st Cong., 2d Sess. 108 (1950).

8 Rev. Rul. 81-19, 1981-1 C.B. 353. An organization that operated a book and supply store, as well as a cafeteria
and restaurant, on the campus of an exempt university for the convenience of the student body and faculty was
ruled by the IRS to be tax-exempt by reason of IRC § 501(c)(3). Rev. Rul. 58-194, 1958-1 C.B. 240.

9 Priv. Ltr. Rul. 9841049.

10 St. Luke’s Hosp. of Kan. City v. United States, 494 F. Supp. 85, 92 (W.D. Mo. 1980).

11 Rev. Rul. 85-109, 1985-2 C.B. 165, 166.

12 Am. Coll. of Physicians v. United States, 83-2 U.S.T.C. 9652 (Cl. Ct. 1983).

13 Am. Coll. of Physicians v. United States, 743 F.2d 1570 (Fed. Cir. 1984), rev’d, 475 U.S. 834 (1986).
14 See § 2.7.
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§4.2 BUSINESSES CONDUCTED BY VOLUNTEERS

artists, only a few of the tenants were members of the organization. The apart-
ments were not made available to the tenants on the basis of membership in the
club, nor were there any other rental criteria that would advance the organiza-
tion’s exempt purposes. The organization provided maid and switchboard ser-
vices to the tenants; the dining hall was also operated primarily to serve the
tenants. The IRS ruled that neither the rental of the studio apartments nor the
operation of the dining hall qualified for this exception.'

Read literally, this exception pertains only to the classes of individuals who
have the requisite relationship directly with the tax-exempt organization; for
example, it applies with respect to services carried on by an exempt hospital for
the convenience of its own patients. Thus, a federal court of appeals refused to
permit the convenience doctrine to be applied in a situation in which a for-profit
medical clinic provided outpatient diagnostic services for the patients of an
exempt health care provider. Rejecting the proposition that the patients of the
clinic should be regarded as patients of the hospital for this purpose (so that the
sales of pharmaceuticals by an exempt pharmacy to the clinic’s patients would
not be regarded as unrelated business), this appellate court wrote that the doc-
trine extends only to situations in which private physicians refer patients to an
“outpatient diagnostic facility which is part of a hospital and separate from the
physician’s private clinic.”16

This opinion notwithstanding, the IRS ruled that the convenience doctrine
was available and applicable when an exempt organization’s activities were for
the convenience of patients of another, albeit related, exempt entity.'” At the
same time, the agency refused to extend the doctrine to embrace spouses and
children of an exempt university’s students.!8

A business carried on by a tax-exempt organization for the convenience or
comparable benefit of individuals may inherently be an exempt function and thus
not need the protection of this exception. For example, it is common for exempt
hospitals to maintain cafeterias and coffee shops on their premises for their medi-
cal staff, other employees, and visitors. The IRS is of the view that these are related
businesses, because the conduct of them for employees enables the hospitals to
operate more efficiently, and the conduct of them for visitors enables visitors to
spend more time with the patients (the latter constitutes “supportive therapy that
assists in patient treatment and encourages their recovery”)."

§4.2 BUSINESSES CONDUCTED BY VOLUNTEERS

An endeavor in which substantially all of the work required to carry on the busi-
ness is performed for the tax-exempt organization without compensation is
exempt from the scope of the unrelated trade or business rules.”’ An example of

15 Rev. Rul. 69-69, 1969-1 C.B. 159. The exception for rental income (§ 3.8) was not available because substantial
services were rendered to the tenants.

16 Carle Found. v. United States, 611 F.2d 1192, 1196 (7th Cir. 1979), rev’g 78-1 U.S.T.C. { 9369 (E.D. IIL
1978), cert. denied, 449 U.S. 824 (1980).

17 Priv. Ltr. Rul. 9535023.

18 Tech. Adv. Mem. 9645004

19 Rev. Rul. 69-268, 1969-1 C.B. 160.

D IRC § 513(a)(1); Reg. § 1.513-1(e)(1).
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applicability of this exception is an exempt orphanage that operates a second-
hand clothing store, selling to the general public, when substantially all of the
work in operating the store is performed for the organization by volunteers.?!
Another illustration of this exception is the production and sale of phonograph
records by a medical society, when the services of the performers were provided
without compensation.?? Still another illustration of this exception concerned a
trade association that sold advertising in a commercial, unrelated manner, but
avoided unrelated income taxation of the activity because the work involved
was provided solely by volunteers.? Further, an advisory council to an exempt
insurance board, serving a municipal board of education, received brokerage
commissions that were required to be deposited in a special fund for public pur-
poses. This commission income was not taxable to the board as unrelated busi-
ness income, inasmuch as all of the council members’ work was performed
without compensation.?

As to the scope of this exception, Congress apparently intended to provide
an exclusion from the definition of unrelated trade or business only for those unre-
lated business activities in which the performance of services is a material
income-producing factor in carrying on the business and substantially all of the
services are performed without compensation.?> In reliance on the legislative
history underlying this rule, the IRS ruled on the rental of heavy machinery
under long-term lease agreements that required the lessees to provide insurance,
pay the applicable taxes, and make and pay for most repairs; the functions of
securing leases and processing rental payments were performed without com-
pensation. The IRS found that this was not an unrelated trade or business
excluded under this exception, as “no significant amount of labor [was] regu-
larly required or involved in the kind of business carried on by the organiza-
tion,” and thus the performance of services in connection with the leasing
activity was not a material income-producing factor in the business.?

A membership entity of a tax-exempt art museum published and sold a
book containing recipes, all of which were contributed. Because substantially all
of the work of preparing and selling the cookbook was performed by volunteers,
the IRS ruled that the activity was not an unrelated business, by reason of this
exception.?

In another case, a court ruled that this exception was defeated in part because
free drinks provided to the collectors and cashiers, in connection with the conduct
of a bingo game by a tax-exempt organization, were considered “liquid compensa-
tion.”? This position, however, was rejected on appeal.”” The same court subse-
quently held that this exception was not available in the case of an exempt

2 Reg. § 1.513-1(e); S. Rep. No. 2375, 81st Cong., 2d Sess. 108 (1950).

22 Greene County Med. Soc’y Found. v. United States, 345 F. Supp. 900 (W.D. Mo. 1972).

2 Priv. Ltr. Rul. 9302023.

2 Rev. Rul. 56-152, 1956-1 C.B. 56.

S HR. Rep. No. 2319, 81st Cong., 2d Sess. 37 (1950); S. Rep. No. 2375, 81st Cong., 2d Sess. 107-08 (1950).

2% Rev. Rul. 78-144, 1978-1 C.B. 168.

27 Tech. Adv. Mem. 8211002. Having reached this conclusion, the IRS declined to apply the exception for
contributed merchandise (see § 4.3).

2 Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Comm’r, 42 T.C.M. 1202 (1981).

2 Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Comm’r, 696 F.2d 372 (5th Cir. 1983).
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§4.2 BUSINESSES CONDUCTED BY VOLUNTEERS

organization that regularly carried on gambling activities, because the dealers and
other individuals received tips from patrons of the games.* In another case, this
court found that an exempt religious order that operated a farm was not taxable
on the income derived from the farming operations, because the farm was main-
tained by the uncompensated labor of the members of the order.’!

For an activity to be eligible for this exception, the activity must be carried
on by the tax-exempt organization. This criterion can become an issue when an
exempt organization outsources one or more functions.*

The matter of substantiality does not arise, of course, when all of the work of
conducting the business is performed without compensation.?®> When the exempt
organization uses one or more compensated persons (whether as employees or
independent contractors), substantiality is generally assessed in terms of time
expended. Although the term substantially all is not defined in this setting, it is
defined in other contexts to mean at least 85 percent, and the IRS follows that
rule when applying the volunteer exception.*

The volunteer exception was held by a court to be unavailable when 77
percent of the services were provided to a tax-exempt organization without
compensation.®® By contrast, another court ruled that the exception was avail-
able when the volunteer services amounted to 94 percent of total hours
worked.® The IRS ruled that the exception was available when the percentages
of volunteer labor were 87 percent,”” 91 percent,®® and 97 percent.>’

This exception references receipt of compensation. Thus, individuals who do
not receive any economic benefits in exchange for their services to a tax-exempt
organization are uncompensated workers (volunteers).*> Mere reimbursement of
expenses incurred by volunteers is not compensation.*! Economic benefits, how-
ever, can be considered compensation, even if not formally cast as a salary or fee
for service,* unless they are incidental.® In some circumstances, nonmonetary
benefits can constitute compensation.*

30 Executive Network Club, Inc. v. Comm’r, 69 T.C.M. 1680 (1995). A court held that this exception was not
available where individuals operating bingo games for a tax-exempt organization were paid a small hourly rate
and the payments were subject to tax withholding. Smith-Dodd Businessman’s Ass’n, Inc. v. Comm’r, 65 T.C.
620 (1975).

31 St. Joseph Farms of Indep. Bros. of the Congregation of Holy Cross, S.W. Province, Inc. v. Commissioner, 85
T.C. 9 (1985), appeal dismissed (7th Cir. 1986).

2 E.g., Tech. Adv. Mem. 8041007.

3 E.g., Rev. Rul. 74-361, 1974-2 C.B. 159.

¥ E.g., Tech. Adv. Mem. 8433010.

35 Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Comm’r, 696 F.2d 372 (5th Cir. 1983).

3 St. Joseph Farms of Indep. Bros. of the Congregation of Holy Cross, S.W. Province, Inc. v. Comm’r, 85 T.C.
9 (1985).

37 Priv. Lir. Rul. 7806039.

38 Priv. Lir. Rul. 9544029.

¥ Tech. Adv. Mem. 8040014.

4 E.g., Tech. Adv. Mem. 8211002.

41 E.g., Greene County Med. Soc’y Found. v. United States, 345 F. Supp. 900 (W.D. Mo. 1972).

4 E.g., Executive Network Club, Inc. v. Comm’r, 69 T.C.M. 1680 (1995).

BE. g., Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Comm’r, 696 F.2d 372, 375 (5th Cir.
1983) (free drinks were considered a “trifling inducement”).

4“4 See, e.g., Shiloh Youth Revival Ctrs. v. Comm’r, 88 T.C. 565 (1987). In general, Izuel & Park, The Application
of the Royalty and Volunteer Exceptions to Unrelated Business Taxable Income, 44 Exempt Orgs. Tax Rev.
299 (no. 3, June 2004).
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§4.3 SALES OF GIFT ITEMS

The term unrelated trade or business does not include a business, conducted by a
tax-exempt organization, that constitutes the selling of merchandise, substantially
all of which has been received by the organization by means of contributions.®
This exception is available for thrift shops operated by tax-exempt organizations
that sell donated clothes, books, furniture, and similar items (merchandise) to the
general public, with the proceeds going to the exempt organizations.*

Despite its origin, however, this exception is not confined to businesses that
are thrift shops, either independent stores or thrift shops operated by tax-
exempt organizations such as schools. For example, the IRS ruled that an
exempt organization could solicit contributions of home heating oil from indi-
viduals who had converted to gas heat, extract the oil from fuel tanks, and sell it
to the general public, and not be involved in an unrelated business by reason of
this exception.”’ Likewise, the agency held that an exempt charitable organiza-
tion may maintain a property donation program, through which contributed
vehicles and other properties are sold to generate funds; such a program is not
considered an unrelated business by virtue of this exception.*®

As noted, substantially all of the merchandise involved must have been
contributed. In one instance, the IRS held that the exception was available
when less than 5 percent of total sales was of purchased items.* For this excep-
tion to apply, however, the tax-exempt organization itself must be in the requi-
site business; it is not enough to have the business owned and operated by an
independent contractor that merely uses an exempt organization’s name and
pays over certain receipts to the exempt organization.®

§4.4 ENTERTAINMENT ACTIVITIES

Another exception from unrelated business treatment applies to the conduct of
entertainment at fairs and expositions.”® This rule applies to charitable, social
welfare, labor, agricultural, and horticultural organizations™ that regularly con-
duct, as a substantial tax-exempt purpose, an agricultural and educational fair
or exposition.”®

This type of activity has long been recognized as a tax-exempt function,
classified as charitable, educational, and/or agricultural undertakings.54 For

4 IRC § 513(a)(3); Reg. § 1.513-1(e)(3).

4 Reg. § 1.513-1(e). The IRS ruled that the operation of a separately incorporated thrift shop to raise funds for a
group of specified exempt organizations may qualify for exemption. Rev. Rul. 71-581, 1971-2 C.B. 236.

47 Priv. Ltr. Rul. 8116095.

48 Priv. Ltr. Rul. 200230005.

“ Priv. Ltr. Rul. 8122007.

3 Tech. Adv. Mem. 8041007. Likewise, when the thrift stores were in a separate corporation, the operation
of them was not imputed to a related tax-exempt organization for purposes of this exception. Disabled Am.
Veterans Serv. Found., Inc. v. Comm’r, 29 T.C.M. 202 (1970).

SHIRC § 513(d)(1), (2).

S2IRC § 501 (c)(3), (4), or (5). See Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley
& Sons, 2003) [hereinafter Tax-Exempt Organizations] chs. 5-10, 12, & 15, respectively.

BIRC § 513(d)(2)(C).

3* For example, the term educational pertains to the education of the public on subjects useful to the individual
and beneficial to the community. Reg. § 1.501(c)(3)-1(d)(3)(b).
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example, decades ago the IRS ruled that an organization with the purpose of
instructing individuals on agricultural matters can further that purpose by
conducting annual public fairs and exhibitions.>® These events feature the dis-
play of farm equipment, animals, food products, and the like; offer recreational
activities, such as midway shows, rodeos, and refreshment stands; and include
contests and other competitive events, usually with prizes awarded. The IRS
wrote that the overall activities of these fairs are “conducted in such a fashion
and on such subjects as will enlighten the viewers and participants on the new-
est and best techniques of farming, and on other matters useful and beneficial
to them and to the community.””® The agency added that an organization
“whose purpose and reason for existence is to educate the public in useful and
beneficial subjects does not fail to be operated to educate merely because some
entertainment is provided to attract the public.””” The courts have generally
followed this view.”

Nevertheless, the IRS and the courts began to regard activities that are col-
lateral to shows and exhibitions as nonexempt functions, perhaps as unrelated
businesses. For example, years before this statutory exception was enacted, the
IRS ruled regarding a tax-exempt organization that, in conjunction with its
annual fair, conducted a two-week horse racing meet featuring parimutuel bet-
ting. Finding these races to be regularly carried on in a manner similar to that of
commercial race tracks, the IRS concluded that the activity constituted an unre-
lated business, because the conduct of the races did not contribute importantly
to the educational activities of the fair and was not a type of recreational activity
intended to attract the public to the fair’s educational features.”

Likewise, a court, having rejected the argument that rental income received
by a tax-exempt organization was excludable from treatment as unrelated busi-
ness income (because the amount of ostensible rent was tied to profits generated
by the ostensible tenant®), also rejected the contention that the rental activity
was related to horse racing conducted at the fair. The rental agreement provided
that the rental activity (auctioning of horses) would take place at times of the
year other than during the time the society was carrying on its annual fair; the
rental activity was thus held not to be in conjunction with the fair.°!

To illustrate the difference in approach following enactment of the special
rules, a court held that automobile races held by an organization during its
annual fair (and arguably those held immediately prior thereto) were qualified
public entertainment activities (see below).?? The organization’s other races, held
when the fair was not being conducted (some were as much as three months
before or after the fair), were found not to warrant treatment as public entertain-
ment activity, because they were not intended to attract the public to the fair.

35 Rev. Rul. 67-216, 1967-2 C.B. 180.

% 1d. at 181.

T 1d.

38 E.g., Orange County Agric. Soc’y, Inc. v. Comm’r, 893 F.2d 529 (2d Cir. 1990), aff’g 55 T.C.M. 1602 (1988).
% Rev. Rul. 68-505, 1968-2 C.B. 248.

0 See § 3.8(b).

61 Ohio County & Indep. Agric. Societies, Del. County Fair v. Comm’r, 43 T.C.M. 1126 (1982).

62 Orange County Agric. Soc’y, Inc. v. Comm’r, 55 T.C.M. 1602 (1988), aff'd, 893 F.2d 529 (2d Cir. 1990).
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Thus, absent this statutory exception, many of these types of activities collat-
eral to fairs and expositions would be taxable as unrelated businesses. One court
reviewed the legislative history of these rules and wrote that they exclude from
the concept of unrelated business “horse racing at county fairs and renting dis-
play space at trade shows.”®

Pursuant to these statutory rules, the term unrelated trade or business does
not include qualified public entertainment activities of an eligible organization.®
This latter term is defined to mean any “entertainment or recreational activity
of a kind traditionally conducted at fairs or expositions promoting agricultural
and educational purposes, including, but not limited to, any activity one of the
purposes of which is to attract the public to fairs or expositions or to promote
the breeding of animals or the development of products or equipment.”®
Hence, unrelated income taxation is not imposed with respect to the operation
of a qualified public entertainment activity that meets one of the following con-
ditions: the public entertainment activity is conducted (1) in conjunction with
an international, national, state, regional, or local fair or exposition; (2) in
accordance with state law that permits that activity to be conducted solely by
an eligible type of tax-exempt organization or by a governmental entity; or (3)
in accordance with state law that permits that activity to be conducted under
license for not more than 20 days in any year and that permits the organization
to pay a lower percentage of the revenue from this activity than the state
requires from other organizations.®

To qualify under this rule, the tax-exempt organization must regularly con-
duct, as a substantial exempt purpose, a fair or exposition that is both agricul-
tural and educational. The Senate Finance Committee report that accompanied
these rules stated that a book fair held by an exempt university is not sheltered
by this provision, inasmuch as this kind of fair is not agricultural in nature.®’

A charitable, social welfare, labor, agricultural, or horticultural organization
is not to be considered as not entitled to tax exemption solely because of its qual-
ified public entertainment activities.

§4.5 TRADE SHOWS

Activities that promote demand for industry products and services, like adver-
tising and other promotional activities, generally constitute unrelated busi-
nesses if carried on for the production of income. In this context, the federal tax
law provides what the IRS termed a “narrow exception”® for certain tax-
exempt organizations that conduct industry-promotion activities in connection
with a convention, annual meeting, or trade show. This exception with respect
to trade show activities® is available for qualifying organizations: namely,

63 Clarence LaBelle Post No. 217, Veterans of Foreign Wars v. United States, 580 F.2d 270, 273 (8th Cir. 1978).
#IRC § 513(d)(1).

85 IRC § 513(d)(2)(A).

% IRC § 513(d)(2)(B).

67S. Rep. No. 94-938, 94th Cong., 2d Sess. 602 (1976).

% Rev. Rul. 2004-112, 2004-51 L.R.B. 985.

9 IRC § 513(d)(1), (3); Reg. § 1.513-3(a)(1), (b).
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exempt labor, agricultural, and horticultural organizations; business leagues;”°
and charitable and social welfare organizations” that regularly conduct, as a
substantial exempt purpose, shows that stimulate interest in and demand for
the products of a particular industry or segment of industry or that educate
persons in attendance regarding new developments or products or services
related to the exempt activities of the organization.”? This provision overruled
contrary IRS determinations.”

Under these rules, the term unrelated trade or business does not include quali-
fied convention and trade show activities of an eligible organization.” The phrase
convention, annual meeting, or trade show is defined to mean any “activity of a kind
traditionally conducted at conventions, annual meetings, or trade shows, includ-
ing but not limited to, any activity one of the purposes of which is to attract per-
sons in an industry generally (without regard to membership in the sponsoring
organization) as well as members of the public to the show for the purpose of dis-
playing industry products or services, or to educate persons engaged in the indus-
try in the development of new products and services or new rules and regulations
affecting the industry.”” This term thus refers to a “specific event at which indi-
viduals representing a particular industry and members of the general public
gather in person at one location during a certain period of time.””

A qualified convention and trade show activity is a convention and trade show
activity that is: (1) carried on by a qualifying organization; (2) conducted in con-
junction with an international, national, state, regional, or local convention,
annual meeting, or show; (3) sponsored by a qualifying organization that has as
one of its purposes in sponsoring the activity the promotion and stimulation of
interest in and demand for the products and services of the industry involved in
general or the education of persons in attendance regarding new developments
or products and services related to the exempt activities of the organization; and
(4) designed to achieve this purpose through the character of the exhibits and the
extent of the industry products displayed.” It is the nature of the activities and
their connection to a specific convention, annual meeting, or trade show that dis-
tinguishes qualified convention and trade show activity from other types of
advertising and promotional activities conducted for the benefit of an industry.”
Thus, an example of such qualified activity is an exempt business league that
conducted semiannual trade shows at an exhibition facility, with each of the
shows occurring over a period of 10 consecutive days.”

O IRC § 501(c)(5), (6). See Tax-Exempt Organizations, chs. 15 & 13, respectively.

HIRC § 501(c)(3), (4). See Tax-Exempt Organizations, chs. 5-10 & 12, respectively.

2IRC § 513(d)(3)(C).

3 Rev. Ruls. 75-516 through 75-520, 1975-2 C.B. 220-226 (holding, inter alia, that income received by an
exempt business league at its convention or trade show from renting display space may constitute unrelated
business income if selling by exhibitors is permitted at the show). Also Rev. Rul. 67-219, 1967-1 C.B. 210;
Rev. Rul. 58-224, 1958-1 C.B. 242. Subsequently, these rulings were revoked or rendered obsolete by the
IRS. Rev. Rul. 85-123, 1985-2 C.B. 168.

IRC § 513(d)(1).

5IRC § 513(d)(3)(A); Reg. § 1.513-3(c)(4).

76 Rev. Rul. 2004-112, 2004-51 I.R.B. 985.

TTIRC § 513(d)(3)(B); Reg. § 1.513-3(c)(2).

78 Rev. Rul. 2004-112, 2004-51 I.R.B. 985.

" d.
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The income that is excluded from taxation by these rules is derived from the
rental of display space to exhibitors. This is so even though the exhibitors who
rent the space are permitted to sell or solicit orders, as long as the show is a quali-
fied trade show or a qualified convention and trade show.®’ This exclusion is also
available with respect to a supplier’s exhibit®! that is conducted by a qualifying
organization in conjunction with a qualified convention or trade show.

As an illustration, an exempt business league, formed to promote the con-
struction industry, had as its membership manufacturers of heavy construction
machinery, many of whom owned, rented, or leased one or more digital com-
puters produced by various computer manufacturers. This organization was a
qualifying one that regularly held an annual meeting. At this meeting, a
national industry sales campaign and methods of consumer financing for heavy
construction machinery were discussed. Also, new construction machinery
developed for use in the industry was on display, with representatives of the
various manufacturers present to promote their machinery. Both members and
nonmembers attended this portion of the conference. In addition, computer
manufacturers were present to educate the organization’s members. Although
this aspect of the conference constituted a supplier’s exhibit, the income earned
from this activity did not constitute unrelated business income to the business
league, because the activity was conducted as part of a qualified trade show.5?

Another illustration is based on the facts in the preceding example, except
that the only goods or services displayed are those of suppliers, namely, the
computer manufacturers. Order-taking and selling were permitted. Members’
exhibits were not maintained. Taken alone, this supplier’s exhibit would have
constituted a supplier show and not a qualified convention or trade show. In this
situation, however, the rental of exhibition space to the suppliers was not an
unrelated business. It was conducted by a qualifying organization in conjunction
with a qualified convention or trade show. The show (the annual meeting) was a
qualified convention or trade show because one of its purposes was the promo-
tion and stimulation of interest in and demand for the products or services of the
industry through the character of the annual meeting.%

In another example, an exempt business league conducts an annual show
at which its members exhibit their products and services in order to promote
public interest in the line of business. Potential customers are invited to the
show; order-taking and sales are permitted. The organization secures the exhi-
bition facility, undertakes the planning and direction of the show, and main-
tains exhibits designed to promote the line of business in general. The show is a
qualified convention or trade show, and the provision of exhibit space to indi-
vidual members is a qualified trade show activity, not an unrelated business.®

80 Reg. § 1.513-3(d)(1).

81 A suppliers’ exhibit is one in which the exhibitors display goods or services that are supplied to, rather than
by, the members of the qualifying organization in the conduct of the members’ own trades or businesses. Reg.
§ 1.513-3(d)(2).

82 Reg. § 1.513-3(e), Example (1).

8 Id., Example (2).

8 Id., Example (3).
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Another illustration concerns an exempt business league that sponsored an
annual show. As the sole activity of the show, suppliers to the members of the
organization exhibited their products and services for the purpose of stimulat-
ing the sale of these products and services. Order-taking and selling were per-
mitted. This show was a supplier’s show and did not meet the definition of a
qualified convention or trade show, in that it did not satisfy any of the three
alternative bases for qualification. First, the show did not stimulate interest in
the members’ products through the character of product exhibits; the only
products exhibited were those of suppliers, not members. Second, the show did
not stimulate interest in members’ products through conferences or seminars;
these activities were not conducted at the show. Third, the show did not meet
the definition of a qualified show on the basis of educational activities; the exhi-
bition of suppliers’ products was designed primarily to stimulate interest in
and sale of the suppliers’ products. Thus, the organization’s provision of exhibi-
tion space was not a qualified convention or trade show activity, and income
derived from the rental of exhibition space to suppliers was unrelated business
income.® Nonetheless, income from a suppliers’ show is not unrelated business
income when the displays are educational in nature and soliciting and selling in
connection with the displays are prohibited.

Another aspect of this matter may resolve the tax issue for many tax-
exempt organizations not expressly covered by these rules. This relates to the
fact that an unrelated business must be regularly carried on before the revenue
from the business can be regarded as unrelated business income.?” Thus, the
net income derived by an exempt organization (irrespective of the statutory
basis for its tax exemption) from the conduct of a trade show cannot be taxable
as unrelated business income if the trade show is not regularly carried on. A
court opinion supports the premise that the conduct of a typical trade show is
not an activity that is regularly carried on.®® This court held that an exempt
organization that annually sponsored a vaudeville show did not generate any
unrelated business income from the activity because the show was not regu-
larly carried on—rather, it was an “intermittent activity.”® Consequently, to the
extent that an annual trade or similar show of an exempt organization can be
regarded as an intermittent activity, it will not give rise to unrelated business
income, irrespective of the exempt status of the organization and without
regard to invocation of these special rules. It must be noted, however, that in
measuring regularity, the IRS sometimes looks not only to the time expended in
conducting the activity itself but also to the time expended in preparing for the
activity and any time expended afterward that is still related to the activity.”

8 Id., Example (4). The legislative history of these statutory rules suggests, however, that the exclusion is
applicable with respect to shows that are suppliers’ shows in their entirety. S. Rep. No. 94-938, 94th Cong.,
2d Sess. 601-603 (1976).

86 Rev. Rul. 75-5 16, 1975-2 C.B. 220. In general, see Fones, Taxation of Trade Shows and Public Entertainment
Activities, 64 AB.AJ. 913 (1978).

87 See § 2.5.

88 Suffolk County Patrolmen’s Benevolent Ass’n, Inc. v. Comm’r, 77 T.C. 1314 (1982).

8 1d. at 1321, 1322.

0 See § 2.5(d).

H 93 ®m



EXCEPTIONS

A tax-exempt organization may sponsor and perform educational and
supporting services for a trade show (such as use of its name, promotion of
attendance, planning of exhibits and demonstrations, and provision of lec-
tures for the exhibits and demonstrations) without having the compensation
for its efforts taxed as unrelated business income, as long as the trade show is
not a sales facility.”! The IRS ruled that this type of activity both stimulates
interest in and demand for services of the profession involved (the organiza-
tion being an exempt business league) and educates the members on matters
of professional interest.

The IRS issued guidance as to when Internet activities conducted by qualify-
ing organizations (or at least exempt business leagues) fall within this exception
for qualified convention and trade show activity.”?

§4.6 HOSPITAL SERVICES

An exception from classification of an activity as unrelated business is applicable
with respect to the performance of certain services for small hospitals. The IRS’s
position generally is that income that a tax-exempt hospital derives from provid-
ing services to other exempt hospitals constitutes unrelated business income to
the service-provider hospital, on the theory that the provision of services to
other hospitals is not an activity that is substantially related to the exempt pur-
pose of the provider hospital.”® Congress carved out an exception to this rule for
the provision of services to small hospitals.

This special rule® applies when a tax-exempt hospital® furnishes certain ser-
vices only to other exempt hospitals, as long as (1) the service is provided solely
to hospitals that have facilities to serve no more than 100 inpatients; (2) the ser-
vice would, if performed by the recipient hospital, constitute an activity consis-
tent with that hospital’s tax-exempt purposes; and (3) the service is provided at a
fee not in excess of actual cost, including straight-line depreciation and a reason-
able rate of return on the capital goods used to provide the service. The services
provided must be confined to data processing, purchasing (including the pur-
chasing of insurance on a group basis), warehousing, billing and collection
(including the purchase of patron accounts receivable on a recourse basis), food,
clinical, industrial engineering, laboratory, printing, communications, record
center, and personnel (including selection, testing, training, and education of
personnel) services.”®

This change in the law was implemented to enable a number of small hospi-
tals to receive services from a single institution instead of providing them
directly or creating a separate organization to provide the services. Language in

% Rev. Rul. 78-240, 1978-1 C.B. 170.

92 See § 10.6, text accompanied by note 64.

% Rev. Rul. 69-633, 1969-2 C.B. 121.

9 IRC § 513(e); Reg. § 1.513-6(a).

95 That is, an organization described in IRC § 170(b)(1)(A)(iii). Reg. § 1.513(6)(b). See Tax-Exempt Orga-
nizations, §§ 6.2(a), 11.3(a).

%IRC § 501(e)(1)(A); Reg. § 1.501(e)-1(c)(1). See Tax-Exempt Organizations, § 10.4. A conspicuous omis-
sion in this list of services is the performance of laundry services. Reg. § 1.501(e)-1(c)(2). See Tax-Ex-
empt Organizations, § 6.9.
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the legislative history, however, is somewhat broader than the specifics of the
statutory rule: The Senate Finance Committee explanation stated that a “hospital
is not engaged in an unrelated trade or business simply because it provides ser-
vices to other hospitals if those services could have been provided on a tax-free
basis, by a cooperative organization consisting of several tax-exempt
hospitals.””

Application of this exception requires that the service be provided at a fee
not in excess of actual cost, including straight-line depreciation and a reason-
able rate of return on the capital goods used to provide the service.” The Medi-
care program formulations are a “safe harbor” for use in complying with the
limitations on fees. Thus, a rate of return on capital goods will be considered
reasonable as long as it does not exceed, on an annual basis, a percentage that is
based on the average of the rates of interest on special issues of public debt obli-
gations issued to the Federal Hospital Insurance Trust Fund for each of the
months included in the tax year of the hospital during which the capital goods
are used in providing the service. Determinations as to the cost of services and
the applicable rate of return are to be in accordance with the Medicare rules,”
which permit a health care facility to be reimbursed under the Medicare pro-
gram for the reasonable cost of its services—including, in the case of certain
proprietary facilities, a reasonable return on equity capital.!®

As an illustration, a large metropolitan tax-exempt hospital provided vari-
ous services to other exempt hospitals. This hospital furnished a purchasing ser-
vice to hospitals A and B, a data processing service to hospitals C and D, and a
food service to hospitals E and E These hospitals, other than A, had facilities to
serve no more than 100 inpatients. The services were furnished at cost to these
hospitals, except that hospital C was charged a fee in excess of cost for its use of
the data processing service. The purchasing service constituted an unrelated
business conducted by the provider hospital, because it was not provided solely
to hospitals having facilities to serve no more than 100 inpatients. The data pro-
cessing service was an unrelated business because it was provided to a hospital
at a fee in excess of cost. The food service operation was not an unrelated busi-
ness, because it satisfied the requirements of this exception.!!

§4.7 GAMBLING ACTIVITIES

In general, gambling activities by tax-exempt organizations will constitute unre-
lated business. Bingo game income realized by most tax-exempt organizations,
however, is not subject to unrelated business income taxation.'”? This exclusion
applies only when the bingo game is not conducted on a commercial basis and
where the game does not violate state or local laws.1®

°7'S. Rep. No. 94-938 (pt. 2), 94th Cong., 2d Sess. 76 (1976).

BIRC § 513(e)(3).

942 U.S.C. § 1395x(V)(1)(A), (B).

10 Reg. § 1.513-6(a)(3).

10l Reg. § 1.513-6(c).

12 1RC § 513(f); Reg. § 1.513-5(a). The rules pertaining to this exception are inapplicable to a bingo game that
is otherwise excluded from consideration as an unrelated business because substantially all of the work is
performed without compensation. Reg. § 1.513-5(b).

103 Reg. § 1.513-5(c); H.R. Rep. No. 95-1608, 95th Cong., 2d Sess 6-7(1978).
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More specifically, this exception is not available with respect to a bingo
game conducted in a jurisdiction in which bingo games are ordinarily carried
out on a commercial basis. Bingo games are “ordinarily carried out on a com-
mercial basis” within a jurisdiction if they are regularly carried on'® by for-
profit organizations in any part of that jurisdiction. Normally, the entire state
will constitute the appropriate jurisdiction for determining whether bingo
games are ordinarily carried out on a commercial basis. If, however, state law
permits local jurisdictions to determine whether bingo games may be con-
ducted by for-profit organizations, or if state law limits or confines the conduct
by for-profit organizations to specific local jurisdictions, then the local jurisdic-
tion will constitute the appropriate jurisdiction for determining whether bingo
games are ordinarily carried out on a commercial basis.!®

For example, this exception was held to be unavailable because the bingo
game in question was illegal under state law as being a lottery.'®® Absent this
exception, then, bingo game operations of exempt organizations would be
treated as the conduct of unrelated business.!?” Indeed, the argument that the
operation of bingo games does not amount to the conduct of business was
rejected by a court.!%®

A bingo game is a game of chance played with cards that are generally
printed with five rows of five squares each. Participants place markers over
randomly called numbers on the cards in an attempt to form a preselected pat-
tern, such as a horizontal, vertical, or diagonal line, or all four corners. The first
participant to form the preselected pattern is the winner of the game. The term
bingo game means any game of bingo in which all wagers are placed, all winners
are determined, and all prizes or other property are distributed in the presence
of all persons placing wagers in that game.'” Consequently, the term does not
refer to any other game of chance, such as keno games, dice games, card games,
and lotteries;!!? the conduct of a “pull-tab operation” is not embraced by the
exception.!!! This view as to the scope of the definition of the term was reflected
in a court opinion holding that proceeds attributable to an organization’s
“instant bingo” activities were not protected by the exception, inasmuch as
individuals could play and win in isolation.!2

The reach of this exception is illustrated by the following illustration.!’* A
tax-exempt church conducted weekly bingo games in a state where state and
local laws provided that bingo games could be conducted by exempt organiza-
tions. For-profit businesses did not conduct bingo games in the state. Because

104 See § 2.5.

105 Reg. § 1.513-5(c)(2).

106 Waco Lodge No. 166, Benevolent & Protective Order of Elks v. Comm’r, 42 T.C.M. 1202 (1981).

107 E.g., Clarence LaBelle Post No. 217, Veterans of Foreign Wars v. United States, 580 F.2d 270 (8th Cir. 1978).

108 Smith-Dodd Businessman’s Ass’n, Inc. v. Comm’r, 65 T.C. 620 (1975).

109 Reg. § 1.513-5(d).

110 1d.

1T Tech. Adv. Mem. 8602001.

12 pylius M. Israel Lodge of B’nai B’rith No. 2113 v. Comm’r, 70 T.C.M. 673 (1995), aff’d, 98 F.3d 190 (5th Cir.
1996).

113 This example and the two that follow assume that the bingo games referred to are operated by individuals who
are compensated for their services. See supra note 102.
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the church’s bingo games were not conducted in violation of state or local law,
and were not the type of activity ordinarily carried out on a commercial basis
in the state, these bingo games were not regarded as unrelated business.!!*

As another illustration, an exempt rescue squad conducts weekly bingo
games in a state that has a statute prohibiting all forms of gambling, including
bingo games. This law, however, is not generally enforced by state officials
against local charitable organizations, such as the rescue squad, that conduct
bingo games to raise funds. Nonetheless, because bingo games are illegal
under this state’s law, these bingo games constitute unrelated business, irre-
spective of the degree to which the pertinent state law is enforced.!!®

In another example, two exempt veterans’ organizations operate in a state that
permits the conduct of bingo games by tax-exempt organizations. This state’s law
also permits bingo games to be conducted by for-profit organizations in a particu-
lar city, which is a resort community. Several for-profit organizations conduct
nightly bingo games in this city. One of these veterans’ organizations also conducts
weekly bingo games in this city. The other veterans’ organization conducts weekly
bingo games in the county in which this city is located. Because state law confines
the conduct of bingo games by for-profit organizations to this city, and because
bingo games are regularly carried on there by these organizations, the bingo games
conducted by the veterans’ organization in that city constitute unrelated business.
By contrast, the bingo games conducted by the other veterans’ organization in the
county, and outside of this city, are not regarded as unrelated business.''®

By virtue of the way the organizations are taxed, the bingo game exception
is not available to tax-exempt social clubs, voluntary employees” beneficiary
associations, political organizations, and homeowners’ associations.!”

The term unrelated trade or business does not include any trade or business
that consists of the conduct of games of chance, conducted after June 30, 1981,
which, under state law (in effect as of October 5, 1983), can be conducted only by
nonprofit organizations.!® This exception, however, is applicable only with
respect to the law of the state of North Dakota.!!?

§4.8 ASSOCIATE MEMBER DUES

Some tax-exempt associations may encounter an issue as to the tax treatment of
dues derived from associate members (or affiliate or patron members), although
the intensity of activity in this area has declined in recent years. In some
instances, these dues are treated as forms of unrelated business income, on the

114 Reg. § 1.513-5(c)(3), Example (1).

115 1d., Example (2).

16 J4., Example (3).

17 See ch. 6. As to political organizations, see Tax-Exempt Organizations, ch. 17.

118 Tax Reform Act of 1984, § 311.

119 Tax Reform Act of 1986, § 1834. This clarification in 1986 would have caused retroactive taxation of this type
of revenue derived by tax-exempt organizations in states other than North Dakota. The Technical Corrections
and Miscellaneous Revenue Act of 1988 (§ 6201), however, made the 1986 clarification effective for games
of chance conducted after October 22, 1986 (the date of enactment of the 1986 technical correction), so that
revenue derived by exempt organizations from games of chance conducted prior to the 1986 effective date in
any state is governed by the rules enacted in 1984. The IRS issued an explanation of the law on this point in
Ann. 89-138, 1989-45 LR.B. 41.
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ground that the associate member is paying for a specific service or to gain
access to the regular membership for purposes of selling products or services.'?
Thus, in one instance, the IRS’s lawyers recommended taxation of associate
members dues, when the associates allegedly joined solely to obtain coverage
under the association’s automobile, health, dental, and farm owners’ insurance
programs.'?! In another instance, IRS legal counsel recommended taxation (as
advertising income) of the dues paid by associate members for listings in a vari-
ety of publications, allegedly to make them accessible to the regular members;
the IRS creatively recast the dues as access fees.'?> Taxation of dues is more likely
when the associate members do not receive exempt function benefits, serve as
directors or officers, or vote on association matters, and otherwise lack any
meaningful right or opportunity to participate in the affairs of the organization.

The first court opinion on the point held that dues collected by a tax-exempt
labor organization from persons who were not regular active members of the
organization, who became members so as to be able to participate in a health
insurance plan sponsored by the organization, constituted unrelated business
income.'?® The court concluded that this special class of members was created to
generate revenue and not to contribute importantly to an exempt purpose. The
fact that the organization generated substantial net revenues through the sale of
these memberships was considered evidence that revenue-raising was the prin-
cipal intent underlying establishment of this membership category.

In the case of tax-exempt labor, agricultural, and horticultural organiza-
tions,'?* the IRS stated that dues payments from associate members will not be
regarded as unrelated business income unless, for the relevant period, the mem-
bership category was formed or availed of for the principal purpose of producing
unrelated income.'? This aspect of the law was subsequently altered by statute,
however, in that certain dues payments to exempt agricultural or horticultural
organizations are exempt from unrelated business income taxation.'?® Specifi-
cally, if a tax-exempt agricultural or horticultural organization'?” requires annual
dues not exceeding $100 (indexed for inflation'?®) to be paid in order to be a mem-
ber of the organization, no portion of the dues may be considered unrelated busi-
ness income because of any benefits or privileges to which these members are
entitled.?

120 This issue is identical to that raised in the context of tax-exempt labor unions (see text accompanied by infra
notes 124-125).

121 Tech. Adv. Mem. 9416002.

122 Tech. Adv. Mem. 9345004.

123 Nat’1 League of Postmasters v. Comm’r, 69 T.C.M. 2569 (1995), aff’d, 86 F.3d 59 (4th Cir. 1996).

124 See Tax-Exempt Organizations, ch. 15.

125 Rev. Proc. 95-21, 1995-1 C.B. 686.

126 See § 9.4(c).

127 See Tax-Exempt Organizations, §§ 15.2,15.3.

128 IRC § 512(d)(2). For years beginning in 1998, this threshold was $109 (Rev. Proc. 97-57, 1997-2 C.B. 584);
for years beginning in 1999, this threshold was $110 (Rev. Proc. 98-61, 1998-2 C.B. 811); for years beginning
in 2000, this threshold was $112 (Rev. Proc. 99-42, 1999-2 C.B. 568); for years beginning in 2001, this thresh-
old was $116 (Rev. Proc. 2001-13, 2001-1 C.B. 337); for years beginning in 2002, this threshold was $120
(Rev. Proc. 2001-59, 2001-2 C.B. 623); for years beginning in 2003, this threshold was $122 (Rev. Proc. 2002-
70,2002-2 C.B. 845); for years beginning in 2004, this threshold was $124 (Rev. Proc. 2003-85, 203-49 L.R.B.
1184); and for years beginning in 2003, this threshold is $127 (Rev. Proc. 2004-71, 2004-71 LR.B. 970).

I IRC § 512(d)(1).
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The term dues is defined for this purpose as any “payment required to be
made in order to be recognized by the organization as a member of the organiza-
tion.”’% If a person makes a single payment that entitles the person to be recog-
nized as a member of the organization for more than 12 months, the payment
can be prorated for purposes of applying the $100 cap.'*!

Nonetheless, this IRS position continues to be its view with respect to labor
organizations (and to agricultural and horticultural entities that do not qualify
for the exception). Moreover, the agency indicated that it will follow this
approach with respect to associations generally.!3?

§4.9 LOW-COST ARTICLES

Another exception from classification as unrelated business is available only to
tax-exempt organizations eligible to receive tax-deductible charitable contribu-
tions,'® for activities relating to certain distributions of low-cost articles incidental
to the solicitation of charitable contributions.’®* Although this statutory provision
generally reflects a similar rule stated in the income tax regulations,'® there is one
important refinement: The term low-cost article is defined as any article (or aggre-
gate of articles distributed to a single distributee in a year) that has a cost not in
excess of $5 (adjusted for inflation'®) to the organization that distributes the item
or on behalf of which the item is distributed.’”” These rules also require that the
distribution of the items be unsolicited and be accompanied by a statement that
the distributee may retain the low-cost article irrespective of whether a charitable
contribution is made.!3

BOIRC § 512(d)(3).

BIHR. Rep. No. 104-737, 104th Cong., 2d Sess. 14 (1996).

132 Rev. Proc. 97-12, 1997-1 C.B. 631, modifying Rev. Proc. 95-21, 1995-1 C.B. 686. Associate member dues re-
ceived by an exempt association were found not to be taxable because the associate member category was not
formed or availed of for the principal purpose of producing unrelated business income; voting rights were held
not to be the sole criterion in this evaluation. Tech. Adv. Mem. 9742001. Associate member dues received by
an exempt union were, however, held taxable as unrelated business income, because the membership category
was availed of for the principal purpose of producing this type of income. Tech. Adv. Mem. 9751001.

133 That is, an organization described in IRC § 501, when it qualifies as a charitable donee under IRC § 170(c)(2)
or § 170(c)(3) (namely, as a charitable or veterans’ organization).

B4IRC § 513(h)(1)(A).

135 Reg. § 1.513-1(b).

136 IRC § 513(h)(2)(C). The IRS calculated that the low-cost article cost threshold was $5.71 for years beginning
in 1991; was $6.01 for years beginning in 1992 (Rev. Proc. 92-58, 1992-2 C.B. 410); was $6.20 for years be-
ginning in 1993 (Rev. Proc. 92-102, 1992-2 C.B. 579); was $6.40 for years beginning in 1994 (Rev. Proc. 93-
49, 1993-2 C.B. 581); was $6.60 for years beginning in 1995 (Rev. Proc. 94-72, 1994-2 C.B. 811); was $6.70
for years beginning in 1996 (Rev. Proc. 95-53, 1995-2 C.B. 445); was $6.90 for years beginning in 1997 (Rev.
Proc. 96-59, 1996-2 C.B. 390); was $7.10 for years beginning in 1998 (Rev. Proc. 97-57, 1997-2 C.B. 584);
was $7.20 for years beginning in 1999 (Rev. Proc. 98-61, 1998-2 C.B. 811); was $7.40 for years beginning in
2000 (Rev. Proc. 99-42, 1999-2 C.B. 568); was $7.60 for years beginning in 2001 (Rev. Proc. 2001-13, 2001-
1 C.B. 337); was $7.90 for years beginning in 2002 (Rev. Proc. 2001-59, 2001-2 C.B. 623); was $8.00 for years
beginning in 2003 (Rev. Proc. 2002-70, 2002-2 C.B. 845); was $8.20 for years beginning in 2004 (Rev. Proc.
2003-85, 2003-49 L.R.B. 1184); and is $8.30 for years beginning in 2005 (Rev. Proc. 2004-71, 2004-50 L.R.B.
970).

BTIRC § 513(h)(2).

3 IRC § 513(h)(3).
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§4.10 MAILING LISTS

Another exception from unrelated business income taxation, available to the cat-
egory of tax-exempt organizations eligible for the low-cost articles exception,'®
is applicable to the exchange or rental of membership or donor mailing lists with
or to others of these exempt organizations.!4?

Absent this exception, however, the rental or exchange of a mailing list by a
tax-exempt organization, when regularly carried on, is considered by the IRS to
be an unrelated business. This is not a major problem from an economic stand-
point when the activity involves a list rental,#! in that taxes can be paid from the
resulting income. When the activity is a list exchange, however, there is no
income from the transaction available to pay the tax; it is nonetheless the view of
the agency that these exchanges are unrelated businesses.'*? In calculating the
amount of “income” of this nature, the IRS advised that the method used should
be in accordance with the rules concerning facilities used for related and unre-
lated purposes; thus, expenses and deductions are to be allocated between the
two uses on a reasonable basis.1* According to the IRS, the “actual calculating of
the costs and expenses associated with or allocable to the rental or exchange
activities and the income they generate is a factual determination.”!4

If properly structured, however, a mailing-list rental or exchange program
involving a noncharitable tax-exempt organization can avoid unrelated business
treatment by utilization of the exception for royalties.!*

§4.11 BUSINESSES OF EMPLOYEES” ASSOCIATIONS

If a tax-exempt local association of employees,'* organized before May 27, 1969,
establishes a business to sell items of work-related clothing and equipment and
items normally sold through vending machines, through food-dispensing facili-
ties, or by snack bars, for the convenience of its members at their usual places of
employment, this business activity is excluded from classification as an unrelated
business.*” This exception does not apply with respect to sales of these items at

139 See § 4.9.

MO RC § 513(h)(1)(B). The purpose of this provision is to nullify the decision in Disabled Am. Veterans v. United
States, 650 F.2d 1178 (Ct. Cl. 1981). Also Disabled Am. Veterans v. Comm’r, 68 T.C. 95 (1994).

141 Rev. Rul. 72-431, 1972-2 C.B. 281.

142 Tech. Adv. Mem. 9502009.

143 See § 11.2.

144 In Tech. Adv. Mem. 9502009, the IRS ruled that these exchanges are not a disposition of property causing the
realization of gain or loss for tax purposes (IRC § 1001), in that capital assets (IRC § 1222) are not involved.
This holding precluded application of the exception from income taxation for capital gains; see § 3.10. The
agency also held that the nontaxation rules concerning like-kind exchanges (IRC § 1031) are inapplicable, be-
cause the title to the lists does not pass and the rights to the properties acquired by the parties are not perpetual.
Koch v. Comm’r, 37 T.C.M. 1167 (1978); Rev. Rul. 55-749, 1955-2 C.B. 295. An earlier technical advice
memorandum, concluding that exchanges of mailing lists between tax-exempt organizations did not give rise
to unrelated business income (Tech. Adv. Mem. 8128004), was thereafter prospectively revoked by the IRS in
Tech. Adv. Mem. 9635001.

145 E.g., Sierra Club, Inc. v. Comm’r, 86 F.3d 1526 (9th Cir. 1996). Also Am. Acad. of Ophthalmology, Inc. v.
Comm’r, Tax Ct. No. 21657-94, in which the IRS abandoned its mailing-list revenue taxation stance in the
aftermath of the Sierra Club holding. See the discussion in § 3.7.

46 IRC § 501(c)(4). See Tax-Exempt Organizations, § 18.3.

WTIRC § 513(a)(2); Reg. § 1.513-1(e)(2).
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§4.13 POLE RENTAL ACTIVITIES

locations other than the employees’ usual place of employment; hence, sales at
such other locations are unrelated businesses (unless otherwise exempt!#¥).1# The
IRS ruled that this type of association may change its form, from unincorporated
entity to a corporation, without losing its grandfathered status.!®

§4.12 S CORPORATION HOLDINGS AND SALES

Nearly all types of tax-exempt organizations are barred by the federal tax law
from holding interests in small business corporations, also known as S corpora-
tions. There is, however, an exception in this regard for exempt charitable organi-
zations: these entities are allowed to be shareholders in these corporations.!>!
The authorization to own this type of a security is a revision of prior law.!>?

This type of interest is considered an interest in an unrelated business.!
Items of income, loss, or deduction of an S corporation flow through to these
exempt organizations as unrelated business income, irrespective of the source or
nature of the income.’ Thus, for example, unlike the partnership rules,' pas-
sive income of a small business corporation automatically flows to an exempt
charitable organization as unrelated business income.

If a charitable organization acquires by purchase stock in a small business
corporation (whether the stock was acquired when the corporation was a regu-
lar corporation—known as a C corporation—or an S corporation) and receives
dividend distributions with respect to the stock, the shareholder organization
generally must reduce its basis in the stock by the amount of the dividend.!*

Any gain received on the disposition of S corporation stock also automatically
results in unrelated business income.'”

53

§4.13 POLE RENTAL ACTIVITIES

In the case of a tax-exempt mutual or cooperative telephone or electric com-
pany,'%® the term unrelated trade or business does not include engaging in quali-
fied pole rental activity.!> The term qualified pole rental means any rental of a pole
(or other structure used to support wires) if the pole (or other structure) (1) is
used by the telephone or electric company to support one or more wires used by
the company in providing telephone or electric services to its members and (2) is

148 For example, the sales activity may not be regularly carried on. See § 2.5.

49 Reg. § 1.513-1(e).

150 priy. Ltr. Rul. 9442013. In so ruling, the IRS relied on Rev. Rul. 54-134, 1954-1 C.B. 88 (holding that an IRS
ruling recognizing the tax-exempt status of a corporation, which merely changed in form from unincorporated
status, embraces the period of unincorporation as well).

151 This exception is also available for employee benefit entities described in IRC § 401(a).

21RC § 1361(c)(6).

IBIRC § 512(e)(1)(A).

IS4 IRC § 512(e)(1)(B)(i).

155 See § 6.4.

156 IRC § 512(e)(2).

STIRC § 512(e)(1)(B)(ii). In general, see Hoyt, Subchapter S Stock Owned by Tax-Exempt Organizations:
Solutions to Legal Issues, 22 Exempt Orgs. L. Rev. (no. 1) 25 (1998).

18 See Tax-Exempt Organizations, § 18.5.

9 1RC § 513(g).
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used pursuant to the rental to support one or more wires (in addition to the
wires previously described) for use in connection with the transmission by wire
of electricity or of telephone or other communications.'® For these purposes, the
term rental includes any sale of the right to use the pole or other structure.!®!

10 TRC § 501(c)(12)(D).
161 1d.
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Unrelated Debt-Financed
Income Rules
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The unrelated debt-financed income rules can cause income received by tax-
exempt organizations holding property (or an interest in property), with respect
to which there is debt, to be subject to the unrelated business income tax,! even
though the income would otherwise be exempt from taxation. It is because of
these rules that forms of otherwise excludable income, such as interest and rent,
can be taxable as unrelated business income.

§5.1 HISTORY AND OVERVIEW OF RULES

Before enactment of the Tax Reform Act of 1969, most charitable organizations
and certain other tax-exempt organizations were subject to the unrelated busi-
ness income tax on rental income from real property, to the extent that the
property was acquired with borrowed funds. There was an important excep-
tion, however, that excluded rental income from a lease of five years or less;
further, the tax was not applicable to all exempt organizations. Moreover, there

I'IRC § 514.
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UNRELATED DEBT-FINANCED INCOME RULES

was a question as to whether the tax applied to income received by an exempt
organization from the leasing of assets constituting a going business.

In the years immediately preceding enactment of the 1969 Act, some tax-
exempt organizations were using their tax privileges to purchase businesses and
investments on credit, frequently at more than the market price, while contribut-
ing little or nothing themselves to the transaction other than their tax exemption.
A typical factual situation in this regard was as follows:

A sells an incorporated business to B, a charitable foundation, which makes a
small (or no) down payment and agrees to pay the balance of the purchase
price only out of profits to be derived from the property. B liquidates the cor-
poration and then leases the business assets to C, a new corporation formed
to operate the business. A (collectively, the stockholders of the original busi-
ness) manages the business for C and frequently holds a substantial minority
interest in C. C pays 80 percent of its business profits as “rent” to B, which
then passes on 90 percent of those receipts to A until the original purchase
price is paid in full. B has no obligation to pay A out of any funds other than
the “rent” paid by C.2

The tax results of this type of transaction provided capital gain to the seller, a
rent deduction for the operator, and no tax on the income flowing to the tax-
exempt organization.

In this bootstrapping manner, a business was able to realize increased
after-tax income and a tax-exempt organization was able to acquire the owner-
ship of a business valued at $1.3 million without investment of its own funds.?
Immediately prior to adoption of the Tax Reform Act of 1969, a court upheld
the acquisition of 24 businesses by a charitable organization in this manner in
the period 1945 to 1954.4

Congress’s response to the problems in this area to enact revamped unre-
lated debt-financed income rules. In 1969, Congress acted to impose a tax on the
investment income of tax-exempt institutions that is traceable in one way or
another to borrowed funds. This was done by the addition to the Internal Reve-
nue Code of rules that impose a tax on net unrelated debt-financed income.’

§5.2 UNRELATED DEBT-FINANCED INCOME

The computation of a tax-exempt organization’s unrelated business taxable
income must include, with respect to each debt-financed property that is unre-
lated to the organization’s exempt function (as an item of gross income derived
from an unrelated trade or business) an amount of income from the property,
subject to tax in the proportion in which the property is financed by the debt.®
Basically, deductions are allowed with respect to each debt-financed property in
the same proportion.” The allowable deductions are those for expenses that are

ZHR. Rep. No. 91-413 (pt. 1), 91st Cong., Ist Sess. 45 (1969).

3 Comm’r v. Brown, 380 U.S. 563 (1965).

4 Univ. Hill Found. v. Comm’r, 51 T.C. 548 (1969), rev’d, 446 F.2d 701 (10th Cir. 1971), cert. denied, 405 U.S.
965 (1972). See also Anderson Dairy, Inc. v. Comm’r, 39 T.C. 1027 (1963); Shiffman v. Comm’r, 32 T.C.
1073 (1959); Ohio Furnace Co. v. Comm’r, 25 T.C. 179 (1955).

5 An example of an interpretation of pre-1969 IRC § 514 is in Rev. Rul. 70-132, 1970-1 C.B. 138.

O IRC §§ 514(a)(1), 512(b)(4); Reg. § 1.514(a)-1(a)(1)(i).

TIRC § 514(a)(2); Reg. § 1.514(a)-1(b).
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directly connected with the debt-financed property or income produced there-
from, although any depreciation may be computed only on the straight-line
method.® For example, if a commercial business property is acquired by an
exempt organization subject to an 80-percent mortgage, 80 percent of the income
and 80 percent of the deductions are taken into account for these tax purposes.
As the mortgage is paid, the percentage taken into account usually diminishes.
Capital gains on the sale of unrelated debt-financed property are also taxed in
the same propor’tions.9

The term unrelated debt-financed income,'® with respect to an item of debt-
financed property,!! is an amount that is the same percentage of the total gross
income derived during the tax year from or on account of the property as

1. The average acquisition indebtedness!? with respect to the property is of

2. The average adjusted basis of the property.'®

This is known as the debt-basis percentage.!* For example, a tax-exempt associa-
tion owns an office building that in 2006 produced $100,000 in gross rental
income. The average adjusted basis of the building for that year was $1 million
and the average acquisition indebtedness with respect to the building for the
year was $500,000. Accordingly, the debt-basis percentage for this property for
2006 was 50 percent ($500,000/$1,000,000). Therefore, the unrelated debt-
financed income with respect to the building for 2006 was $50,000 (50 percent of
$100,000).15

§ 5.3 DEBT-FINANCED PROPERTY

(a) General Rules

The term debt-financed property means, with certain exceptions including related
use, ¢ all property (for example, rental real estate, tangible personalty, and corpo-
rate stock) that is held to produce income (for example, rents, royalties, interest,
and dividends) and with respect to which there is an acquisition indebtedness!” at
any time during the tax year (or during the preceding 12 months, if the property is
disposed of during the year).!®

The extent to which property is used for a particular purpose depends on all
of the facts and circumstances. These may include (1) a comparison of the por-
tion of time the property is used for exempt purposes with the total time the
property is used, (2) a comparison of the portion of the property that is used for

8 IRC § 514(a)(3).

9 Reg. § 1.514(a)-1; Reg. § 1.514(a)-1(a)(1)(v).
0 Reg. § 1.514(a)-1(a)(1)(ii).

See §5.3.

12Reg. § 1.514(a)(3).

3 Reg. § 1.514(a)(2).

4 Reg. § 1.514(a)-1(a)(1)(ii).

5 Reg. § 1.514(a)-1(a)(1)(iv).

16 See § 5.3(b).

17 See § 5.4.

BIRC § 514(b)(1); Reg. § 1.514(b)-1(a).
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exempt purposes with the portion of the property that is used for all purposes,
or (3) a blend of the foregoing two elements."”

The principles established under the general unrelated income rules? are
applicable in determining whether there is a substantial relationship between
the property and the tax-exempt purposes of the organization. These principles
were adversely applied to a tax-exempt organization that was operated for edu-
cational purposes in essentially the same manner as a museum, in that it pro-
moted the appreciation of history and architecture by acquiring, restoring, and
preserving buildings of historical and/or architectural significance and opening
the restored buildings to the general public for a nominal admission fee. The
organization acquired certain historically or architecturally significant build-
ings by assumption of outstanding mortgages and leased them at a fair rental
value, subject to a covenant to ensure that the historical architecture of the
buildings was maintained by the lessees. The lessees’ uses neither bore any rela-
tionship to the buildings’ historical or architectural significance nor accommo-
dated viewing by the general public. Because this leasing did not contribute
importantly to accomplishment of the organization’s educational purpose, and
had no causal relationship to the achievement of that purpose, the IRS found
that substantially all the use of the buildings was not substantially related to the
organization’s exempt purposes. Thus, the leased buildings constituted debt-
financed property.?!

(b) Related Use Exception

Excepted from the term debt-financed property is property of which substan-
tially all use is substantially related to the exercise or performance by the orga-
nization of its exempt purpose (aside from the need of the tax-exempt
organization for income or funds), or, if less than substantially all use of the
property is so related, to the extent that its use is related to the organization’s
exempt purpose.?? The term substantially all means at least 85 percent.?

For example, a tax-exempt organization owns a computer that is used by the
organization in the performance of its exempt purpose and with respect to
which there is an outstanding principal indebtedness. The organization sells
time for use of the computer to a corporation on occasions when the computer is
not in full-time use by the organization. The organization uses the computer in
furtherance of its exempt purpose more than 85 percent of the time it is in use;
the other corporation uses the computer less than 15 percent of the total time the
computer is in use. In this situation, substantially all of the use of this computer

19 Reg. § 1.514(b)-1(b)(1)(ii).

20 See ch. 2.

2l Rev. Rul. 77-47,1977-1 C.B. 157.

2Z21RC § 514(b)(1)(A); Reg. § 1.514(b)-1(b)(1)(i). The IRS ruled that proceeds to be received by a private foun-
dation from loans will not constitute income from debt-financed property when the funds will be distributed,
as grants, by the foundation to public charities. Priv. Ltr. Rul. 200432026. Unrelated debt-financed income is
triggered to the extent that the financing occurred in connection with the acquisition of property used for an
exempt purpose, but the loan proceeds were instead invested. S.W. Tex. Elec. Coop., Inc. v. Comm’r, 95-2
U.S.T.C. {50,565 (5th Cir. 1995), aff’g 68 T.C.M. 285 (1994).

B Reg. § 1.514(b)-1(b)(1)(1)(ii).
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is related to performance of the exempt organization’s exempt purpose; conse-
quently, no portion of the computer is treated as debt-financed property.?*

Another illustration posits a situation in which property that is debt-financed
did not yield unrelated debt-financed income, because use of the property was
substantially related to a tax-exempt purpose. In this example, an exempt organi-
zation, created to encourage business development in a particular area, con-
structed a building to lease, at below-market rates, to an industrial tenant for the
purpose of attracting new industry to the area. Once the lease was executed, the
organization completed the building (which was initially financed by the business
community) to suit the needs of the tenant; the completion of the building was
financed by subjecting the property to a mortgage. Because the leasing of the
building under these circumstances was an activity designed to attract industry to
the community, the IRS concluded that the activity contributed importantly to the
organization’s exempt purpose and hence did not constitute debt-financed prop-
erty subject to these tax rules.” Still another example of this rule was provided by
an exempt medical foundation that rented mortgaged property to a medical clinic
that had a close working relationship with the foundation; the use of the leased
property was held to be related to the foundation’s exempt purpose of providing
medical training, so the rental income was determined to be nontaxable.?

As a further example, a tax-exempt college owns a four-story office building
that was purchased with borrowed funds. In 2006, the lower two floors of the
building are used to house computers that are used by the college for adminis-
trative purposes. The top two stories are rented to the public for $60,000.
Expenses total $20,000, allocable equally to both uses of this building. The aver-
age adjusted basis of the building for 2006 is $1 million; the outstanding princi-
pal indebtedness throughout that year is $60,000. Thus, the average acquisition
indebtedness for 2006 is $600,000. Only the upper one-half of this building con-
stitutes debt-financed property;?” consequently, only the rental income and the
deductions directly connected with the income are to be taken into account in
computing unrelated business taxable income. The portion of these amounts to
be taken into account is determined by multiplying the $60,000 of rental income
and $10,000 of deductions directly connected with the rental income by the debt-
basis percentage. Here, this percentage is the ratio that $300,000 (one-half of the
$600,000) bears to $500,000 (one-half of the $1 million); thus, the debt-basis per-
centage for 2006 is 60 percent. Therefore, the college has for 2006 rental income,
treated as from an unrelated business, in the amount of $36,000 (60% of 60,000),
an allowable portion of deductions in the amount of $6,000 (60% of $10,000), and
net unrelated business income of $30,000.28

Now assume the facts of the foregoing example, except that on December 31,
2006, the college sells the building, realizing a long-term capital gain of $100,000.

2 Reg. § 1.514(b)-1(b)(1)(iii), Example (1).

2 Rev. Rul. 81-138, 1981-1 C.B. 358, amplifying Rev. Rul. 70-81, 1970-1 C.B. 131. Cf. Rev. Rul. 58-547,
1958-2 C.B. 275.

26 Gundersen Med. Found., Ltd. v. United States, 536 F. Supp. 556 (W.D. Wis. 1982). See also Rev. Rul. 69-464,
1969-1 C.B. 132.

27 This is, in essence, application of the fragmentation rule. See § 2.3.

2B Reg. § 1.514(b)-1(b)(1)(iii), Example (2).
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This is the college’s only capital transaction for the year. An allocable portion of this
capital gain is subject to tax. This amount is determined by multiplying the gain
related to the nonexempt use ($50,000) by the ratio that the allocable part of the
highest acquisition indebtedness for the 12-month period preceding the date of sale
($300,000) bears to the allocable part of the average adjusted basis ($500,000). Thus,
the debt-basis percentage derived from sale of the building is 60 percent ($300,000/
$500,000). Consequently, $30,000 (60% of $50,000) is a net taxable gain for 2006.%

As noted, if debt-financed property is sold or otherwise disposed of, a per-
centage of the total gain or loss derived from the disposition is included in the
computation of unrelated business taxable income.*® The IRS recognizes, how-
ever, that the unrelated debt-financed income rules do not render taxable a
transaction that would not be taxable by virtue of a nonrecognition provision of
the federal tax law if it were carried out by an entity that is not tax-exempt.?! The
occasion for this realization was a transfer, subject to an existing mortgage, of an
apartment complex, which had appreciated in value, by an exempt hospital to
its wholly owned taxable subsidiary in exchange for additional stock in the sub-
sidiary. Because of the operation of federal tax rules that provide for the nonrec-
ognition of gain or loss in certain circumstances,*? including those involving this
hospital, the transaction did not result in a taxable gain for the hospital.

Substantially all of the use of property is considered substantially related to
the exercise or performance of an organization’s tax-exempt purpose if the prop-
erty is real property subject to a lease to a medical clinic, when the lease is
entered into primarily for purposes that are substantially related to the lessor’s
exempt purposes.®

Property owned by a tax-exempt organization and used by a related exempt
organization, or by an exempt organization related to the owner exempt organi-
zation, is not treated as debt-financed property to the extent the property is used
by either organization in furtherance of their tax-exempt purpose.* Two exempt
organizations are related to each other if more than 50 percent of the members of
one organization are members of the other organization.®® In one instance, the
IRS held that an exempt charitable organization may acquire a building, use a
portion of it, and lease the remaining portion to a related charitable organization
and a related business league for their offices and activities; in such a case, the
building will not be treated as debt-financed property.*® The organization
acquiring the building had as its membership all of the active members of the
business league that had contributed to it, and the members of the business
league who were elected to and served on the governing body of the business

2 Id., Example (3).

0 Reg. § 1.514(a)-1(a)(1)(v).

3 Rev. Rul. 77-71, 1977-1 C.B. 156.

ZIRC §§ 351, 357.

B IRC § 514(b), last sentence; Reg. § 1.514(b)-1(c)(1).

H Reg. § 1.514(b)-1(c)(2)().

3 Reg. § 1.514(b)-1(c)(2)(ii)(C).

36 Priv. Ltr. Rul. 7833055. The IRS cautioned that the charitable organization should charge the business league
a fair-market-value rent; if it did not, it would be conferring a financial benefit upon a non-IRC § 501(c)(3)
organization, an action that might adversely affect its tax-exempt status.
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league. The members of one of the charitable organizations however, need not
necessarily be members of the other.

(c) Other Exceptions

To the extent that the gross income from a property is already subject to tax as
income from the conduct of an unrelated trade or business, the property is not
treated as debt-financed property.¥ Nonetheless, any gain upon disposition of
the property is includible as gross income derived from or on account of debt-
financed property,®® unless the gain is properly excludable from treatment as
unrelated business income.®

There are exceptions in this context for property:

1. To the extent that the income from the property is derived from research
activities and therefore is excluded from unrelated business taxable
income®

2. To the extent that use of the property is in a trade or business exempt from
tax because substantially all the work is performed without compensation?!

3. In connection with a business that is carried on primarily for the conve-
nience of members, students, patients, officers, or employees*?

4. In connection with a business that constitutes the selling of merchandise,
substantially all of which was received as gifts or contributions,*? or

5. The gain or loss from the sale, exchange, or other disposition of which is
excluded* from computation of the gross income of any unrelated trade
or business.®

The neighborhood land rule provides an exemption from the debt-financed
property rules for interim income from neighborhood real property acquired
for a tax-exempt purpose. The tax on unrelated debt-financed income does not
apply to income from real property, located in the neighborhood of other prop-
erty owned by the exempt organization, which it plans to devote to exempt
uses within 10 years of the time of acquisition.*® This rule applies after the first
5 years of the 10-year period only if the exempt organization satisfies the IRS
that future use of the acquired land in furtherance of its exempt purposes

3TIRC § 514(b)(1)(B); Reg. § 1.514(b)-1(b)(2).

B Reg. § 1.514(b)-1(b)(2).

3 See § 3.10.

Y IRC § 514(b)(1)(C); Reg. § 1.514(b)-1(b)(4). See § 3.13.

4 IRC § 514(b)(1)(D); Reg. § 1.514(b)-1(b)(5). See § 4.2.

42 1RC § 514(b)(1)(D); Reg. § 1.514(b)-1(b)(5). See § 4.1.

BIRC § 514(b)(1)(D); Reg. § 1.514(b)-1(b)(5). See § 4.3.

# See § 3.16.

4 IRC § 514(b)(1)(E).

4 IRC § 514(b)(3)(A)—(C). In one situation, a tax-exempt organization did not own the original site property
in the neighborhood; the property was actually owned by a supporting organization (see Hopkins, The Law
of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons, 2003) [hereinafter Tax-Exempt Orga-
nizations], § 11.3(c)) with respect to the organization. The IRS concluded that the neighborhood land rule
nonetheless applied because of the supported organization’s “interrelated nature” with the property by
means of the supporting organization. Priv. Ltr. Rul. 9603019.
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before expiration of the period is reasonably certain.?’ This process is to be ini-
tiated by filing a ruling request at least 90 days before the end of the fifth year.*®
A more generous 15-year rule is established for churches; the property need not
be in the neighborhood of the church.#

(d) Use of Property by Related Organizations

For purposes of the related use exception,® the research exception,® and the
exception for sales of gifted property,” the use of property by an exempt organiza-
tion that is related to an organization is treated as use by the related organization.”

Property owned by a tax-exempt organization and used by a related exempt
organization, or by an exempt organization that is related to such related exempt
organization, is not treated as debt-financed property to the extent the property
is used by either organization in furtherance of its exempt purposes. Also, prop-
erty is not regarded as debt-financed property to the extent the property is used
by a related exempt organization in pursuits that are sheltered by the research
exception or the exception for sales of gifted property.>

For this purpose, an exempt organization is related to another exempt orga-
nization only in an instance of one of the following circumstances:

1. One organization is an exempt single-member title-holding company and
the other organization receives the profits derived by the holding company.

2. One organization has control of the other organization.

More than 50 percent of the members of one organization are members of
the other organization.

4. Each organization is a local organization that is directly affiliated with a
common state, national, or international organization that is also tax-
exempt.»®

As an example, a tax-exempt trade association leases 70 percent of the space
of an office building in furtherance of its exempt purpose. The title to the build-
ing is held by an exempt holding company that acquired title to the property with
borrowed funds. The other 30 percent of the space in this office building is leased
to another exempt trade association that uses the space in furtherance of its
exempt purposes. The members of the board of directors of the second associa-
tion serve for fixed terms; the board of directors of the first association selects all
of these members. The title-holding company pays to the first of these associa-
tions all of the profits it derives from its leasing operations. The title-holding

YTIRC § 514(b)(3)(A).

2 Reg. § 1.514(b)-1(d)(1)(iii). When an exempt organization failed to seek this ruling, because the IRS was
satisfied with the plans the organization had submitted for the future use of the property, the agency granted
administrative relief (Reg. § 301.9100-1(a)) by extending the filing period. Priv. Ltr. Rul. 9603019.

Y IRC § 514(b)(3)(E); Reg. § 1.514(b)-1(e).

0 See § 5.3(b).

31 See § 5.3(c).

21d.

B IRC § 514(b)(2); Reg. § 1.514(b)-1(b)(6).

M Reg. § 1.514(b)-1(c)(2)(i).

5 Reg. § 1.514(b)-1(c)(2)(i).
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company is related to the first association (pursuant to relationship number 1
above), as is the second association (relationship number 2 in the preceding list).
Therefore, inasmuch as all of the available space in the office building is leased
either to an exempt organization related to the exempt organization holding title
to the building or to an exempt organization related to such related exempt orga-
nization, no portion of the building is treated as debt-financed property.>®

As another example, a tax-exempt labor union owns a 10-story office build-
ing that was purchased with borrowed funds. Five floors of this building are
used by the union in furtherance of its exempt purpose. Four of the other floors
are rented to an exempt voluntary employees’ association that is operated for the
benefit of the union’s members; this space is used by the employees’ association
for its exempt purposes. Seventy percent of the members of the union are also
members of the association, so the association is related to the union (relation-
ship number 3 in the preceding list). The remaining floor of the building is rented
to the general public (for purposes not protected by any exception to the debt-
financed property rules). Under these circumstances, no portion of the building
is treated as debt-financed property, because more than 85 percent of the office
space available in the building is used either by an exempt organization or by an
exempt organization related to the exempt organization in furtherance of their
respective exempt purposes.”’

Assume the facts in the previous example, except that the two entities are
each tax-exempt local labor unions without any common membership. Each
entity is affiliated with an exempt international labor union. In this instance, no
portion of the building is treated as debt-financed property, because more than
85 percent of the office space available in the building is used either by an
exempt organization or by a related exempt organization (relationship number 4
in the preceding list).>

Assume the facts in the previous example, except that the two local labor
unions are directly affiliated with different exempt international labor unions
and they are not otherwise affiliated with, nor members of, a common exempt
organization, other than an association of international labor unions. Under
these circumstances, the portions of the building that are rented to the second
union and to the general public are debt-financed property, because the second
union is not related to the first union and the first union uses less than 85 percent
of the building for its exempt purpose.”

§5.4 ACQUISITION INDEBTEDNESS

Absent an exception, income-producing property is unrelated debt-financed
property, making income from it, less deductions, taxable—when, of course,
debt is associated with the property. The formal term is an acquisition indebted-
ness attributable to the property.

% Reg. § 1.514(b)-1(c)(2)(iii), Example (1).
57 Reg. § 1.514(b)-1(c)(2)(iii), Example (2).
B Reg. § 1.514(b)-1(c)(2)(iii), Example (3).
% Reg. § 1.512(b)-1(c)(2)(iii), Example (4).
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(a) Definition of Acquisition Indebtedness

With respect to debt-financed property, the term acquisition indebtedness means
the outstanding amount of:

1. The principal indebtedness incurred by the tax-exempt organization in
acquiring or improving the property;

2. The principal indebtedness incurred before the acquisition or improve-
ment of the property, if the indebtedness would not have been incurred
but for the acquisition or improvement; and

3. The principal indebtedness incurred after the acquisition or improvement
of the property, if the indebtedness would not have been incurred but for
the acquisition or improvement and the incurring of the indebtedness
was reasonably foreseeable at the time of acquisition or improvement.®

Whether the incurrence of an indebtedness is reasonably foreseeable depends
on the facts and circumstances of each situation. The fact that an organization
did not actually foresee the need to incur an indebtedness before an acquisition
or improvement of property does not necessarily mean that the subsequent
incurrence of indebtedness was not reasonably foreseeable.!

For example, a tax-exempt organization pledges some of its investment secu-
rities with a bank for a loan and uses the proceeds of the loan to purchase an
office building, which it leases to the public (for purposes not covered by an
exception). The outstanding principal indebtedness with respect to this loan con-
stitutes acquisition indebtedness incurred prior to the acquisition of the property,
which indebtedness would not have been incurred but for the acquisition.®?

As another example, a tax-exempt scientific organization mortgages its labo-
ratory to replace working capital used in remodeling an office building that it
rents to an insurance company (for purposes not covered by an exception). This
indebtedness is acquisition indebtedness because the indebtedness, although
incurred subsequent to the improvement of the office building, would not have
been incurred but for the improvement; the indebtedness was reasonably fore-
seeable when, to make the improvement, the organization reduced its working
capital below the amount necessary to continue current operations.®®

As still another example, a tax-exempt private preparatory school, as its sole
educational facility, owns a classroom building that no longer meets the needs of
its students. In 2005, the school sells this building for $3 million to a corporation
that the school does not control. The school receives $1 million as a down pay-
ment and takes back a purchase money mortgage of $2 million that bears interest
at 10 percent per annum. At the time the school became the mortgagee, its board
of trustees realized that it would have to construct a new classroom building, and
knew that it would have to incur indebtedness for the construction of the new
classroom building. In 2006, the school builds a new classroom building for a cost

% IRC § 514(c)(1); Reg. § 1.514(c)-1(a)(1).
1 Reg. § 1.514(c)-1(a)(1).

02 Reg. § 1.514(c)-1(a)(2), Example (1).

0 Reg. § 1.514(c)-1(a)(2), Example (2).
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of $4 million. In connection with the construction of this new facility, the school
borrows $2.5 million from a bank pursuant to a deed of trust bearing interest at 6
percent per annum. Under these circumstances, $2 million of the $2.5 million bor-
rowed to finance construction of the new classroom building would not have
been borrowed but for the retention of the $2 million mortgage. Because such
indebtedness was reasonably foreseeable, $2 million of the $2.5 million borrowed
to finance construction of the new classroom building is acquisition indebtedness
with respect to the mortgage, and the mortgage is debt-financed property.**

To continue this example, in 2006, the school receives $200,000 in interest
from the buyer corporation and makes a $150,000 interest payment to the bank.
The debt-basis percentage for 2006 is 100 percent ($2 million/$2 million).
Accordingly, all of the interest and all of the deductions directly connected with
the interest income are to be taken into account in computing unrelated business
taxable income. Thus, $200,000 of interest income and $120,000 ($150,000 x $2
million/$2.5 million) of deductions directly connected with the interest income
are taken into account. Under these circumstances, the school must include net
interest income of $80,000 ($200,000 of income less $120,000 of directly con-
nected deductions) in its unrelated business taxable income for 2006.9°

As a further illustration, in 2006, a tax-exempt organization enters into a
partnership with two other persons. The partnership agreement provides that
the three partners shall share equally in the profits of the partnership, that they
shall each invest $3 million, and that one of these other persons shall be a limited
partner.%® The limited partner invests $1 million of its own funds in the partner-
ship and $2 million of borrowed funds. As its sole asset, the partnership pur-
chases an office building that is leased to the general public (for purposes not
covered by an exception). This building costs the partnership $24 million, of
which $15 million is borrowed from a bank. This loan is secured by a mortgage
on the entire building. The agreement with the bank states that the exempt orga-
nization is not liable for payment of the mortgage. The character of any item
received by the partnership and included in the partner’s distributive share is
determined as if the partner had realized the item directly from the source from
which it was realized by the partnership, and in the same manner.®” Therefore, a
portion of the exempt organization’s income from the building is debt-financed
income. Under these circumstances, the $2 million indebtedness incurred by the
organization in acquiring its partnership interest was incurred in acquiring
income-producing property; so was the $5 million indebtedness: the allocable
portion of the partnership’s indebtedness incurred in connection with acquisi-
tion of the office building which is attributable to the exempt organization in
computing the debt-basis percentage (1/3 of $15 million). Thus, the exempt orga-
nization has acquisition indebtedness of $7 million. Similarly, the allocable por-
tion of the partnership’s adjusted basis in the office building which is
attributable to the exempt organization in computing the debt-basis percentage
is $8 million (1/3 of $24 million). Assuming no payment with respect to either

® Reg. § 1.514(c)-1(a)(2), Example (3)(a).
%5 Reg. § 1.514(c)-1(a)(2), Example (3)(b).
% See § 8.9(a).

7 IRC § 702(b).
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indebtedness and no adjustments to basis in 2006, the exempt organization’s
average acquisition indebtedness is $7 million and its average adjusted basis is
$8 million for the year. Therefore, the organization’s debt-basis percentage with
respect to its share of the partnership income for 2006 is 87.5 percent (37 million/
$8 million).%8

An interest in a qualified tuition program® is not regarded as a debt for pur-
poses of these rules.”’ Trading in commodity futures contracts by a tax-exempt
organization does not give rise to acquisition indebtedness.”!

(b) General Rules

Because property used by an exempt organization can be protected from these
rules by an exception, so that the property is not considered debt-financed
property,”? indebtedness with respect to such property is not acquisition indebt-
edness. If, however, a tax-exempt organization converts the property to a use
that is not sheltered by an exception, and the property becomes debt-financed
property, the outstanding principal indebtedness with respect to the property
will thereafter be treated as acquisition indebtedness. For example, in 2003, a
tax-exempt university borrowed funds to acquire an apartment building as
housing for married students (a related use). In 2006, the university begins rent-
ing the apartment building to the public (for purposes not covered by an excep-
tion). The outstanding principal indebtedness is acquisition indebtedness as of
the date in 2006 when the building is first rented to the public.”

If a tax-exempt organization sells or exchanges property that is subject to an
indebtedness covered by these rules, and acquires another property without
retiring the indebtedness, and the newly acquired property is otherwise treated
as debt-financed property, the outstanding principal indebtedness with respect
to the acquired property is acquisition indebtedness, even though the original
property was not debt-financed property. For example, to house its administra-
tive offices, an exempt organization purchases a building with $609,000 of its
own funds and $400,000 of borrowed funds secured by a pledge of its securities.
It later sells the building for $1 million without redeeming the pledge. It uses
these proceeds to purchase an apartment building that it rents to the public (for
purposes not covered by an exception). The indebtedness of $400,000 is acquisi-
tion indebtedness with respect to the apartment building even though the
building was not debt-financed property.”*

(c) Property Acquired Subject to Lien

(i) General Rules. In general, whenever property is acquired by a tax-exempt
organization subject to a mortgage, the amount of the outstanding principal

%8 Reg. § 1.514(c)-1(a)(2), Example (4).

9 See Tax-Exempt Organizations, § 18.16.
T IRC § 529(e)(4).

7l Gen. Couns. Mem. 39620.

72 See § 5.3(b), (c).

3 Reg. § 1.514(c)-1(a)(3).

" Reg. § 1.514(c)-1(a)(4).
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indebtedness thereby secured is considered acquisition indebtedness incurred
by the organization when the property is acquired, even though the organization
did not assume or agree to pay the indebtedness.” This is so irrespective of
whether the property is acquired by purchase, gift, devise, bequest, or other
means. For example, a tax-exempt organization pays $50,000 for real property
valued at $150,000 and subject to a $100,000 mortgage. This $100,000 of out-
standing principal indebtedness is acquisition indebtedness just as though the
organization had borrowed $100,000 to acquire the property.”’®

For these purposes, liens similar to mortgages are treated as mortgages. A
lien is similar to a mortgage if title to property is encumbered by the lien for the
benefit of a creditor. Liens similar to mortgages include deeds of trust, condi-
tional sales contracts, chattel mortgages, security interests under the Uniform
Commercial Code, pledges, agreements to hold title in escrow, and tax liens
(other than those just referenced).”

The regulations accompanying the statutory unrelated debt-financed income
rules provide, in effect, a special rule for debts for the payment of taxes, stating
that “in the case where State law provides that a tax lien attaches to property prior
to the time when such lien becomes due and payable, such lien shall not be treated
as similar to a mortgage until after it has become due and payable and the organi-
zation has had an opportunity to pay such lien in accordance with State law.””8
Before enactment of the Tax Reform Act of 1976, however, the IRS took the posi-
tion that a lien arising from a special assessment imposed by a state or local gov-
ernment on land for the purpose of making improvements on the land, with the
improvements financed by the sale of bonds secured by the lien, constituted
acquisition indebtedness, even though (like the property tax lien) the installment
payments were due in future periods. In 1976, Congress acted to reverse this posi-
tion so that, as respects tax years that began after December 31, 1969, when state
law provides that a lien for taxes or for assessments made by the state or a political
subdivision of the state attaches to property prior to the time the taxes or assess-
ments become due and payable, the indebtedness does not become acquisition
indebtedness (that is, the lien is not regarded as similar to a mortgage’) until and
to the extent that the taxes or assessments become due and payable and the orga-
nization has had an opportunity to pay the taxes or assessments in accordance
with state law.® The Senate Finance Committee noted that “it is not intended that
this provision apply to special assessments for improvements which are not of a
type normally made by a State or local governmental unit or instrumentality in
circumstances in which the use of the special assessment is essentially a device for
financing improvements of the sort that normally would be financed privately
rather than through a government.”!

BIRC § 514(c)(2)(A).

76 Reg. § 1.514(c)-1(b)(1).

7T Reg. § 1.514(c)-1(b)(2).

78 Reg. § 1.514(c)-1(b)(2).

T IRC § 514(c)(2)(A).

80 IRC § 514(c)(2)(C).

81'S. Rep. No. 94-938 (pt. 2), 94th Cong., 2d Sess. 86 (1976).
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(ii) Bequests and Devises. Some relief is available with respect to mortgaged
property acquired as a result of a bequest or devise. That is, when property sub-
ject to a mortgage is acquired by a tax-exempt organization by bequest or
devise, the outstanding principal indebtedness secured by the mortgage is not
treated as acquisition indebtedness during the 10-year period following the
date of acquisition. The date of acquisition is the date the organization receives
the property.5?

(iii) Gifts. A similar rule applies to mortgaged property received by gift. If an
exempt organization acquires property by gift subject to a mortgage, the outstand-
ing principal indebtedness secured by the mortgage is not treated as acquisition
indebtedness during the 10-year period following the date of the gift, if the mort-
gage was placed on the property more than five years before the date of the gift
and the property was held by the donor for more than five years before the date of
the gift.®

(iv) Limitations. These rules as to property acquired by bequest, devise, or
gift are inapplicable, however, if (1) the tax-exempt organization assumes and
agrees to pay all or any part of the indebtedness secured by the mortgage, or (2)
the organization makes any payment for the equity owned by the decedent or
the donor in the property (other than a payment pursuant to a charitable gift
annuity arrangement®?).5 Whether an exempt organization has assumed and
agreed to pay all or any part of an indebtedness in order to acquire a property is
determined by the facts and circumstances of each situation.%

For example, an individual dies on January 1, 2006. The will devises an
office building subject to a mortgage to a tax-exempt organization. The exempt
organization never assumes the mortgage. For the period 2006 through 2015, the
outstanding principal indebtedness secured by this mortgage is not acquisition
indebtedness. Nonetheless, the outstanding principal indebtedness secured by
the mortgage is acquisition indebtedness if this building is otherwise treated as
debt-financed property.®” If the exempt organization thereafter assumes the
mortgage, the outstanding principal indebtedness secured by the mortgage
becomes acquisition indebtedness if the building is otherwise treated as debt-
financed property.®

A tax-exempt charitable organization acquired an undivided interest in
income-producing rental property subject to a mortgage; the property was leased
for purposes unrelated to the organization’s exempt purposes. To liquidate its
share of the mortgage, the organization prepaid its proportionate share of the
mortgage indebtedness, thereby receiving releases of liability from the mort-
gagee and the co-owners. The lien securing payment of the mortgage nonethe-
less extended to the entire rental property, and the mortgagee was not to release

82 IRC § 514(c)(2)(B); Reg. § 1.514(c)-1(b)(3)(i).
8 IRC § 514(c)(2)(B); Reg. § 1.514(c)-1(b)(3)(ii).
8 See § 5.4(e)(ii).

85 IRC § 514(c)(2)(B).

8 Reg. § 1.514(c)-1(b)(3)(ii).

87 Reg. § 1.514(c)-1(b)(3)(iv), Example (1).

8 1d., Example (2).
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the lien until the entire principal of the mortgage was paid by the co-owners. The
IRS ruled that the organization, by satisfying the full amount of its indebtedness
under the mortgage, did not have any acquisition indebtedness.®

By contrast, a tax-exempt charitable organization purchased mineral pro-
duction payments with borrowed funds to obtain income for its grant-making
program. From each payment, it received the difference between the aggregate
amount payable to the lender of the borrowed funds and the total amount of the
production payment, with the difference generally amounting to 1/16 of 1 per-
cent of each payment purchased. The IRS held that the indebtedness incurred to
purchase the production payment was an acquisition indebtedness and that,
accordingly, the payments were debt-financed property.”

(d) Extensions, Renewals, and Refinancings

An extension, renewal, or refinancing of an obligation evidencing a preexisting
indebtedness is considered a continuation of the old indebtedness, to the extent
the outstanding principal amount thereof is not increased.” When the principal
amount of the modified obligation exceeds the outstanding principal amount of
the preexisting indebtedness, however, the excess is treated as a separate
indebtedness.”? Any modification or substitution of the terms of an obligation
by an exempt organization is treated as an extension or renewal of the original
obligation, rather than the creation of a new indebtedness, to the extent that the
outstanding principal amount of the indebtedness is not increased. Acts that
result in the extension or renewal of an obligation include substitution of liens
to secure the obligation; substitution of obligees, whether or not with the con-
sent of the organization; renewal, extension, or acceleration of the payment
terms of the obligation; and addition, deletion, or substitution of sureties or
other primary or secondary obligors.”®

In instances in which the outstanding principal amount of the modified obli-
gation exceeds the outstanding principal amount of the unmodified obligation
and only a portion of the refinanced indebtedness is to be treated as acquisition
indebtedness, payments on the amount of the refinanced indebtedness must be
apportioned pro rata (allocated) between the amount of the preexisting indebted-
ness and the excess amount. For example, a tax-exempt organization has an out-
standing principal indebtedness of $500,000 that is treated as acquisition
indebtedness. It borrows another $100,000, which is not acquisition indebtedness,
from the same lending institution and gives the lender a $600,000 note for its total
obligation. In this situation, a payment of $60,000 against the amount of the total
obligation would reduce the acquisition indebtedness by $50,000 and the excess
indebtedness by $10,000.*

8 Rev. Rul. 76-95, 1976-1 C.B. 172.
% Rev. Rul. 76-354, 1976-2 C.B. 179.
INIRC § 514(c)(3).

92 Reg. § 1.514(c)-1(c)(1).

9 Reg. § 1.514(c)-1(c)(2).

% Reg. § 1.514(c)-1(c)(3).
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(e) Other Exceptions

There are seven additional exceptions from the scope of the term acquisition
indebtedness.”

(i) Exempt Function Debt. The term acquisition indebtedness does not include
the incurrence of an indebtedness that was necessarily incurred or otherwise
inherent in the performance or exercise of an organization’s tax-exempt purpose
or function.’® Thus, the term does not include the indebtedness incurred by an
exempt credit union” in accepting deposits from its members or the obligation
incurred by a tax-exempt organization in accepting payments from its members
to provide them with insurance, retirement, or other similar benefits.”® A court
held that the purchase of securities on margin and with borrowed funds is not
inherent in (meaning essential to) the performance or exercise of a credit union’s
exempt purposes or function; thus, a portion of the resulting income was taxable
as debt-financed income.”

The IRS ruled that a tax-exempt employees’ trust (which was, in general,
subject to tax on unrelated business income!?), which was a partner in a part-
nership that was organized to make investments in securities, could experience
unrelated debt-financed income.!?! The partnership borrowed money to invest
in securities and became primarily liable for repayment of the debt and for pay-
ment of interest on the debt, with the partners secondarily liable on a pro rata
basis. The IRS held that the indebtedness was an acquisition indebtedness
because it was incurred to acquire property for investment purposes, the incur-
ring of the debt was not inherent in the performance of the trust’s exempt func-
tion (namely, to receive employer and employee contributions and to use them
and increments on them to provide retirement benefits to the plan partici-
pants'®), and the investment property was not substantially related to the exer-
cise of the trust’s exempt purposes. Thus, whether the trust’s investment
activity could result in unrelated business taxable income under these rules was
determined by whether its share of any partnership income was derived from
or on account of debt-financed property.!” Subsequently, a court held that the
income from securities purchased on margin by a qualified profit-sharing plan
was unrelated debt-financed income, in that this type of indebtedness was not
inherent in the exercise of the trust’s exempt function.!® Similarly, another
court concluded that, when an exempt organization withdrew the accumulated
cash values in life insurance policies and reinvested the proceeds in income-paying

% The seventh of these exceptions is the subject of § 5.4(f).

% IRC § 514(c)(4); Reg. § 1.514(c)-1(d)

97 See Tax-Exempt Organizations, § 18.7.

BIRC § 514(c)(4); Reg. § 1.514(c)-1(d).

9 Ala. Cent. Credit Union v. United States, 646 F. Supp. 1199 (N.D. Ala. 1986).

10 Rev. Rul. 71-311, 1971-2 C.B. 184.

101 Rev. Rul. 74-197, 1974-1 C.B. 143.

102 Reg. § 1.401-1(a)(2)(0).

103 Reg. § 1.702-1(a).

104 Elliot Knitwear Profit Sharing Plan v. Comm’r, 71 T.C. 765 (1979), aff'd, 614 F.2d 347 (3d Cir. 1980). Also
Ocean Cove Corp. Ret. Plan & Trust v. United States, 657 F. Supp. 776 (S.D. Fla. 1987); Ala. Cent. Credit
Union v. United States, 646 F. Supp. 1199 (N.D. Ala. 1986).
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investments, it created an acquisition indebtedness and thus unrelated debt-
financed income, even though the organization did not have an obligation to
repay the funds.!®® Likewise, a court held that the interest earned on certificates
of deposit obtained by an exempt organization was taxable as unrelated debt-
financed income, because the certificates were acquired using the proceeds of a
loan that was collateralized with other certificates of deposit previously pur-
chased by the organization.!%

By contrast, the IRS examined similar practices engaged in by a trust form-
ing part of a leveraged employee stock ownership plan (ESOP).!”7 (An ESOP is a
technique of corporate finance designed to build beneficial equity ownership of
shares in an employer corporation into its employees substantially in proportion
to their relative income without requiring any cash outlay on their part, any
reduction in pay or other employee benefits, or the surrender of any rights on
the part of the employees.!®) This type of trust generally acquires stock of the
employer with the proceeds of a loan made to it by a financial institution. Conse-
quently, the IRS concluded that a leveraged ESOP’s capital growth and stock
ownership objectives were part of its tax-exempt function'” and that “borrow-
ing to purchase employer securities is an integral part of accomplishing these
objectives.”!!’ Thus, the borrowing was not acquisition indebtedness and the
securities thereby purchased were not debt-financed property. The agency cau-
tioned, though, that these circumstances are “distinguishable from a situation in
which a pension or profit sharing plan that satisfies the requirements of [IRC]
section 401(a) borrows money to purchase securities of the employer; in the lat-
ter situation the exempt trusts borrowing to purchase employer securities could
result in unrelated business income within the meaning of [IRC] section 512.”111

(i) Annuities. The term acquisition indebtedness does not include an obligation
to pay an annuity that:

1. Is the sole consideration (other than a gifted or similarly transferred mort-
gage!!?) issued in exchange for the property acquired if, at the time of the
exchange, the value of the annuity is less than 90 percent of the value of
the property received in the exchange;

2. Is payable over the life of one individual who is living at the time the
annuity is issued, or over the lives of two individuals living at that time;
and

105 Mose & Garrison Siskin Mem’l Found., Inc. v. United States, 603 F. Supp. 91 (E.D. Tenn. 1985), aff’d, 790
F.2d 480 (6th Cir. 1986).

106 Kern County Elec. Pension Fund v. Comm’r, 96 T.C. 845 (1991), aff’d in unpublished op. (9th Cir. 1993).

W07 IRC § 4975(e)(7).

108 S, Rep. No. 94-938, 94th Cong., 2d Sess. 180 (1976).

19RC § 401(a).

10 Rev. Rul. 79-122, 1979-1 C.B. 204, 206.

" Id. Cf Rev. Rul. 79-349, 1979-2 C.B. 233 (IRS ruled that interest income earned from mortgage loans by an
exempt employees’ trust does not enter into computation of the trust’s unrelated business income).

12 See § 5.4(c).
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3. Is payable under a contract that does not guarantee a minimum number of
payments or specify a maximum number of payments and does not provide
for any adjustment of the amount of the annuity payments by reference to
the income received from the transferred property or any other property.''3

For example, on January 1, 2006, a tax-exempt charitable organization receives
property with a value of $100,000 from an individual donor who is 60 years of
age. In return, the organization promises to pay this donor $6,000 annually for
the balance of the donor’s life, with neither a minimum nor a maximum num-
ber of payments specified. This annuity is payable on December 31 of each year.
The amounts paid pursuant to the annuity arrangement do not depend on the
income derived from the property transferred. The value of the annuity is less
than 90 percent of the donor’s equity in the transferred property. This obliga-
tion of the charity to make annuity payments is not acquisition indebtedness.!!*

As another illustration, on January 1, 2006, an individual transfers title to
an office building to a tax-exempt university, subject to a mortgage. In return,
the university agrees to pay this individual $5,000 annually for the balance of
the individual’s life, with neither a minimum nor a maximum number of pay-
ments specified. The amounts payable pursuant to this annuity arrangement do
not depend on the income derived from the building. It is determined that the
value of the annuity is less than 90 percent of the value of the donor’s equity in
the building. The university does not assume the mortgage. During the period
2006 through 2015, the outstanding principal indebtedness secured by the
mortgage is not treated as acquisition indebtedness. The university’s obligation
to make annuity payments to this individual never constitutes acquisition
indebtedness.!!

(iii) Certain Federal Financing. The term acquisition indebtedness does not
include an obligation to finance the purchase, rehabilitation, or construction of
housing for low and moderate income individuals to the extent that the obligation
is insured by the Federal Housing Administration.!!®

(iv) Certain Investment Company Indebtedness. The term acquisition indebt-
edness does not include indebtedness incurred by certain small business invest-
ment companies if the indebtedness is evidenced by a certain type of debenture.!'”

(v) Securities Lending Arrangements. The term acquisition indebtedness does
not include a tax-exempt organization’s obligation to return collateral security
pursuant to a securities lending arrangement. This makes it clear that, in

I3 IRC § 514(c)(5); Reg. § 1.514(c)-1(e)(1). The value of an annuity at the time of exchange is computed in
accordance with IRC § 1011(b) and Reg. § 1.1011-2(e)(1)(iii)(B)(2). Reg. § 1.514(c)-1(e)(2). See Hopkins,
The Tax Law of Charitable Giving, Third Edition (John Wiley & Sons, 2005) [hereinafter Charitable Giv-
ingl, § 14.9.

114 Reg. § 1.514(c)-1(e)(3), Example (1).

115 14, Example (2). This example and the previous one are based on the assumption that the property transferred
is used for purposes other than those covered by an exception. See § 5.3(b), (¢).

16 IRC § 514(c)(6)(A)({); Reg. § 1.514(c)-1(1).

HTIRC § 514(c)(6)(A)Gi), (B).
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ordinary circumstances, payments on securities loans are not debt-financed
income.!18

(vi) Charitable Remainder Trusts. A charitable remainder trust!'” does not
incur acquisition indebtedness when the sole consideration it is required to pay
in exchange for unencumbered property is an annuity interest or a unitrust
interest.1?

(f) Real Property Rules

The term acquisition indebtedness generally does not include indebtedness
incurred by a qualified organization in acquiring or improving any real prop-
erty.!?! A qualified organization is an operating educational institution,'?? a sup-
porting organization affiliated with an educational institution,'?® or a tax-exempt
multiparent title-holding organization,'?* as well as any trust that constitutes a
pension trust.!® In computing the unrelated business taxable income of a dis-
qualified holder of an interest in a multiparent title-holding entity, the holder’s
pro rata share of the items of income that are treated as gross income derived
from an unrelated business (without regard to the exception for debt-financed
property) is taken into account as gross income of the disqualified holder
derived from an unrelated business; the holder’s pro rata share of deductions
are likewise taken into account.'?® A disqualified holder is a shareholder or benefi-
ciary that is not an educational institution, an affiliated supporting organization,
or a pension trust.!?’

Thus, under this exception, income from investments in real property is
not treated as income from debt-financed property and therefore as unrelated
business income. An interest in a mortgage is not considered real property for
purposes of this exception.!?® Rules govern the allocation of items pertaining to
this exception to qualified organizations in partnerships.!?

I8 IRC § 514(c)(8). See § 3.4.

119 That is, an entity described in IRC § 664. See Charitable Giving, ch. 12.

120 Reg. § 1.514(c)-1(g).

ZLTRC § 514(c)(9)(A).

122 That is, one described in IRC § 170(b)(1)(A)(i). See Tax-Exempt Organization, § 11.3(a).

123 That is, one described in IRC § 509(a)(3). See Tax-Exempt Organizations, § 11.3(c). When a supporting orga-
nization affiliated with an operating educational institution is the sole member of a limited liability company
(SMLLC) (see Tax-Exempt Organizations, §§ 4.1, 30.7), and the SMLLC receives real property encumbered
by debt, both the SMLLC and the supporting organization will be afforded these exemptions for purposes of
determining debt-financed income. Priv. Ltr. Rul. 200134025.

124 That is, one described in IRC § 501(c)(25). See Tax-Exempt Organizations, § 18.2(b).

125 That is, one described in IRC § 401. The definition of qualified organization is the subject of IRC §
514(c)(9)(C).

126 IRC § 514(c)(9)(F)(i), (ii). The purpose of this rule is to prevent the benefits of this exception from flowing
through the title-holding company to its shareholders or beneficiaries, unless those organizations themselves
are qualified organizations. See supra note 123..

2T1RC § 514(c)(9)(F)(iii). An entity that is this type of shareholder or beneficiary, however, is not a disquali-
fied holder if it otherwise constitutes a qualified organization by reason of being an educational institution,
a supporting organization of an educational institution, or a pension trust. /d.

128 IRC § 514(c)(9)(B), last sentence.

2 1RC § 514(c)(9)(E); Reg. § 1.514(c)-2.
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This exception for indebtedness incurred by a qualified organization in
acquiring or improving real property is available for investments only if the fol-
lowing restrictions are satisfied:

1. The purchase price for an acquisition or improvement of real property is a
fixed amount determined as of the date of the acquisition or completion
of the improvement (the fixed-price restriction).'®

2. Neither the amount of the indebtedness, nor any amount payable with
respect to the indebtedness, nor the time for making any payment of that
amount depends (in whole or in part) on revenues, income, or profits
derived from the property (the participating loan restriction).'!

3. The property is not, at any time after the acquisition, leased by the quali-
fied organization to the seller or to a person related'®? to the seller (the
leaseback restriction).33

4. In the case of a pension trust, the seller or lessee of the property is not a
disqualified person'® (the disqualified person restriction).!®

5. The seller or a person related to the seller (or a person related to the plan
with respect to which a pension trust was formed) is not providing
financing in connection with the acquisition of the property (the seller-
financing restriction).'3

6. If the investment in the property is held through a partnership, certain
additional requirements are satisfied by the partnership, namely, (a) the
partnership satisfies the rules in the foregoing five circumstances, and (b)
all of the partners are qualified organizations,'® each allocation to a part-
ner of the partnership is a qualified allocation,® or the partnership meets
the rules of a special exception (the partnership restrictions).!¥

Nonetheless, the leaseback restriction and the disqualified person restric-
tion are relaxed to permit a limited leaseback of debt-financed real property to

30IRC § 514(c)(9)(B)().

BLIRC § 514(c)(9)(B)(ii).

132 As described in IRC § 267(b) or 707(b).

IBIRC § 514(c)(9)(B)(iii).

13 As described in IRC § 4975(e)(2)(C), (B), (H).

35 IRC § 514(c)(9)(B)(iv).

PO IRC § 514(c)(9)(B)(v).

137 For this purpose, an organization cannot be treated as a qualified organization if any income of the organization
is unrelated business income. IRC § 514(c)(9)(B), penultimate sentence.

138 A qualified allocation is one described in IRC § 168(h)(6). See Tax-Exempt Organizations, § 29.5(g), text
accompanied by note 130.

39 IRC § 514(c)(9)(B)(vi). This special exception is the subject of IRC § 514(c)(9)(E). Rules similar to those of
this situation also apply in the case of any pass-through entity other than a partnership and in the case of tiered
partnerships and other entities. IRC § 514(c)(9)(D).
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the seller (or a person related to the seller) or to a disqualified person.'*’ The
fixed-price restriction and the participating loan restriction are relaxed for cer-
tain sales of real property foreclosed on by financial institutions.!!

(g) Securities Lending Rules

An example of the flexibility of the potential application of the unrelated debt-
financed income rules was the suggestion that this type of income is realized by
tax-exempt organizations in securities lending transactions.!*? This conclusion
was arrived at by way of the contention that the exempt institution is not actu-
ally lending the securities, but is “borrowing” the collateral, thereby making the
entire interest (and perhaps the dividend or interest equivalent) taxable.

This matter was clarified, however, by enactment of a special rule,'* and
earlier by an IRS ruling that the income from investment of the collateral posted
by the broker is not unrelated debt-financed income, inasmuch as the organiza-
tion did not incur the indebtedness “for the purpose of making additional
investments.”!# Thus, the IRS ruled that borrowings pursuant to a line of credit
by tax-exempt funds participating in a group trust, for the purpose of facilitating
redemptions, did not constitute acquisition indebtedness, because the borrow-
ings allowed the exempt funds to bridge periods of cash shortage rather than
make additional investments.!%

143

140 This exception applies only when (1) no more than 25 percent of the leasable floor space in a building (or
complex of buildings) is leased back to the seller (or related party) or to the disqualified person; and (2) the
lease is on commercially reasonable terms, independent of the sale and other transactions. IRC §
514(c)(9)(G). A leaseback to a disqualified person remains subject to the prohibited transaction rules. IRC
§ 4975.

The fixed price restriction and the participating loan restriction are not subject to this refinement. Thus, for
example, income from real property acquired with seller financing, when the timing or amount of payment is
based on revenue, income, or profits from the property, generally continues to be treated as income from debt-
financed property, unless another exception applies.

For this purpose, the term financial institutions includes financial institutions in conservatorship or receiv-
ership, certain affiliates of financial institutions, and government corporations that succeed to the rights and
interests of a receiver or conservator. IRC § 514(c)(9)(H)(iv).

This exception is limited to instances in which (1) a qualified organization obtained real property from a
financial institution that acquired the property by foreclosure (or after an actual or imminent default), or the
property was held by the selling financial institution when it entered into conservatorship or receivership; (2)
any gain recognized by the financial institution with respect to the property is ordinary income; (3) the stated
principal amount of the seller financing does not exceed the financial institution’s outstanding indebtedness
(including accrued but unpaid interest) with respect to the property at the time of foreclosure or default; and
(4) the present value of the maximum amount payable pursuant to any participation feature cannot exceed 30
percent of the total purchase price of the property (including contingent payments). IRC § 514(c)(9)(H)(1)—
(iii), (v).

In general, Ferguson & Brown, More Investment Options Are Available for Tax-Exempt Organizations,
4 J. Tax. Exempt Orgs. 22 (no. 4, Jan./Feb. 1993); McDowell, Taxing Leveraged Investments of Charitable
Organizations: What Is the Rationale?, 39 Case W. Res. L. Rev. 705 (no. 3, 1988-1989).

192 See § 3.4.

143 See text accompanied by supra note 118.
14 Rev. Rul. 78-88, 1978-1 C.B. 163, 164.
145 Priv. Ltr. Rul. 200233032,

14
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(h) Additional Considerations

The intent of the unrelated debt-financed income rules is to treat an otherwise
tax-exempt organization in the same manner as an ordinary business enterprise
to the extent that the exempt organization purchases property through the use of
borrowed funds.!*® The IRS recalled this intent in passing on the tax status of
indebtedness owed to an exempt labor union by its wholly owned subsidiary
title-holding company resulting from a loan to pay debts incurred to acquire two
income-producing office buildings. The agency ruled that this interorganizational
indebtedness was not an acquisition indebtedness, because the “very nature of the
title-holding company][,] as well as the parent-subsidiary relationship[,] show
this indebtedness to be merely a matter of accounting between the organizations
rather than an indebtedness as contemplated by” these rules.!¥

The income of a tax-exempt organization that is attributable to a short sale
of publicly traded stock through a broker is not unrelated debt-financed income
and thus is not taxable as unrelated business income.'*® This is because,
although a short sale creates an obligation, it does not create an indebtedness
for tax purposes,'* and thus there is no acquisition indebtedness. This position
of the IRS is not intended to cause any inference with respect to a borrowing of
property other than publicly traded stock sold short through a broker. Securi-
ties purchased on margin by an exempt organization constitute debt-financed
property, which generates unrelated business income.'>

§55 COMPUTATION OF UNRELATED DEBT-FINANCED
INCOME

Unrelated debt-financed income (the amount subject to tax) is computed by
applying to the total gross income (and deductions) attributable to debt-
financed property the following fraction: the average acquisition indebtedness
for the tax year over the average adjusted basis of the property during the tax
year.

For purposes of the numerator of this fraction, acquisition indebtedness is to
be averaged over the tax year.!®! This averaging mechanism precludes a tax-
exempt organization from avoiding a tax by using other available funds to pay
off the indebtedness immediately before any fixed determination date. If debt-
financed property is disposed of during the year, average acquisition indebtedness
means the highest acquisition indebtedness during the preceding 12 months.
Absent this rule, a tax-exempt organization could avoid tax by using other

146 H R. Rep. No. 91-413, 91st Cong., Ist Sess. 46 (1969).

147 Rev. Rul. 77-72, 1977-1 C.B. 157, 158. This rationale was also applied to avoid the prospect of unrelated busi-
ness income taxation resulting from the use of joint operating agreements in the health care context. See § 9.8.

148 Rev. Rul. 95-8, 1995-1 C.B. 107.

149 Deputy v. du Pont, 308 U.S. 488 (1940).

150 g g., Henry E. & Nancy Horton Bartels Trust for the Benefit of the Univ. of New Haven v. United States, 209
F.3d 147 (2d Cir. 2000).

BHRC § 514(c)(7).
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resources to discharge indebtedness before the end of one tax year and dispose
of property after the beginning of the next tax year.

For purposes of the denominator of this fraction, adjusted basis is the aver-
age adjusted basis for the portion of the year during which the property is held
by the tax-exempt organization. The use of average adjusted basis is only for
purposes of determining the fraction. When property is disposed of, gain or
loss will, as usual, be computed with reference to adjusted basis at the time of
disposition.

The essence of the foregoing rules® may be illustrated by the following
example:

A tax-exempt organization acquires property for the production of income on
July 1, 2006, for $100,000, of which $80,000 is financed (that is, there is an
$80,000 acquisition indebtedness). As of December 31, 2006, the organization
has satisfied $10,000 of the debt, by one payment (on September 1, 2006) and
has claimed $2,500 in straight-line depreciation. For 2006, 75.9 percent of the
income (less appropriate deductions) from the property is taxable.

To determine this percentage, the average acquisition indebtedness for 2006
must be computed. This amount is $75,000, ascertained as follows:

(1) (2) 3

Debt Months Outstanding (1% ()
$80,000 3 $240,000
$70,000 3 $210,000

6 $450,000

(3) divided by (2) equals $75,000, which is the weighted average for the six-
month period involved.

To determine the average adjusted basis, it is necessary to compute the basis
at the beginning of the tax year (here, $100,000) and at the end of the tax year
($97,500, that is, original basis less depreciation). The average adjusted basis
($100,000 divided by $97,500 divided by 2) is $98,750.

The applicable percentage thus becomes 75.9 percent ($75,000/$98,750).

If property is distributed to a tax-exempt organization by a corporation in
liquidation, the exempt organization uses the basis of the distributing corpora-
tion, with adjustment for any gain recognized on the distribution either to the
exempt organization or to the taxable corporation. An example of the former is
when an exempt organization had an acquisition indebtedness applicable to its
stock in the distributing corporation and an illustration of the latter is an
instance of recapture of depreciation.!®® This rule is designed to prevent an
exempt organization from acquiring the property in a taxable subsidiary to
secure accelerated depreciation during the first several years of the life of the
property, enabling the subsidiary to pay off a large part of the indebtedness

32 1RC § 514(a)—(c).
IS RC §§ 1245, 1250.
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UNRELATED DEBT-FINANCED INCOME RULES

during those years, after which the exempt organization would obtain a
stepped-up basis upon liquidation of the subsidiary.!>*

If property is used partly for exempt and partly for nonexempt purposes,
the income and deductions attributable to the exempt uses are excluded from
the computation of unrelated debt-financed income and allocations are made,
as appropriate, for acquisition indebtedness, adjusted basis, and deductions
assignable to the property.'®

IS4IRC § 514(d); Reg. § 1.514(d)-1.

IS5 IRC § 514(e); Reg. § 1.514(e)-1. Also Florida Farm Bureau Fed’n v. Comm’r, 65 T.C. 1118 (1975). In gen-
eral, Krasity & Indenbaum, Tax-Exempt Organizations and Section 514: The Taxation of Income Generated
by Bond Reserve Funds and Similar Accounts, 19 J. Real Estate Tax’n 137 (no. 2, 1992); Indenbaum & Kra-
sity, Tax-Exempt Entities and Limited Partnerships: Section 514(c)(9)(E)’s Inadequate Response to the
Problem of Unrelated Debt-Financed Income, 18 J. Real Estate Tax’n 37 (no. 1, 1990); Weitz, Unresolved
Issues Remain for Qualified Organizations in Real Estate Partnerships, 73 J. Tax 332 (1990); Williamson,
Duren & Grigorian, How Exempt Organizations Can Avoid Unrelated Debt-Financed Income on Realty, 6
J. Tax. Inv. 236 (no. 4, 1989); Larson, Tax Exempt Organizations and Unrelated Debt Financed Income:
Does the Problem Persist?, 61 N.D. L. Rev. 31 (no. 1, 1985); Beller, Exempt Organizations: Taxation of
Debt-Financed Income, 24 Tax Law. 489 (1971).
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In addition to a battery of modifications! and exceptions,2 the unrelated business
rules include a host of special rules. These laws pertain to tax-exempt social
clubs, certain other exempt organizations, private foundations, exempt organi-
zations’ involvement in partnerships, and small business corporations; there are
also rules pertaining to advertising, periodicals, and corporate sponsorships.

§ 6.1 RULES FOR SOCIAL CLUBS

Social clubs can qualify for a federal income tax exemption when they are orga-
nized and operated primarily for pleasure, recreation, and other nonprofitable

I'See ch. 3.
2See ch. 4.
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purposes, if the doctrine of private inurement is not violated.? These clubs, how-
ever, are deprived of their exemption when they engage in “business, such as by
selling real estate, timber[,] or other products,” unless a sale of property is inci-
dental.* Nonetheless, in the years leading up to reforms in this area, abuses were
prevalent, perhaps fostered by the willingness of some courts to salvage the tax
exemption of social clubs. For example, a federal court of appeals held that two
golf clubs did not lose their exemptions because of their participation in oil-leas-
ing arrangements on their properties that generated substantial income. The the-
ory was that the leases were incidental to club operations;’ thus, the profits from
the oil leases went untaxed.®

In 1969, Congress adhered to the Department of the Treasury’s recommen-
dation for reform in this area. The Treasury Department had, in effect, relied on
the basic rationale for the tax exemption of social clubs” and ran the rationale in
reverse, contending that the investment income of these clubs was equivalent
to income earned by the club members in their individual capacity. Thus, the
Senate Finance Committee stated:

Since the tax exemption for social clubs and other groups is designed to allow
individuals to join together to provide recreational and social facilities or
other benefits on a mutual basis, without tax consequences, the exemption
operates properly only when the sources of income of the organization are
limited to the receipts from the membership. . . . However, where the organi-
zation receives income from sources outside the membership, such as income
from investments . . . upon which no tax is paid, the membership receives a
benefit not contemplated by the exemption in that untaxed dollars can be
used by the organization to provide pleasure or recreation (or other benefits)
to its membership.8

In that year, Congress subjected income unrelated to the normal operation of
a social club to the tax on unrelated business income. In the immediate aftermath
of this statutory change, the IRS began issuing rulings on the point, such as the
criteria the agency uses to determine whether the sale of property by a social

31RC § 501(c)(7). See Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons,
2003) [hereinafter Tax-Exempt Organizations], ch. 14.

4Reg. § 1.501(c)(7)-1(b).

3 Scofield v. Corpus Christi Golf & Country Club, 127 F.2d 452 (5th Cir. 1942). Also Koon Kreek Klub v.
United States, 108 F.2d 616 (5th Cir. 1940); Aviation Country Club, Inc. v. Comm’r, 21 T.C. 807 (1954);
Anderson Country Club, Inc. v. Comm’r, 2 T.C. 1238 (1943); Town & Country Club v. Comm’r, 1 T.C.M.
334 (1942). Cf. Coastal Club, Inc. v. Comm’r, 43 T.C. 783 (1965), aff’d, 368 F.2d 231 (5th Cir. 1966), cert.
denied, 386 U.S. 1032 (1967).

6 Cases involving social clubs that were found to be engaged in nonexempt business include Aviation Club of
Utah v. Comm’r, 162 F.2d 984 (10th Cir.), cert. denied, 332 U.S. 837 (1947); Juniper Hunting Club, Inc. v.
Comm’r, 28 B.T.A. 525 (1933).

7 See Tax-Exempt Organizations, § 14.1(a).

8. Rep. No. 91-552, 91st Cong., Ist Sess. 71 (1969); also HR. Rep. No. 91-413, 91st Cong., 1st Sess. 47
(1969) (pt. 1); Rev. Rul. 69-220, 1969-1 C.B. 154. Applying this doctrine, a federal court of appeals held that
the regular sale of tickets for lotteries conducted for the public by a Knights of Columbus council (an IRC §
501(c)(8) fraternal society [see Tax-Exempt Organizations, § 18.4(a)]) were subject to the wagering excise and
occupational taxes. IRC § 4421. The exception from the taxes for activities where there is no inurement of net
earnings was ruled not to apply, on the theory that the revenues derived from the gaming are used to preclude
dues increases, so that the “subsidization” constituted a form of private inurement to the council’s members.
Knights of Columbus Council No. 3660 v. United States, 83-2 U.S.T.C. 16,410 (S.D. Ind. 1983), aff’d, 783
F.2d 69 (7th Cir. 1986).
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§ 6.1 RULES FOR SOCIAL CLUBS

club is an incidental transaction or a transaction intended to produce a profit
(the latter being a nonexempt business).’

(@) General Rules

For most types of tax-exempt organizations, revenue other than net income from
unrelated business activities is nontaxable.!® Thus, for nearly all exempt organi-
zations, nontaxable revenue embraces gifts, grants, income from the perfor-
mance of exempt functions, and passive (investment) income. The income of a
tax-exempt social club, however, is taxed in a significantly different manner:
rather than isolating and taxing unrelated business taxable income (the general
rule), the law isolates the exempt function income of social clubs and subjects
the balance of its revenue (including investment income) to taxation. (Thus, one
of the principal disadvantages of classification as an otherwise tax-exempt social
club is that all of the organization’s investment income—including passive
income—generally is taxable.!!)

Specifically, a tax-exempt social club’s unrelated business taxable income is
defined as “gross income (excluding any exempt function income), less the
deductions allowed . . . [for business expenses] which are directly connected with
the production of the gross income (excluding exempt function income).”*? For
tax purposes, this income is computed by deducting all expenses directly con-
nected with production of the income and by applying certain of the modifica-
tions generally used in determining unrelated business taxable income.!3 Thus,
for example, the interest earned by an exempt social club on deposits required for
its charter flights was held taxable as unrelated business income.'* Likewise,
investment income that was not set aside for charitable purposes, and thus could
not be the subject of an exception,'® was found to be taxable;!° the sale of land by
an exempt social club, under circumstances in which the transaction did not
qualify for an exception,'” was held to produce unrelated business income.!8
Exempt function income is gross income from dues, fees, charges, or similar
amounts paid by members of the tax-exempt organization in connection with the
purposes constituting the basis for the exemption of the club.!’

9 Rev. Rul. 69-232, 1969-1 C.B. 154.

10 See ch. 3.

W E.g., Carlson, The Little Known Repeal of the Income Tax Exemption of Social Clubs, 26 Tax L. Rev. 45
(1970).

21RC § 512(a)(3)(A). Interest on obligations of a state (see IRC § 103(a)) received by a tax-exempt social club
is not included in gross income for purposes of IRC § 512(b)(3). Rev. Rul. 76-337, 1976-2 C.B. 177.

An exempt social club may, in computing its unrelated business taxable income, claim the tax credit for

a portion of employer social security taxes paid with respect to employee tips (IRC § 45B) received from
members and nonmembers. Rev. Rul. 2003-64, 2003-25 I.R.B. 1036.

BIRC §§ 162, 512(b).

14 Council of British Societies in S. Cal. v. United States, 78-2 U.S.T.C. 9744 (C.D. Cal.), aff’d, 587 F.2d 931
(9th Cir. 1978).

15 See § 6.1(c).

16 Confrerie de la Chaine des Rotisseurs v. Comm’r, 66 T.C.M. 1845 (1993).

17 See § 6.1(d).

18 Deer Park Country Club v. Comm’r, 70 T.C.M. 1445 (1995).

YIRC § 512(a)(3)(B).
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The U.S. Tax Court held that a tax-exempt social club, the principal activity
of which was to stage an annual mock pirate invasion and a parade, incurred tax-
able income from the sale of refreshments along the parade route, souvenirs, and
advertising, inasmuch as the concession and other income were derived from
dealings with nonmembers. The court also held that the expenses of staging the
invasion and parade could not be used to offset concession revenue, because the
expenses did not have the requisite “direct” relationship with the income.?

(b) Profit Motive Requirement

There was a substantial dispute, manifested in different positions by federal
appellate courts and eventually resolved by the U.S. Supreme Court?, as to the
extent to which deductions may be taken into account in determining a tax-
exempt social club’s unrelated business taxable income. This controversy was
stimulated by social clubs’ practice of deducting from investment income losses
incurred in connection with the sale of meals and beverages to nonmembers.
Thus, an effort commenced to develop a theory to preclude an exempt social
club from generating losses from the performance of nonexempt functions that
could be offset against gross investment income.

In 1981, the IRS announced that when a tax-exempt social club operates a
food and beverage concession catering to nonmembers, and consistently sells
the food and beverages at prices insufficient to recover the cost of sales, the club
“may not, in determining its unrelated business taxable income. .., deduct from
its net investment income its losses from such sales to nonmembers.”?2 The con-
cept underlying this position was that, when an exempt social club does not
endeavor to realize a profit from sales to nonmembers, the expenses cannot be
deductible as business expenses under the general rules for that deduction.?

This position was tested in the U.S. Tax Court and was upheld, albeit on a
different theory. The Tax Court, relying on the statutory language stating that a
tax-exempt social club’s taxable income is gross nonexempt income less the
deductions that are “directly connected” with the production of gross income,
held that an exempt social club’s expense may be offset only against income it
directly helped to generate, thereby precluding a club from deducting the
expenses of services to nonmembers against investment income.?* On appeal,
however, it was held that the Tax Court’s interpretation of the statute was incor-
rect and that federal tax law “authorizes deductions to be taken from the sum
total of a club’s non-exempt gross income, not merely from the portion of the
income connected to the particular deduction.”?® This appellate court returned
to the IRS position and concluded that exempt social clubs can only deduct the
expenses of activities engaged in with the intention of making a profit, thereby
precluding the club in the case from reducing its taxable investment income
with nonmember service expenses. Thus, an exempt social club was permitted

20 ye Mystic Krewe of Gasparilla v. Comm’r, 80 T.C. 755 (1983).

21 See text accompanied by infra notes 34-37.

22 Rev. Rul. 81-69, 1981-1 C.B. 351, 352.

BIRC § 162.

2 The Brook, Inc. v. Comm’r, 50 T.C.M. 959 (1985) & 51 T.C.M. 133 (1985).
25 The Brook, Inc. v. Comm’r, 799 F.2d 833 (2d Cir. 1986).
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to deduct the donations of the net proceeds of beano games it conducted, where
the payments were a condition of its license for the games.?

The IRS’s stance in this regard was initially upheld in another case,? but
was rejected on appeal by the Sixth Circuit Court of Appeals. This appellate
court’s position, which is founded on the difference in tax treatment of social
clubs in the unrelated income context,?® was that a social club has a business
expense deduction for outlays associated with activities engaged in with a
“basic purpose of economic gain.”? Under this principle, with which the Second
Circuit Court of Appeals expressly disagreed, a club could deduct, as business
expenses, all expenses of providing food and beverages to nonmembers against
investment income.

The Ninth Circuit Court of Appeals sided with the Second Circuit on this
point, holding that a tax-exempt social club must pursue a nonmember activity
with a profit motive before it can properly deduct its losses.?® The appellate court
agreed with the IRS that the omission of the term trade or business from the defini-
tion of unrelated business taxable income, as applied to exempt social clubs,* does
not allow social clubs to deduct losses incurred for nonmember activities that are
not businesses; the Ninth Circuit wrote that it is “well-established” that, to qual-
ify as a trade or business, an activity must be “regular and profit-seeking.”? In
the case, the club’s nonmember food and bar activity was held not to be profit-
seeking, because of consistent losses for six years. Similarly, an exempt associa-
tion that published a monthly journal for its members was not allowed to offset
losses against certain gross unrelated business income, because the organiza-
tion’s “long-standing policy of voluntarily incurring losses evidenced a lack of
profit objective.”

As noted, this matter was resolved by the U.S. Supreme Court, in 1990, when
it held that a tax-exempt social club may use losses incurred in connection with
sales to nonmembers to offset investment income only if the sales were moti-
vated by an intent to generate a profit.>* The Court held that the requisite profit
motive means an “intent to generate receipts in excess of costs,” and concluded
that there is “no basis for dispensing with the profit-motive requirement” in
these circumstances.® The Court explained that elimination of the profit motive
standard would create “considerable tension” with the overall statutory scheme
of tax treatment of social clubs, in that “Congress intended that the investment
income of social clubs (unlike the investment income of most other exempt orga-
nizations) should be subject to the same tax consequences as the investment

26 S End Italian Indep. Club, Inc. v. Comm’r, 87 T.C. 168 (1986).

27 Cleveland Athletic Club, Inc. v. United States, 588 F. Supp. 1305 (N.D. Ohio 1984).

28 See text accompanied by supra notes 11-13.

2 Cleveland Athletic Club, Inc. v. United States, 779 F.2d 1160, 1165 (6th Cir. 1986).

ON. Ridge Country Club v. Comm’r, 877 F.2d 750 (9th Cir. 1989), rev’g 89 T.C. 563 (1987).

3LIRC § 512(a)(3)(A). See text accompanied by infra note 39.

2N. Ridge Country Club v. Comm’r, 877 F.2d 750, 753 (9th Cir. 1989), citing Comm’r v. Groetzinger, 480 U.S.
23 (1987) (see § 2.5).

3 W. Va. State Med. Ass’n v. Comm’r, 882 F.2d 123, 125 (4th Cir. 1989), aff’g 91 T.C. 651 (1988), cert. denied,
493 U.S. 1044 (1990).

34 Portland Golf Club v. Comm’r, 497 U.S. 154 (1990), aff’g 876 F.2d 897 (9th Cir. 1989), rev’g & remanding
55 T.C.M. 212 (1988).

3 1d., 497 U.S. at 165, 166.
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income of any other taxpayer”; thus, allowance of the offset for exempt social
clubs “would run counter to the principle of tax neutrality which underlies the
statutory scheme.”?® Thereafter, the Tax Court ruled that an exempt social club
was not entitled to offset losses from its nonmember activities against invest-
ment income, because it did not undertake the activities with the requisite profit
motive.¥”

Under the general rules of unrelated income taxation, unrelated business tax-
able income is defined as the “gross income derived by any organization from any
unrelated trade or business . . . regularly carried on by it, less the deductions . . .
which are directly connected with the carrying on of such trade or business.”
The trade or business requirement is not part of the definition of unrelated business
taxable income applicable to social clubs. These organizations are thereby sub-
jected to, in the words of the Second Circuit, a “much more far-reaching tax
than” are most other categories of tax-exempt organizations.*

(c) Set-Asides

As noted, the term exempt function income is gross income from dues, fees,
charges, or similar amounts paid by members of the tax-exempt organization in
connection with the purposes constituting the club’s basis for exemption.%’ Also,
the passive income of an exempt social club is generally not taxed if it is set aside
to be used for charitable and similar purposes.*!

In the classic court opinion on the subject of set-asides, a court, in noting
that the “policy of exempting” charitable and similar organizations from tax is
“firmly established,” wrote that the set-aside rule (in this instance, embodied in
federal tax law) should be read “in such a way as to carry out this policy and
not to make the result turn on accidental circumstances or legal technicali-
ties.”*2 The tax consequences depend, said the court, “upon who is ultimately
entitled to the property constituting [the] income.”*® Thus, the court interpreted
the set-aside rule to exempt from taxation the income of an estate that was des-
tined for charitable purposes, even though the representative of the estate held
legal title to the underlying property during the period of administration and
even though no entry was made on the books of the representative crediting the
charitable beneficiaries with the income. This decision was affirmed, with the

3% Id. at 165. Confusion has resulted from this Supreme Court opinion concerning the manner in which exempt
social clubs demonstrate the necessary profit motive. The Court majority held that the same method of deter-
mining “costs” (both direct and indirect) used to ascertain intent to generate a profit must be used in computing
actual profit or loss. This holding was criticized, in a partial concurring opinion, on the ground that economic
reality and statements of income and expenses for tax purposes may be different. In general, Miller, U.S. Su-
preme Court in Portland Golf Club Reserves on a Key Profit-Intent Question and Adopts a Pervasive Estop-
pel-by-Reporting Rule, 15 Rev. Tax. of Individuals 108 (1991); Falk, Portland Golf Club—Uncertain
Direction from the Supreme Court, 2 J. Tax Exempt Orgs. 11 (Fall 1990).

37 Atlanta Athletic Club v. Comm’r, 61 T.C.M. 2011 (1991), overruled on another issue, 980 F.2d 1409 (11th
Cir. 1993).

BIRC § 512(a)(1).

39 The Brook, Inc. v. Comm’r, 799 F.2d 833, 841 (2d Cir. 1986).

W IRC § 512(a)(3)(B).

41 IRC § 170(c)(4).

4 Slocum v. Bowers, 15 F.2d 400, 403 (S.D.N.Y. 1926).

B 1d. at404.
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appellate court holding that it was the intent of Congress not to tax income des-
tined for charitable entities and that the designation made by the decedent in
the will was the “most effective method” of setting the income aside.*

Comparable case law invokes the law of trusts, under which the courts
have concluded that the segregated funds of a set-aside are housed in a con-
structive, implied, or resulting trust. For example, the Tax Court, having found
in a set of facts a “reasonable certainty as to the property, the objects, and the
beneficiaries,” held that funds transferred to an exempt organization for the
purpose of carrying out its objectives were “impressed with a trust upon their
receipt.”®® “No express words of trust were used, but none are necessary,”
wrote the court, in concluding that the recipient organization was “merely a
designated beneficiary.”#® In finding that the funds did not constitute gross
income to the organization, the court focused on the essential criteria for a set-
aside: “The organization’s books showed the total amount of such fees it
received and the unexpended balance thereof at all times.”%” A commingling of
the funds with other receipts was held to “not destroy their identity as a trust
fund.”*® Nonetheless, a commingling of funds in an organization’s general
treasury, when there is no earmarking or other dedication of funds, will not
give rise to a set-aside.”

This type of a set-aside occurs when a tax-exempt fraternity or sorority (clas-
sified pursuant to the federal tax law as a social club) transfers income from its
investment receipts to a related charitable foundation.® In one instance, how-
ever, an attempted set-aside failed to immunize net investment income from tax-
ation, because the activity funded by the investment income (publication of a
magazine) was found not to be educational.™!

(d) Sale of Club Assets

Statutory law governs the subject of nonrecurring sales of club assets. A com-
mon example of this is a country club that sells land that has become encroached
upon by developers, so as to buy land further out in the countryside for new
facilities.” When the purpose of this type of sale is not profit but facilitation of
relocation or a comparable purpose, the law allows a carryover of basis—that is,
nonrecognition of gain.> Specifically, when property used directly in the perfor-
mance of the club’s tax-exempt function is sold and the proceeds reinvested in

4 Bowers v. Slocum, 20 F.2d 350, 352, 353 (2d Cir. 1927).

45 Broadcast Measurement Bureau, Inc. v. Comm’r, 16 T.C. 988, 997 (1951).

4 Id. at 997, 1000.

471d. at 1001.

B Id. Also Seven-Up Co. v. Comm’r, 14 T.C. 965 (1950); Tax-Exempt Organizations, § 3.4. Cf. Reg. §
1.512(a)-4(b)(5); see text accompanied by infra note 73.

4 Confrerie de la Chaine des Rotisseurs v. Comm’r, 66 T.C.M. 1845 (1993).

0 E.g., Alpha Tau Omega Fraternity v. Comm’r, Dkt. No. 2810-84 (Tax Ct.)(settled).

51 Phi Delta Theta Fraternity v. Comm’r, 887 F.2d 1302 (6th Cir. 1989), aff’g 90 T.C. 1033 (1988).

2 Rev. Rul. 69-232, 1969-1 C.B. 154; Rev. Rul. 65-64, 1965-1 C.B. 241; Rev. Rul. 58-501, 1958-2 C.B. 262;
Santee Club v. White, 87 F.2d 5 (1st Cir. 1936); Mill Lane Club v. Comm’r, 23 T.C. 433 (1954); Anderson
Country Club, Inc. v. Comm’r, 2 T.C. 1238 (1943); Juniper Hunting Club, Inc. v. Comm’r, 28 B.T.A. 525
(1933).

3 IRC § 512(a)(3)(D). The IRS ruled that gain need not be recognized in the case of an exempt club’s selling all
its real estate in the context of its dissolution. Priv. Ltr. Rul. 200314030.
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exempt function property, within a period beginning one year before the sale
date and ending three years thereafter, any gain from the sale is recognized only
to the extent that the sale price of the old property exceeds the purchase price of
the new property.

There can be controversy over the meaning of the term used directly. In one
case, the government argued that there must be “actual, direct, continuous, and
regular usage,” and that the property involved must form an “integral part of
the exempt functions of a social club”; it lamented the club’s “desultory activi-
ties” on the property, which it regarded as essentially investment property. The
court involved held, however, that these requirements are not in the statute; if
they should be, it is the function of Congress, not the courts, to expand the stat-
ute.”* By contrast, when “no part” of a tract of land was ever “physically used”
by an exempt social club for recreational purposes, the court found this special
rule to be inapplicable and unavailable.®

When the sale of tax-exempt social club assets occurs more than once, the
IRS is likely to resist application of this special rule, particularly in any case in
which the sale transactions substantially deplete the club of its assets and the
club evidences no intention to replace the property that is being sold.>® Also,
when a club derives revenue as the result of a grant of an option on the sale of
the property, rather than from sale of the property itself, this nonrecognition rule
is inapplicable, so the option income is taxable as unrelated income.”

In another of these instances, a tax-exempt social club sold a painting that
had been prominently displayed in its dining room for decades. The club was of
the view that the painting was an important part of its exempt function, because
it enhanced a room where exempt activities took place; in fact, the room was
named for the painting. Because of concerns over adequate security, the club
sold the painting to an unrelated party and used the proceeds in furtherance of
its exempt purposes. The IRS ruled that the gain on the sale of the painting
qualified for exclusion from unrelated income taxation.®®

(e) Dividends-Received Deduction

It is the view of the Department of the Treasury that the dividends-received
deduction® is not allowed in computing the taxable income of social-club orga-
nizations.®’ Believing that the reason for this deduction is inapplicable in this
context, Congress clarified this point by agreeing to the Treasury Department’s
position.®! (A similar change in the law was made for nonexempt membership
organizations.®?) Although this statutory revision took effect in 1976, it was held
that tax-exempt social cubs are not entitled to the dividends-recieved deduction

3 Atlanta Athletic Club v. Comm’r, 980 F.2d 1409, 1414 (11th Cir. 1993).

35 Deer Park Country Club v. Comm’r, 70 T.C.M. 1445, 1449 (1995); Tamarisk Country Club v. Comm’r, 84
T.C. 756 (1985).

% E.g., Priv. Ltr. Rul. 8337092.

37 Framingham Country Club v. United States, 659 F. Supp. 650 (D. Mass. 1987).

38 Priv. Lir. Rul. 200051046.

Y IRC § 243.

 Prop. Reg. § 1.512(a)-3(b)(2) (withdrawn).

ST IRC § 512(a)(3)(A), last sentence; H.R. Rep. No. 1353, 94th Cong., 2d Sess. 6 (1976).

82 IRC § 277. See Tax-Exempt Organizations, § 13.6.
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for prior years (back to 1970), because the deduction is not for an expense
incurred in the production of income but comes into being as a consequence of
the existence of the income.®

§6.2 RULES FOR CERTAIN OTHER TAX-EXEMPT
ORGANIZATIONS

Special rules apply in the unrelated business setting for veterans’ organizations,
certain employee benefit plans, title-holding companies, and foreign organiza-
tions.

(a) Veterans’ Organizations

In the case of certain veterans’ organizations,64 the basic unrelated business income
rules generally apply.65 Nonetheless, the term unrelated business taxable income does
not include any amount attributable to payments for life, illness, accident, or
health insurance with respect to members of the organizations or their dependents
that is set aside for the purpose of paying insurance benefits or for a charitable
purpose.® If an amount so set aside is used for any other purpose, it is includable
in unrelated business income of the organization, without regard to any of the
modifications,” in the tax year in which it is withdrawn from the set-aside.®

Payments by members (including commissions on the payments earned by
the set-aside as agent for an insurance company) into an insurance set-aside
must be for the sole purpose of obtaining life, accident, or health insurance ben-
efits from the organization or for the reasonable costs of administration of the
insurance program, except that this purpose is not violated when excess funds
from an experience gain are utilized for charitable purposes or the reasonable
costs of distributing funds for such purposes. Funds for any other purpose may
not be set aside in the insurance set-aside.®

In addition to these payments by members, only income from amounts in the
insurance set-aside (including commissions earned as agent for an insurance
company) may be so set aside. Moreover, unless this income is used to provide
insurance benefits, for charitable purposes, or for reasonable costs of administra-
tion, this income must be set aside within a specific period to avoid being
included as an item of unrelated business income.” Income from amounts in the
insurance set-aside generally must be set aside in the tax year in which it would
be includable in gross income but for these rules. However, income set aside on

% Rolling Rock Club v. United States, 85-1 U.S.T.C. { 9374 (W.D. Pa. 1985), aff’d, 785 F.2d 93 (3d Cir. 1986).

® That is, an organization described in IRC § 501(c)(19). See Tax-Exempt Organizations, § 18.10(a).

% Reg. § 1.512(a)-4(a).

% IRC § 512(a)(4); Reg. § 1.512(a)-4(a).

%7 See ch. 3.

68 Reg. § 1.512(a)-4(a). Amounts are considered to have been withdrawn from an insurance set-aside for an im-
permissible purpose if they are used in any manner inconsistent with providing insurance benefits, paying the
reasonable costs of administering the insurance program for charitable purposes, or distributing funds for
charitable purposes. An example of a use of funds that would be considered this type of a withdrawal is use
of the funds as security for a loan. Id.

9 Reg. § 1.512(a)-4(b)(1).

0 Reg. § 1.512(a)-4(b)(2).
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or before the date prescribed for filing the organization’s unrelated business
income tax return (whether or not it had such income) for the year (including any
extension of time), may, at the election of the organization, be treated as having
been set aside in that year.”!

Income from amounts in the insurance set-aside may consist solely of items
of investment income from, and other gains derived from dealings in, property
in the set-aside. The deductions allowed against these items of income or other
gains are those amounts that are related to production of this income or other
gains. Only the amounts of income or other gain that are in excess of these
deductions may be set aside in the insurance set-aside.”?

An amount is not properly set aside for these purposes if the organization
commingles it with any amount that is not to be set aside.”> Adequate records
describing the amount set aside, and indicating that it is to be used for the desig-
nated purpose, are sufficient. Amounts that are set aside need not be permanently
committed to the use, either under state law or by contract. Thus, for example, it is
not necessary that the organization place these funds in an irrevocable trust.
Although set-aside income may be accumulated, any accumulation that is unrea-
sonable in amount or duration is considered to be evidence that the income was
not accumulated for the purposes set forth. For this purpose, accumulations that
are reasonably necessary for the purpose of providing life, illness, health, or acci-
dent insurance benefits, judged on the basis of recognized mortality or morbidity
tables and assumed rates of interest under an actuarially acceptable method,
would not be unreasonable, even though the accumulations are quite large and the
time between the organization’s receipt of the amounts and the date of benefits
payment is quite long. For example, an accumulation of income for 20 years or
longer that is determined to be reasonably necessary to pay life insurance benefits
to members, their dependents, or designated beneficiaries generally is not an
unreasonable accumulation. Income that has been set aside may be invested, pend-
ing the action contemplated by the set-aside, without being regarded as having
been used for other purposes.”

(b) Certain Employee Benefit Plans

Special rules apply to certain types of tax-exempt employee benefit plans,
namely, exempt voluntary employees’ beneficiary associations” (VEBAs) and
exempt supplemental unemployment benefit trusts’® (SUBs). These rules”” apply
the unrelated business income tax to these organizations’ net income other than
their exempt function income.”® For example, an exempt VEBA was required to
pay the unrelated business income tax on revenue allocable to temporary excess
office space, notwithstanding the court’s belief that the space was acquired, in

"I Reg. § 1.512(a)-4(b)(3).

2 Reg. § 1.512(a)-4(b)(4).

73 Cf. text accompanied by supra note 48.

" Reg. § 1.512(a)-4(b)(5).

5 IRC § 501(c)(9). See Tax-Exempt Organizations, § 16.3.
T IRC § 501(c)(17). See Tax-Exempt Organizations, § 16.4.
TTIRC § 512(a)(3).

BIRC § 512(a)(3)(B).
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the exercise of sound business judgment, in anticipation of organizational
growth.”
Exempt function income in this setting is of two types:

1. Gross income from amounts (such as dues or fees) paid by members of
the organization as consideration for the provision of goods, facilities, or
services in furtherance of tax-exempt purposes

2. Income that is set aside for a charitable purpose or to provide for the pay-
ment of life, illness, accident, or other benefits, subject to certain limitations®

The amounts set aside in a VEBA or SUB as of a tax year of the organization, to
provide for the payment of life, illness, accident, or other benefits, may not be
taken into account for purposes of determining exempt function income, to the
extent that the amounts exceed the qualified asset account limit® for that year.®?
In calculating the qualified asset account for this purpose, a reserve for postre-
tirement medical benefits®® may not be taken into account.®

The exempt function income of a VEBA or SUB for a tax year of the organi-
zation includes certain amounts paid by members of the entity®® and other
income of the entity (including earnings on member contributions) that is set
aside for the payment of life, illness, accident, or other benefits, to the extent that
the total amount set aside in the entity (including member contributions and
other income set aside in the entity) as of the close of the tax year for any pur-
pose does not exceed the qualified asset account limit for the organization’s year.
For these purposes, member contributions include both employee contributions
and employer contributions to the VEBA or SUB. In calculating the total amount
set aside in one of these entities as of the close of a tax year, certain assets with
useful lives extending substantially beyond the end of the tax year (such as
buildings and licenses) are not to be taken into account, to the extent they are
used in the provision of life, illness, accident, or other benefits. For example,
cash and securities (and similar investments) held by a VEBA or SUB are not dis-
regarded in calculating the total amount set aside for this purpose, because they
are used to pay welfare benefits, rather than merely used in provision of the ben-
efits. Accordingly, the unrelated business income of a VEBA or SUB for a tax
year of the organization generally will equal the lesser of two amounts: (1) the
entity’s income for the year (excluding member contributions), or (2) the excess
of the total amount set aside as of the close of the year (including member contri-
butions and excluding certain assets with a useful life extending substantially
beyond the end of the tax year, to the extent they are used in the provision of
welfare benefits) over the qualified asset account limit (calculated without

" Uniformed Servs. Benefit Ass'n v. United States, 727 F. Supp. 533 (W.D. Mo. 1990).
80 IRC § 512(a)(3)(E).

81 That is, the limit described in IRC § 419A(c), (£)(7).

82 IRC § 512(a)(3)(E)(); Reg. § 1.512(a)-5T, A-3(a).

8 See IRC § 419A(c)(2)(A).

8 Reg. § 1.512(a)-5T, A-3(a).

85 That is, amounts within the meaning of the first sentence of IRC § 512(a)(3)(B).

8 IRC § 512(c)(3)(B).
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regard to the otherwise permitted reserve for postretirement medical benefits)
for the tax year.¥”

A VEBA’s or SUB’s income for a tax year includes gain realized by the orga-
nization on the sale or disposition of any asset during that year. The gain real-
ized by one of these entities on the sale or disposition of an asset is equal to the
amount realized by the organization over the basis of the asset (owned by the
organization), reduced by any qualified direct costs attributable to the asset.?

A court held that, in determining a VEBA’s unrelated business income, the
amount of investment income that the VEBA set aside, to provide for the payment
of reasonable costs of administration directly connected with the provision and
payment of health care benefits, was subject to the above-referenced limitation.®
The court also held that, in making the calculation, the amount of assets that were
set aside may not be reduced by the amount of the reserve® for postretirement
medical benefits.?! This decision, however, was reversed, with the appellate court
concluding that the limitation does not apply to funds set aside and expended on
appropriate administrative costs during the tax year involved; the limit, rather, is
on the amount that the organization may accumulate as of year’s end.??

A VEBA, which provided benefits to a tax-exempt business league and its
members, received demutualization proceeds from an insurance company; this
is not a form of exempt function revenue. The VEBA avoided unrelated business
income taxation of the proceeds by setting them aside for charitable purposes, in
the form of transfer to a supporting organization that carried out the charitable
and educational purposes of the business league.” In another instance, a VEBA
avoided taxation of demutualization proceeds by setting the amounts aside for
the provision of permissible welfare benefits.**

(c) Title-Holding Companies

A title-holding company can be tax-exempt, if it exists for the purpose of hold-
ing title to property and collecting the income generated by that property, for the
benefit of one or more tax-exempt organizations.”> There are essentially two
types of exempt title-holding entities: those with a single parent” and those with
two or more parent organizations.”

It had been the IRS’s position that a title-holding company must lose its tax-
exempt status if it generates any amount of certain types of unrelated business

87 Reg. § 1.512(a)-5T, A-3(b).

8 Reg. § 1.512(a)-5T, A-3(c). The matter of attribution of these costs is the subject of Reg. § 1.419-1T, Q & A-6.

89 IRC § 512(a)(3)(E)().

9 As defined in IRC § 419A(c)(2)(A).

%l Sherwin-Williams Co. Employee Health Plan Trust v. Comm’r, 115 T.C. 440 (2000).

92 Sherwin-Williams Co. Employee Health Plan Trust v. Comm’r, 330 F.3d 449 (6th Cir. 2003). For purposes of
the rule that makes this set-aside limitation inapplicable to an organization that receives substantially all of its
contributions from tax-exempt employers (IRC § 512(a)(3)(E)(iii)), the term substantially all means at least
85 percent. INFO 2003-0225.

93 Priv. Ltr. Rul. 200223068.

% Priv. Ltr. Rul. 200011063. If demutualization proceeds are paid to the employer, which transfers them to a
VEBA, the contributions from the employer constitute exempt function revenue to the association. Id.

% See Tax-Exempt Organizations, § 18.2.

% That is, an organization described in IRC § 501(c)(2).

97 That is, an organization described in IRC § 501(c)(25).
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taxable income.”® The federal tax law was amended, however, to permit an
exempt title-holding company to receive unrelated business taxable income (that
would otherwise disqualify the company for tax exemption) in an amount up to
10 percent of its gross income for the tax year, provided that the unrelated busi-
ness taxable income is incidentally derived from the holding of real property.”
For example, income generated from fees for parking or from the operation of
vending machines located on real property owned by a title-holding company
generally qualifies for the 10 percent de minimis rule, but income derived from an
activity that is not incidental to the holding of real property (such as manufac-
turing) does not qualify.!?’ Permissible unrelated business income is nonetheless
subject to taxation.

Also, a tax-exempt title-holding company will not lose its tax exemption if
unrelated business taxable income that is incidentally derived from the holding
of real property exceeds the 10-percent limitation, if the organization establishes
to the satisfaction of the IRS that the receipt of unrelated business taxable income
in excess of the 10-percent limitation was “inadvertent and reasonable steps are
being taken to correct the circumstances giving rise to such income.”!%

A tax-exempt organization and a single-parent title-holding corporation!®
may file a consolidated annual information return for a tax year. When this is
done, and when the title-holding corporation pays any amount of its net income
over the year to the exempt organization (or would have paid the amount but for
the fact that the expenses of collecting the income exceeded its income), the corpo-
ration is treated as if it was organized and operated for the same purpose(s) as the
other exempt organization (in addition to its title-holding purpose).!® The effect of
this rule is to exclude from any unrelated income taxation the income received by
the exempt parent organization from the title-holding corporation.

(d) Foreign Organizations

Federal tax law provides a definition of unrelated business taxable income specifi-
cally applicable to foreign organizations that are subject to the tax on unrelated
income.!™ Basically, foreign organizations are taxed on their unrelated business
taxable income that is effectively connected with the conduct of a trade or business
within the United States, and on unrelated income derived from sources within
the United States even though not so effectively connected.

9% IRS Notice 88-121, 1988-2 C.B. 457. Indeed, the tax regulations still provide that, because a title-holding
corporation cannot be tax-exempt if it engages in any business other than that of holding title to property and
collecting income therefrom, it cannot (with certain exceptions) have unrelated business taxable income.
Reg. § 1.501(c)(2)-1(a).

9 IRC § 501(c)(2), last sentence; IRC § 501(c)(25)(G).

100 H R. Rep. No. 103-111, 103d Cong., 1st Sess. 618 (1993).

WITRC § 501(c)(2), last sentence; IRC § 501(c)(25)(G)(ii).

102 See § 8.2.

B3 IRC § 511(c).

14 TRC § 512(a)(2); Reg. § 1.512(a)-1(g).
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§6.3 PRIVATE FOUNDATION RULES

A private foundation is a charitable organization that is not a public charity.!'® A
standard private foundation essentially has the following characteristics (in
addition to being charitable in nature): It is funded from one source (usually an
individual, married couple, family, or corporation), its ongoing funding is in the
form of investment income (rather than from a flow of charitable contributions),
and it makes grants to advance the charitable endeavors of other persons (rather
than conducting its own programs).

Private foundations have minimal entanglement with the unrelated business
rules. The principal reason for this, from a law standpoint, is the limitation on
excess business holdings.!% Generally, it is common for a tax-exempt organization
itself to conduct an unrelated business as one of its many activities. When an
exempt organization does that, it is conducting the business function as a sole pro-
prietorship; the exempt organization is the sole owner of the business enterprise.!"”
A private foundation cannot, however, own 100 percent of a business operated as
a sole proprietorship.!® Therefore, because of this restriction, a private foundation
generally cannot actively engage in an unrelated business activity.'®

(a) Business Enterprises

The concept of the business enterprise is integral to the excess business holdings
rules. In general, that term means the active conduct of an unrelated trade or
business, including any activity that is regularly carried on for the production of
income from the sale of goods or the performance of services.''® When an activ-
ity carried on for profit constitutes an unrelated business, no part of the business
may be excluded from classification as a business enterprise merely because it
does not result in a profit.!!!

There are several ways in which a private foundation can, without adverse
tax consequences, engage in an unrelated business (or business-like) activity.
These ways are founded on the concept that the activity fails to constitute a
business enterprise.

105 Gee Tax-Exempt Organizations, §§ 11.1, 11.3.

106 lRC § 4943. See Hopkins & Blazek, Private Foundations: Tax Law and Compliance, Second Edition (John
Wiley & Sons, 2003) [hereinafter Private Foundations], ch. 7.

W07 A sole proprietorship is any business enterprise (see text accompanied by infra note 110) that is actually and
directly owned by a private foundation, in which the foundation has a 100 percent equity interest, and that is
not held by a corporation, trust, or other business entity for the foundation. Reg. § 53.4943-10(e).

108 IRC § 4943(c)(3)(B); Reg. § 53.4943-3(c)(3).

19 Some tax-exempt organizations participate in unrelated business activity by means of partnerships. See

§§ 8.9(a), 8.11. The principles of the excess business holdings rules apply, however, to holdings by a pri-
vate foundation by means of a partnership, joint venture, or other business enterprise that is not incorpo-
rated. IRC § 4943(c)(3).

As noted (see text accompanied by supra note 108), for a proprietorship owned by a private foundation to
be a sole proprietorship, the foundation must have a 100 percent interest in the equity of the business enterprise.
Thus, if a private foundation sells an interest in a sole proprietorship, the business enterprise becomes treated
as a partnership. Reg. § 53.4943-10(e).

10 Reg. § 53.4943-10(a)(1).

"1 Jd. This language, and that of the previous sentence, is identical to that defining a trade or business in the un-
related business setting generally. See § 2.2.
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The principal way for a private foundation to engage in allowable and non-
taxable unrelated business is to engage in an activity in which at least 95 percent
of the gross income of the business is derived from passive sources.!? Gross
income from passive sources includes the items excluded pursuant to the modifi-
cation rules for dividends, interest, payments with respect to securities loans,
amounts received as consideration for entering into agreements to make loans,
annuities, royalties, rent, capital gains, and gains from the lapse or termination
of options to buy or sell securities.!’® For example, a private foundation held, as
an investment, a fee ownership interest in several thousand acres of timberland
and received capital gains pursuant to timber-cutting contracts; the IRS ruled
that the foundation’s ownership of the timberland was not a business enterprise,
inasmuch as at least 95 percent of the gross income from the property was in the
form of capital gain.!*

There are two refinements to these rules:

1. Abond or other evidence of indebtedness does not constitute a holding in
a business enterprise, unless the evidence of indebtedness is otherwise
determined to be an equitable interest in an enterprise.!®

2. A leasehold interest in real property does not constitute an interest in a
business enterprise, even though the rent payable under the lease
depends, in whole or in part, on the income or profits derived by another
person from the property, unless the leasehold interest constitutes an
interest in the income or profits of an unrelated business.!1

Thus, as long as the income is generated as one or more forms of these or
other types of passive income, the income will not—as a general rule—be taxed
as unrelated business income. This exception consequently usually shields most
forms of investment income from unrelated income taxation.

Therefore, as a general proposition, a private foundation may invest in (or
receive as a contribution and retain) securities without becoming subject to the
unrelated business income rules. The same is generally true with respect to rental
property, although the income may be taxed if the rental property is used in an
active business operation, if the rent is based on the lessee’s net income or profits,
or if the property is indebted. As to royalties, as long as the income is passive in
nature or the organization’s involvement in the income-producing process is
insubstantial, the income is not taxable.

Gross income from passive sources also includes income from the sale of
goods (including charges or costs passed on at cost to purchasers of the goods
or income received in settlement of a dispute concerning or in lieu of the exer-
cise of the right to sell the goods) if the seller does not manufacture, produce,

2 1RC § 4943(d)(3)(B); Reg. § 53.4943-10(c)(1). A charitable remainder trust’s wholly owned foreign sub-
sidiary’s distributive share of a U.S. partnership’s income was found not to be unrelated business income;
conversely, gain from the sale of an interest in a partnership that held indebted real estate was treated as
gain subject to the unrelated business income tax. Priv. Ltr. Rul. 199952086.

3 IRC § 4943(d)(3), last sentence; Reg. § 53.4943-10(c)(2). See ch. 3.

14 Priv. Lir. Rul. 9252028.

115 Reg. § 53.4943-10(a)(2).

116 1d.
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physically receive or deliver, negotiate sales of, or maintain inventories in the
goods. "7 If in a year less than 95 percent of the income of a trade or business is
from passive sources, a private foundation may, in applying this 95-percent
test, substitute for the passive source gross income in the year the average
gross income from passive sources for the 10 years immediately preceding the
year involved.!8 Thus, stock in a passive holding company is not considered a
holding in a business enterprise even if the company is controlled by a private
foundation; instead, the foundation is treated as owning the proportionate
share of any interests in a business enterprise held by the company.'!

A private foundation should be cautious when attempting to maximize the
value of real property that it holds, whether the property was originally invested
in by the foundation or acquired by gift. A private foundation can own or have an
expectancy interest in this type of property for years, then be tempted to improve
it, sell it, or otherwise generate maximum value from the holding. A plan of maxi-
mizing value may have been initiated while the property was held by a prior
owner, such as a donor, or was in an estate that was protected by the estate admin-
istration exception.'?” The private foundation may want to continue that plan or
initiate one of its own; its trustees may believe that, as a matter of prudent asset
management, that is the proper course of conduct. Nonetheless, unless the prop-
erty is being or will be used for exempt purposes, the foundation should be wary
about being classified, for tax purposes, as a dealer in the property. This outcome
can entail both excess business holdings and unrelated business issues.

(b) Permitted Businesses

There are two other ways in which a private foundation can, without adverse tax
consequences, actively engage in a business activity:

1. A foundation can operate a functionally related business that accomplishes its
exempt purposes, such as a research institute or publication program.!?!

2. Business holdings do not include program-related investments, which are
related undertakings.'?

Passive income derived from a subsidiary is generally taxable as unrelated
business income.'? Generally, a private foundation cannot own a subsidiary,
because of the excess business holdings rules. A private foundation may, how-
ever, be able to own a controlled organization that generates passive income.

These exceptions may be obviated when a private foundation incurred debt
to acquire or improve a property.'?* That is, the resulting income may be taxed,
in whole or in part, as unrelated business income, notwithstanding the fact that

N7IRC § 4943(d)(3), last sentence.

118 Reg. § 53.4943-10(c)(2).

119 1d.

120 See Private Foundations, § 5.12(a).

2ITRC § 4943(d)(3)(A); Reg. § 53.4943-10(b). See Private Foundations, § 7.3.
122 Reg. § 53.4943-10(b). See Private Foundations, § 8.3.

13 See § 8.8(b).

124 See ch. 5.
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it is passive in nature. (This type of income nonetheless retains its character as
passive income for purposes of the excess business holdings rules.'®)

(c) Partnerships and S Corporations

A private foundation’s share of income from a partnership, whether or not dis-
tributed to the foundation, flows through to the foundation and retains its char-
acter as rent, interest, business, or other type of income.'?® If the partnership
conducts a trade or business that is unrelated to the foundation’s exempt pur-
pose, the foundation’s share of the business income, less associated deductions,
must be reported as unrelated business income. The modifications pertaining to
passive income!? apply to exclude the foundation’s share of interest or other
passive income distributed by the partnership. This rule applies with respect to
foundations that are general or limited partners. Partnerships are required to
provide sufficient information to tax-exempt partners to enable them to correctly
report any items of unrelated business income.'?

Financial advisors to institutional investors have created sophisticated
forms of investment vehicles in recent years. Some trade securities, some pur-
chase rental properties, some buy security hedges, and some invest in venture
capital. Entities that invest in real estate (partnerships and real estate invest-
ment trusts) commonly distribute income attributable to indebted property,
which may be taxable. A partnership that elects to use the mark-to-market rules
for securities trading'? reports the income on the information return provided
to partners'® as “ordinary income from trade or business,” although it actually
has realized short-term capital gain. This type of income is not, however,
treated as unrelated business income to tax-exempt organizations, including
private foundations.!®! Dividends, interest, payments with respect to securities
loaned, annuities, income from notional principal contracts, or other substan-
tially similar income from ordinary and routine investment!® are generally
excluded from treatment as unrelated business income.' Income from the sale
of property “other than stock in trade or other property of a kind which would
properly be included in the inventory of the organization if on hand at the close
of the tax year” is also excluded from such taxation.!3 Thus, the gain or loss is
excluded from the computation of unrelated business income unless the part-
nership is a dealer in securities. Additionally, gain from the lapse or termination
(sale) of options to buy or sell securities written in connection with an exempt
organization’s investment activity is excluded from consideration as unrelated
business income.'®

125 Reg. § 53.4943-10(c)(2).

126 IRC § 513(c)(1). See § 8.10.

127 See ch. 3.

128 Instructions to Form 1065 (partnership information return).
9 IRC § 475.

130 Form K-1.

Bl Reg. § 1.512(b)-1(d)(1), (2).

132 Reg. § 1.512(b)-1(a)(1).

133 See ch. 3.

13 Reg. § 1.512(b)-1(d)(1).

35 IRC § 512(b)(5); Reg. § 1.512(b)-1(d)(2). See § 3.11.
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Tax-exempt charitable organizations are eligible to be shareholders in S cor-
porations.!3 Stock in this type of a corporation, however, represents an interest
in an unrelated trade or business.'¥” Unlike the situation with partnerships, all of
the income distributed to an exempt organization by an S corporation (including
passive income excluded under the general rule) flows through to the exempt
organization as unrelated business income. Gain or loss on the sale of S corpora-
tion shares are also subject to unrelated business taxation. Thus, whenever possi-
ble, a private foundation’s investment in an entity that will produce significant
amounts of passive income should be confined to instances in which the entity is
a partnership.

§6.4 PARTNERSHIP RULES

A trade or business regularly carried on by a partnership, of which a tax-exempt
organization is a member, may be an unrelated trade or business with respect to
the organization. If so, in computing its unrelated business taxable income, the
exempt organization must include its share of the gross income of the partner-
ship from the unrelated trade or business (whether or not distributed, and sub-
ject to certain modifications'®®) and its share of the partnership deductions
directly connected with the gross income.!® This rule—known as the look-
through rule—applies irrespective of whether the exempt organization is a gen-
eral or limited partner.'*” The courts reject the thought that income derived by an
exempt organization from a limited partnership interest is, for that reason alone,
not taxable on the ground that a limited partnership interest is a passive invest-
ment by which the organization lacks any ability to actively engage in the man-
agement, operation, or control of the partnership.!4!

An illustration of this rule was provided when the IRS ruled that income
from utility services, to be provided in the context of the provision of telecom-
munications services, will be treated as rental income to tax-exempt organiza-
tions and excluded from unrelated business income taxation.'? This income
will flow to the exempt organizations from partnerships and limited liability
companies.!#?

The look-through rule also applies when a partnership, of which a tax-exempt
organization is a member, engages in activities that are related to the exempt pur-
poses of the exempt organization. In this situation, any income generated by the
related business is not subject to taxation as unrelated business income.!*

136 IRC § 512(e).

137 See § 4.12.

138 See ch. 3.

9 IRC § 512(c)(1), Reg. § 1.512(c)-1. See, e.g., Priv. Ltr. Rul. 7934008.

140 Rev. Rul. 79-222, 1979-2 C.B. 236.

141 See, e.g., Service Bolt & Nut Co. Profit Sharing Trust v. Comm’r, 724 F.2d 519 (6th Cir. 1983), aff’g 78 T.C.
812 (1982).

142 See § 3.8.

13 Priv. Ltr. Rul. 200147058.

14 See, e.g., Priv. Ltr. Rul. 9839039. Oddly, in finding income to be from a related business, the IRS applied
the look-through rule to income derived by a tax-exempt organization from a partnership—but the exempt
organization was not a member of the partnership. Tech. Adv. Mem. 9847002.
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§ 6.5 ADVERTISING

Generally, the net income derived by a tax-exempt organization from the sale of
advertising is taxable as unrelated business income.#

(a) Advertising and Unrelated Business in General

Despite the extensive body of regulatory and case law concerning when and
how advertising revenue may be taxed, there is little law on the question of what
constitutes advertising. In one instance, a court considered the publication of
“business listings,” consisting of “slogans, logos, trademarks, and other infor-
mation which is similar, if not identical in content, composition and message to
the listings found in other professional journals, newspapers, and the ‘yellow
pages’ of telephone directories,” and found them to qualify as advertising.'4

Under the rules defining what is a trade or business,'¥ income from the sale of
advertising in publications of tax-exempt organizations generally constitutes
unrelated business income, taxable to the extent it exceeds the expenses directly
related to the advertising (even when the content of the publications is related to
the exempt purpose of the organization). If, however, the editorial aspect of the
publication is carried on at a loss, the editorial loss may be offset against the
advertising income from the publication. Thus, there will be no taxable unre-
lated trade or business income because of advertising when the publication as a
whole is published at a loss. This rule embodies a preexisting regulation!4® that
was promulgated in an effort to carve out (and tax) income from advertising and
other activities in competition with taxpaying business, even though the adver-
tising may appear in a periodical related to the educational or other tax-exempt
purpose of the organization.

These rules are not intended to encompass the publication of a magazine
with little or no advertising, which is distributed free or at a nominal charge not
intended to cover costs. This type of publication would likely be published
basically as a source of public information and not for the production of
income. For a publication to be considered an activity carried on for the produc-
tion of income, it must be contemplated that the revenues from advertising in
the publication or the revenues from sales of the publication, or both, will result
in net income (although not necessarily in a particular year). Nonetheless, for
the tax on unrelated business income to apply, the advertising activity must

45 IRC § 513(c). In one instance, the IRS concluded that an association did not receive any unrelated business
income from a newspaper advertising program, because the association did not conduct the activity and there
was no basis for attribution of the advertising activities of its members. Tech. Adv. Mem. 200102051.

146 Eraternal Order of Police, Ill. State Troopers Lodge No. 41 v. Comm’r, 87 T.C. 747, 754 (1986), aff’d, 833
F.2d 717 (7th Cir. 1987).

WTIRC § 513(c). See § 2.2.

148 Reg. § 1.513-1(b). This regulation became effective on December 13, 1967. IRC § 513(c) became effective on
December 31, 1969. With respect to tax years beginning between these dates, the regulation was of no effect,
as an impermissible administrative enlargement of the scope of the statutory unrelated business income law.
Mass. Med. Soc’y v. United States, 514 F.2d 153 (Ist Cir. 1975); Am. Coll. of Physicians v. United States,
530 F.2d 930 (Ct. CL. 1976).
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also constitute a trade or business that is regularly carried on. Further, the tax is
inapplicable when the advertising activity is a tax-exempt function.'¥’

As an example, a tax-exempt association of law enforcement officials pub-
lished a monthly journal containing conventional advertising featuring the
products or services of a commercial enterprise. The IRS ruled that the regular
sale of space in the journal for the advertising was carried on for the production
of income and constituted the conduct of a trade or business not substantially
related to the organization’s exempt functions.!® The “controlling factor in this
case,” the agency wrote, was that the “activities giving rise to the income in
question constitute the sale and performance of a valuable service on the part of
the publisher, and the purchase of that service on the part of the other party to
the transaction.”!>!

In a similar situation, the IRS ruled that income derived by a tax-exempt
membership organization from the sale of advertising in its annual yearbook
was unrelated business income.!>? Preparation of the editorial materials in the
yearbook was largely done by the organization’s staff, which also distributed it.
An independent commercial firm was used, under a full-year contract, to con-
duct an intensive advertising solicitation campaign in the organization’s name;
the firm was paid a percentage of the gross advertising receipts for selling the
advertising, collecting from advertisers, and printing the yearbook. The IRS
stated that by “engaging in an extensive campaign of advertising solicitation,
the organization is conducting competitive and promotional efforts typical of
commercial endeavors.”1

Initially, it appeared that the courts were willing to accede to this approach by
the IRS. In the leading case, a tax-exempt medical organization was found to be
engaging in an unrelated business by selling advertising in its scholarly journal.
The court rejected the contention that the purpose of the advertising was to edu-
cate physicians, holding instead that its primary purpose was to raise revenue. In
reaching this conclusion, the court reviewed the content, format, and positioning
of the advertisements, and concluded that they were principally commercial in
nature. The court, however, set forth some standards as to when journal advertis-
ing might be an exempt function, such as advertising that comprehensively sur-
veys a particular field or otherwise makes a systematic presentation on an
appropriate subject.!™

These findings were reversed on appeal, with the appellate court holding that
the content of the advertisements was substantially related to the organization’s
educational purpose.’® The court noted that the advertisements appeared only in
bunches, at the beginning and end of the publications; were screened with respect
to subject matter, with the contents controlled; and were indexed by advertiser.

149 E.g., Priv. Ltr. Rul. 7948113 (holding that proceeds from the sale of advertising in a program published in
promotion of a postseason all-star college football game were not unrelated business income).
p g g
150 Rev. Rul. 74-38, 1974-1 C.B. 144, clarified by Rev. Rul. 76-93, 1976-1 C.B. 170.
151 Rev. Rul. 74-38, 1974-1 C.B. 144, 145.
152 Rev. Rul. 73-424, 1973-2 C.B. 190.
153 1d. at 191.
154 Am. Coll. of Physicians v. United States, 83-2 U.S.T.C. 9652 (Ct. C1. 1983).
155 Am. College of Physicians v. United States, 743 F.2d 1570 (Fed. Cir. 1984).

m 146 =



§ 6.5 ADVERTISING

Also, only advertisements directly relevant to the practice of internal medicine
were published. This decision, then, established the principle that advertising is
like any other trade or business, in that it is not automatically an unrelated activity
but may serve an information dissemination (educational) function.

This dispute as to the tax treatment of advertising revenue in the unrelated
income context—specifically, whether the IRS is correct in asserting that all net
income from advertising in tax-exempt publications is always taxable—was
resolved by the U.S. Supreme Court in 1986. After reviewing the history of the
regulations promulgated in 196715 and of the statutory revisions authored in
1969, the Court held that it is possible to have related advertising.!*® The Court
said that the standard is whether the conduct of the exempt organization in sell-
ing and publishing the advertising is demonstrative of a related function, rather
than a determination as to whether the advertising is inherently educational.

The Supreme Court observed that, in ascertaining relatedness, it is not suffi-
cient to merely cluster the advertising in the front and back of the tax-exempt
publication. Other facts that tend to militate against relatedness are that all adver-
tising is paid, the advertising is for established products or services, advertising
is repeated from month to month, or the advertising concerns matters having “no
conceivable relationship” to the exempt purpose of the sponsoring exempt orga-
nization.' The test, said the Court, quoting from the trial court’s opinion, is
whether the organization uses the advertising to “provide its readers a compre-
hensive or systematic presentation of any aspect of the goods or services publi-
cized.” As the Court put it, an exempt organization can “control its publication of
advertisements in such a way as to reflect an intention to contribute importantly
to its . . . [exempt] functions.”1® This can be done, said the Court, by “coordinat-
ing the content of the advertisements with the editorial content of the issue, or by
publishing only advertisements reflecting new developments.”16!

The foregoing may be contrasted with the situation involving a tax-exempt
charitable organization that raised funds for an exempt symphony orchestra.
As part of this effort, the organization published an annual concert book that
was distributed at the orchestra’s annual charity ball. The IRS ruled that the
solicitation and sale of advertising by volunteers of the organization was not an
unrelated taxable activity, because the activity was not regularly carried on and

156 See supra note 148.

STIRC § 513(c).

158 United States v. Am. Coll. of Physicians, 475 U.S. 834 (1986). A court found the advertising of a tax-exempt
trade association to be taxable as unrelated business income because the advertising was not substantially re-
lated to the organization’s exempt purposes and no “systematic effort” was made to “advertise products that
related to the editorial content of the magazine, [nor] . . . to limit the advertisements to new products.” Fla.
Trucking Ass’n, Inc. v. Comm’r, 87 T.C. 1039 (1986). Displays and listings in a yearbook published by a tax-
exempt labor organization (see Tax-Exempt Organizations, § 15.1) were found to be the result of unrelated
business. State Police Ass’n of Mass. v. Comm’r, 97-2 U.S.T.C. ] 50,627 (1st Cir. 1997).

159 United States v. Am. Coll. of Physicians, 475 U.S. 834, 849 (1986).

160 1d

11 14, at 849-50. Subsequently, a court found that a tax-exempt organization’s advertising did not contribute
importantly to the carrying out of any of its exempt purposes, although it was willing to explore the argument
to the contrary and found that the subject matter of some of the advertising was related to the organization’s
exempt purpose. Minn. Holstein-Friesian Breeders Ass’n v. Comm’r, 64 T.C.M. 1319 (1992). The court con-
cluded that the primary purposes underlying the advertising were commercial: stimulating demand for the
advertised products and raising revenue for the exempt organization.
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because it was conducted as an integral part of the process of fundraising for
charity.!6? Thus, part of a successful contention that the unrelated income tax
should not apply in the advertising context would seem to be a showing that
the advertising activity ties in with other organization activity. Yet the same
type of organization that engaged in the sale of advertising over a four-month
period by its paid employees, for publication in concert programs distributed
free at symphony performances over an eight-month period, was found by the
IRS to be carrying on an unrelated business.!®® In that ruling, the IRS observed:

It is a matter of common knowledge that many non-exempt organizations

make a regular practice of publishing and distributing a seasonal series of spe-

cial interest publications covering only a portion of each year with a format

that includes substantial amounts of advertising matter. It would not be

unusual for such an organization to concentrate its efforts to sell the advertis-

ing space thus made available during similar periods of intensive activity that

would frequently last for no more than three or four months of each year. Since

it is likewise further apparent that the activities giving rise to the advertising

income here in question do not otherwise substantially differ from the compa-

rable commercial activities of nonexempt organizations, those activities of the

subject organization are regularly carried on within the meaning of section 512
of the Code.'®*

Similarly, a tax-exempt business league that sold a membership directory only
to its members was held not to be engaged in an unrelated trade or business.'®®
The directory was considered to contribute importantly to the achievement of the
organization’s exempt purposes, by facilitating communication among its mem-
bers and encouraging the exchange of ideas and expertise, thus resulting in
greater awareness of collective and individual activities of the membership. The
principal aspect governing the outcome of this matter, however, was the fact that
sale of the directory, undertaken in a noncommercial manner, did not confer any
private benefit on the members of the organization.

(b) Advertising in Periodicals

In general, amounts realized by a tax-exempt organization from the sale of
advertising in a periodical constitute gross income from an unrelated trade or
business activity involving the exploitation of an exempt activity!% : namely, the
circulation and readership of the periodical developed through the production
and distribution of the readership content of the periodical.'®”

(i) Income and Costs. Total income attributable to a tax-exempt organization
periodical is regarded either as circulation income or (if any) as gross advertis-
ing income.® Circulation income is the income attributable to the production,
distribution, or circulation of a periodical (other than gross advertising
income), including amounts realized from or attributable to the sale or distri-
bution of the readership content of the periodical. This type of income includes

162 Rev. Rul. 75-201, 1975-1 C.B. 164.
163 Rev. Rul. 75-200, 1975-1 C.B. 163.
164 14 at 164.

165 Rev. Rul. 79-370, 1979-2 C.B. 238.
166 1 general, see § 2.7(e).

167 Reg. § 1.512(a)-1(f)(1).

168 Reg. § 1.512(a)-1(H)(3)().
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amounts realized from charges made for reprinting articles and special items in
the periodical and amounts realized from sales of back issues.!®’ Gross advertis-
ing income is the amount derived from the unrelated advertising activities of an
exempt organization periodical.'”

Likewise, the costs attributable to a tax-exempt organization periodical are
characterized as readership costs and direct advertising costs.'”? A reasonable
allocation may be made between cost items attributable both to an exempt orga-
nization periodical and to the organization’s other activities (such as salaries,
occupancy costs, and depreciation).}”? Readership costs of an exempt organization
periodical are the cost items directly connected with the production and distri-
bution of the readership content of the periodical, and that would otherwise be
allowable as deductions in determining unrelated business income, other than
the items properly allocable to direct advertising costs.'” Direct advertising costs
of an exempt organization periodical include items directly connected with the
sale and publication of advertising (such as agency commissions and other sell-
ing costs, artwork, and copy preparation), the portion of mechanical and distri-
bution costs attributable to advertising lineage, and any other element of
readership costs properly allocable to the advertising activity.!7*

As noted, a tax-exempt organization is not taxable on its advertising income
when its direct advertising costs for its periodical equal such (gross) income.'”
Even if gross advertising income of an exempt organization periodical exceeds
direct advertising costs, costs attributable to the readership content of the publi-
cation qualify as costs that are deductible in computing (unrelated) income from
the advertising activity, to the extent that the costs exceed the income attribut-
able to the readership content.”® There are limitations on this rule, however,
including the conditions that its application may not be used to realize a loss
from the advertising activity nor to give rise to a cost deductible in computing
taxable income attributable to any other unrelated activity.!”” If the circulation
income of the periodical exceeds its readership costs, any unrelated business tax-
able income attributable to the publication is the excess of gross advertising
income over direct advertising costs.!”

An illustration of these rules concerns a tax-exempt trade association, which
publishes a single periodical that carries advertising. During 2006, the association
realizes $40,000 from the sale of advertising in the periodical (gross advertising
income) and $60,000 from sales of the periodical to members and nonmembers
(circulation income). The total periodical costs are $90,000, of which $50,000 is

199 Reg. § 1.512(a)-1(f)(3)(iii).

10 Reg. § 1.512(a)-1(H)(3)(i).

7l Reg. § 1.512(a)-1(H)(6)(i)

172 Id. Once a reasonable method of allocation is adopted, it must be used consistently. Reg. § 1.512(a)-1(f)(6)(i).
A court held that the application of a ratio used in previous years for this purpose is not a method, it is the output
of a method that cannot be automatically applied each year. Nat’l Ass’n of Life Underwriters, Inc. v. Comm’r,
94-2 U.S.T.C. {50,412 (D.C. Cir. 1994), rev’g 64 T.C.M. 379 (1992).

13 Reg. § 1.512(a)-1(£)(6)(iii).

174 Reg. § 1.512(a)-1(£)(6)(ii).

175 Reg. § 1.512(a)-1(H)(2)().

176 Reg. § 1.512(a)-1(H(2)(i), (d)(2).

177 Reg. § 1.512(a)-1(H)(2)(i).

178 1d.
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directly connected with the sale and publication of advertising (direct advertis-
ing costs) and $40,000 is attributable to the production and distribution of the
readership content (readership costs). The production and distribution of the
readership content of the periodical is related to the association’s exempt pur-
pose. Inasmuch as the direct advertising costs of the periodical ($50,000) exceed
gross advertising income ($40,000), the unrelated business taxable income
attributable to advertising is determined solely on the basis of the income and
deductions directly connected with the production and sale of the advertising.
Gross advertising revenue of $40,000 and direct advertising costs of $50,000
result in a loss of $10,000 attributable to advertising. This loss is an allowable
deduction in computing the association’s unrelated business taxable income
derived from any other unrelated trade or business activity.!”

Now assume the facts as stated in the foregoing example, except that the cir-
culation income of the association’s periodical is $100,000 (instead of $60,000)
and that, of the total periodical costs, $25,000 are direct advertising costs and
$65,000 are readership costs. Because the circulation income ($100,000) exceeds
the total readership costs ($65,000), the unrelated business taxable income attrib-
utable to the advertising activity is $15,000: the excess of gross advertising
income ($40,000) over direct advertising costs ($25,000).18

Assume the facts as stated in the first of these two examples, except that, of
the total periodical costs, $20,000 are direct advertising costs and $70,000 are
readership costs. Because the readership costs of the periodical exceed the circu-
lation income ($60,000), pursuant to the second of the rules listed above, the
unrelated business income attributable to advertising is the excess of the total
income attributable to the periodical over the total periodical costs. Thus, the
association has unrelated business income attributable to the advertising activity
in the amount of $10,000 ($100,000 total income attributable to the periodical less
$90,000 total periodical costs).'8!

Further, assume the facts as stated in the first example, except that the total
periodical costs are $120,000, of which $30,000 are direct advertising costs and
$90,000 are readership costs. Because the readership costs of the periodical
($90,000) exceed the circulation income ($60,000), pursuant to the second of the
rules listed above, the unrelated business income attributable to advertising is the
excess, if any, of the total income attributable to the periodical over the total peri-
odical costs. Inasmuch as the total income of the periodical ($100,000) does not
exceed the total periodical costs ($120,000), the association has not derived any
unrelated business income from the advertising activity. Moreover, only $70,000 of
the $90,000 of readership costs may be deducted in computing unrelated business
taxable income, because the costs may be deducted, to the extent they exceed circu-
lation income, only to the extent they do not result in a loss from the advertising
activity. Thus, there is no loss from this activity and no amount may be deducted
on this account in computing the association’s unrelated business income derived
from any other unrelated business activity.'8?

179 Reg. § 1.512(a)-1(f)(2)(iii), Example (1).
180 1d., Example (2).
181 1d., Example (3).
182 Id., Example (4).
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(ii) Dues Allocation. Another set of rules requires an allocation of membership
dues to circulation income when the right to receive the periodical is associated
with membership status in the tax-exempt organization for which dues, fees, or
other charges are received.'® The portion of membership dues that constitute a
part of circulation income (allocable membership receipts) is determined in one of
three ways:

1. If 20 percent or more of the total circulation of a periodical consists of
sales to nonmembers, the subscription price charged to the nonmembers
is the amount allocated from each member’s dues to circulation income.
The term tofal circulation means paid circulation; that is, it does not
include distribution of a periodical without charge to those who are not
members of the tax-exempt organization.'® This term means the actual
number of copies of the periodical distributed for compensation, without
regard as to how the copies were purchased. In one case, members of an
exempt association, who paid for subscriptions by means of dues, desig-
nated nonmember recipients of the periodical; the nonmember recipients
were considered part of the total circulation base.'®

2. If rule 1 does not apply, and if the membership dues from 20 percent or
more of the members of the organization are less than the dues received
from the remaining members because the former category of members
does not receive the periodical, the amount of dues reduction is the
amount used in allocating membership dues to circulation income.

3. Otherwise, the portion of membership receipts allocated to the periodical
is an amount equal to the total amount of the receipts multiplied by a frac-
tion, the numerator of which is the total costs of the periodical and the
denominator of which is these costs plus the costs of the other exempt
activities of the organization.!8

183 Reg. § 1.512(a)-1(f)(4). The IRS initially took the position that the requirement that membership receipts
be allocated on a pro rata basis to circulation income of a tax-exempt organization’s periodical (Reg. §
1.512(a)-1(f)(4)(iii)) means that the “cost of other exempt activities of the organization” must be offset by
the income produced by the activities (the “net cost” rule). Gen. Couns. Mem. 38104. The IRS subsequently
concluded that the gross cost of the other exempt activities must be used in computing the denominator of
the formula. Gen. Couns. Mems. 38205, 38168.

18 Am. Hosp. Ass’n v. United States, 654 F. Supp. 1152 (N.D. TIl. 1987).

185 N.C. Citizens for Bus. & Indus. v. United States, 89-2 U.S.T.C. { 9507 (Cl. Ct. 1989).

186 The reference to the “costs of the other exempt activities” means the total costs or expenses incurred by an
organization in connection with its other tax-exempt activities, not offset by any income earned by the orga-
nization from the activities. Rev. Rul. 81-101, 1981-1 C.B. 352.

An organization, such as a business league (see Tax-Exempt Organizations, ch. 13), may have within it an
integral fund that is a charitable organization. The costs of such a fund can be included in the formula used to
calculate the organization’s net unrelated business taxable income derived from advertising, thereby reducing
the entity’s tax liability. Am. Bar Ass’n v. United States, 84-1 U.S.T.C. {9179 (N.D. Ill. 1984).

These regulations, particularly the third pro rata allocation method rule, were challenged in court on sub-
stantive and procedural grounds. Although the challenge was initially successful, it essentially failed on appeal.
Am. Med. Ass’n v. United States, 887 F.2d 760 (7th Cir. 1989), aff’g & rev’g 608 F. Supp. 1085 (N.D. IIl.
1987), 668 F. Supp. 1101 (N.D. IIL. 1987), 668 F. Supp. 358 (N.D. Ill. 1988), and 691 F. Supp. 1170 (N.D. IlL.
1988). The basic assertion, which was ultimately rejected, was that a tax-exempt organization can deduct, as
direct advertising costs, the readership content costs of periodicals distributed for the purpose of generating ad-
vertising revenue.
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Three illustrations illuminate these rules. These examples assume that the
tax-exempt organization periodical contains advertising, and that the produc-
tion and distribution of the readership content of the periodical is related to the
organization’s exempt purpose.

In the first of these examples, a tax-exempt scientific organization has 10,000
members who each pay annual dues of $15. One of this organization’s activities is
publication of a monthly periodical that is distributed to all its members. The orga-
nization also distributes 5,000 copies of its periodical to nonmember subscribers at
a cost of $10 per year. Pursuant to the first of the above three rules, because the non-
member circulation of the organization’s periodical represents one-third of its total
circulation, the subscription price charged to nonmembers will be used to deter-
mine the portion of the organization’s membership receipts allocable to the period-
ical. Thus, the organization’s allocable membership receipts will be $100,000 ($10 x
10,000 members), and its total circulation income for the periodical will be $150,000
($100,000 from members + $50,000 from sales to nonmembers).'8”

The second example is based on the facts of the first, except that the exempt
organization sells 500 copies of its periodical to nonmembers. The organization’s
members may elect not to receive this periodical, in which case their annual dues
are reduced to $6 a year; 3,000 members elect to receive the periodical and pay the
$15 annual dues. The organization’s stated subscription price to members of $9
consistently results in an excess of total income (including gross advertising
income) attributable to the periodical over total costs of the periodical. Because the
500 copies of the periodical distributed to nonmembers represent only 14 percent
of the 3,500 copies distributed, pursuant to the first of the above rules, the $10 sub-
scription price charged to nonmembers will not be used in determining the por-
tion of membership receipts allocable to the periodical. Because 70 percent of the
members elect not to receive the periodical and pay $9 less per year in dues, pur-
suant to the second of the above rules, the $9 price will be used in determining the
subscription price charged to members. Thus, the allocable membership receipts
will be $9 per member, or $27,000 ($9 x 3,000 copies); the exempt organization’s
total circulation income will be $32,000 ($27,000 + $5,000).188

In the third example, a tax-exempt trade association has 800 members who
pay annual dues of $50. The association publishes a monthly journal, the edito-
rial content and advertising of which are directed to the business interests of its
own members. The journal is distributed to all of the association’s members;
there are no receipts from nonmembers. The association has total receipts of
$100,000, of which $40,000 ($50 x 800) are membership receipts and $60,000 are
gross advertising income. The organization’s total costs for the journal and other
exempt activities is $100,000. It has total periodical costs of $76,000, of which
$41,000 are direct advertising costs and $35,000 are readership costs.

The first of the above three rules does not apply, inasmuch as copies of the pub-
lication are not made available to nonmembers. Therefore, the allocation of
membership receipts must be made in accordance with the third of these rules.
Based on pro rata allocation of membership receipts ($40,000) by a fraction, the

187 Reg. § 1.512(a)-1(f)(5), Example (1).
188 Id., Example (2).
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numerator of which is total periodical costs ($76,000) and the denominator of which
is the total costs of the journal and the other exempt activities ($100,000), $30,400
($76,000/$100,000 x $40,000) of membership receipts is circulation income.'®

These rules become more intricate when a tax-exempt organization publishes
more than one periodical for the production of income. (A periodical is published
for the production of income if the organization generally receives gross advertising
income from the periodical equal to at least 25 percent of its readership costs and
the periodical activity is engaged in for profit.) In this instance, the organization
may treat the gross income from all (but not just some) of the periodicals and the
deductible items directly connected with the periodicals on a consolidated basis in
determining the amount of unrelated business taxable income derived from the
sale of advertising. (Thus, an organization cannot consolidate the losses of a peri-
odical not published for the production of income with the profit of other periodi-
cals that are so published.'®) This treatment must be followed consistently and,
once adopted, is binding, unless the organization obtains the requisite permission
from the IRS to change the method.!*!

It is the position of the IRS, as supported by the Tax Court, that the specific
rules concerning the computation of net unrelated income derived from adver-
tising are inapplicable when the “issue of whether the . . . [organization’s]
publication of the readership content of the magazines is an exempt activity
has not been decided, stipulated to, or presented for decision,” and when the
IRS “has not sought to apply such regulations, maintaining that they cannot be
applied due to the . . . [organization’s] failure to produce credible evidence of
its advertising and publishing expenses.”!?

189 1d., Example (3).

19 Reg. § 1.512(a)-1(f)(7).

YTIRC § 466(e); Reg. § 1.446-1(e).

192 CORE Special Purpose Fund v. Comm’r, 49 T.C.M. 626, 630 (1985). Notwithstanding the differences in the
manner in which tax-exempt social clubs are treated for purposes of unrelated taxation (see § 6.1), the rules
concerning taxation of advertising revenue apply to them. Chicago Metro. Ski Council v. Comm’r, 104 T.C.
341 (1995). In general, Reap, Getting the Most from Periodical Advertising Income, 4 Exempt Orgs. Tax Rev.
1065 (no. 8, 1991); Geske, Unrelated Business Taxable Income and Advertising Revenue of Exempt Organi-
zation Periodicals, 4 Exempt Orgs. Tax Rev. 311 (no. 3, 1991); Schnee & Brock, Opportunities Exist to Reduce
Unrelated Business Income from Advertising Revenue, 74 J. Tax’n 240 (no. 4, 1991); Littman, Advertising and
the Unrelated Business Income Tax after United States v. American College of Physicians, 49 Ohio St. L.J.
625 (no. 2, 1988); Gallagher, “Substantially Related”: The Magic Words for Nonprofit Organizations: United
States v. American College of Physicians, 21 U.S.F.L. Rev. 795 (no. 4, 1987); Huffaker & Gut, Supreme Court
Holds Advertising Revenue Was Not Substantially Related Income, 65 J. Tax’n 2 (no. 1, July 1986); Gross,
New Developments Regarding Advertising Income of Tax-Exempt Organizations, 24 Am. Bus. L.J. 116 (no. 1,
1986); Shillingburg, American College of Physicians v. United States: An Ending—A Beginning—Or?, 64
Taxes 539 (no. 9, 1986); Simpson, Taxation of Income from Advertising in Exempt Organizations’ Publica-
tions, 10 Est., Gifts, & Trs. J. 184 (no. 6, 1985); Weinberg & Nixon, What Are the Implications of the Federal
Circuit’s Holding in American College?,” 62 J. Tax’n 242 (no. 4, 1985); Gregory, Jr., Federal Circuit Holds
ABE Insurance Program Does Not Constitute Unrelated Business Income, 63 J. Tax’n 244 (no. 4, 1985); Kan-
nry, Taxing Advertising, 9 Philanthropy Monthly 26 (no. 5, 1976); Kannry, How to Mitigate the Impact of New
Regulations on Exempt Organizations’ Advertising Income, 45 J. Tax’n 304 (1976); Sugarman & Vogt, The
New Advertising Regulations and Their Application to Exempt Organizations, 54 Taxes 196 (1976); Spevack,
Taxation of Advertising Income of Exempt Organizations’ Publications, 21 Cath. Law. 268 (1975); Endicott,
Proposed Changes in the Taxation of Advertising Income of Exempt Organization Publications, 2 Tax Adv.
710 (1971); Lehrfeld, The Unfairness Doctrine: Commercial Advertising Profits as Unrelated Business In-
come, 23 Tax Law. 349 (1970); Weithorn & Liles, Unrelated Business Income Tax: Changes Affecting Journal
Advertising Revenues, 45 Taxes 791 (1967).
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§6.6 CORPORATE SPONSORSHIPS

A payment made by a corporation to sponsor an event or activity of a tax-exempt
organization may be a contribution or may be taxable as unrelated business
income. This type of payment usually is a transfer of a relatively large amount of
money by a for-profit business to a charitable organization. If sponsorship pay-
ments received by an exempt organization are qualified payments, those amounts
are not subject to unrelated business income taxation. That is, the activity of solic-
iting and receiving these payments is not an unrelated business.!**

This being a safe-harbor rule, a corporate sponsorship payment that is not a
qualified one is not necessarily taxable. Rather, the tax treatment of it is evalu-
ated under the unrelated business rules generally. Thus, the transaction would
be assessed as to whether it is a business,'** whether it is regularly carried on,'®
whether it is subject to an exception for income or activities,'”® and the like.

(a) Qualified Sponsorship Payments

A qualified sponsorship payment is a payment made by a person, engaged in a
trade or business, to a tax-exempt organization, with respect to which there is no
arrangement or expectation that the person will receive from the exempt organi-
zation a substantial return benefit.!” It is irrelevant whether the sponsored activ-
ity is related or unrelated to the recipient tax-exempt organization’s exempt
purpose. It is also irrelevant whether the sponsored activity is temporary or per-
manent. The word payment means the payment of money, transfer of property, or
performance of services.!%

A substantial return benefit is a benefit, other than certain uses or acknowledg-
ments and other than certain disregarded benefits.'” Benefits are disregarded if the
aggregate fair market value of all the benefits provided to the payor or persons des-
ignated by the payor in connection with the payment during the organization’s tax
year is not more than 2 percent of the amount of the payment.?® If the aggregate
fair market value of the benefits exceeds 2 percent of the amount of the payment,
then the entire fair market value of the benefits is a substantial return benefit, unless
it is a shielded use or acknowledgment.?"!

Benefits provided to the payor or a designated person may include advertis-
ing; an exclusive provider arrangement; goods, facilities, services, or other priv-
ileges; and/or exclusive or nonexclusive rights to use an intangible asset (such
as a trademark, patent, logo, or destination) of the exempt organization.?%?

An illustration of these rules features a national corporation and a tax-
exempt charitable organization that, on June 30, 2006, enter into a five-year,

B IRC § 513(3i)(1); Reg. § 1.513-4(a).

194 See § 2.2.

195 See § 2.5.

196 See chs. 3, 4.

YTIRC § 513(1)(2)(A); Reg. § 1.513-4(c)(1).
198 Reg. § 1.513-4(c)(1).

19 Reg. § 1.513-4(c)(2)(i).

20 Reg. § 1.513-4(c)(2)(id).

201 1d

202 Reg. § 1.513-4(c)(2)(iii).
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binding, written contract effective for the years 2007 to 2012. This contract pro-
vides that the corporation will make an annual payment of $5,000 to the charity;
in return, the corporation will not receive any benefit other than advertising.
On June 30, 2006, the fair market value of the advertising to be provided to the
corporation in each year covered by the agreement is $75, which is less than the
disregarded benefit amount (2 percent of $5,000 is $100).2% In 2007, pursuant to
the sponsorship contract, the corporation pays the charitable organization
$5,000 and receives the advertising benefit. As of January 1, 2007, the fair mar-
ket value of the advertising to be provided by the charity each year increases to
$110. For purposes of this rule, however, the fair market value of the advertising
benefit is determined on June 30, 2006, the date the parties entered into the
sponsorship contract. Therefore, the entire $5,000 payment received in 2007 is a
qualified sponsorship payment.?%*

As another example, the facts are the same as in the previous illustration,
except that the contract provides that the corporation will make an initial pay-
ment to the charitable organization of $5,000 in 2007, followed by annual pay-
ments of $1,000 during each of the years 2008 to 2012. In 2008, pursuant to the
sponsorship contract, the corporation pays the charity $1,000 and receives the
advertising benefit. In 2008, the fair market value of the benefit provided ($75, as
determined on June 30, 2006) exceeds 2 percent of the total payment received (2
percent of $1,000 is $20). Therefore, only $925 of the $1,000 payment received in
2008 is a qualified sponsorship payment.?®

A substantial return benefit does not include the use or acknowledgement of
the name, logo, or product lines of the payor’s trade or business in connection
with the exempt organization’s activities. Although a use or acknowledgment
does not include advertising, it may include an exclusive sponsorship arrange-
ment; logos and slogans that do not contain qualitative or comparative descrip-
tions of the payor’s products, services, facilities, or companys; a list of the payor’s
locations, telephone numbers, or Internet address; value-neutral descriptions,
including displays or visual depictions, of the payor’s product line or services;
and/or reference to the payor’s brand or trade names and product or service
listings.2%

Logos or slogans that are an established part of a payor’s identity are not
considered to contain qualitative or comparative descriptions. Mere display or
distribution, whether for free or remuneration, of a payor’s product by the
payor or the exempt organization to the general public at the sponsored activity
is not considered an inducement to purchase, sell, or use the payor’s product
and thus will not affect the determination of whether a payment is a qualified
sponsorship payment.2”

The term advertising means any message or other programming material
that is broadcast or otherwise transmitted, published, displayed, or distributed,
and that promotes or markets any trade or business, or any service, facility, or

203 See text accompanied by supra note 200.
24 Reg. § 1.513-4(d)(1)(iv), Example (1).
205 1., Example (2).

206 Reg. § 1.513-4(c)(2)(iv).

207 1d
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product.?® The term includes messages containing qualitative or comparative
language, price information or other indications of savings or value, an endorse-
ment, or an inducement to purchase, sell, or use any company, service, facility,
or product.?” A single message that contains both advertising and an acknowl-
edgement constitutes advertising.?!

These rules do not apply to activities conducted by a payor on its own. For
example, if a payor purchases broadcast time from a television station to adver-
tise its product during commercial breaks in a sponsored program, the activities
of the tax-exempt organization are not thereby converted to advertising.?!!

(b) Exclusivity Arrangements

An arrangement that acknowledges the payor as the exclusive sponsor of a tax-
exempt organization’s activity, or the exclusive sponsor representing a particular
trade, business, or industry, generally does not, by itself, result in a substantial
return benefit.? For example, if in exchange for a payment, an exempt organiza-
tion announces that its event is sponsored exclusively by the payor (and does
not provide any advertising or other substantial return benefit to the payor), the
payor has not received a substantial return benefit. An arrangement that limits
the sale, distribution, availability, or use of competing products, services, or
facilities in connection with an exempt organization’s activity generally results
in a substantial return benefit.2!3 For example, if, in exchange for a payment, an
exempt organization agrees to allow only the payor’s products to be sold in con-
nection with an activity, the payor has received a substantial return benefit.?!4

An illustration of these rules concerns a tax-exempt liberal arts college. A
soft-drink manufacturer enters into a binding, written contract with this college
that provides for a large payment to be made to the college’s department of
English in exchange for the college agreeing to name a writing competition after
the soft-drink manufacturer. The contract also provides that the college will
allow the manufacturer to be the exclusive seller/provider of all soft drinks on
the college’s campus. The fair market value of the exclusive provider component
of the contract exceeds 2 percent of the total payment. The college’s use of the
manufacturer’s name in the writing competition constitutes acknowledgment of
the sponsorship. The exclusive provider arrangement, however, is a substantial
return benefit. Only that portion of the payment, if any, that the college can dem-
onstrate exceeds the fair market value of the exclusive provider arrangement is a
qualified sponsorship payment.?!®

208 Reg. § 1.513-4(c)(2)(V).

29TRC § 513(1)(2)(A).

210 1d

211 1d

212 Reg. § 1.513-4(c)(2)(Vi)(A).

213 Reg. § 1.513-4(c)(2)(vi)(B).

214 In general, Irvine, Does Exclusivity Create Liability for UBIT?, 14 J. Tax’n Exempt Orgs. 19 (no. 1, July/Aug.
2002).

215 Reg. § 1.513-4(c)(2)(vi)(B), Example (6).
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(c) Allocations

To the extent that a portion of a payment would be a qualified sponsorship pay-
ment if made as a separate payment, that portion of the payment and the other
portion of the payment are treated as separate payments.?!® Thus, if there is an
arrangement or expectation that the payor will receive a substantial return bene-
fit with respect to any payment, then only the portion, if any, of the payment that
exceeds the fair market value of the substantial return benefit is a qualified spon-
sorship payment.?!” If, however, the exempt organization does not establish that
the payment exceeds the fair market value of a substantial return benefit, then
no portion of the payment constitutes a qualified sponsorship payment.?8 To the
extent necessary to prevent avoidance of the rules concerning determination of
substantial return benefits and allocation of payments, when a tax-exempt orga-
nization fails to make a reasonable and good-faith valuation of a substantial
return benefit, the IRS may determine the portion of a payment allocable to the
substantial return benefit and/or may treat two or more related payment as a
single payment.?!?

(d) Treatment of Other Payments

Again, the unrelated business treatment of a payment, or portion of a payment,
that is not a qualified sponsorship payment is determined by application of the
general rules. For example, payments related to the provision of facilities, ser-
vices, or other privileges by a tax-exempt organization to a payor, or designated
person; advertising; exclusive provider arrangements; a license to use intangible
assets of an exempt organization; or other substantial return benefits, are evalu-
ated separately in determining whether the exempt organization realizes unre-
lated business income therefrom.?

(e) Valuation

The fair market value of a substantial return benefit provided as part of a spon-
sorship arrangement is the price at which the benefit would be provided
between a willing recipient and a willing provider of the benefit, neither being
under any compulsion to enter into the arrangement and both having reason-
able knowledge of relevant facts, and without regard to any other aspect of the
sponsorship arrangement.??! In general, the fair market value of a substantial
return benefit is determined when the benefit is provided. If the parties enter
into a binding, written sponsorship contract, however, the fair market value of
any substantial return benefit provided pursuant to that contract is determined
as of the date the parties enter into the sponsorship contract. If the parties make
a material change to a sponsorship contract, it is treated as a new sponsorship
contract as of the date the material change becomes effective. A material change

6 TRC § 513(D(3).

27 Reg. § 1.513-4(d)(1).
218 1d

219 Reg. § 1.513-4(d)(2).
20 Reg. § 1.513-4(d)(1)(D).
21 Reg. § 1.513-4(d)(1)(ii).
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includes an extension or renewal of the contract, or a more-than-incidental
change to any amount payable (or other consideration) pursuant to the
contract.???

(f) Special Rules

The existence of a written sponsorship agreement does not, in itself, cause a pay-
ment to fail to be a qualified sponsorship payment. The terms of the agreement,
not its existence or degree of detail, are relevant to the determination of whether
a payment is a qualified sponsorship payment. Similarly, the terms of the agree-
ment, rather than the title or responsibilities of the individuals negotiating the
agreement, determine whether a payment, or a portion of a payment, made pur-
suant to the agreement is a qualified sponsorship payment.??

The term qualified sponsorship payment does not include any payment the
amount of which is contingent, by contract or otherwise, on the level of atten-
dance at one or more events, broadcast ratings, or other factors indicating the
degree of public exposure to the sponsored activity. The fact that a payment is
contingent on sponsored events or activities actually being conducted does not,
by itself, cause the payment to fail to be a qualified sponsorship payment.??

Qualified sponsorship payments in the form of money or property—but not
services—are contributions received by the tax-exempt organization involved.
For organizations that are required to or need to compute public support,?®
these payments are contributions for that purpose.??® The fact that a payment to
an exempt organization constitutes a qualified sponsorship payment, which is
treated as a contribution to the payee organization, does not determine whether
the payment is deductible by the payor.?” The payment may be deductible as a
charitable contribution®®® or as a business expense.??

As an example, a tax-exempt local charity organizes a marathon and walka-
thon at which it serves to participants drinks and other refreshments provided
free by a national corporation. The corporation also gives the charity prizes to
be awarded to winners of the event. The charity recognizes the assistance of the
corporation by listing the corporation’s name in promotional flyers, in newspa-
per advertisements of the event, and on shirts worn by the participants. The
charity changes the name of its event to include the name of the corporation.
The drinks, refreshments, and prizes provided by the corporation constitute
qualified sponsorship payments.?

As another example, a tax-exempt art museum organizes an exhibition and
receives a large payment from a corporation to help fund the exhibition. The
museum recognizes the corporation’s support by using the corporate name and

22 Reg. § 1.513-4(d)(1)(iii).

23 Reg. § 1.513-4(e)(1).

24 1RC § 513(1)(2)(B)(i); Reg. § 1.513-4(e)(2).
25 See Tax-Exempt Organizations, § 11.3(b).
226 Reg. § 1.513-4(e)(3).

227 1d

28 IRC § 170.

2 IRC § 162.

20 Reg. § 1.513-4(f), Example (1).
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established logo in materials publicizing the exhibition (banners, posters,
brochures, and public service announcements). The museum also hosts a dinner
for the corporation’s executives. The fair market value of the dinner exceeds 2
percent of the total payment. The museum’s use of the corporate name and logo
in connection with the exhibition constitutes acknowledgment of the sponsor-
ship. Because the fair market value of the dinner exceeds 2 percent of the total
payment, however, the dinner is a substantial return benefit. Only that portion of
the payment, if any, that the museum can demonstrate exceeds the fair market
value of the dinner is a qualified sponsorship payment.?!

In another illustration, a tax-exempt organization coordinates sports tour-
naments for local charities. A manufacturer of automobiles agrees to under-
write the expenses of the tournaments. The exempt organization recognizes the
automobile manufacturer by including the manufacturer’s name and logo in
the title of each tournament, as well as featuring the name on signs, score-
boards, and other printed material. The automobile manufacturer receives
complimentary admission passes and pro-am playing spots for each tourna-
ment that have a combined fair market value in excess of 2 percent of the total
payment. Additionally, the organization displays the latest models of the man-
ufacturer’s premier luxury cars at each tournament. The organization’s use of
the manufacturer’s name and logo, and its display of cars, in the tournament
constitute acknowledgment of the sponsorship. The admission passes and pro-
am playing spots, however, are a substantial return benefit. Only that portion
of the payment, if any, that the organization can demonstrate exceeds the fair
market value of the admission passes and pro-am playing spots is a qualified
sponsorship payment.?

In still another example, a tax-exempt organization conducts an annual col-
lege football bowl game. It sells to commercial broadcasters the right to broad-
cast this game on television and radio. A major corporation agrees to be the
exclusive sponsor of the game. The detailed contract between the organization
and the corporation provides that, in exchange for a $1 million payment, the
name of the bowl game will include the name of the corporation. In addition,
the contract provides that the corporation’s name and logo will appear on the
players” helmets and uniforms, on the scoreboard and stadium signs, on the
playing field, on cups used to serve drinks at the game, and on all related
printed material distributed in connection with the game. The organization also
agrees to give the corporation a block of game passes for its employees and to
provide advertising in the bowl game program book. The fair market value of
the passes is $6,000; the fair market value of the program advertising is $10,000.
The agreement is contingent on the game being broadcast on television and
radio, but the amount of the payment is not contingent on the number of indi-
viduals attending the game or on the television ratings. The contract provides
that television cameras will focus on the corporation’s name and logo on the
field at certain intervals during the game. The exempt organization’s use of the
corporation’s name and logo in connection with the bowl game constitutes

21 1d., Example (2).
22 [4., Example (3).
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acknowledgment of the sponsorship. The exclusive sponsorship arrangement is
not a substantial return benefit. Because the fair market value of the game
passes and program advertising ($16,000) does not exceed 2 percent of the total
payment (2 percent of $1 million is $20,000), these benefits are disregarded;
hence, the entire payment is a qualified sponsorship payment.?

In still another example, a tax-exempt organization organizes an amateur
sports team. A major pizza chain gives uniforms to players on the organization’s
team and also pays some of the team’s operational expenses. The uniforms bear
the name and logo of the pizza chain. During the final tournament series, the
organization distributes without charge souvenir flags bearing its name to
employees of the pizza chain who come out to support the team. The flags are
valued at less than 2 percent of the combined fair market value of the uniforms
and operational expenses paid. The organization’s use of the name and logo of
the pizza chain in connection with the tournament constitutes acknowledgment
of the sponsorship. Because the fair market value of the flags does not exceed 2
percent of the total payment, the entire amount of the funding and the value of
the supplied uniforms are a qualified sponsorship payment.?3*

Another illustration concerns a tax-exempt broadcast station that airs a pro-
gram funded by a local music store. In exchange for the funding, the exempt
organization broadcasts the following message: “This program has been brought
to you by the Music Shop, located at 123 Main Street. For your music needs, give
them a call today at 615-555-1234. This station is proud to have the Music Shop
as a sponsor.” Because this single broadcast message contains both advertising
and an acknowledgment, the entire message is considered advertising. The fair
market value of the advertising exceeds 2 percent of the total payment. Thus, the
advertising is a substantial return benefit. Unless the organization establishes
that the amount of the payment exceeds the fair market value of the advertising,
none of the payment is a qualified sponsorship payment.?®

As another example, a tax-exempt symphony orchestra performs a series of
concerts. A program guide that contains notes on guest conductors and other infor-
mation concerning the evening’s program is distributed by the exempt organization
at each concert. The Music Shop makes a $1,000 payment to the organization in sup-
port of the concert series. As a supporter of the event, the Music Shop receives com-
plimentary tickets having a fair market value of $85; it is also recognized in the
program guide and on a poster in the lobby of the concert hall. The lobby poster
states: “The [organization’s] concert is sponsored by the Music Shop, located at 123
Main Street, telephone number 615-555-1234.” The program guide contains the
same information and also states: “Visit the Music Shop today for the finest selec-
tion of music CDs and cassette tapes.” The fair market value of the advertisement in
the program guide is $15. The organization’s use of the Music Shop’s name, address,
and telephone number in the lobby poster constitutes acknowledgment of the spon-
sorship. The combined fair market value of the advertisement in the program guide
and complimentary tickets, however, is $100 ($15 plus $85), which exceeds 2 percent

23 Id., Example (4).
24 1d., Example (5).
235 Id., Example (7).
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of the total payment (2 percent of $1,000 being $20). The fair market value of the
advertising and complimentary tickets, therefore, constitutes a substantial return
benefit, so only that portion of the payment that exceeds the fair market value of the
substantial return benefit ($900) is a qualified sponsorship payment.”¢

As another example, a national charitable organization dedicated to the pro-
motion of health organizes a campaign to inform the public about potential cures
to combat a serious disease. As part of this campaign, the organization sends rep-
resentatives to community health fairs around the country to answer questions
about this disease and inform the public about recent developments in the search
for a cure. A pharmaceutical company makes a payment to the organization to
fund the organization’s booth at a health fair. The organization places a sign in
the booth displaying the company’s name and slogan, “Better Research, Better
Health,” which is an established part of the company’s identity. In addition, the
organization grants the pharmaceutical company a license to use the organiza-
tion’s logo in marketing its products to health care providers around the country.
The fair market value of the license exceeds 2 percent of the total payment
received from the company. The organization’s display of the pharmaceutical
company’s name and slogan constitutes acknowledgment of the sponsorship.
The license granted to the company to use the organization’s logo, however, is a
substantial return benefit. Only that portion of the payment, if any, that the orga-
nization can demonstrate exceeds the fair market value of the license granted to
the pharmaceutical company is a qualified sponsorship payment.??’

(g) Website Links

One of the many issues in the context of use of the Internet by tax-exempt orga-
nizations and application of the unrelated business rules is the import of website
hyperlinks. In this setting, the matter concerns links between exempt organiza-
tions and their corporate sponsors. The tax regulations address the significance
of website links by two examples. The essence of these examples is that the mere
existence of a link, from the website of the sponsored exempt organization to the
website of the corporate sponsor, does not cause a payment to fail to be a quali-
fied sponsorship payment; however, material on the linked site can cause the
payment to entail a substantial return benefit.

In one of these examples, a tax-exempt symphony orchestra maintains a
website containing its performance schedule and other pertinent information.
The Music Shop makes a payment to the orchestra to fund a concert series; the
orchestra organization posts a list of its sponsors on its website, including the
Music Shop’s name and Internet address. The exempt organization’s website
does not promote the Music Shop or advertise its merchandise. The Music
Shop’s Internet address appears as a hyperlink from the organization’s website
to the Music Shop’s website. The organization’s posting of the Music Shop’s
name and Internet address on its website constitutes acknowledgment of the
sponsorship. The entire payment is a qualified sponsorship payment.?®

236 I4., Example (8).
27 Id., Example (9).
238 Id., Example (11).
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In the second of these examples, a tax-exempt health-based charitable orga-
nization sponsors a year-long initiative to educate the public about a particular
medical condition. A large pharmaceutical company, which manufactures a
drug that is used in treating this medical condition, provides funding for the ini-
tiative that helps the organization produce educational materials for distribution
and post information on its website. The exempt organization’s website contains
a link to the pharmaceutical company’s website. On the company’s website, this
statement appears: “[The charitable organization] endorses the use of our drug,
and suggest that you ask your doctor for a prescription if you have this medical
condition.” The organization reviewed this endorsement before it was posted on
the pharmaceutical company’s website and gave permission for the endorse-
ment to appear. The endorsement constitutes advertising. The fair market value
of the advertising exceeds 2 percent of the total payment received from the phar-
maceutical company. Therefore, only the portion of the payment, if any, that the
organization can demonstrate exceeds the fair market value of the advertising
on the pharmaceutical company’s website is a qualified sponsorship payment.?

(h) Exceptions

This safe-harbor rule does not apply to payments made in connection with qual-
ified convention and trade show activities.??” It also does not apply to income
derived from the sale of an acknowledgment or advertising in the periodical of a
tax-exempt organization.?*! The term periodical means regularly scheduled and
printed material published by or on behalf of an exempt organization that is not
related to and primarily distributed in connection with a specific event con-
ducted by the exempt organization.?*> For purposes of the corporate sponsorship
rules, at least, the term printed material includes material that is published elec-
tronically.?*

An example of this rule concerns a trade association that publishes a
monthly scientific magazine for its members, containing information about cur-
rent issues and developments in the field. A textbook publisher makes a large
payment to the association to have its name displayed on the inside cover of the
magazine each month. Because the monthly magazine is a periodical,?* this safe
harbor for qualified sponsorship payments is inapplicable.?%>

29 Id., Example (12).

20 IRC § 513(1)(2)(B)(ii)(I); Reg. § 1.513-4(b). See § 4.5.

2HRC § 513(1)(2)(B)(i)(I); Reg. § 1.513-4(b). See § 6.5(b).

242 1d

243 Reg. § 1.513-4(b). A history of the law leading to these rules is in Hopkins, The Law of Fundraising, Third
Edition (John Wiley & Sons, 2002), § 5.16; Henderson; The Tax Treatment of Corporate Sponsorship Pay-
ments and the Aftermath of the Cotton Bowl Ruling, 13 Exempt Orgs. Tax Rev. 789 (no. 5, May 1996). In gen-
eral, Woods, Tax Treatment of Corporate Sponsorship Payments to Exempt Organizations: Final
Regulations, 38 Exempt Orgs. Tax Rev. 205 (no. 2, Nov. 2002).

24 See text accompanied by §6.5(b).

25 Reg. § 1.513-4(f), Example (10).
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Occasionally, as part of the evolution of the law of tax-exempt organizations,
courts will create or develop law that is grafted onto statutory criteria. This phe-
nomenon is most obvious and extensive in connection with the evolution and
application of the commerciality doctrine. These principles are affecting the law
concerning qualification for tax exemption and, in the process, helping shape the
law of unrelated business. Over the decades of development of the commercial-
ity doctrine, it has been applied by the courts only with respect to charitable
organizations. Recently, however, the IRS has begun taking the position that
social welfare organizations! are also subject to this doctrine.?

Despite its enormous effect to date, the commerciality doctrine is somewhat
of an enigma. In writing the law of tax-exempt organizations over the decades,
Congress did not create the doctrine. With one exception,® the word commercial
does not appear in the federal statutory law concerning exempt organizations.
Nor, with one exception,? is the term to be found in the applicable income tax
regulations. The IRS has not issued formal guidance concerning the commercial-
ity doctrine, although reference to the doctrine appears in private letter rulings.
It is, then, a doctrine largely created and advanced by courts.

!'See Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons, 2003) [hereinafter
Tax-Exempt Organizations], ch. 12.

2 See text infra accompanied by notes 118—122.

3IRC. § 501(m), denying tax exemption to certain organizations that provide commercial-type insurance (see
infra §§ 7.1(b), 7.3).

4See § 7.1(c).
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§7.1 COMMERCIALITY DOCTRINE: ORIGINS

The commerciality doctrine, as it relates to the activities of tax-exempt organiza-
tions, is an overlay body of law that the courts have integrated with the statutory
and regulatory rules.

(a) Nature of Doctrine

The commerciality doctrine is essentially this: A tax-exempt organization is
engaged in a nonexempt activity when the manner in which that activity is
engaged in is considered commercial. An act is a commercial one if it has a direct
counterpart, or is conducted in the same manner as, in the realm of for-profit
organizations. (Having stated the essence of the doctrine, it must also be said
that the doctrine is unevenly applied.)

The doctrine appears to be born of the basic fact that United States society is
composed of three sectors: the business (for-profit) sector, the governmental sec-
tor, and the nonprofit sector. Generally, the governmental sector is not viewed as
an operator of businesses—though there are, of course, exceptions to this—so
that sector is not a factor in this analysis other than as the source of regulation.

The United States is essentially a capitalist society, so the business sector is,
in several ways, the preferred sector. Although entities in the business sector are
seen as being operated for private ends (for example, profits to shareholders),
with the overall result a capitalist (albeit rather regulated) economy for the soci-
ety, the nonprofit sector is seen as being operated for public ends (the general
good of society).” Many today still perceive nonprofit organizations as entities
that do not and should not earn a profit, are operated largely by volunteers, and
are not to be “run like a business.”®

Out of these precepts (some of which are false) emanates the view that orga-
nizations in the nonprofit sector should not compete with organizations in the
business sector. Thus, over recent years, the nonprofit community has heard
much about competition between for-profit organizations (usually, small busi-
ness) and nonprofit organizations—with the word competition almost always
preceded by the word unfair.”

This doctrine thus involves a counterpart test. When a court sees an activity
being conducted by a member of the business sector and the same activity being
conducted by a member of the nonprofit sector, it often concludes that the non-
profit organization is conducting that activity in a commercial manner, moti-
vated by some form of intuitive offense at the thought that a nonprofit
organization is doing something that “ought to” be done or is being done by a
for-profit-organization. This conclusion then leads to a finding that the com-
mercial activity is a nonexempt function, with adverse consequences in law for
the nonprofit organization with respect to either unrelated income taxation or
tax exemption. Consequently, the federal tax law pertaining to nonprofit orga-
nizations is being shaped by a doctrine that rests in part on untrue premises

3 See Tax-Exempt Organizations, § 1.1(b).
6 See id. § 4.9.
7 See § 1.8.
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§7.1 COMMERCIALITY DOCTRINE: ORIGINS

and that has crept into the law by actions of courts—courts that, consciously or
unconsciously, have ignored the Internal Revenue Code and the underlying
regulations, and developed law with these premises in mind.

The long-simmering and contentious debate over whether credit unions
should continue to be tax-exempt?® is a classic illustration of the counterpart test.
A report from the Congressional Research Service, a division of the Library of
Congress, issued in 1990, supported repeal of the exemption and referred to the
fact that “many believe that an economically neutral tax system requires that
financial institutions engaged in similar activities should have the same tax
treatment.”” Fifteen years later, another study concluded that there is “no good
policy argument based on equity or efficiency for maintaining the tax exemp-
tion” for credit unions, and opined that “[rlemoving the credit unions’ tax
exemption would create a more equitable tax system and help level the playing
field with other financial institutions.”!? Citing differences between credit
unions and other financial institutions, organizations like the National Credit
Union Administration argue for the ongoing exemption, while organizations
like the American Bankers Association disagree.!!

A second illustration of this point is the question of the ongoing tax exemp-
tion for fraternal beneficiary societies.!? A study conducted by the Department of
the Treasury, which culminated in a report in early 1993,'® found that the insur-
ance functions of these organizations are income-producing activities that are
similar in “nature and scope” to those provided by for-profit commercial insur-
ance companies. Although the study concluded that the insurance policies of
these societies “appear to serve the same markets as those served by commercial
insurers,” and that the large societies charge prices “that are not significantly less
than those charged by comparable large mutual life insurers,” it did not advocate
repeal of the tax exemption for these organizations. Rather, it concluded that the
“benefits of society from [their] charitable services . . . may justify continuation of
tax exemption” for the insurance activities of fraternal beneficiary societies. The
report thus dismissed this aspect of commerciality, stating that the societies “do

8 See Tax-Exempt Organizations, § 18.7.
9 Should Credit Unions Be Taxed?, CRS Analysis No. I B 89066 (Sept. 18, 1990).

10 Tax Foundation, Competitive Advantage: A Study of the Federal Tax Exemption for Credit Unions (2005),
released by the Independent Community Bankers Association on February 28, 2005.

I The banking industry is consolidating resources to push for repeal of the tax-exempt status of credit unions.
The emerging term in this quarter is bank-like credit unions. The group leading this campaign is the Inter-Trade
Credit Union Coordinating Council, the purpose of which is to “call congressional and public attention to the
activities of bank-like credit unions, their exemption from taxes, their exemption from Community Investment
Act requirements, and their proposals to expand credit unions’ powers and fields of membership.” The council
was formed by the American Bankers Association (ABA), the Independent Community Bankers Association,
and America’s Community Bankers. The chairman of the ABA spoke of “aggressive credit unions” that are the
“elephant in the room . . . trying to blend in with the furniture while gobbling up the hors d’oeuvres at taxpayers’
expense.” The president of the Credit Union National Association responded: “[W ]e take this as a sign that the
banking trade groups are going to continue their behavior of recklessly attacking credit unions, despite the facts
that they have made record profits, continue to enjoy unequaled prosperity and dominate the financial services
market. Just as assuredly, credit unions must be prepared to defend themselves—and we will be.”

12 See Tax-Exempt Organizations, § 18.4(a).

B 1d., n. 96 (Department of the Treasury, Report to the Congress on Fraternity Beneficiary Societies (Jan. 15,
1993) ).
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not use their exemption to compete unfairly with commercial insurers in terms of
price or to operate inefficiently.” 14

A dozen years later, however, a new view emerged concerning fraternal ben-
eficiary societies” qualification for tax-exempt status, when the staff of the Joint
Committee on Taxation issued a report concluding that these societies that pro-
vide insurance are engaged in an activity the nature and scope of which is
“inherently commercial” and that tax-exempt status for them is inappropriate.'®
The staff proposed that a fraternal beneficiary society, order, or association be
exempt from federal income taxation only if no substantial part of its activities
consists of providing commercial-type insurance. If the organization is exempt
under the proposal, the activity of providing commercial-type insurance would
be treated as an unrelated business and taxed pursuant to the rules applicable to
insurance companies.'® This report stated that the provision of exempt status for
organizations that engage in insurance activities gives these organizations an
“unfair competitive advantage,” especially as the “rationale for providing the
exemption for an organization (i.e., that the organization provides benefits
exclusively to members that share a common, fraternal bond) has been eroded,
and fraternal features are incidental to the insurance activity such that the orga-
nization is indistinguishable from a taxable insurance company.”!” The report
concluded: “The original fraternal purpose of the organization has been lost if it
can effectively provide insurance to any person.”

A third example is the debate over the criteria for tax exemption for hospi-
tals. This issue raises the question of whether the basis for this exemption should
continue to be the community benefit standard,’® or whether it should be revised
to reflect a charity care standard.?’

(b) Internal Revenue Code

Usually, when endeavoring to understand a point of federal tax law, one turns
first to the Internal Revenue Code. In searching for the law embodied by the
commerciality doctrine as it applies to tax-exempt organizations, however, a
perusal of the Code is basically futile. That is, articulation of the commerciality
doctrine, as a general standard of law, is not to be found there.

Nonetheless, a significant aspect of the doctrine was added to the Internal
Revenue Code in 1986, as a consequence of Congress’s decision to deprive orga-
nizations that are providers of health care insurance, such as Blue Cross and

14 This conclusion is wholly inconsistent with contemporary court opinions and IRS ruling policy. In those quar-
ters, commercial practices are automatically considered unrelated activities, leading to denial or revocation
of exemption or to a finding of unrelated business. This report concluded that, for these outcomes to occur,
there must be more than commerciality; there must also be unfair competition. See § 1.8.

15 Joint Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expenditures 323 (JCS-
02-05, Jan. 27, 2005).

16 Id. at 324. This proposal is thus based on IRC. § 501(m); see § 7.3.

17 Joint Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expenditures 324 (JCS-
02-05, Jan. 27, 2005).

18 Jd. at 325. This analysis stated that in 2004, the largest of these exempt fraternal organizations had assets of
$62.5 billion, with an increase in asset size of 38 percent from 1999 to 2003.

19 See Tax-Exempt Organizations, § 6.2(a).

2 See Hopkins & Hyatt, The Law of Tax-Exempt Healthcare Organizations (John Wiley & Sons, 2001)
[hereinafter Tax-Exempt Healthcare Organizations], ch. 26.
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Blue Shield organizations, of tax-exempt status. The rationale for this decision
was that this type of insurance is being provided by the for-profit sector, that
these types of nonprofit organizations look like and compete with for-profit
organizations, and that tax exemption for insurance providers is no longer
appropriate.?! This legislation is a classic illustration of the points made above,
concerning the for-profit business sector preference and the counterpart test.

Thus, Congress devised a rule providing that an entity cannot be tax-
exempt as a charitable organization?? or a social welfare organization? if a
substantial part of its activities consists of the provision of commercial-type
insurance.?* This term is not defined in the Internal Revenue Code; its legisla-
tive history stated that “commercial-type insurance generally is any insurance
of a type provided by commercial insurance companies.”? This is, of course,
an application of the counterpart test: If the activity is found in the for-profit
business sector, it is inappropriate for such activity to be conducted in the non-
profit organization sector.

Organizations that seek to be tax-exempt must meet an operational test, a
body of law that evaluates activities in relation to the requirement that tax-
exempt functions be conducted.? The operational test is most refined in the
body of law concerning charitable organizations.?” The regulations also amplify
the Internal Revenue Code use of words such as charitable and educational 28

The Internal Revenue Code taxes the net income derived by nearly all tax-
exempt organizations from unrelated business activities.” These activities are those
that are not substantially related to the exercise or performance by the exempt
organization of its exempt purpose or function.’’ Neither the organization’s need
for the revenue derived from a business nor the use it makes of the profits
derived from the business can be used as a basis for demonstrating relatedness in
the unrelated business context.?!

Absent an applicable statutory exception, an activity is taxable as an unre-
lated one when the activity is a trade or business, the business is regularly carried
on, and the conduct of the business is not substantially related (other than
through the production of funds) to the organization’s performance of its exempt
function.®> Pursuant to the statutory law, the fragmentation rule provides that an
“activity does not lose identity as trade or business merely because it is carried
on within a larger aggregate of similar activities or within a larger complex of

21 This is precisely the same argument being advanced for the repeal of tax exemption for certain fraternal
beneficiary societies. See text accompanied by supra notes 13-14).

22 That is, an organization described in IRC. § 501(c)(3). See Tax-Exempt Organizations, pt. 2.

23 That is, an organization described in IRC. § 501(c)(4). See Tax-Exempt Organizations, ch. 12.

2IRC. § 501(m).

2 H.R. Rep. No. 841, 99th Cong., 2d Sess. 11-345 (1986).

% See Tax-Exempt Organizations, § 4.5.

2T Reg. § 1.501(c)(3)-1(c).

B Reg. § 1.501(c)(3)-1(d)(2), (3).

P See § 1.7.

0 See §2.7.

31 See § 2.6. This rule may be contrasted with the IRS’s view that tax-exempt status can be preserved, even
when a majority of an organization’s activities consists of unrelated business, if the purpose of conducting
the unrelated activities is to generate revenue to support related activities. Tech. Adv. Mem. 200021056.

2 See §§ 2.2,2.5-2.7.
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other endeavors that may, or may not, be related to the exempt purposes of the
organization.”*

(c) Tax Regulations

The tax regulations exist to explain, illustrate, and, in some instances, amplify
the rules as stated in the statutory law. Yet, when it comes to the commerciality
doctrine, as it is being conceived and interpreted by the courts today, is nowhere
to be found in the regulations.

The income tax regulations are silent on the matter of commercial operations
in relation to a determination of whether an activity is substantially related to
the accomplishment of exempt purposes.>* With one minor exception (concern-
ing commercial advertising), the same is true with respect to the definition of the
term trade or business.>

The term commercial is used in the tax regulations as part of the elements for
determining whether a business is regularly carried on.3¢ Thus, the regulations
state that specific business activities of an exempt organization are ordinarily
deemed to be regularly carried on if they “manifest a frequency and continuity,
and are pursued in a manner, generally similar to comparable commercial
activities of nonexempt organizations.”%

To determine whether an activity is substantially related to an organization’s
exempt purposes, it is necessary to examine the “relationship between the busi-
ness activities which generate the particular income in question—the activities,
that is, of producing or distributing the goods or performing the services
involved—and the accomplishment of the organization’s exempt purposes.”*

A business is related to exempt purposes when the conduct of the business
activity has a causal relationship to the achievement of exempt purposes, and it
is substantially related when the causal relationship is a substantial one.* For a
business to be substantially related to exempt purposes, the production or dis-
tribution of the goods or the performance of the services from which the gross
income is derived must “contribute importantly to the accomplishment of those
purposes.”® Whether activities productive of gross income contribute impor-
tantly to the accomplishment of one or more exempt purposes “depends in each
case upon the facts and circumstances involved.”4!

As noted, this regulatory definition of relatedness does not make any refer-
ence to the commerciality doctrine. Rather, this definition of relatedness is a
causal relationship test. Thus, under the regulations, a business may be regularly
carried on (that is, be commercially conducted) and not be taxed, when there is a
substantial causal relationship between the activity and the accomplishment of

3 See §2.3.

# Reg. § 1.513-1(d).

3 Reg. § 1.513-1(b).

% See § 2.5.

7T Reg. § 1.513-1(c)(1), (2)(ii).
B Reg. § 1.513-1(d)(1).

¥ Reg. § 1.513-1(d)(2).

O Jd.

A 1d
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exempt purposes. In other words, the IRS regulations contemplate a nontaxable,
related business that is commercially carried on.

(d) Beginnings of Doctrine

The commerciality doctrine is not the consequence of some grand pronounce-
ment by the Supreme Court—or, for that matter, of any court. The doctrine
merely chanced upon the scene and evolved, growing from flaccid language in
court opinions, which in turn seems to have reflected judges’ personal views as
to what the law ought to be (rather than what it is). The commerciality doctrine
appears to be the product of what is known in the law as dictum: a gratuitous
remark by a judge that need not have been uttered to resolve the case. The term
stems from the Latin simplex dictum, meaning an “assertion without proof,” and
later obiter dictum, which means a statement “lacking the force of an adjudica-
tion.” Over the years, however, the commerciality doctrine has very much taken
on the force of an adjudication.

The doctrine was initiated a quarter of a century before Congress enacted
the unrelated income rules in 1950. It was first mentioned, at the federal level, in
1924, by the U.S. Supreme Court.*> The case concerned a tax-exempt religious
order that was operated for religious purposes, but also engaged in other activi-
ties that the government alleged destroyed the basis for its exemption: The order
had extensive investments in real estate and stock holdings that returned a
profit, as well as some incidental sales of wine, chocolate, and other articles. The
Court found that the order was exempt as a religious entity, justifying the
order’s investment and business efforts with the indisputable assertion that
“[s]uch [religious] activities cannot be carried on without money.”*3

In this case, the Court did not articulate a commerciality doctrine. To the
contrary: the Court, characterizing the government’s argument as being that the
order was “operated also for business and commercial purposes,”* rejected this
portrayal, writing that there was no “competition” and that although the “trans-
actions yield some profit[, it] is in the circumstances a negligible factor.”%> Thus,
in this case, rather than enunciating the commerciality doctrine, the Court, by
merely uttering the word in describing the government’s position, inadvertently
gave birth to the commerciality doctrine.

The principles that flowed out of this Supreme Court opinion are embod-
ied in today’s operational test, which is stated in the tax regulations.?® The
opinion laid down the rule that a charitable organization can engage in busi-
ness activities for profit, without loss of exemption, if its net income is des-
tined for charitable uses. This rule, known as the destination of income test, was
terminated by Congress in 1950, when it enacted the body of law pertaining to
feeder organizations.*” An analysis of the cases applying the destination of

42 Trinidad v. Sagrada Orden de Predicadores de la Provincia del Santisimo Rosario de Filipinas, 263 U.S. 578
(1924).

“1d. at 581.

# Id. at 581 (emphasis added).

% 1d. at 582.

4 Reg. § 1.501(c)(3)-1(c)(1). See Tax-Exempt Organizations, § 4.5.

4TIRC. § 502. See Tax-Exempt Organizations, § 28.6.
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income test, and of that test’s transition out of existence, was provided in a
1957 appellate court opinion.*®

Repeal of the destination of income test, however, did not extinguish what
has been termed the activities standard.* This standard is used when a non-
profit organization engages in activities that, though commercial, further the
organization’s exempt purposes.’’ Today, the activities standard survives as
the operational test.

The 1924 Supreme Court opinion established another point: When an orga-
nization’s activities are a negligible factor (as was the order’s sale of wine and
chocolate), they are considered incidental in relation to exempt purposes, and
thus have no adverse effect on the entity’s tax exemption.>® This aspect of the
law is reflected in the contemporary rule that a charitable organization must be
operated exclusively for exempt purposes, with today’s understanding that
the word exclusively actually means primarily. The word exclusively is in the
Internal Revenue Code; in the tax regulations the word is primarily.>

The Supreme Court edged up to an announcement of the commerciality doc-
trine in 1945, when reviewing a case concerning the tax exemption of a chapter
of the Better Business Bureau, which was seeking exempt status as an educa-
tional organization.®® On this occasion, the Court said that the exclusivity
requirement “plainly means that the presence of a single non-educational pur-
pose, if substantial in nature, will destroy the exemption regardless of the num-
ber or importance of truly educational purposes.”* The Court found a
noneducational purpose in the promotion of a community of profitable busi-
nesses. In the closest it has come to expressly articulating the commerciality doc-
trine, the Court said that the organization had a “commercial hue” and that its
“activities are largely animated by this commercial purpose.”®

(e) Focus on Publishing

The commerciality doctrine flourished during a period in the early 1960s, in the
context of the courts” scrutiny of nonprofit publishing organizations. This focus
is understandable given that publishing occurs in both the for-profit and non-
profit sectors, and thus facilitates easy application of the counterpart doctrine.
An early case invoking the commerciality doctrine, along with the counterpart
test, was decided in 1961.%° The organization published and sold religious litera-
ture in furtherance of its purpose of upgrading the quality of teaching materials
for Bible instruction in Sunday schools; it generated what the court termed “very

48 Lichter Found. v. Welch, 247 F.2d 431 (6th Cir. 1957).

4 Fides Publishers Ass’n v. United States, 263 F. Supp. 924 (N.D. Ind. 1967).

0 Id. at 933-34.

5! Trinidad v. Sagrada Orden de Predicadores de la Provincia del Santisimo Rosario de Filipinas, 263 U.S. 578,
582 (1924).

2 Reg. § 1.501(c)(3)-1(c)(1). See Tax-Exempt Organizations, § 4.6.

33 Better Bus. Bureau of Wash., D.C. v. United States, 326 U.S. 279 (1945).

3 Id. at 283.

35 Id. at 283-84.

% Scripture Press Found. v. United States, 285 F.2d 800 (Ct. CI. 1961).
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substantial” profits.” The court rejected the argument that profits alone preclude
tax exemption, writing: “If the defendant [IRS] seeks by this distinction [“slight”
versus “very substantial” profits] to suggest that where an organization’s profits
are very large a conclusion that the organization is non-charitable must follow, we
reject such a suggestion.”® The court then added these fateful words: “If, how-
ever, defendant means only to suggest that it is at least some evidence indicative
of a commercial character[,] we are inclined to agree.””

This court found the organization to be directly involved in the conduct of a
trade or business for profit, with religious objectives “incidental.”® Application
of the counterpart test was articulated in a footnote, with the court observing
“that there are many commercial concerns which sell Bibles, scrolls, and other
religious and semi-religious literature which have not been granted exemption
as to that part of their businesses.”® Consequently, the court found that the
organization’s activities were of a “nonexempt character.”®> The court declined
to apply the unrelated income tax rules to these facts, though; thus, this 1961
opinion is devoid of any discussion of related and unrelated activities. The court
obviously thought that the organization’s primary activities were unrelated
ones, inasmuch as its tax exemption was revoked, but the word commercial was
used rather than the word unrelated. The opinion offers no definition of the word
commercial and contains no indication as to why the court employed it.

In one of these cases, decided in 1956, a court held that an organization that
sold religious publications and charged admission fees to conclaves was tax-
exempt because the “activities bear an intimate relationship to the proper func-
tioning of” the organization.®® The court made no mention of a commerciality
doctrine. Earlier, in 1954, this court held that an organization organized to pre-
pare and publish a widely accepted system for indexing library collections (the
Dewey Decimal Classification System) was exempt.®* Again, there was no men-
tion of any commerciality doctrine. The commerciality doctrine appears, on the
basis of this 1961 opinion, to take into account at least three elements: the scope of
an organization’s net profits, the extent of accumulated surplus revenue (capital),
and amounts expended for what the court deems to be exempt functions.

As it turned out, a different court had another nonprofit publishing organi-
zation before it the next year. This organization disseminated publications (prin-
cipally newsletters and books) containing investment advice to subscribers and
other purchasers. Rejecting the argument that the organization was engaged in
educational activities, the court held that the organization was not entitled to tax
exemption because “its purpose is primarily a business one.”% Once again, the
court did not discuss whether the business was related or unrelated.

37 Id. at 803.

8 1d.

% Id. (emphasis added).

60 Scripture Press Found. v. United States, 285 F.2d at 805.

o1 Id. at 806, n.11.

62 1d. at 807.

% Saint Germain Found. v. Comm’r, 26 T.C. 648, 658 (1956).

% Forest Press, Inc. v. Comm’r, 22 T.C. 265 (1954).

%5 Am. Inst. for Econ. Research v. United States, 302 F.2d 934, 938 (Ct. Cl. 1962).
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This court did not need to use the word commercial; the proper terminology
would have been unrelated business. Instead, in this 1962 opinion, the court
wrote passages such as the organization was “in competition with other com-
mercial organizations providing similar services”®; the organization’s “invest-
ment service in all its ramifications may be educational, but its purpose is
primarily a business one”%; and the “totality of these activities is indicative of a
business, and . . . [the organization’s] purpose is thus a commercial purpose and
nonexempt.”%® With that, the commerciality doctrine, and its counterpart test
and the concern about competition between the sectors, was irrevocably
launched. The doctrine was becoming a material part of the law of tax-exempt
organizations.

In 1963, a court rejected the federal government’s contention that publication
and sale of religious magazines, books, pamphlets, Bibles, records, tape record-
ings, and pictures amounted to commercial activity.’ In 1964, this court was
faced with another case involving the operation of alleged commercial enter-
prises, this time concerning a religious organization that conducted training
projects. The court rejected application of the commerciality doctrine, stating that
“we regard consistent nonprofitability as evidence of the absence of commercial
purposes.””0

Still another case involving a religious publishing organization was consid-
ered by a federal district court in 1967. This court refined the commerciality
doctrine by distinguishing between organizations that have commercial activi-
ties as a part of their overall activities and those that have commercial activities
as their sole activity.”! Organizations that retained their tax exemption in the
prior cases fell into the first category;”? the other organizations were placed in
the second category. The court thus relied on the other cases” in concluding
that the publishing company was not exempt. The nonexempt purpose’ was
portrayed as the “publication and sale of religious literature at a profit.””> The
court said that its conclusion could not be otherwise: “If it were, every publish-
ing house would be entitled to an exemption on the ground that it furthers the
education of the public.”7®

In 1968, another federal district court reached the identical result. A publisher
of religious materials was denied tax exemption because it was “clearly engaged
primarily in a business activity, and it conducted its operations, although on a
small scale, in the same way as any commercial publisher of religious books for

% Jd. at 938.

67 Id. at 938.

68 1d. at 937.

% A.A. Allen Revivals, Inc. v. Comm’r, 22 T.C. 1435 (1963).

70 Golden Rule Church Ass’n v. Comm’r, 41 T.C. 719, 731 (1964).

7! Fides Publishers Ass’n v. United States, 263 F. Supp. 924 (N.D. Ind. 1967).

72 This includes cases such as Saint Germain Found. v. Comm’r, 26 T.C. 648 (1956); Golden Rule Church Ass’n
v. Comm’r, 41 T.C. 719 (1964); A.A. Allen Revivals, Inc. v. Comm’r, 22 T.C. 1435 (1963).

s Scripture Press Found. v. United States, 285 F.2d 800 (Ct. Cl. 1961); Am. Inst. for Econ. Research v. United
States, 302 F.2d 934 (Ct. Cl. 1962).

4 Following the rationale in Better Bus. Bureau of Wash., D.C. v. United States, 326 U.S. 279 (1945).

75 Fides Publishers Ass’n v. United States, 263 F. Supp. 924, 935 (N.D. Ind. 1967).

1d.
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profit would have done.”” The fact that the organization’s ultimate purpose was
a religious one was not, for that court, sufficient to confer exemption.

The next year, however, this opinion was reversed; the organization pre-
vailed before the appellate court on the ground that the entity did not have
“operational profits.””® The court of appeals concluded that the “deficit opera-
tion reflects not poor business planning nor ill fortune but rather the fact that
profits were not the goal of the operation.”” Although the nonprofit organiza-
tion involved in the case prevailed, this opinion went a long way toward estab-
lishment of the point that the existence of profit is evidence of commerciality.

Thus, the 1960s witnessed court cases that invoked and solidified the commer-
ciality doctrine. After this flurry of activity involving publishing organizations,
not much happened with the doctrine for over a decade. Then, in 1978, came the
first of the court opinions articulating the contemporary commerciality doctrine.

In 1978, a court had occasion to review the previous cases discussing the
commerciality doctrine. Once again, it had before it an organization the sole
activity of which was religious publishing. Essentially, the purpose of the orga-
nization under review was to disseminate sermons to ministers to improve their
religious teachings. The court allowed the organization a tax exemption on the
ground that the sale of religious literature was an “integral part of and incidental
to” the entity’s religious purpose.®

That same year, the court was called upon to determine whether an organi-
zation that purchased, imported, and sold artists” crafts could be tax-exempt.
The IRS contended that the organization was a “commercial import firm.”%!
The organization argued that its purpose was to help disadvantaged artisans
in poverty-stricken countries to subsist and preserve their craft and to furnish
services to exempt museums by providing museum stores with representative
handicrafts from disadvantaged countries. Once again, the court came down
on the side of exemption, concluding that the organization engaged in the pur-
chase, import, and sale activities, not as an end unto themselves, but as a
means of accomplishing exempt purposes. This organization thus escaped
characterization as a commercial organization.

In early 1979, this court went the other way on the point, concluding that
the primary purpose of the organization involved was the publication and sale
of books written by its founder. In concluding that the principal purpose served
by this organization was commercial in nature, the court focused on the fact of
annual profits and the organization’s distribution and marketing practices.
Although the conclusion reached was that the organization was principally
commercial, the case had considerable overtones of private inurement.®

Later that same year, the court analyzed the facts involving an organization
operated to purchase and sell products manufactured by blind individuals. The
court found that the principal purpose of the organization was to provide

7 Elisian Guild, Inc. v. United States, 292 F. Supp. 219, 221 (D. Mass. 1968).
8 Elisian Guild, Inc. v. United States, 412 F.2d 121, 125 (1st Cir. 1969).

" Id. at 125.

80 Pulpit Res. v. Comm’r, 70 T.C. 594, 611 (1978).

81 Aid to Artisans, Inc. v. Comm’r, 71 T.C. 202, 208 (1978).

82 Christian Manner Int’l v. Comm’r, 71 T.C. 661 (1979).

m 173 =



COMMERCIAL ACTIVITIES

employment for the blind, thereby alleviating the hardship these disabled indi-
viduals experience in securing and holding regular employment. The fact that
the organization generated a profit was disregarded.®

Early in 1980, the same court considered the case of an organization that
benefited the poor of the Navajo Nation by assisting in the organization and
operation of businesses that employ or are owned by residents of the Navajo res-
ervation. Its most substantial source of revenue was the leasing of oil well drill-
ing equipment. The court, in denying the organization tax exemption on the
ground that it was operated primarily for commercial purposes, articulated the
commerciality doctrine as follows:

Profits may be realized or other nonexempt purposes may be necessarily
advanced incidental to the conduct of the commercial activity, but the exist-
ence of such nonexempt purposes does not require denial of exempt status so
long as the organization’s dominant purpose for conducting the activity is an
exempt purpose, and so long as the nonexempt activity is merely incidental
to the exempt purpose.”84

The organization’s activities were found to be in violation of the operational test.

The next year, a federal district court concluded that an organization that
published religious literature should lose its tax exemption on the ground that it
had evolved into a commercial entity. Though originally formed as a missionary
organization, the court ruled that it had become an organization with a “commer-
cial hue” and a “highly efficient business venture.”® In reaching this conclusion,
the court noted that the organization adhered to publishing and sales practices
followed by comparable commercial publishers, had shown increasing profits in
recent years, had experienced a growth in accumulated surplus, and had been
paying substantially increased salaries to its top employees.

Late in 1982, this court issued an opinion concerning still another religious
publishing house, again concluding that its exemption should be revoked
because the court felt that the organization had become too profitable and thus
commercial.8 Once again, the court found a “commercial hue,” derived from
profits, wide profit margins, development of a professional staff, and competi-
tion with commercial publishers.’” The opinion was reversed, though, with the
appellate court “troubled by the inflexibility of the Tax Court’s approach.”% The
court of appeals afforded no clarity; although it was bothered by the facts, it
could not bring itself to revoke the organization’s exemption. Thus, the appel-
late court said that “success in terms of audience reached and influence exerted,
in and of itself, should not jeopardize the tax-exempt status of organizations
which remain true to their stated goals."89 Still, the court also wrote that if an

8 Indus. Aid for the Blind v. Comm’r, 73 T.C. 96 (1979).

84 Greater United Navajo Dev. Enters., Inc. v. Comm’r, 74 T.C. 69, 79 (1980).

8 Inc. Trustees of Gospel Worker Soc’y v. United States, 510 F. Supp. 374, 381 (D.D.C.), aff’d, 672 F.2d 894
(D.C. Cir.), cert. denied, 456 U.S. 944 (1981).

8 Presbyterian & Reformed Publ’g Co. v. Comm’r, 79 T.C. 1070 (1982).

87 1d. at 1083.

88 Presbyterian & Reformed Publ’g Co. v. Comm’r, 743 F.2d 148, 152 (3d Cir. 1984).

8 1d. at 158.
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exempt “organization’s management decisions replicate those of commercial
enterprises, it is a fair inference that at least one purpose is commercial.”*°

In 1983, a court concluded that an ostensibly religious organization could
not qualify for tax exemption because its principal purpose was “tax avoid-
ance” counseling.” The court was clearly displeased at that element of the facts,
so, in a sense, the case has more to do with private benefit®? than with commer-
ciality. The court noted that the information provided by the organization “is no
different from that furnished by a commercial tax service.”®

About three years went by before a court considered another commerciality
case. Before this court was an organization that had been formed to assist in the
process of technology transfer, which is the transfer of technology from universi-
ties and research institutions to for-profit industry.”* The court concluded that
the organization’s major activity was the provision of patenting and licensing
services, and that the activity was primarily commercial in nature.”

In 1986, a court held that a religious retreat center was not an organization
that is commercial in nature, because it did not compete with commercial enti-
ties.”® The entity was held to be an integral part of a conference of the United
Methodist Church. The organization was portrayed as a general contractor for
the construction of housing, on its own property, to promote increased religious
activity. The fact that the organization charged fair market prices was held to
necessary to avoid charges of private inurement.

The latter half of the 1980s brought little attention to the commerciality doc-
trine. The focus, particularly with respect to religious organizations, was on
unrelated business activities, rather than loss of tax exemption. In only one
instance did courts discuss the commerciality doctrine; the case concerned a
nonprofit organization that operated an adoption agency.”” It was held that this
organization could not qualify as an exempt charitable or educational entity
because adoption services are not inherently exempt functions. The organiza-
tion was cast as operating in a manner not “distinguishable from a commercial
adoption agency,” because it generated substantial profits, accumulated capital,
was funded entirely by fees, had no plans to solicit contributions, and had a
paid staff.”

(f) Recent Applications of Doctrine

(i) Court Opinions. The 1990s continued to spawn cases involving the commer-
ciality doctrine. In the first of these, the court concluded that the commerciality
doctrine was the basis for denial of tax-exempt status, as a charitable and religious

P Id. at 155.

91 Ecclesiastical Order of the Ism of Am, Inc. v. Comm’r, 80 T.C. 833, 843 (1983).

%2 See § 1.10.

93 Ecclesiastical Order of the Ism of Am, Inc. v. Comm’r, 80 T.C. at 839.

% See Tax-Exempt Organizations, § 9.5.

% Wash. Research Found. v. Comm’r, 50 T.C.M. 1457 (1985). This opinion was “overturned” by Congress when
it enacted § 1605 of the Tax Reform Act of 1986. See H.R. Rep. No. 841, 99th Cong., 2d Sess. I1I-827 (1986).

% Junaluska Assembly Hous., Inc. v. Comm’r, 86 T.C. 1114 (1986).

97 Easter House v. United States, 846 F.2d 78 (Fed. Cir. 1988), aff’'g 87-1 US.T.C. {9359 (Ct. Cl. 1987), cert.
denied, 488 U.S. 907 (1988).

% 1d.,87-1 US.T.C. ] 9359 at 87,864
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entity, to an organization associated with the Seventh-day Adventist Church that
operated, in advancement of church doctrine, vegetarian restaurants and health
food stores.” The court wrote that the organization’s “activity was conducted as a
business and was in direct competition with other restaurants and health food
stores.”!® The court added: “Competition with commercial firms is strong
evidence of a substantial nonexempt purpose.”1%!

When this case was considered on appeal, the appellate court affirmed the
lower court’s decision.!®2 The appellate court opinion specified the factors to
be utilized in finding commerciality, thus becoming the best contemporary
explication of the commerciality doctrine:

1. The organization sold goods and services to the public. This factor alone
was said to make the operations “presumptively commercial.”

2. The organization was in “direct competition” with for-profit restaurants
and food stores.

3. The prices set by the organization were based on pricing formulas common
in the retail food business. The “profit-making price structure loom[ed]
large” in the court’s analysis, and the court criticized the organization for
not having “below-cost pricing.”

4. The organization used promotional materials and “commercial catch
phrases” to enhance sales.
5. The organization advertised its services and food.

6. The organization’s hours of operation were basically the same as those of
for-profit enterprises.

7. The guidelines by which the organization operated required that its
management have “business ability” and six months’ training.

8. The organization did not use volunteers; instead, it paid salaries.

9. The organization did not receive charitable contributions.!®®

Subsequently, a court concluded that an organization’s principal activity
was the “operation of a number of canteen-style lunch trucks,” which is a com-
mercial activity, and upheld revocation of the organization’s tax exemption.!™
Likewise, a nonprofit organization, the activities of which were the same as
those of a temporary service agency, was denied exempt status because it was

9 Living Faith, Inc. v. Comm’r, 60 T.C.M. 710 (1990).

100 g, at 713.

101 1d

102 1 iving Faith, Inc. v. Comm’r, 950 F.2d 365 (7th Cir. 1991).

103 1t should be noted that some of these elements, principally those that appear toward the end of the list, do
not make any sense in the modern era. It is obvious that, today, many tax-exempt organizations (including
health care providers, educational institutions, and theaters) advertise their services and products; utilize pro-
motional materials (the travel tour regulations [see § 9.7] contain three examples of the use of these materials
in the conduct of related activities [Reg. § 1.513-7(b), Examples (2), (5), and (6)]; have hours of operation
that are comparable to those of for-profit entities; and have personnel who have training. It is also clear that
an organization can be charitable without receiving charitable gifts. See, e.g., IRC. § 509(a)(2); Tax-Exempt
Organizations, § 11.3(b)(iv).

104 New Faith, Inc. v. Comm’r, 64 T.C.M. 1050 (1992).
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“essentially a commercial venture.”!®® Further, it was held that an organization
selling religious tapes was a nonexempt commercial organization,'® and that an
organization operating prisoner rehabilitation programs was not eligible for
exemption because of its commercial activities.'?”

A federal court denied tax-exempt status to an organization that had as its
principal purpose the operation of a conference center, on the ground that there
was a distinctly commercial hue associated with those operations.!® The com-
merciality doctrine as applied in this case was based on a close following of the
foregoing appellate court decision.'” The court stated that among the “major
factors” courts have considered in “assessing commerciality” are competition
with for-profit entities, the extent and degree of low-cost services provided, pric-
ing policies, and the reasonableness of financial reserves.'’ Additional factors
were said to include whether the organization uses “commercial promotional
methods (e.g., advertising)” and the extent to which the organization receives
charitable contributions.""! The conference center was portrayed as being oper-
ated in a commercial manner, in part because its patrons were not confined to
tax-exempt organizations and use of the facility was partially for weddings and
similar events.

(ii) IRS Private Rulings. Some years ago, the IRS tentatively applied the com-
merciality doctrine in the context of ascertaining whether a tax-exempt charita-
ble organization should lose its exempt status because its fundraising costs
were too “high.”!12 Today, however, the agency openly, enthusiastically, and
expansively embraces the commerciality doctrine. For example, it issued a pri-
vate ruling asserting that commerciality was to be found in the facts that the
organization involved will “place advertisements in the telephone yellow pages
and other local media” and will “develop its own website”; these undertakings
were cast as methods of promoting the sale of the organization’s services “in
ways that are typical for any for-profit business.”!3 Also, the IRS held that an
organization that facilitates charitable contributions of boats and other items of
tangible personal property to charitable organizations cannot be recognized as
an exempt charitable entity because it functions as agent for the donors and all
of its activities are “common commercial” activities.!!* In the second of these

105 At Cost Servs., Inc. v. Comm’r, 80 T.C.M. 573, 576 (2000).

106 United Missionary Aviation, Inc. v. Comm’r, 60 T.C.M. 1152 (1990), rev’d & remanded, 985 F.2d 564 (8th
Cir. 1989), cert. denied, 506 U.S. 816 (1992).

107 pyblic Indus., Inc. v. Comm’r, 61 T.C.M. 1626 (1991).

108 Airlie Found. v. IRS, 283 F. Supp. 2d 58 (D.D.C. 2003).

109 See supra note 102.

10 Airlie Found. v. IRS, 283 F. Supp. 2d 58, 63 (D.D.C. 2003).

111 1d.

12 See, e.g., United Cancer Council, Inc. v. Comm’r, 109 T.C. 326 (1997), rev’d & remanded, 165 F.3d 1173 (7th
Cir. 1999).

113 Exemption Denial and Revocation Letter (Ex. Den. & Revoc. Ltr.) 20044045E. See § 7.4. One may contem-
plate the magnitude of the notion that maintenance of a Web site by a tax-exempt organization is evidence
of commerciality. This is, of course, a wholly nonsensical conclusion. In one minor illustration of how in-
consistent this idea is with law and reality, the IRS’s regulations concerning the conduct of travel tours by
tax-exempt organizations (see § 9.7) observe that an exempt organization can promote its tours, as related
businesses, on its Internet site. Reg. § 1.513-7(b), Example (5).

114 Priv. Ltr. Rul. 200512027.
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rulings, the agency did not state, as it usually does, that the activities were non-
exempt functions; it held that the organization was being operated for the pri-
mary purpose of carrying on an unrelated business.'> Further, the IRS
examined nine discrete businesses of a tax-exempt organization and concluded
that two of them were unrelated businesses carried on in a commercial manner:
a conferences and catering activity, and operation of a golf course.!1¢

The IRS held that the operation of a miniature golf course by a charitable
organization, the purpose of which was to provide for the welfare of young peo-
ple, constituted an unrelated business because the course was operated in a com-
mercial manner.!” Its exempt function was maintenance of services and facilities
that would contribute to youth’s physical, social, mental, and spiritual health, at
minimum or no cost. Membership in, and the services and facilities of, the orga-
nization were available for payment of nominal annual dues. The operation of
the course, which was open to the general public and managed by salaried
employees, was found by the IRS to be substantially similar to that of for-profit
miniature golf courses, in that the admission fees were comparable and
designed to return a profit.

Indeed, the IRS has now adopted the view that the commerciality doctrine
applies beyond charitable entities and extends to the realm of tax-exempt social
welfare organizations. In what is believed to be the agency’s first ruling on the
point, the assertion was made without any explanation of the underlying facts or
analysis of law.!"® Thereafter, the IRS issued a private letter ruling denying
exempt status to an entity as a social welfare organization because it operated as
a facilitator for the sale of health insurance to participating employers, by insur-
ance companies with which it contracted. and because it provided various ser-
vices for these insurance companies for a fee; the organization was found to be
operating in a commercial manner.'” Although this latter organization did not
in fact qualify as a social welfare organization,'® the authorities relied on by the
IRS'! do not support invocation of the commerciality doctrine in this setting.!??

The commerciality doctrine is being applied in some of the cases involving
the provision of commercial-type insurance.!® For example, in one of these
cases, the court wrote that the “various factors to consider in determining
whether an organization promotes a forbidden nonexempt purpose,” under

115 In this ruling, the IRS also referenced the rarely invoked commensurate doctrine (see Tax-Exempt Organiza-
tions, § 4.7), observing that this organization does not carry on a charitable program that is commensurate in
scope with its financial resources.

16 Priy. Ltr. Rul. 200512025.

17 Rev. Rul. 79-361, 1979-2 C.B. 237.

18 Priv. Ltr. Rul. 200501020.

19 Priv. Lir. Rul. 200512023.

120 See Tax-Exempt Organizations, § 12.1.

121 The two court opinions cited by the IRS (Am. Ass’n of Christian Schs. Voluntary Employees’ Beneficiary
Ass’n Welfare Plan Trust v. United States, 850 F.2d 1510 (11th Cir. 1988); and Mut. Aid Ass’n of the Church
of the Brethren v. United States, 759 F.2d 792 (10th Cir. 1985)), as well as a revenue ruling (Rev. Rul. 86-98,
1986-2 C.B. 74), say nothing about application of the commerciality doctrine; they involve substantial nonex-
empt purposes and furtherance of private ends.

122 Consequently, it seems that the appearance of the commerciality doctrine in the IRC. § 501(c)(4) context is on
an even shakier basis than its launch in the IRC. § 501(c)(3) context.

123 See § 7.3.
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the rules concerning charitable organizations, include the “manner in which an
organization conducts its activities; the commercial hue or nature of those
activities; the competitive nature of the activities; the existence of accumulated
profits; and the provision of free or below cost services.”'?* The organization,
the tax status of which was at issue in the case, was characterized by the court
as existing “solely for the purpose of selling insurance to nonprofit exempt
organizations at the lowest possible cost on a continued, stable basis”; the
court continued with the observation that “[s]elling insurance undeniably is an
inherently commercial activity ordinarily carried on by a commercial for-profit
company.”? The court added that although the organization “may not possess
every attribute characteristic of a mutual insurance company, it possesses a
majority of the qualifying characteristics, which only further enhances the
determination that . . . [it] is presumptively commercial in nature.”'? In
another of these cases, a court concluded that a group of self-insurance pools
had a “commercial hue.”1?

The commerciality doctrine, as a court-founded rule of law, has come to be
widely accepted in the courts. This phenomenon has occurred, and is occurring,
even as other judicial and administrative theories and doctrines are coming to
the fore. These other doctrines include competition between nonprofit and for-
profit organizations,'?® the private benefit doctrine,'” the commensurate test,!3
and the unrelated business rules.!3!

§7.2 CONTEMPORARY PERSPECTIVE ON DOCTRINE

One of the requirements for qualification as a tax-exempt charitable organization
is that the entity be operated exclusively for one or more exempt purposes.'*?
This is, in essence, a primary purpose rule.!3

Pursuant to the exclusively doctrine, the IRS or a court may conclude that an
organization is not operated exclusively for a tax-exempt purpose because its
operation is similar to that of a commercial enterprise operated on a for-profit
basis. In many of the court opinions focusing on this point, the courts have
expressed concern about the “commercial hue” of the organization.

There is more to the commerciality doctrine than generation of profits. It
partakes, as well, of other elements discussed throughout, such as the matter of
competition with for-profit organizations, the private inurement and private
benefit rules, and the commensurate test (as previously noted). The IRS may,
however, use the existence of a profit to characterize the activity as being

124 Nonprofits’ Ins. Alliance of Cal. v. United States, 94-2 U.S.T.C. 50,593 (Fed. CL 1994).

125

i

127 Paratransit Ins. Corp. v. Comm’r, 102 T.C. 745, 754 (1994). Subsequently, Congress enacted a limited tax
exemption for certain charitable risk pools. See Tax-Exempt Organizations, § 10.6.

128 See supra note 7.

129 See Tax-Exempt Organizations, § 19.10.

130 See id. § 4.7.

Bl Gee § 7.3.

132 See Tax-Exempt Organizations, § 4.6.

133 See id. § 4.4.
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commercial in nature, thus placing at issue the question of whether the
organization’s activities are devoted exclusively to tax-exempt purposes.

The competition issue is the most troublesome, particularly as the lines of
demarcation between nonprofit and for-profit organizations are, in some
instances, blurring. Nonprofit organizations are becoming increasingly reliant
on revenue in the form of fees for services. For-profit organizations are entering
domains of goods production and service provision that were once the sole
province of nonprofit organizations. Laws are changed to promote greater parity
between the sectors, such as the Office of Management and Budget regulations
requiring tax-exempt organizations that pursue government contracts to calcu-
late tax revenues foregone. Management of nonprofit organizations is becoming
more sophisticated.

Two categories of charitable organizations continue to evolve: those that are
supported largely by gifts (donative organizations),'* and those that are supported
principally by exempt function revenue (service provider organizations).'> As this
trend continues, it will exert new pressures on the concept of tax exemption. New
rationales for exemption may emerge. The battles that are building over the ground
rules for exemptions for hospitals'® and credit unions'® may be appreciated from
this perspective. A sort of domino theory may be in the works in this setting. One
commentator was of the view that “if nonprofit hospitals lose their exemption, fed-
eral corporate tax exemption for most or all of the second [commercial] nonprofit
sector may then be in doubt.”1%

The undermining effect of the commerciality doctrine on the future of the
nonprofit sector cannot be underestimated. Recall the underlying premise of
the commerciality doctrine, which is that there are two sectors that can engage
in commercial activities. The bias, however, is that commercial activities should
be conducted only in the for-profit sector—the United States being a capitalist
society. The business sector is, in several ways, the preferred sector. This view is
that of the Treasury Department, as expressed in 1987, when an assistant secre-
tary testified before the House Subcommittee on Oversight that the “role of the
quasi-governmental, not-for-profit sector should . . . be restricted to that of
supplementing, and not supplanting, the activities of for-profit businesses.”'%

The commerciality doctrine is a backdrop against which the unrelated business
laws can be viewed. This is in part because, in the view of some, the concept of
relatedness and unrelatedness is outmoded, and should be replaced by a commer-
ciality test.!? Even if the commerciality doctrine does not cause denial or loss of

13 See Tax-Exempt Organizations, § 11.3(b)(i).

135 See id. § 11.3(b)(iv).

136 See text accompanying supra notes 19-20.

137 See text accompanying supra notes 8—11.

138 Hansmann, The Two Nonprofit Sectors: Fee for Service Versus Donative Organizations, in The Future of the
Nonprofit Sector 95 (Jossey-Bass, 1989).

139 “Unrelated Business Income Tax,” Statement of O. Donaldson Chapeton, Deputy Assistant Secretary (Tax
Policy), Department of the Treasury, Hearings before the Subcommittee on Oversight, House Committee on
Ways and Means, House of Representatives, 100th Cong., 1st Sess. 35 (1987).

140 Bennett & Rudney, A Commerciality Test to Resolve the Commercial Nonprofit Issue, 36 Tax Notes 1065 (no.
14, 1987).
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tax-exempt status, the doctrine remains a significant force in determining what is
an unrelated trade or business.!4!

§7.3 COMMERCIAL-TYPE INSURANCE RULES

An otherwise tax-exempt charitable organization or social welfare organiza-
tion'*2 will lose or be denied tax exemption if a substantial part of its activities
consists of the provision of commercial-type insurance.'¥3 Otherwise, the activ-
ity of providing commercial-type insurance is treated as the conduct of an
unrelated trade or business, and the income from it is taxed under the rules
pertaining to taxable insurance companies.!** These exempt organizations are
subject to tax on the income from these insurance activities (including invest-
ment income that might otherwise be excluded from unrelated business
income taxation®®) according to the rules by which for-profit insurance
companies are taxed.!4

The term commercial-type insurance generally means any insurance of a type
provided by commercial insurance companies.'¥” For example, an organization
was held not to qualify as a tax-exempt social welfare organization because its
sole activity was the provision of certain benefits to students in a school who
were injured in the course of school-related activities; the coverage it offered
was similar to contingent or excess insurance coverage.'* This term does not,
however, include insurance provided at substantially below cost to a class of
charitable recipients, incidental health insurance provided by a health mainte-
nance organization (HMO) of a kind customarily provided by these organiza-
tions,'¥ property or casualty insurance provided (directly or through a
qualified employer!™) by a church or convention or association of churches for
the church or convention or association of churches, or the provision of retire-
ment or welfare benefits (or both) by a church or a convention or association of
churches (directly or through a qualified organization™") for the employees of
the church or convention or association of churches or the beneficiaries of these

141 1n general, Columbo, Regulating Commercial Activity by Exempt Charities: Resurrecting the Commensu-
rate-in-Scope Doctrine, 39 Exempt Orgs. Tax Rev. 341 (no. 3, Mar. 2003); Washlick, The Commerciality
Standard Changes the Rules of UBIT Planning, 4 J. Tax. Exempt Orgs. 15 (Nov./Dec. 1992); Hopkins, Is the
Rationale for Tax-Exempt Organizations Changing?, 4 J. Tax’n Exempt Orgs. 13 (Spring 1992); Hopkins,
The Most Important Concept in the Law of Tax-Exempt Organizations Today: The Commerciality Doctrine,
5 Exempt Orgs. Tax Rev. 459 (no. 3, 1992); Brown, Religious Nonprofits and the Commercial Manner Test,
99 Yale L.J. 1631 (no. 7, 1990).

142 See Tax-Exempt Organizations, ch. 12.

M3 IRC. § 501(m).

14 1RC. subch. L. The application of these rules may require organizations affected by them to change their
accounting methods; the process for doing so is the subject of Rev. Proc. 87-51, 1987-2 C.B. 650.

145 See ch. 3.

M6 IRC. § 501(m)(2).

4THR. Rep. No. 99-841, 99th Cong., 2d Sess. I1-345 (1986).

148 Gen. Couns. Mem. 39703.

199 See, e.g., Priv. Ltr. Rul. 9246004.

150 That is, an organization described in IRC. § 414(e)(3)(B)(ii.).

150 That is, an organization described in IRC. § 414(e)(3)(A) or 414(e)(3)(B)(ii).
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employees.' This rule is also inapplicable to income from an insurance activity
conducted by a political subdivision of a government.'>®

The IRS endeavored to define the term commercial-type insurance, as the
phrase is undefined in the statute. Following a review of tax cases defining the
term insurance, the agency’s Chief Counsel’s office concluded that the defini-
tion of commercial-type insurance “should include some form of risk-sharing
and risk-distribution.”!>* The IRS’s lawyers also said that, despite the statutory
exception for HMO insurance, “it is our opinion that in certain circumstances a
health maintenance organization may be found to provide” commercial-type
insurance.!®

Of course, for these rules to apply, the underlying activity must be the provi-
sion of insurance in the first instance. (The essence of the concept of insurance is
that the risk of liability is shifted to at least one third party [the insurer], and that
the risk is shared and distributed across a group of persons.!*) For these purposes,
the issuance of annuity contracts is considered the provision of insurance.!” These
rules do not, however, apply to a charitable gift annuity, which is defined for this
purpose as an annuity under which a portion of the amount paid in connection
with the issuance of the annuity is allowable as a charitable deduction for federal
income or estate tax purposes, when the annuity is described in the special rule for
annuities in the unrelated debt-financed income provisions'>® (determined as if any
amount paid in cash in connection with the issuance were property).”

A court ruled as to a nonprofit organization established to create and admin-
ister a group self-insurance pool for the benefit of tax-exempt social service
paratransit providers and to provide the necessary financing for comprehensive
automobile liability, risk management, and related services for pool members.
The court held that this organization did not qualify for exemption as a charitable
organization because it provided commercial-type insurance.!®® The court
observed that the purpose of the insurance pool was to “shift the risk of potential
tort liability from each of the individual insured paratransit organizations” to the
entity, which “diversifies the risk of liability for each individual member.”16! It

152 IRC. § 501(m)(3). The IRS ruled that the management of regulated investment companies by supporting orga-
nizations (see Tax-Exempt Organizations, § 11.3(c)) for a church, to provide benefits for church employees,
would not cause loss of the organizations’ tax-exempt status by reason of IRC. § 501(m). Priv. Ltr. Rul. 9645007.

153 Priv. Ltr. Rul. 8836038.

154 Gen. Couns. Mem. 39828.

155 The IRS held that a supporting organization’s global capitation agreements with unrelated insurance com-
panies and individuals did not entail the provision of commercial-type insurance (and thus did not generate
unrelated business income). Priv. Ltr. Rul. 200044039.

156 E g., Sears, Roebuck & Co. v. Comm’r, 96 T.C. 61 (1991); Harper Group v. Comm’r, 96 T.C. 45 (1991);
Americo & Subsidiaries v. Comm’r, 96 T.C. 18 (1991); Humana, Inc. v. Comm’r, 88 T.C. 197 (1987), aff’d
in part, rev’d in part, 881 F.2d 276 (7th Cir. 1989); Beech Aircraft Corp. v. United States, 797 F.2d 920 (10th
Cir. 1986); Clougherty Packing Co. v. Comm’r, 84 T.C. 948 (1985), aff’d, 811 F.2d 1297 (9th Cir. 1987);
Stearns-Roger Corp. v. United States, 774 F.2d 414 (10th Cir. 1985); Carnation Co. v. Comm’r, 71 T.C. 400
(1978), aff’d, 640 F.2d 1010 (9th Cir.), cert. denied, 454 U.S. 965 (1981); Helvering v. LeGierse, 312 U.S. 531
(1941).

STIRC. § 501(m)(4).

I3 IRC. § 514(c)(5); see § 5.3.

9 IRC. §§ 501(m)(3), (5). See Hopkins, The Tax Law of Charitable Giving, Third Edition, ch. 14 (John Wiley &
Sons, 2005)

190 paratransit Ins. Corp. v. Comm’r, 102 T.C. 745 (1994).

161 1d. at 754.

m 182 =



§7.3 COMMERCIAL-TYPE INSURANCE RULES

added that the type of insurance offered was “basic automobile liability insur-
ance, a type of insurance provided by a number of commercial insurance carri-
ers.”1®2 The court, writing that the phrase commercial-type insurance encompasses
“every type of insurance that can be purchased in the commercial market,”
rejected the contention that the rules as to commercial-type insurance apply only
when the insurance is offered to the general public. As to substantiality, the court,
having found claims expenses to be as high as 75 percent, held that these insur-
ance activities of the organization were “unquestionably a substantial part of its
operations.”163

This court subsequently held that three types of hospital membership funds
could not qualify as tax-exempt because they provided forms of commercial-type
insurance. One fund enabled hospitals to self-insure on a group basis against hos-
pital professional liability; this fund and another provided centralized cooperative
insurance services to its member hospitals through the employment of actuaries,
risk managers, underwriters, accountants, and other insurance consultants. The
third fund was created as a vehicle for member hospital employers to self-insure on
a group basis against workers” compensation claims. Finding the commercial-type
insurance rules applicable, the court observed that the funds “provide actuarial,
accounting, underwriting, claims payment, and similar services . . . “essential to the
administration of the insurance programs.”!® The court said that there was “no
dispute that hospital professional liability and workers” compensation insurance
are normally offered by commercial insurers.”'%>

Another case concerned an organization that administered a group self-
insurance risk pool for a membership of nearly 500 charitable organizations that
operated to fund or provide health or human services. The risk pool was formed
to provide its membership, which had endured periods of large premium
increases, coverage reductions, and cancellations, with affordable insurance. The
organization also developed educational materials and made educational presen-
tations, provided loss control and risk management services without charge, and
served as a resource for insurance-related questions. As to the insurance cover-
age, the organization provided commercial general liability, automobile liability,
employer’s nonowned and hired automobile liability, and miscellaneous profes-
sional liability. Observing that the organization “exists solely for the purpose of
selling insurance to nonprofit exempt organizations at the lowest possible cost on
a continued, stable basis,” the court wrote that “[s]elling insurance undeniably is
an inherently commercial activity ordinarily carried on by commercial for-profit
compan[ies].”1% Despite the facts that the insurance was provided on a low-cost
basis, and that loss control and risk management services were provided without
charge, the court said that the “nature and operation” of the organization were
commercial in nature.!®” It noted that the organization engaged in the actual under-
writing of insurance policies, contracted with other firms to secure reinsurance for

162 1d
163 1d
164 Fla. Hosp. Trust Fund v. Comm’r, 103 T.C. 140 (1994).
165 Id. at 158. This opinion was affirmed at 71 F.3d 808 (11th Cir. 1996).
19 Nonprofits’ Ins. Alliance of Cal. v. United States, 94-2 U.S.T.C. ] 50,593 (Fed. Cl. 1994).
167
Id.
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high claims, and ceased membership benefits when a member failed to timely
pay the required premium payments.

The foregoing body of case law has,'®® however, been somewhat supplanted
by statutory law providing tax-exempt status for charitable risk pools.'®’

As noted,'” these rules do not apply to the provision of insurance by a non-
profit organization at substantially below cost to a class of charitable recipients.!”!
The courts are placing great emphasis on a ruling by the IRS, issued in a different
context, that the phrase substantially below cost denotes a subsidy of at least 85 per-
cent.!”? Thus, in one case, although the court declined to “draw a bright line”
defining that phrase, it rejected the proposition that a subsidy of about 35 percent
qualified.'” In another instance, this exception was ruled not applicable when

member contributions for one year were in excess of 80 percent.'”*

§7.4 CREDIT COUNSELING ORGANIZATIONS

The IRS has always resisted the notion that nonprofit consumer credit coun-
seling agencies are, in general, eligible for tax-exempt status as charitable
and/or educational organizations. The most the agency was willing to con-
cede was that these entities are so exempt when they confine provision of
their services to financially troubled low-income individuals (who are mem-
bers of a charitable class!”®), provide debt counseling without charge,”® and
provide the public with information on budgeting, buying practices, and the
sound use of consumer credit.1”” Otherwise, the IRS was of the view that these
agencies, if they are to be exempt at all, are properly classified as social wel-
fare organizations, in that their activities contribute to the betterment of the
community as a whole.!”®

The IRS experienced a setback in this regard in 1978, when a court ruled that
the agency could not condition a consumer credit counseling organization’s tax
status solely on the extent to which it provided assistance to the indigent.'”” This
court held that the classification of these organizations as exempt charitable enti-
ties cannot be made dependent on whether they confine their assistance to low-
income individuals or provide their services without charge. Consumer credit
counseling organizations were found to be entitled to recognition as charitable and
educational organizations as long as they can demonstrate that they satisfy at least

168 See text accompanied by supra notes 143—-155.

19 See Tax-Exempt Organizations, § 10.6.

170 See supra note 152.

1 IRC. § 501(m)(3)(A).

1”2 Rev. Rul. 71-529, 1971-2 C.B. 234.

173 Nonprofits Ins. Alliance of Cal. v. United States, 94-2 U.S.T.C. ] 50,593 (Fed. C1. 1994).

174 paratransit Ins. Corp. v. Comm’r, 102 T.C. 745 (1994). In general, Shill, Revocation of Blue Cross & Blue
Shield’s Tax-Exempt Status an Unhealthy Change? An Analysis of the Effect of the Tax Reform Act of 1986 on
the Taxation of Blue Cross & Blue Shield and Health Insurance Activities, 6 B.U. J. Tax L. 147 (1988);
McGovern, Federal Tax Exemption of Prepaid Health Care Plans, 7 Tax Adviser 76 (Feb. 1976).

175 Tax-Exempt Organizations, § 5.5(a).

16 1d. §§ 6.1, 6.2.

177 1d. §§ 7.4,7.5; Rev. Rul. 69-441, 1969-2 C.B. 115.

178 Rev. Rul. 65-299, 1965-2 C.B. 165. These organizations are the subject of Tax-Exempt Organizations, ch. 12.

17 Consumer Credit Counseling Serv. of Ala., Inc. v. United States, 78-2 U.S.T.C. § 9660 (D.D.C. 1978).
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180 81

one of the definitions of the term charitable'® or qualify as educational organizations.!
The IRS decided not to pursue this matter in the courts, being of the view that “further lit-
igation of this issue would be futile.”1%?

Twenty-five years later, however, the IRS revisited the matter of tax exemp-
tion for consumer credit counseling organizations, on the theory that these enti-
ties in their contemporary iteration are substantially different from their
predecessors. The agency portrayed these organizations as a “new breed,”
focused on marketing debt management plans, and charging high fees, rather
than providing charitable or educational services. The IRS went so far as to cast
some of these organizations as fronts for for-profit businesses, because of out-
sourcing of functions and use of for-profit management companies. The IRS
began working with state attorneys general and the Federal Trade Commission
to alert consumers about the pernicious activities of these new types of credit
counseling entities.!®

The lawyers advising the IRS exempt organizations policymakers concluded
that many of the new types of credit counseling agencies arguably fail the
requirements for tax exemption as charitable and educational organizations.!8
These contentions included the charges that such counseling organizations are
being operated for substantial nonexempt purposes, and that they are violating
the doctrines of private inurement and private benefit.!®® The essence of this
advocacy conclusion, however, was that these credit counseling agencies are
commercial-type organizations, with debt management plans cast as a commer-
cial service, and with the agencies receiving excessive fees from consumers and
nothing in the form of contributions and grants.

On this occasion, the IRS’s lawyers wrote that “we will want to argue that
today’s credit-counseling organizations have departed so far from the facts in
the cases and rulings that they no longer serve an exempt purpose.” Credit
counseling was said not to be “inherently charitable”; the purpose of these orga-
nizations was seen as generating fees for for-profit entities, which was a basis for
concluding that the organizations are being operated in a commercial manner.
One of the elements reviewed was whether the counseling organization com-
petes with commercial businesses “using similar advertising, pricing, and busi-
ness methods.” A credit counseling organization that “budgets no money for
public educational activities, apart from advertising,” was said to be “signaling
a possible nonexempt purpose.” Further investigation was urged, to ferret out
evidence that these agencies are “primarily commercial profit centers.” %

180 For example, a consumer credit counseling organization may be exempt as a charitable entity because it
advances education or promotes social welfare. See Tax-Exempt Organizations, §§ 6.6, 6.7.

181 Also Credit Counseling Ctrs. of Okla., Inc. v. United States, 79-2 U.S.T.C. ] 9468 (D.D.C. 1979).

182 Gen. Couns. Mem. 38881.

183 F g., IR-2004-81, consisting of the prepared statement of the Internal Revenue commissioner’s testimony be-
fore a hearing conducted by the Senate Finance Committee on June 22, 2004, concerning charitable giving
problems and charities’ best practices. Also IR-2003-120 (Oct. 14,2003), which is a “consumer alert” for those
seeking assistance from tax-exempt consumer credit counseling organizations.

184 Chief Counsel Adv. Mem. 200431023.

185 See Tax-Exempt Organizations, ch. 19; § 1.9.

186 Indeed, the IRS essentially reverted to its original stance on this matter, with its lawyers writing that the factors
to be looked at include whether the organization serves an exclusively charitable class and offers some of its
services free or below cost. Another factor was whether the organization is “making a lot of money.”
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The IRS’s lawyers observed that the “marketing” of debt management plans
“is by far the most successful activity” of these “new breed” consumer credit
counseling organizations, and this forms the basis for revocation of tax exemp-
tion. The lawyers noted, however, that when the selling of these plans is not a
substantial activity, “it is likely that we would want to assert” that the resulting
income is unrelated business income.

Shortly after the IRS’s lawyers rendered this advice, private determinations
from the agency denying or revoking tax-exempt status for nonprofit consumer
credit counseling entities began to appear. In what apparently was the first of the
rulings denying tax-exempt status to a credit counseling organization, the IRS
held that the entity:

1. Was operated for the private benefit of the company that processed its
debt management plans

2. Substantially benefited the credit card companies to which its clients
owed money, because it functioned as a “collection agent”

Did not restrict its activities for the benefit of the poor
Failed to engage in public education

Charged “significant” fees

Accumulated revenue

Functioned by means of a paid staff

® NS gk Ww

In recruiting clients, operated in a manner “indistinguishable from a
commercial phone solicitor”!¥

Indeed, this entity was said to conduct its activities akin to a “common for-profit
business enterprise.” Another credit counseling organization was denied
exemption in part because its “revenue is derived entirely from fees received in
return for services, an important characteristic of a commercial enterprise.”188
Evidence of commerciality was found in the fact that another organization will
“place advertisements in the telephone yellow pages and other local media” and
will “develop its own website”; these undertakings were cast as ways of promot-
ing the sale of the organization’s services “in ways that are typical for any for-
profit business” %

§7.5 SOCIAL ENTERPRISE MOVEMENT

One of the principal contemporary forces with the potential for meaningfully shap-
ing the law of tax-exempt organizations is what is known as entrepreneurialism: the
open and accepted conduct of businesses by exempt organizations, on a for-profit
basis, to the end of supplementing or even supplanting charitable contributions and
grants. The unabashed aim of organizations undertaking entrepreneurial activities

187 Ex. Den. & Revoc. Lir. 20044044E.

188 Priv. Ltr. Rul. 200450037.

18 Ex. Den. & Revoc. Ltr. 20044045E. In general, Tenenbaum, Constantine, & Epperly, Characteristics of a Tax-
Exempt Credit Counseling Agency, 47 Exempt Orgs. Tax Rev. 161 (no. 2, Feb. 2005).
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is to make money for the mission, upgrade the quality of staff and other resources,
and become self-sufficient (that is, not dependent on external funders).

The nomenclature surrounding this phenomenon is illuminating: social
enterprises, business ventures, corporate partnerships, strategic partnerships, and
cause-related marketing. This parlance is decorated with verbs such as leverage,
develop (the mission), license, capitalize, and invest.

Community Wealth Ventures, Inc., in Washington, D.C., has published a
fascinating study on entrepreneurialism by public charities (available at
www.communitywealth.com), replete with essays on nonprofit ventures and
case studies. The analysis also includes the results of a 2002 survey of 72 tax-
exempt organizations conducting 105 social enterprises. Some of the findings
are as follows:

Tax-exempt organizations that engage in business ventures tend to offer
some type of social service (such as employment training programs) to at-
risk populations in their communities, as contrasted with educational,
arts, and religious organizations.

Eighty percent of the organizations had been in existence at least nine years,
suggesting that business ventures are not normally part of organizations’
initial plans.

Business ventures are not confined to large exempt organizations. One-
third of the organizations surveyed had annual operating budgets of less
than $1 million and another third had budgets of $1 million to $5 million.

Nearly one-half (46 percent) of these organizations are community-
based, 38 percent operate on a regional basis, and 14 percent have on a
national basis.

Nearly one-half (46 percent) of these organizations operate multiple
ventures; 25 percent of them manage at least 3 ventures.

Eighty-nine percent of these organizations indicated that their ventures
were related (or nearly so) to their exempt purpose.

Most of these business ventures generate modest revenue. About one-
third of these organizations generate annual gross revenue in the range of
$100,000 to $500,000.

Sixty-nine percent of these organizations reported that their ventures had
either made a profit or broken even. Of the 42 percent that were profit-
able, 16 percent netted less than $25,000 and 13 percent generated more
than $50,000.

It took organizations with profitable ventures an average of 2.5 years to
break even.

Initial capitalization for these ventures averaged $200,000 (with a mean
of $90,000).

Eighty-nine percent of these exempt organizations operated their ventures
as a department or division of the entity. Only 10 percent established the
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venture using a for-profit corporation, partnership, limited liability com-
pany, other joint venture, or other structure.

¢ Tax-exempt organizations that are interested in social enterprise tend to
believe that planning and research are important.

e The greatest impact of operating a social enterprise was the creation of a
“more entrepreneurial culture,” although many organizations were of the
view that it helped to attract and retain staff and contributors, and
enabled the organization to achieve greater self-sufficiency.

The thinking and actions of today’s entrepreneurialism clash dramatically
with the commerciality doctrine. That body of law holds that a charitable organi-
zation’s tax-exempt status is endangered when the entity takes elements such as
focus on the wants and needs of the general public, profits, and marketing into
account—not to mention the use of trained employees and decreased reliance on
gifts and grants.

Social entrepreneurialism tends, as the survey indicates, to eschew the use of
for-profit subsidiaries and formal joint venture vehicles such as limited liability
companies. Rather, the attraction is to partnerships—not in the sense of discrete
legal entities, but rather direct interrelationships with for-profit businesses,
where the entities function in-tandem (“partner” or form a “strategic alliance”)
to advance charitable causes (“missions”), rely on in-kind gifts, engage in
unique fundraising promotions, utilize technical assistance, and operate using
other forms of “mission alignment.”

Proponents of this form of social enterprise disregard concern about tradi-
tional federal tax law constraints. Rarely in the literature of entrepreneurialism
does one see much about the effect of these business ventures on organizations’
tax-exempt status or susceptibility to unrelated business income taxation.
Indeed, in this study, the “reluctance to engage in commerce” by public charities
was said to range from “lack of interest to suspicion and downright disdain.”

§7.6 COMMERCIALITY AND UNRELATED BUSINESS RULES

Traditionally, the unrelated business rules and the commerciality doctrine have
developed along parallel, rather than intersecting, lines. More recently, how-
ever, the IRS has begun integrating the law of the commerciality doctrine into
its analyses as to whether an activity is a related or unrelated business.

A striking example of this approach was provided the case of an organization
that functioned to “establish and maintain . . . a place for the reception, exhibition
and sale of articles, [which are] the product and manufacture of industrious and
meritorious women.” Another of its purposes was to “assist needy and deserving
women in their efforts to earn an honest livelihood by their own industry.”!* This
organization had three activities, each approximately the same size. One was a
consignment shop, operated by volunteers and employees, where goods made by
needy women were displayed and sold. Another was a gift shop, operated by vol-
unteers and employees; the organization purchased decorative items at wholesale

190 Tech. Adv. Mem. 200021056.
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from for-profit vendors for sale to the public. The third function was a tearoom,
operated by volunteers and employees, which was a luncheon facility (dining area
and kitchen) serving to the general public.

The consignment shop was held by the IRS to be a related business, in that it
provided necessary services to members of a charitable class.'! The gift shop
was found to be a regularly carried on business that did not have a substantial
causal relationship to the advancement of the organization’s exempt purposes.

The organization contended that the tearoom was a related business because
it served to attract to the organization’s facilities the type of individuals who
would be willing to purchase items from the consignment shop and the gift shop.
There was considerable merit to this argument; entities such as museums have
relied on it for years.!”? For example, the operation of an eating facility that
helped to attract visitors to a museum, and enhanced the efficient operation of
the museum by enabling its staff to remain on the premises throughout the work-
day, was held by the IRS to contribute importantly to the accomplishment of the
museum’s exempt purposes and thus to constitute a related business.!”® In the
instance of the tearoom, however, the IRS relied on the principal case articulating
the commerciality doctrine,'** concluding that “where the operation of an eating
facility is presumptively commercial, competes directly with other restaurants,
uses profit-making pricing formulas, engages in advertising, has hours of opera-
tion competitive with commercial enterprises, and the underlying organization
does not have plans to solicit donations,” the facility is a nonexempt function.

91 Rev. Rul. 68-167, 1968-1 C.B. 255.

192 See § 9.3.

193 Rev. Rul. 74-399, 1974-2 C.B. 172.

194 L iving Faith, Inc. v. Comm’r, 950 F.2d 365 (7th Cir. 1991).
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The unrelated business rules include considerable law on the subject of the tax
treatment of income flows to tax-exempt organizations from separate (including
controlled) entities. These other entities are likely to be for-profit subsidiaries,
partnerships, and other joint ventures.

§8.1 NECESSITY OF SEPARATE ENTITY

There is little law concerning the amount of unrelated business income a tax-
exempt organization may receive, and/or the amount of unrelated business
activity in which an exempt organization may engage, without jeopardizing its
exempt status. The general principle is that unrelated business activities must be
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confined to something less than a substantial portion of an exempt organization’s
overall activities.!

Measuring allowable unrelated business essentially is done on the basis of
application of an often elusive facts-and-circumstances test. Practitioners use
various percentages as guides in this regard, dependent in part on personality
(aggressive or not) and mood of the day; some prefer a 15-percent maximum,
others can tolerate up to one-third, and still others push the limit to just less than
50 percent.’

Whatever the limit selected, at some point a tax-exempt organization may
find that its exempt status is about to be, or is being, jeopardized because of too
much unrelated business. It is at that stage of an exempt organization’s devel-
opment that it is well advised to spin off some or all of its unrelated activity
into a separate organization. There may be other reasons why a separate
entity—perhaps another exempt organization—is needed. Overall, a tax-
exempt organization may be affiliated with other entities, both tax-exempt and
taxable. Thus, an exempt organization may be a parent of one or more organi-
zations, a subsidiary of another organization, or an organization that is under
the common control of another organization. In general, an exempt organiza-
tion is treated as separate from its related entities as long as the purposes for
which the related entity was formed are carried out by means of its activities
and certain formalities as to the relationship are adhered to.

Related organization structures involving tax-exempt organizations are
often used by these organizations to:

¢ Isolate potential state law liability (e.g., tort or contract) in a separate
entity

¢ Isolate actual or potential income tax attributes (such as unrelated busi-
ness income) in a separate entity

e Conduct for-profit or dissimilar nonprofit activities in a separate entity
for management, administrative, reporting, or other reasons

¢ Participate in an investment

* Satisfy a requirement (or an encouragement) of state or federal law, or of
another party (such as a lender), for use of a separate entity for the partic-
ular type of arrangement.*

§8.2 CHOICE OF FORM

The nature of the taxation of unrelated business income, if any, may depend on
the form of the entity generating the income for the tax-exempt organization.
Thus, from a planning perspective, an exempt organization contemplating

!'See § 1.10.

2 E.g., Hopkins, 650 Essential Nonprofit Law Questions Answered, 261 (John Wiley & Sons, 2005).

3 E.g., Hopkins, The Law of Tax-Exempt Organizations, Eighth Edition (John Wiley & Sons, 2003) [hereinafter
Tax-Exempt Organizations], §§ 30.1, 31.1.

4 Historical Development and Present Law of the Federal Tax Exemption for Charities and Other Tax-Exempt
Organizations (JCX-29-05) (Apr. 19, 2005); see § 1.9, n.156.
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establishment of a separate entity to house one or more unrelated businesses
should take this element of entity form into consideration.

Usually, the entity chosen to conduct unrelated business is a standard for-
profit corporation—the C corporation. These corporations are taxable entities
that, are treated as entities separate from the exempt organization involved, as
long as the corporate form is respected for federal tax law purposes. From the
perspective of tax-exempt organizations, this form of corporation preserves their
exempt status and permits them to control the amount (and in some instances
the nature®) of income flowing from the for-profit entity. This feature of separate-
ness is often what for-profit organizations seek to avoid when establishing a
subsidiary, because of the prospect of double taxation. In situations in which a
corporation is owned in part by an exempt organization and in part by one or
more for-profit entities, interests can clash on this point.

Consideration may be given to creation of the separate entity as a partner-
ship, limited liability company, or other form of joint venture. This often is inad-
visable from the standpoint of exempt organizations, inasmuch as these other
entities are flow-through entities; that is, these organizations are not taxable and net
unrelated business income is automatically attributed to the exempt organization
involved.® Thus, with this approach, there is no opportunity to modulate the flow
of unrelated business income to the exempt organization, as can be done with a C
corporation. Again, when a for-profit owner is involved, a flow-through entity
may be preferable so as to avoid double taxation.

An unlikely candidate for the separate organization housing unrelated busi-
ness is the type of small business corporation that is classified for federal tax
purposes as an S corporation. Tax-exempt charitable organizations are allowed to
be shareholders in these corporations, which are forms of flow-through entities
and generally are treated for tax purposes the same as partnerships. From the
viewpoint of exempt charitable organizations, however, these entities are unat-
tractive because distributions from them to the exempt organizations are treated
as unrelated business income, irrespective of the source or nature of the income.”

The one type of entity that is unusable in this regard is the single-member
limited liability company. These entities are generally disregarded for federal tax
purposes, so all of their economic activity is regarded as conducted by the mem-
ber. When the member is a tax-exempt organization, unrelated business in this
form of limited liability company would be treated (and taxed) as if it had been
undertaken directly by the exempt organization member.®

On rare occasions, the separate entity can be a nonprofit, albeit taxable, orga-
nization, usually a corporation. Even more rare is the situation in which the other
entity is a tax-exempt organization, because the problem of excessive unrelated
business is likely to be merely transferred to the other entity.

3 That is, this type of income is likely to be dividends, interest, rent, or royalties.
6 See § 8.10.

7See § 6.4.

§ See § 8.12(b).
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§8.3 ELEMENT OF CONTROL

Presumably, when it forms a taxable subsidiary, a tax-exempt organization
intends to maintain control over the subsidiary. Certainly, after capitalizing the
enterprise,’ nurturing its growth and success, and desiring to enjoy profits
from the business, the prudent exempt organization parent usually would not
want to place the activity in a vehicle over which it cannot exercise ongoing
control.

When the taxable subsidiary is structured as a business corporation, the
tax-exempt organization parent can own the entity and ultimately control it
simply by owning the stock received in exchange for the capital contributed.
Thereafter, the exempt organization parent, as the stockholder, can select the
board of directors of the corporation and, if desired, its officers.

If the taxable subsidiary is structured as a nonprofit corporation, three
choices are available. The tax-exempt organization parent can control the subsid-
iary by means of interlocking directorates. Alternatively, the subsidiary can be a
membership corporation, with the parent entity the sole member. In the third—
and least utilized—approach, the entity can be structured as a nonprofit organi-
zation that can issue stock, in which case the exempt organization parent would
control the subsidiary by holding its stock. If the latter course is chosen, and if
the nonprofit subsidiary is to be headquartered in a (foreign) state in which
stock-based nonprofit organizations are not authorized, the subsidiary can be
incorporated in a state that allows nonprofit organizations to issue stock and
thereafter be qualified to do business in the home (domestic) state.

§8.4 ATTRIBUTION CONSIDERATIONS

For federal income tax purposes, a parent corporation and its subsidiary are
respected as separate entities as long as the purposes for which the subsidiary
was formed are reflected in authentic business activities.!” In other words, when
an organization is established with the bona fide intention that it will have
some real and substantial business function, its existence will generally not be
disregarded for tax purposes.!!

Nonetheless, if the parent organization so controls the affairs of the subsid-
iary that it is merely an extension of the parent, the subsidiary may not be
regarded as a separate entity.!? In an extreme situation (such as when the parent is
directly involved in day-to-day management of the subsidiary), the establishment
and operation of an ostensibly separate subsidiary may be regarded as a sham

9 See § 8.5.

10 E.g., Comm’r v. Bollinger, 485 U.S. 340 (1988); Moline Props., Inc. v. Comm’r, 319 U.S. 436 (1943); Nat’l
Carbide Corp. v. Comm’r, 336 U.S. 422 (1949); Britt v. United States, 431 F.2d 227 (5th Cir. 1970). Also Sly
v. Comm’r, 56 T.C.M. 209 (1988), Universal Church of Jesus Christ, Inc. v. Comm’r, 55 T.C.M. 143, 153
(1988) (debt collection business was said to be “operating under the thinnest of veils in an attempt to give itself
the appearance of a religious enterprise”).

! Britt v. United States, 431 F.2d 227 (5th Cir. 1970).

12 E.g., Krivo Indus. Supply Co. v. Nat’l Distillers & Chem. Corp., 483 F.2d 1098 (5th Cir. 1973); Orange County
Agric. Soc’y, Inc. v. Comm’r, 55 T.C.M. 1602 (1988), aff’d, 893 F.2d 647 (2d Cir. 1990).
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perpetrated by the parent and thus ignored for tax purposes (collapsed); with this
outcome, the tax consequences are the same as if the two “entities” were one.!?

The IRS’s position on this subject can be traced through three pronouncements
from its Office of Chief Counsel. In 1968, the IRS was advised by its lawyers that
an attempt to attribute the activities of a subsidiary to its parent “should be made
only where the evidence clearly shows that the subsidiary is merely a guise
enabling the parent to carry out its . . . [disqualifying] activity or where it can be
proven that the subsidiary is an arm, agent, or integral part of the parent.”!* In
1974, the IRS Chief Counsel advised that to “disregard the corporate entity
requires a finding that the corporation or transaction involved was a sham or
fraud without any valid business purpose, or the finding of a true agency or trust
relationship between the entities.”!> In 1984, the IRS’s lawyers reviewed a situa-
tion in which a separate for-profit corporation provided management and opera-
tions services to several tax-exempt hospitals. Although the IRS rulings division
was inclined otherwise, the agency’s lawyers advised that the activities of a sub-
sidiary cannot be attributed to the parent, for purposes of determining the parent’s
exempt status, when the subsidiary is organized for a bona fide business purposes
and the exempt parent is not involved in the day-to-day management of the sub-
sidiary.!® In the third instance, this was the outcome irrespective of the fact that the
parent exempt organization owned all of the stock of the subsidiary corporation.

Thus, the IRS’s current posture in this regard can be distilled to two tests. First,
for the legitimacy of a for-profit subsidiary to be respected, the subsidiary must
engage in an independent, bona fide function and not be a mere instrumentality of
the tax-exempt parent. As to this requirement, the IRS’s lawyers wrote that

The first aspect [in determining the authenticity of a for-profit subsidiary] is
the requirement that the subsidiary be organized for some bona fide purpose
of its own and not be a mere sham or instrumentality of thOe [exempt] parent.
We do not believe that this requirement that the subsidiary have a bona fide
business purpose should be considered to require that the subsidiary have an
inherently commercial or for-profit activity. The term “business” . . . is not syn-
onymous with “trade or business” in the sense of requiring a profit motive. 7

As to the second requirement, the IRS’s lawyers observed that

The second aspect of the test is the requirement that the parent not be so
involved in, or in control of, the day-to-day operations of the subsidiary that the
relationship between parent and subsidiary assumes the characteristics of the
relationship of principal and agent, i.e., that the parent not be so in control of
the affairs of the subsidiary that it is merely an instrumentality of the paren’c.18

13 Gen. Couns. Mem. 39598. In a similar set of circumstances, courts are finding nonprofit organizations to be
the alter ego of the debtor, with the result that the assets of the organization are made available to IRS levies.
See the cases collected in Tax-Exempt Organizations, § 4.1, n. 22.

In the reverse situation, when a for-profit entity controls a tax-exempt organization (such as by day-to-day
management of it), the exemption of the controlled entity may be jeopardized. E.g., United Cancer Council,
Inc. v. Comm’r, 109 T.C. 326 (1997), rev’d & remanded, 165 F.3d 1173 (7th Cir. 1999). Nonetheless, man-
agement of an exempt organization by a for-profit company generally does not raise these concerns. E.g., Priv.
Ltr. Rul. 9715031.

14 Gen. Couns. Mem. 33912.

15 Gen. Couns. Mem. 35719.

16 Gen. Couns. Mem. 39326.

17 Gen. Couns. Mem. 39598.

18 1d.
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USE OF SEPARATE ENTITIES

At one point, the IRS demonstrated some proclivity to treat two organizations
in this context as one when the entities” directors and officers are the same. For
example, the IRS ruled that the activities of a for-profit subsidiary are to be attrib-
uted to its exempt parent for purposes of determining the parent’s ongoing tax
exemption, when the officers and directors of the two organizations are identical.”

The rationale underlying this ruling rests on the premise that, when the tax-
exempt parent is involved in the day-to-day management of the subsidiary, the
activities of the subsidiary are imputed to the parent. In this ruling, the IRS
stated that an exempt parent is “necessarily” involved in the day-to-day man-
agement of the subsidiary simply because the officers and directors of the parent
serve as the officers and directors of the subsidiary. Thus, because of this struc-
tural overlap, the IRS attributed the activities of the subsidiary to the parent.
Once this attribution occurs, the impact of the attribution must be ascertained to
determine whether the parent will remain exempt.

In the subject case, the attribution to the tax-exempt parent of the activities of
the for-profit subsidiary was not fatal to the parent’s tax exemption, because the
parent’s involvement was deemed insubstantial. (The exempt parent was a scien-
tific research organization; the subsidiary developed and manufactured products
that were derived from patentable technology generated by the parent’s research
activities. The parent’s average annual income was $50 million; the subsidiary’s
was $10,000 to $70,000.) The for-profit subsidiary was capitalized by the parent
(for between $10,000 to $100,000). The parent maintained a controlling interest in
the subsidiary, and the two shared facilities and equipment. These relationships
were evidenced by employment contracts and lease agreements. Separate books
and records of the two entities were maintained.

The principles of law do not, however, support the IRS’s conclusion in this
ruling, which was that an overlap of directors and officers of two organizations
automatically results in an attribution of the subsidiary’s activities to the parent.
The case law is instructive, in that this can be the consequence when the facts
show that the arrangement is a sham; still, this cannot be a mechanical and inex-
orable outcome. Indeed, in subsequent rulings, the IRS’s rulings division has
been guided by this advice from its lawyers:

Control through ownership of stock, or power to appoint the board of direc-
tors, of the subsidiary will not cause the attribution of the subsidiary’s activi-
ties to the parent. We do not believe that [a prior general counsel
memorandum] should be read to suggest, by negative inference, that when
the board of directors of a wholly owned subsidiary is made up entirely of
board members, officers, or employees of the parent there must be attribution
of the activities of the subsidiary to the parent.?

Contemporary rulings from the IRS evidence an abandonment of this ear-
lier approach.?! Indeed, the IRS subsequently summarized the law on the point
as follows: “The activities of a separately incorporated subsidiary cannot ordi-
narily be attributed to its parent organization unless the facts provide clear and

19 Priv. Ltr. Rul. 8606056.
20 Gen. Couns. Mem. 39598.
2L E.g., Priv. Ltr. Rul. 9245031 (the “activities of [the] subsidiary cannot be attributed to [the] [p]arent”).
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convincing evidence that the subsidiary is in reality an arm, agent or integral
part of the parent.”?? In that instance, the agency offered a most munificent
application of this aspect of the law, concluding that the activities of a for-profit
subsidiary were not to be attributed to the tax-exempt organization that was its
parent, notwithstanding extensive and ongoing in-tandem administrative and
programmatic functions. That is, the IRS observed that the two entities will
“maintain a close working relationship,” they will be “sharing investment
leads,” they will co-invest in companies, the subsidiary will rent office space
from the exempt parent, the subsidiary will purchase administrative and pro-
fessional services from the parent, and the subsidiary will reimburse its parent
for the services of some of the parent’s employees.

There was somewhat of an aberration in these areas, in a situation involving
a legal issue concerning tax-exempt cooperatives. To be exempt, these entities
must receive at least 85 percent of their income from amounts collected from
members for the sole purpose of meeting losses and expenses.?® The IRS initially
ruled that the gross receipts of a wholly owned subsidiary of such a cooperative
must be aggregated with the receipts of the parent for purposes of calculating
the 85-percent-member-income test.* The rationale for this approach was based
on cooperative principles, according to which a subsidiary must be created to
perform a function that the parent cooperative might engage in as an integral
part of its operations without adversely affecting its exempt status.”® This ruling
was met with intense opposition from the industry and members of Congress;
the IRS subsequently ruled, using conventional analysis, that the income of a
subsidiary is not included for purposes of determining whether the parent coop-
erative satisfied the member-income test.?® In this latter ruling, the IRS reiterated
the point that a corporation is a separate taxable entity for federal income tax
purposes if the corporation is formed for valid business purposes, and is not a
sham, agency, or instrumentality.?

Thus, the IRS is highly unlikely to attribute the activities of a for-profit
subsidiary of a tax-exempt organization to the parent entity, by reason of the
foregoing elements of law. The use of for-profit subsidiaries in the contempo-
rary exempt organizations setting has become too customary for this form of
attribution to occur, absent the most egregious of facts.?8

§8.5 CAPITALIZATION

Assets of a tax-exempt organization that are currently being used in an unrelated
business activity may, with little (if any) legal constraint, be spun off into an

2 Priv. Ltr. Rul. 200132040.

23 See Tax-Exempt Organizations, § 18.5, text accompanied by n. 109.

2 Priv. Ltr. Rul. 9722006.

B E.g., Rev. Rul. 69-575, 1969-2 C.B. 134.

2 Rev. Rul. 2002-55, 2002-37 L.R.B. 529.

%7 For this proposition, the IRS cited Comm’r v. Bollinger, 485 U.S. 340 (1988); Moline Props., Inc. v. Comm’r,
319 U.S. 436 1943).

28 This does not mean that revenue from a for-profit subsidiary to an exempt parent is not taxable; in fact, just
the opposite is often the case. See § 8.8(b).
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affiliated for-profit organization. The extent to which a for-profit corporation can
be capitalized using exempt organization assets (particularly charitable ones),
however, is a matter involving far more strict confines.

A tax-exempt organization can invest a portion of its assets and engage in
a certain amount of unrelated activities. At the same time, the governing board
of an exempt organization must act in conformity with basic fiduciary respon-
sibilities, and the organization cannot (without jeopardizing its exemption)
contravene the prohibitions on private inurement and private benefit.?’

IRS private letter rulings suggest that only a small percentage of a tax-
exempt organization’s resources ought to be transferred to controlled for-profit
subsidiaries.® The percentages approved by the IRS are usually low and, in any
event, probably pertain only to cash. (Many of the agency’s rulings in this area
do not state the amount of capital involved.?!) In some cases, though, a specific
asset may—indeed, perhaps must—Dbest be utilized in an unrelated activity, even
though its value represents a meaningful portion of the organization’s total
resources.?? Also, the exempt parent may want to make subsequent advances or
loans to the subsidiary.

The best guiding standard in this regard is that of prudence. In capitalizing
a subsidiary, a tax-exempt organization should only part with an amount of
resources that is reasonable under the circumstances and that can be rational-
ized in relation to amounts devoted to programs and invested in other fashions.
Relevant to all of this is the projected return on the investment, in terms of
income and capital appreciation. If a contribution to a subsidiary’s capital
seems unwise, the putative parent should consider a loan (albeit one bearing a
fair rate of interest and accompanied by adequate security).?

In all instances, it is preferable that the operation of the subsidiary further (if
only by providing funds for) the tax-exempt purposes of the parent.3* Indeed,
the IRS’s lawyers wrote that an exempt organization with a successful for-profit
subsidiary has a “continuing obligation” to “translate this valuable asset into
funds, and use these funds for the expansion” of its exempt activities.*® Cer-
tainly, circumstances in which exempt purposes are thwarted by the operation of
a for-profit subsidiary are to be avoided.

¥ See § 1.10.

0 E.g., Priv. Ltr. Rul. 8505044.

31 E.g., Priv. Ltr. Rul. 9305026.

32 In one instance, the IRS characterized the amount of capital transferred as “substantial,” although the exempt
parent was not a charitable entity; it was a tax-exempt social welfare organization. Priv. Ltr. Rul. 9245031.

33 Payments by a tax-exempt organization to its subsidiary for services provided, with the payments coming from
revenues generated by the services, are likely to be considered by the IRS to be compensation for services rath-
er than contributions to capital. Priv. Ltr. Rul. 200227007.

3 E.g., Priv. Ltr. Rul. 8709051.

3 Tech. Adv. Mem. 200437040. These lawyers suggested that some of the subsidiary’s assets be sold or that a
portion of the subsidiary’s stock be sold, with the proceeds used to fund programs. They added that an exempt
organization “cannot be allowed to focus its energies on expanding its subsidiary’s commercial business and
assets, and neglect to translate that financial success into specific, definite and flexible plans for the expansion
of” its exempt activities.
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§8.6 SHARING OF RESOURCES

Generally, as a matter of the law of tax-exempt organizations, a tax-exempt
organization and its for-profit subsidiary may share resources without adverse
consequences to the exempt entity. That is, the two organizations may share
office facilities, equipment, supplies, and the like. Particularly where the exempt
entity is a charitable one, however, all relevant costs should be allocated on the
basis of actual use, and each organization should pay fair market value for the
resources used.>

It is generally preferable for the tax-exempt organization to reimburse the
for-profit entity for the exempt organization’s use of resources, to avoid the per-
ception that the funds of an exempt organization are being used to subsidize a
for-profit organization. Nonetheless, this approach often is impractical when the
exempt organization is the parent company.

§8.7 LIQUIDATIONS

The federal tax law causes recognition of gain or loss by a for-profit corporation
in an instance of a liquidating distribution of its assets (as if the corporation had
sold the assets to the distributee at fair market value) and in the event of liquidat-
ing sales. There is an exception for liquidating transfers within an affiliated
group (which is regarded as a single economic unit), so that the basis in the prop-
erty is carried over from the distributor to the distributee in lieu of recognition of
gain or loss.

This nonrecognition exception is modified for eligible liquidations in which an
80-percent corporate shareholder receives property with a carryover basis, to pro-
vide for nonrecognition of gain or loss with respect to any property actually dis-
tributed to that shareholder. Nonetheless, this nonrecognition rule under the
exception for 80-percent corporate shareholders is generally not available when
the shareholder is a tax-exempt organization. That is, any gain or loss generally
must be recognized by the subsidiary on the distribution of its assets in liquidation
as if the assets had been sold to the exempt parent at fair market value.” (Gain or
loss is not recognized by the parent entity on its receipt of the subsidiary’s assets
pursuant to the liquidation.®) This nonrecognition treatment is available in the
tax-exempt organizations context, however, when the property distributed is used
by the exempt organization in an unrelated business immediately after the distri-
bution. If the property subsequently ceases to be used in an unrelated business, the
exempt organization will be taxed on the gain at that time.%

B F. g., Priv. Ltr. Rul. 9308047. When the charitable organization is a private foundation, however, caution is
required in this regard, in that this type of resource-sharing is likely to constitute self-dealing. See Tax-Exempt
Organizations, § 11.4(a); Hopkins & Blazek, Private Foundations: Tax Law and Compliance, Second Edition,
ch. 5 (John Wiley & Sons, 2003).

7IRC § 337(b)(2)(A).

BIRC § 332(a).

¥ IRC § 337(b)(2)(B)(ii). Cf. Centre for Int’l Understanding v. Comm’r, 62 T.C.M. 629 (1991) (applying the
liquidation rules of IRC § 337(c)(2)(A)). Regulations were issued in final form, under authority of IRC §
337(d), concerning the liquidation of for-profit entities into tax-exempt organizations, when the relationship is
not that of parent and subsidiary. The rules in this regard are essentially the same as those that apply to liqui-
dations of subsidiaries, although they also apply when a for-profit corporation converts to an exempt entity.
See Tax-Exempt Organizations, §§ 33.4(b), (c), 33.5.
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In one instance, a tax-exempt home health and hospice agency formed a
wholly owned, for-profit subsidiary to provide home companion services and
operate an assisted living facility. Years later, the parent organization expanded
its programs and facilities, and determined that the activities conducted by the
subsidiary could be undertaken by the parent without adversely affecting the
parent’s exempt status. The parent organization proceeded to liquidate the sub-
sidiary and transfer to itself all of the assets, which had appreciated in value, of
the subsidiary. The IRS ruled that the gain attributable to the distribution of the
subsidiary’s assets to the parent organization, upon liquidation, would be
excludable from taxation as unrelated business income by reason of the exclu-
sion from taxation of capital gains.?’ This ruling was silent on the tax conse-
quences of transfer of the appreciated assets by the subsidiary.*!

In another instance, one of the functions of a charitable entity was the publi-
cation and circulation of religious materials. This organization had a for-profit
subsidiary that engaged in both exempt and commercial printing activities.
Once it decided to discontinue the commercial printing operations, the exempt
parent proposed to liquidate the subsidiary and distribute its assets to the parent
organization. The IRS ruled that any gain or loss must be recognized by the sub-
sidiary on the distribution of its assets in liquidation (as if they had been sold to
the exempt parent at fair market value), to the extent the assets were to be used
in related business activities.*?

§8.8 CONTROLLED ORGANIZATIONS

(a) General Rules

Though such is not always the case, most tax-exempt organizations develop an
unrelated business with the idea or anticipation that it will serve as a source of
revenue. Thus, the development within, or shifting of unrelated business to, a
taxable subsidiary should be done in a way so as not to preclude or inhibit the
flow of income from the subsidiary to the parent.

The staff and other resources of an affiliated business are usually those of the
tax-exempt organization parent. Thus, the headquarters of the taxable subsidiary
are likely to be the same as those of its parent. This means that the taxable subsid-
iary may have to reimburse the exempt organization parent for the subsidiary’s
occupancy costs, share of employees’ time, and use of the parent’s equipment and
supplies. Therefore, one way for dollars to flow from the subsidiary to the parent is
as this form of reimbursement, which would include an element of rent.

40 Priv. Ltr. Rul. 9438029.

41 Tn general, this ruling did not utilize the liquidation rules of IRC §§ 332 and 337. It is not clear from this ruling
whether the assets in the subsidiary were to be used in related or unrelated activities by the exempt parent after
the liquidation. If the assets were to be used in related activities, the gain should have been recognized and
taxable to the subsidiary. IRC § 337(b)(2)(A).

42 Priv. Ltr. Rul. 9645017. This ruling expressly addressed the point that, to the extent the assets were to be used
by the parent in unrelated activities, any gain would not be recognized during the pendency of that type of use.
IRC § 337(b)(2)(B)(ii).
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Another type of relationship between a tax-exempt organization parent and a
taxable subsidiary is that of lender and borrower. That is, in addition to funding its
subsidiary by means of a capital contribution (resulting in a holding of equity by
the parent), the parent may find it appropriate to lend money to its subsidiary.
Inasmuch as a no-interest loan to a for-profit subsidiary by a tax-exempt organiza-
tion parent may endanger the exempt status of the parent, and trigger problems
under the below-market interest rules,* it would be appropriate for a loan to bear
a fair market rate of interest. Therefore, another way for dollars to flow from the
subsidiary to the parent is in the form of interest.

The business activity of a for-profit subsidiary may be to market and sell a
product or service. When done in conformity with its tax-exempt status, the
parent can license the use of its name, logo, acronym, and/or some other fea-
ture that would enhance the sale of the product or service by the subsidiary. For
this license, the subsidiary would pay the parent a royalty—another way of
transferring dollars from a for-profit subsidiary to a tax-exempt parent.

A conventional way of transferring money from a corporation to its stock-
holders is for the corporation to distribute its earnings and profits to them.
These distributions are dividends and represent yet another way in which a
taxable subsidiary can transfer dollars to its tax-exempt parent.

Certain types of income are exempted from taxation as unrelated income—
principally the various forms of passive income.* Were it not for a special rule of
federal tax law, a tax-exempt organization could have it both ways: avoid taxa-
tion of the exempt organization on unrelated income by housing the activity in a
subsidiary, and thereafter receive passive, nontaxable income from the subsid-
iary. Congress, however, became mindful of this potential double benefit, and
thus legislated a rule that is an exception to the general body of law exempting
passive income from taxation: Otherwise passive nontaxable income that is
derived from a controlled taxable subsidiary is generally taxed as unrelated
income. Thus, when a tax-exempt organization parent receives rent, interest, or
most other forms of passive income from a controlled taxable subsidiary, those
revenues will generally be taxable.*

There is no tax deduction, however, for the payment of dividends. Conse-
quently, when a for-profit subsidiary pays a dividend to its tax-exempt organi-
zation parent, the dividend payments are not deductible by the subsidiary.
Therefore, Congress determined that it would not be appropriate to tax reve-
nue to an exempt organization parent when that payment is not deductible by
the taxable subsidiary.

(b) Tax Rules

Payments of interest, annuities, royalties, and /or rent by a controlled organization
to a tax-exempt controlling organization can be taxable as unrelated business

$IRC § 7872.
“Eg., 8§3.1-3.3,3.6-3.8.
45 See § 8.8(b).
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income,*® notwithstanding the fact that these types of income are generally other-
wise nontaxable as forms of passive income.* The purpose of this body of law is
to preclude an exempt organization from housing an unrelated business in a sepa-
rate but controlled organization and receiving nontaxable income by reason of the
passive income rules (such as an exempt organization renting unrelated income
property to a subsidiary).*® The law in this regard was changed significantly in
1997 because its purpose had been frustrated under prior law, in that it was too
narrowly written and easily circumvented.®

The rule for determining control in this context is a more-than-50-percent
standard. Thus, in the case of a corporation, control means ownership by vote or
value of more than 50 percent of the stock in the corporation.® If the entity is a
partnership, control is ownership of more than 50 percent of the profits interest or
capital interests in the partnership.”! In the case of a trust, or in any other circum-
stance, control is measured in terms of more than 50 percent of the beneficial
interests in the entity.?

Preexisting constructive ownership rules are engrafted onto this area of law
for purposes of determining ownership of stock in a corporation.>® For example,
if 50 percent or more in value of the stock in a corporation is owned, directly or
indirectly, by or for any person, that person is considered as owning any stock
owned, directly or indirectly, by or for the corporation, in the proportion that the
value of the stock the person so owns bears to the value of all of the stock in the
corporation.’* Likewise, if 50 percent or more in value of the stock in a corpora-
tion is owned, directly or indirectly, by or for any person, the corporation is con-
sidered the owner of the stock owned, directly or indirectly, by or for that
person.”® Similar principles apply in determining ownership of interests in any
other type of entity.%® Attribution rules apply with respect to stock owned by
members of a family, partnerships, estates, and trusts.””

Thus, when a controlling organization receives, directly or indirectly, a
specified payment from a controlled entity (whether or not tax-exempt), the
controlling entity may have to treat that payment as unrelated business

4 IRC § 512(b)(13).

4TSee, e.g., §§ 3.1,3.3,3.6-3.8.

8. Rep. No. 91-552, 91st Cong., 1st Sess. 73 (1969). In general, J.E. & L.E. Mabee Found., Inc. v. United
States, 533 F.2d 521 (10th Cir. 1976), aff’g 389 F. Supp. 673 (N.D. Okla. 1975); Crosby Valve & Gauge Co.
v. Comm’r, 380 F.2d 146 (1st Cir. 1967); United States v. Robert A. Welch Found., 334 F.2d 774 (5th Cir.
1964), aff’g 228 F. Supp. 881 (S.D. Tex. 1963); Campbell v. Carter Found. Prods. Co., 322 F.2d 827 (5th Cir.
1963), aff’g in part 61-2 U.S.T.C. 9630 (N.D. Tex. 1961).

4 H.R. Rep. No. 105-148, 105th Cong., 1st Sess. 491 (1997). Under prior law, for example, control was not
present when the classes of stock issued by a subsidiary were split between related tax-exempt organizations.
For example, an exempt trade association with a related foundation was not considered to control a for-profit
subsidiary when the association held all of the subsidiary’s voting stock and the foundation held all of its
nonvoting stock. Likewise, a control element was not found when a second-tier subsidiary paid income to
an exempt organization.

SOIRC § 512(b)(13)(D)()(D).

SUIRC § 512(b)(13)(D)GE)AL).

SZIRC § 512(b)(13)(D)()(IID).

S IRC §§ 512(b)(13)(D)(ii), 318.

M1RC § 318(a)(2)(C).

SSIRC § 318(2)(3)(C).

S IRC § 512(b)(13)(D)(ii).

TIRC § 318(a)(1), (2)(A), ()(B), (3)(A), (3)(B).
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income.”® The term specified payment means interest, annuities, royalties, and /or
rent.”’ A specified payment must be treated as unrelated business income of the
controlling entity to the extent the payment reduced the net unrelated income
of the controlled entity or increased any net unrelated loss of the controlled
entity.®” The controlling organization may deduct expenses that are directly
connected with amounts treated as unrelated business income pursuant to this
rule.®!

With respect to a controlled entity that is not tax-exempt, the term net unre-
lated income means the portion of the entity’s taxable income that would be
unrelated business taxable income if the entity were exempt and had the same
exempt purposes as the controlling organization.® When the controlled entity is
tax-exempt, the term net unrelated income means the amount of the unrelated
business taxable income of the controlled entity.®® The term net unrelated loss
means the net operating loss adjusted under rules similar to those pertaining to
net unrelated income.%*

§8.9 PARTNERSHIPS AND JOINT VENTURE BASICS

The use of joint venture vehicles is one of the most predominant forms of plan-
ning and operations in the law of tax-exempt organizations today. Over past
years, this law has focused on the involvement of exempt organizations in part-
nerships.®® More recently, however, the emphasis has shifted to use of other
types of joint ventures, most notably those structured using limited liability
companies. Almost all of the developments to date in this regard concern public
charities. The principal issues are the ongoing exempt status of the nonprofit
organization or organizations involved and the potential generation of unrelated
business income. The legal doctrines underlying the exemption issue tend to
cover private inurement or private benefit.®® The intermediate sanctions rules®”
may also be implicated in this setting.

A partnership is a form of business entity, recognized in the law as a separate
legal entity, as is a corporation or trust. It is usually evidenced by a document
(partnership agreement). The term joint venture is broader than, and subsumes, the
concept of a partnership. There can be a joint venture without establishment of an
entity and without a document signifying it; in fact, the joint venture form can be

B IRC § 512(b)(13)(A). Examples of such indirect payments are in J.E. & L.E. Mabee Found., Inc. v. United
States, 533 F.2d 521 (10th Cir. 1976), aff’g 389 F. Supp. 673 (N.D. Okla. 1975), and Gen. Couns. Mem. 38878.
¥ IRC § 512(b)(13)(C). This term thus does not include dividends. It also does not include capital gain, which
fact enables a controlling organization to sell property that has appreciated in value to a controlled entity

without generating unrelated business income. Cf. IRC § 4940(c).

IRC § 512(b)(13)(A).

Id.

2 IRC § 512(b)(13)(B)()(D).

S IRC § 512(b)(13)(B)()(AD).

% IRC § 512(b)(13)(B)(ii). In general, Nagel, The Use of For-Profit Subsidiaries by Non-Profit Corporations,
17 Colo. Law. 1293 (no. 7, 1998); Bird, Exempt Organizations and Taxable Subsidiaries, 4 Prac. Tax Law. 53
(no. 2, 1990); Heinlen, Commercial Activities of Exempt Organizations—Joint Ventures and Taxable Subsid-
iaries, 16 N. Ky. L. Rev. 285 (no. 2, 1989).

95 See Tax-Exempt Organizations, ch. 32.

% See § 1.10.

67 See Tax-Exempt Organizations, § 19.11.
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imposed on parties in particular factual circumstances, even contrary to their
intent and wish.%® A joint venture can, however, be a formal legal entity other than
a partnership; the best example of this is the limited liability company.

The parties to a partnership are partners. Parties to a joint venture arrangement,
including a limited liability company, are members.

(a) Partnerships

Partnerships come in two basic types. This delineation turns largely on the
nature of the partners, which can be general or limited. Normally, liability for the
consequences of a partnership’s operations rests with the general partner or part-
ners, whereas the limited partners’ exposure to liability for the functions of the
partnership is confined to the amount of their contribution(s) to the partnership.

The partnership that has only general partners is a general partnership. In this
type of partnership, the interests of the general partners may or may not be
equal. These partners are usually equally liable for satisfaction of the obligations
of the partnership, and can be called on to make additional capital contributions
to the entity.

Capital in a partnership can come from investors, that is, limited partners. A
limited partner is not in the venture to control and administer the underlying busi-
ness; rather, it intends to obtain a return on the investment and perhaps to procure
some tax advantages. A partnership with both general and limited partners is a
limited partnership.%

(b) Joint Ventures in General

A joint venture, conceptually, is an association of two or more persons with intent
to carry out a business enterprise for joint profit, for which purpose they com-
bine their efforts, property, money, skill, and knowledge. Often, as noted, this
arrangement is something less than a formal legal entity such as a partnership.”
There are three types of joint ventures:

1. One or more of the venturers places itself, in its entirety, in the venture.

2. One or more of the venturers places a primary portion of its operations in
the venture.

3. One or more of the venturers places a small portion of its operations in
the venture.

The first type of these joint ventures is the whole entity joint venture, started in

the health care context (and thus known in that setting as the whole hospital joint

venture”)). The third of these joint ventures is the ancillary joint venture.”?

68 See § 8.16.

 In general, see Tax-Exempt Organizations, § 32.1.
07d. §323.

Id. §32.4.

21d.§325.
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(c) Limited Liability Companies

A limited liability company is a legal entity that has some of the attributes of a cor-
poration (e.g., limitations as to legal liability for persons other than the entity)
and (by means of an election) some of the characteristics of a partnership (princi-
pally, taxation as a partnership). A limited liability company is evidenced by a
document forming the entity.”

§8.10 FLOW-THROUGH ENTITIES

Partnerships and the other joint venture entities are, for federal tax purposes,
flow-through entities. This means that these entities are not taxpaying organiza-
tions; rather, they are conduits of net revenue (and other items) to the partners,
which bear the responsibility for the payment of tax on their net income.

For tax-exempt organizations, the receipt of income from a joint venture
vehicle raises issues as to unrelated business income taxation (and, in some
instances, ongoing eligibility for tax-exempt status). In resolving these issues, a
look-through rule is used. Pursuant to that rule, if a business regularly carried on
by a partnership or other joint venture, of which an exempt organization is a
member, is an unrelated business with respect to the organization, the organiza-
tion must include its share of the gross income of the venture when computing
unrelated business income. Likewise, if the business in the venture is a related
one as to the organization, the resulting income is treated as exempt function
revenue. Thus, in application of the look-through rule, the business conducted
by the joint venture is evaluated to determine what the outcome would be if the
exempt organization directly conducted the business.”

§8.11 PARTNERSHIPS—DETAILS

The law as to the involvement by public charities as general partners in limited
partnerships, once one of the most controversial aspects of the law of tax-exempt
organizations, has stabilized. The IRS’s concern in this regard has always been,
and continues to be, that the resources of a charitable organization are being used
to provide substantial benefits to for-profit participants in the partnership (usually
the limited partners) when the exempt organization is a general partner in the
partnership. It remains the view of the IRS that there is an inherent tension
between a charitable organization’s ability to function exclusively in furtherance
of its exempt functions and a general partner’s obligation to operate the partner-
ship for the economic benefit of the limited partners. Indeed, the IRS’s original
position was that a public charity would lose its tax-exempt status if it became a
general partner in a limited partnership; that stance was predicated on application
of the private inurement or private benefit doctrine.”

The IRS’s posture changed over the years as it lost all but one of the court
cases on the point.”® The prevailing models in the area of partnerships involving

3 1d. §§ 4.1(b), 30.7, 32.4.
1d. §28.4.

B Id. § 32.2(a).

7 1d. § 32.2(a).
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tax-exempt organizations thus are partnerships with only general partners and
partnerships consisting of both general and limited partners.

Today, the criteria to be applied are far more refined, and a three-step analy-
sis is used:

1. Does the partnership further a charitable purpose?

2. If so, does the partnership agreement reflect an arrangement that permits
the exempt organization to act primarily in furtherance of its exempt (char-
itable) purposes? That is, does the organization’s role as general partner
preclude or deter it from advancing its charitable ends?

3. If the primary purpose of the organization is not being thwarted, does the
arrangement cause the exempt organization to provide an impermissible
private benefit to the limited partners?

There should be no undue difficulty in assessing the first and third of these
criteria. Indeed, as the following examples indicate, involvement in a limited
partnership by a public-charity general partner is almost always undertaken in
furtherance of charitable ends. The principal rationales the planner may use in
applying the first criterion are: the raising of needed capital,”’ the creation of
new programs, the sharing of a risk inherent in a new exempt activity, and the
pooling of diverse areas of expertise.

The second criterion is more troublesome. Here, the IRS looks to means by
which the organization may, under the particular facts and circumstances, be
insulated from the day-to-day responsibilities of a general partner. This ele-
ment of the equation is conceptually difficult: once an entity is a general part-
ner in a partnership, it cannot escape the responsibility and potential liability of
that position.

Here are the favorable factors that the IRS takes into consideration in evalu-
ating a tax-exempt charitable organization’s involvement as a general partner in
a limited partnership:

¢ Limited contractual liability of the exempt partner

* Limited (that is, reasonable) rate of return on the capital invested by the
limited partners

¢ The exempt organization’s right of first refusal on the sale of partnership
assets

* The presence of additional general partners that are obligated to protect
the interest of the limited partners

e Lack of control over the venture or the exempt organization by the for-
profit limited partners

" Involvement of a charitable organization in a partnership is often a means to an end: raising of capital for
one or more projects that advance the organization’s exempt purposes. A partnership is, for the most part, a
fundraising vehicle. The major problem in the federal tax setting is that, in its zeal to raise needed capital,
the charitable organization may run afoul of the private inurement or private benefit doctrines. E.g., Red-
lands Surgical Servs. v. Comm’r, 113 T.C. 47 (1999), aff’d, 242 F.3d 904 (9th Cir. 2001); Rev. Rul. 98-15,
1998-1 C.B. 718. In general, Tax-Exempt Organizations, § 32.4.
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Absence of any obligation to return the limited partners’ capital from the
exempt organization’s funds

Absence of profit as a primary motivating factor for the exempt organiza-
tion’s involvement in the partnership

All transactions with partners are at arm’s length

A management contract terminable for cause by the venture, with a lim-
ited term, renewal subject to approval of the venture, and preferably with
an independent entity

Effective control in the exempt organization over major decisions involving
the venture

Written commitment in the joint venture governing document to the ful-
fillment of charitable purposes in the event of a conflict with a duty to
maximize profit

Not all of these criteria need be met, and not all are of equal weight. For exam-
ple, as to the fifth element, the IRS has approved of an arrangement whereby all of
the limited partners in a limited partnership are members of the board of the char-
itable organization that is the general partner.’”® As another illustration, the last of
these elements has taken on enormous importance; in one instance, the case
largely turned (in favor of the exempt organization) on this point.”

The IRS looks at certain unfavorable factors as well:

Disproportionate allocation of profits and/or losses in favor of the limited
partners

Commercially unreasonable loans by the exempt organization to the
partnership

Inadequate compensation received by the exempt organization for ser-
vices it provides or excessive compensation paid by the exempt organiza-
tion in exchange for services it receives

Control of the exempt organization by the limited partners (see above) or
lack of sufficient control by the exempt organization to ensure that it is
able to carry out its charitable activities

Abnormal or insufficient capital contributions by the limited partners
Profit motivation on the part of the exempt partner

Guarantee of the limited partner’s projected tax credits or return on
investment, to the detriment of the exempt general partner

The state of the law in this regard is illuminated by IRS private letter rulings,
almost all of them in the health care context:

” E.g., Tech. Adv. Mem. 200151045; Priv. Ltr. Rul. 8541108.

79 St. David’s Health Care Sys., Inc. v. United States, 2002-1 U.S.T.C. q 50,452 (W.D. Tex. 2002), vacated &
remanded, 349 F.3d 242 (5th Cir. 2003). Thereafter, the trial court conducted a trial before a jury, which voted
that the corporation should retain its tax-exempt status. No. 101CV-046 (W.D. Tex., Mar. 4, 2004).
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e The IRS ruled that the tax-exempt status of a charitable organization
should not be revoked; the issue was its participation as a general partner
in seven limited partnerships.%

¢ The IRS ruled that a charitable organization created by 10 unrelated hos-
pitals could remain exempt, even though its only function was to become
a sole general partner in a limited partnership that included individuals
as limited partners. The purpose of the partnership was furtherance of
exempt purposes (operation of a lithotripsy center) and the benefit to
nonexempt limited partners (including physicians) was incidental.®!

The planner should consider two other relevant aspects of the law as well:

1. Aggregate approach rule. The IRS and the courts apply an aggregate approach
rule in this setting.8? This means that when the nonprofit organization’s eli-
gibility for tax-exempt status is being evaluated (anew or on an ongoing
basis), the activities of the organization and the activities of a joint venture
in which the organization is a member are taken into consideration.

2. Involvement of subsidiary. Some tax-exempt organizations, rather than
becoming directly involved in a joint venture, will participate indirectly.
This is accomplished by causing a subsidiary (controlled entity) to be a
member in the parent’s stead. Depending on the circumstances, the sub-
sidiary may be a for-profit organization or a tax-exempt organization (the
latter is often a supporting organization).

§8.12 LIMITED LIABILITY COMPANIES—DETAILS

Just as legal attention to the involvement of public charities in partnerships is
subsiding, developments in the law concerning the use of limited liability com-
panies by charitable and other tax-exempt organizations is on the increase. It
appears today that the limited liability company is the joint venture vehicle of
choice in the exempt organizations context.

Limited liability companies (LLCs) are of two varieties: the multimember
limited liability company and the single-member limited liability company.*

(@) Multimember LLC

A limited liability company can have two or more members. One or more of the
members may be tax-exempt organizations; there may be for-profit co-venturers
as well. All of the members of the LLC may be exempt organizations.

In assessing whether a charitable organization’s participation as a member of
a multimember LLC, consisting of one or more nonexempt persons, will have an
adverse impact on the charitable organization’s tax-exempt status, the planner

80 Priv. Ltr. Rul. 8938001.

81 Priv. Lir. Rul. 200151045.

82 Rev. Rul. 98-15, 1998-1 C.B. 718. One of the principal decisions on the aggregate approach rule is Butler v.
Comm’r, 36 T.C. 1097 (1961).

83 State law needs to be checked on this point, as the law may not permit single-member limited liability companies.
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should extrapolate from the criteria used by the IRS in making the same determi-
nation when the vehicle involved is a partnership (see the preceding section).

Again, private letter rulings illustrate this use of the multimember LLC (and,
again, many of these rulings are in the health care context):

An institution of higher education operated two neonatal intensive care
units in its role as a component of an academic medical center. A hospital
also operated a neonatal intensive care unit. The two organizations
formed an LLC for the purpose of administering the hospital’s existing
facility and a new and expanded neonatal intensive care unit.3

A tax-exempt organization that provides supportive services to a health
care provider and an exempt long-term health care facility formed an LLC
for the purpose of providing rehabilitation services in a community.%

A tax-exempt health care system and a group of physicians formed an LLC
for the purpose of owning and operating an ambulatory surgery center.%

A tax-exempt hospital owned and operated six cardiac catheterization
laboratories; these facilities were in the hospital building. The hospital
wanted to develop a seventh cardiac catheterization laboratory as an out-
patient facility and wanted to involve the physicians who have staff priv-
ileges at the institution. The hospital created an LLC consisting of its
supporting organization and the physicians.¥

Private colleges and universities can maintain their own qualified prepaid
tuition plans.®® A single plan has been established, structured for use by
private colleges and universities throughout the nation; this program is
stitched together by means of a “consortium agreement.” The vehicle for
this plan is an LLC that has the colleges and universities as its members.®

Three trade associations (business leagues) having comparable (but not
similar) exempt purposes, and members with congruent interests, operated
their own trade shows in years past. To reduce the administrative costs of
the shows, the associations created an LLC for the purpose of conducting a
single trade show.”

The principal problem facing the planner in this context may be the ongoing
tax-exempt status of the charitable organization that is a member of a limited lia-
bility company. This issue will likely arise if the charitable organization has lost
control (or is perceived to have lost control) of its resources to one or more of the
for-profit members. The extreme in this regard is the whole entity joint venture,

detailed in the companion volume.

91

84 Priv. Ltr. Rul. 200044040.

85 Priv. Ltr. Rul. 200102052.

8 Priv. Ltr. Rul. 200118054.

87 Priv. Ltr. Rul. 200304041.

8 See Tax-Exempt Organizations, § 18.16.
89 Priv. Ltr. Rul. 200311034

9 Priv. Ltr. Rul. 200333031.

91 Tax-Exempt Organizations, § 32.4.
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Again, as the fourth of these examples illustrates, a charitable organization
may cause a related entity to be the member of the LLC in lieu of itself. In that
example, the form of the related entity was a tax-exempt supporting organization.
The aggregate approach rule applies in this context as well.

(b) Single-Member LLC*

A limited liability company may be formed with only one member. This type of
entity is likely to be disregarded for federal tax purposes.”® This means that
although the company has the limitation-of-liability feature afforded pursuant
to state law, the federal tax law regards the economic activity in the tax-exempt
organization and in the LLC as conducted in one entity (the exempt organiza-
tion). Consequently, the exempt organization in this situation must report on its
annual information return® the economic activity, assets, and/or liabilities of
the LLC.%

(i) Separateness of Entities. Whether an organization is an entity separate
from its owner or owners for federal tax purposes is a matter of federal tax law,
and does not depend on whether the organization is recognized as an entity
under state law.”® Certain organizations that have a single owner can choose to
be recognized or disregarded as entities separate from their owners.”’

A business entity is any entity recognized for federal tax purposes (including
an entity with a single owner that may be disregarded as an entity separate from
its owner) that is not properly classified as a trust® or otherwise subject to spe-
cial treatment pursuant to federal tax law. A business entity with two or more
owners is classified for federal tax purposes as either a corporation or a partner-
ship. A business entity with only one owner is classified as a corporation or is
disregarded; if the entity is disregarded, its activities are treated in the same
manner as a sole proprietorship, branch, or division of the owner.” In general, a
business entity that has a single owner and is not a corporation is disregarded as
an entity separate from its owner.'%®

A business entity that is not classified as a corporation!®—an eligible
entity—can elect its classification for federal tax purposes.!® An eligible entity
with at least two owners can elect to be classified as either an association (and
thus a corporation!®®) or a partnership, and an eligible entity with a single
owner can elect to be classified as an association or to be disregarded as an
entity separate from its owner.

1

92 In general, see Tax-Exempt Organizations, § 30.7.
3 1d. § 4.1(b).

9 See § 11.3.

% Ann. 99-102, 1999-43 LR.B. 545.

% Reg. § 301.7701-1(a)(1).

97 Reg. § 301.7701-1(a)(4).

% Reg. § 301.7701-4.

% Reg. § 301.7701-2(a).

100 Reg. § 301.7701-2(c)(2)().

101 Reg. § 301.7701-2(b)(1), (3), (4), (5), (6), (7), or (8).
102 Reg. § 301.7701-3(a).

103 Reg. § 301.7701-2(b)(2).
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Generally, in the absence of an election otherwise, a domestic eligible entity
is a partnership if it has at least two members, and is disregarded as an entity
separate from its owner if it has a single owner.!* As noted, a disregarded lim-
ited liability company is regarded as a branch or division of its member owner.
Thus, although the single-member LLC is a separate legal entity for nontax pur-
poses, it is treated as a component of its owner for federal income tax purposes;
thus, in that sense, it is not a subsidiary of the member. The IRS observed that
when the sole member of an LLC is a tax-exempt organization, the function of
the LLC is treated as an “activity” of the exempt organization.!®

Usually, the single-member LLC is deliberately created with the tax feature
of being disregarded. It is possible, however, for a multimember LLC to be
treated for tax purposes as a single-member LLC. For example, the IRS ruled
that an LLC with two members was nonetheless a disregarded entity, because
one of the members did not have any economic interest in the company and thus
failed to qualify as a member for tax purposes.!®

(ii) Exempt Organizations’ Use of Single-Member LLCs. Tax-exempt organiza-
tions are making creative use of the single-member limited liability company. Here
are some examples:

¢ A public charity was working with a city government to transform the
older, downtown sections of the city into a center of industry, commerce,
housing, transportation, government services, and cultural and educa-
tional opportunities. These sections lacked adequate parking due to the
completion of several major development projects. The charity organized
a single-member LLC to address the need for affordable downtown park-
ing; it was to acquire a parking garage and two parking lots by means of a
bond issue. The IRS ruled that the LLC was a disregarded entity and that
its operations would not jeopardize the charity’s tax-exempt status,
because the charity, by means of the LLC, was lessening the burdens of
government'? (i.e., the city).1®

¢ A charitable organization may accept a gift of property that carries with it
exposure of the donee to legal liability (such as environmental or premises
tort liability). Before the advent of the single-member LLC, a charitable
organization could attempt to shield its other assets from liability by plac-
ing the gift property in a separate exempt entity, such as a supporting
organization or a title-holding company. Among the difficulties with this
approach was the need or desire to file an application for recognition of tax
exemption for the new entity and/or file annual information returns on its
behalf. As an alternative, however, a charitable organization can utilize a
single-member LLC as the vehicle to receive and hold a contribution of

104 Reg. § 301.7701-3(b)(1). An eligible entity may elect to be classified other than as provided under this rule, or
to change its classification, by filing Form 8832. Reg. § 301.7701-3(c).

15 Priv. Ltr. Rul. 200134025,

106 Priv. Ltr. Rul. 200201024,

107 For a discussion of lessening the burdens of government as a charitable purpose, see Tax-Exempt Organiza-
tions, § 6.4.

18 Priv. Ltr. Rul. 200124022,
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this nature. Each of these contributed properties can be placed in a separate
single-member LLC, thereby offering protection in relation to each of the
other properties and providing the charity with overall liability
protection.!”

e A tax-exempt museum, organized as a private operating foundation,!!’

owned and operated a racetrack and a campground, with these activities in
a single-member LLC. The IRS ruled!!! that these activities were function-
ally related businesses.!?

¢ A public charity, the objective of which was to construct, own, and lease
student housing for the benefit of a tax-exempt college, developed and
operated the project through a single-member LLC. In this fashion it issued
taxable and tax-exempt bonds, and provided temporary construction jobs
and permanent employment opportunities in the community.!'3

® A charitable organization that provided educational opportunities (and
housing) to low-income and other students provided facilities for various
colleges. The ownership and operation of each facility were placed in a
separate LLC.14

¢ A tax-exempt trade association had its trade shows conducted by an inde-
pendent company, although the association set the standards for the
shows and was perceived by exhibitors as responsible for them. The asso-
ciation sought to assume control over the exhibits to assure their quality,
for the benefit of its industry, and wanted to enforce contracts directly.
Rather than conduct the shows itself (because of concerns about legal lia-
bility), the association operated the shows by means of a single-member
LLC, which qualified as an entity disregarded for federal tax purposes.
The IRS ruled that income resulting from the LLC’s activities would not
be unrelated business income to the association, because the LLC entity
was disregarded and the trade shows qualified for the statutory exception
for such shows.!®

In the unrelated business setting, a supporting organization affiliated with
an operating educational institution'!® was the sole member of a limited liability
company. The IRS ruled that when the single-member LLC received real prop-
erty encumbered by debt, it and the supporting organization would be afforded
an exemption from the rules concerning acquisition indebtedness!"” for purposes
of determining debt-financed income.!

109 priy. Ltr. Rul. 200134025.

10 Tax-Exempt Organizations, § 11.1(b).

11 priy. Ltr. Rul. 200202077.

12 Tax-Exempt Organizations, § 11.3(c).

13 priv. Ltr. Rul. 200249014.

114 priv. Ltr. Rul. 200304036.

115 Priv. Ltr. Rul. 200510030. The statutory exception is that provided by IRC § 513(d); see § 4.5.
16 148 11.3(a).

"7 Tax-Exempt Organizations, § 29.3.

118 priy. Ltr. Rul. 200134025.
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§8.13 OTHER JOINT VENTURES

Tax-exempt organizations may be involved in relationships or arrangement with
other entities (exempt or nonexempt) that constitute joint ventures, even when
there is no formal joint venture vehicle (namely, a partnership or limited liability
company). Often, however, these arrangements are not viewed by the parties as
joint ventures at all—although the law may see things differently.

One of the issues the planner may have to face in this context is the filing of
a partnership return.!’ The law is unclear as to when an arrangement becomes
sufficiently “formal” to trigger this reporting requirement.

§8.14 WHOLE ENTITY JOINT VENTURES

The U.S. Tax Court has heard only one case in the whole entity joint venture set-
ting; this momentous decision, issued in 1999 and affirmed in 2001,'? is still hav-
ing a major impact on the operation of health care entities. From a larger
perspective, however, it is fascinating to speculate on what this opinion means for
public charities in general. The case is one in a series of cases (more assuredly will
follow) involving a variety of major law doctrines in the exempt organizations
field: private inurement, private benefit, intermediate sanctions, involvement in
partnerships and other joint ventures, and the commerciality doctrine.

From a health law perspective, the case is seen as an example of the whole
hospital joint venture, which it obviously is. The case provides judicial under-
pinning for the IRS’s position as to these ventures.!?! The fundamental principle
is that when a public charity (in the Redlands case, a surgical center) cedes
authority over its operations to a related for-profit organization, the charity will
quite likely lose its tax-exempt status.

From the larger perspective, however, this case is a private benefit case;
indeed, it is a significant private benefit case. In the past, some advisors would
evaluate a set of facts involving a transaction between a public charity and a for-
profit person and determine if that person was an insider (for private benefit
purposes) or a disqualified person (for excess benefit transaction purposes). If
the answer to both questions was no, the analysis ended. Clearly, this can no
longer be the practice, because of the sudden emergence of the private benefit
doctrine as a major force. This is because private benefit can occur even when
the person being benefited is not an insider or a disqualified person. In Redlands,
the Tax Court wrote that impermissible private benefit can be conferred on
“unrelated or disinterested” persons.!??

Another reason the private benefit doctrine has not received much attention
until fairly recently is that it is somewhat hidden. It is not part of the Code, nor is it
in the regulations. Until recently, there have been few court opinions on the sub-
ject. As the Tax Court nicely stated in Redlands, the private benefit proscription

119 See Tax-Exempt Organizations, § 32.6.

120 Redlands Surgical Servs. v. Comm’r, 113 T.C. 47 (1999), aff’d, 242 F.3d 904 (9th Cir. 2001).
121 14

122 Redlands Surgical Servs. v. Comm’r, 113 T.C. 47, 74 (1999).
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“inheres in the requirement that an organization operate exclusively [primarily]
for exempt purposes.”1?

Also until recently, most of the private benefit cases concerned public chari-
ties” relationships with individuals. The leading case had been one involving a
school, which failed to gain exemption because it conferred private benefit
(other than insubstantially) on individuals in their private capacities.'”* The
whole entity joint venture case, however, should force public charities to face
another application of the private benefit doctrine: their relationships with for-
profit organizations.

The Redlands joint venture case teaches that a fundamental concept in this
context is control. The opinion stands as a warning to all public charities to
examine their relationships with for-profit entities to see if they have lost or
ceded control of their resources to a for-profit entity. Examples are the relation-
ships established in management agreements, leases, fundraising contracts,
and, of course, partnership or other joint venture agreements. The scary aspect
of all this is that it is irrelevant if the public charity is in fact engaging in exempt
activities and if the fees paid by the exempt organization to the for-profit entity
are reasonable (traditional private inurement analysis). There still can be private
benefit.

That rule of law is the essence of a case decided by the Tax Court in 1979.1%
The point has been made subsequently, however. In a case decided by the U.S.
Court of Appeals for the Ninth Circuit in 1985, the court wrote: “The critical
inquiry is not whether particular contractual payments to a related for-profit
organization are reasonable or excessive, but instead whether the entire enter-
prise is carried on in such a manner that the for-profit organization benefits
substantially from the operation of” the nonprofit organization.!?

The case in this area that has been regarded as being on the outer reaches is
the Tax Court’s 1979 decision. That case—20 years of age at the time of the whole
entity joint venture decision—had almost been forgotten . . . until now. One of
the underdiscussed aspects of the whole hospital joint venture case is its resur-
rection of the law embodied in the 1979 case. The problem is that the 1979 case
involved extreme facts and the Tax Court took a hard line.

In the 1979 case, several for-profit organizations that did not have any formal
structural control over the nonprofit entity in question nevertheless exerted
“considerable control” over its activities.!