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the requirements of section 509(a) (1),
(2), or (3) (and is therefore no longer ex-
cluded from the definition of a private
foundation); and

(2) The status of such organization as
a private foundation is thereafter ter-
minated under section 507(a),
then the tax imposed under section
507(c)(1) upon the aggregate tax benefit
(described in section 507(d)(1)) resulting
from section 501(c)(3) status shall be
computed only upon the aggregate tax
benefit resulting after the date on
which the organization again becomes
a private foundation under subpara-
graph (1) of this paragraph.

[T.D. 7212, 37 FR 21924, Oct. 17, 1972]

§ 1.509(d)–1 Definition of support
For purposes of section 509(a)(2), the

term support does not include amounts
received in repayment of the principal
of a loan or other indebtedness. See,
however, section 509(e) as to amounts
received as interest on a loan or other
indebtedness.

[T.D. 7212, 37 FR 21924, Oct. 17, 1972]

§ 1.509(e)–1 Definition of gross invest-
ment income.

For the distinction between gross re-
ceipts and gross investment income,
see § 1.509(a)–3(m).

(Sec. 7805, Internal Revenue Code of 1954, 68A
Stat. 917; 26 U.S.C. 7805)

[T.D. 7212, 37 FR 21925, Oct. 17, 1972]

TAXATION OF BUSINESS INCOME OF
CERTAIN EXEMPT ORGANIZATIONS

§ 1.511–1 Imposition and rates of tax.
Section 511(a) imposes a tax upon the

unrelated business taxable income of
certain organizations otherwise exempt
from Federal income tax. Under sec-
tion 511(a)(1), organizations described
in section 511(a)(2)(A) and in paragraph
(a) of § 1.511–2 and organizations de-
scribed in section 511(a)(2)(B) are sub-
ject to normal tax and surtax at the
corporate rates provided by section 11.
Under section 511(b)(1), trusts described
in section 511(b)(2) are subject to tax at
the individual rates prescribed in sec-
tion 1(d) of the Code as amended by the
Tax Reform Act of 1969 (section 1 for
taxable years ending before Jan. 1,

1971). The deduction for personal ex-
emption provided in section 642(b) in
the case of a trust taxable under sub-
chapter J, chapter 1 of the Code, is not
allowed in computing unrelated busi-
ness taxable income.

[T.D. 7117, 36 FR 9421, May 25, 1971]

§ 1.511–2 Organizations subject to tax.
(a) Organizations other than trusts and

title holding companies. (1)(i) The taxes
imposed by section 511(a)(1) apply in
the case of any organization (other
than a trust described in section
511(b)(2) or an organization described in
section 501(c)(1)) which is exempt from
taxation under section 501(a) (except as
provided in sections 507 through 515).
For special rules concerning corpora-
tions described in section 501(c)(2), see
paragraph (c) of this section.

(ii) In the case of an organization de-
scribed in section 501(c)(4), (7), (8), (9),
(10), (11), (12), (13), (14)(A), (15), (16), or
(18), the taxes imposed by section
511(a)(1) apply only for taxable years
beginning after December 31, 1969. In
the case of an organization described in
section 501(c)(14) (B) or (C), the taxes
imposed by section 511(a)(1) apply only
for taxable years beginning after Feb-
ruary 2, 1966.

(2) The taxes imposed by section
511(a) apply in the case of any college
or university which is an agency or in-
strumentality of any government or
any political subdivision thereof, or
which is owned or operated by a gov-
ernment or any political subdivision
thereof or by any agency or instrumen-
tality of any one or more governments
or political subdivisions. Such taxes
also apply in the case of any corpora-
tion wholly owned by one or more such
colleges or universities. As here used,
the word government includes any for-
eign government (to the extent not
contrary to any treaty obligation of
the United States) and all domestic
governments (the United States and
any of its Territories or possessions,
any State, and the District of Colum-
bia). Elementary and secondary schools
operated by such governments are not
subject to the tax on unrelated busi-
ness income.

(3)(i) For taxable years beginning be-
fore January 1, 1970, churches and asso-
ciations or conventions of churches are
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exempt from the taxes imposed by sec-
tion 511. The exemption is applicable
only to an organization which itself is
a church or an association or conven-
tion of churches. Subject to the provi-
sions of subdivision (ii) of this subpara-
graph, religious organizations, includ-
ing religious orders, if not themselves
churches or associations or conven-
tions of churches, and all other organi-
zations which are organized or oper-
ated under church auspices, are subject
to the tax imposed by section 511,
whether or not they engage in reli-
gious, educational, or charitable ac-
tivities approved by a church.

(ii) The term church includes a reli-
gious order or a religious organization
if such order or organization (a) is an
integral part of a church, and (b) is en-
gaged in carrying out the functions of
a church, whether as a civil law cor-
poration or otherwise. In determining
whether a religious order or organiza-
tion is an integral part of a church,
consideration will be given to the de-
gree to which it is connected with, and
controlled by, such church. A religious
order or organization shall be consid-
ered to be engaged in carrying out the
functions of a church if its duties in-
clude the ministration of sacerdotal
functions and the conduct of religious
worship. If a religious order or organi-
zation is not an integral part of a
church, or if such an order or organiza-
tion is not authorized to carry out the
functions of a church (ministration of
sacerdotal functions and conduct of re-
ligious worship) then it is subject to
the tax imposed by section 511 whether
or not it engages in religious, edu-
cational, or charitable activities ap-
proved by a church. What constitutes
the conduct of religious worship or the
ministration of sacerdotal functions
depends on the tenets and practices of
a particular religious body consti-
tuting a church. If a religious order or
organization can fully meet the re-
quirements stated in this subdivision,
exemption from the tax imposed by
section 511 will apply to all its activi-
ties, including those which it conducts
through a separate corporation (other
than a corporation described in section
501(c)(2)) or other separate entity
which it wholly owns and which is not
operated for the primary purpose of

carrying on a trade or business for
profit. Such exemption from tax will
also apply to activities conducted
through a separate corporation (other
than a corporation described in section
501(c)(2)) or other separate entity
which is wholly owned by more than
one religious order or organization, if
all such orders or organizations fully
meet the requirements stated in this
subdivision and if such corporation or
other entity is not operated for the pri-
mary purpose of carrying on a trade or
business for profit.

(iii) For taxable years beginning
after December 31, 1969, churches and
conventions or associations of churches
are subject to the taxes imposed by
section 511, unless otherwise entitled
to the benefit of the transitional rules
of section 512(b)(14) and § 1.512(b)–1(i).

(b) Trusts—(1) In general. The taxes
imposed by section 511(b) apply in the
case of any trust which is exempt from
taxation under section 501(a) (except as
provided in sections 507 through 515),
and which, if it were not for such ex-
emption, would be subject to the provi-
sions of subchapter J, chapter 1, of the
Code. An organization which is consid-
ered as trustee of a stock bonus, pen-
sion, or profit-sharing plan described in
section 401(a), a supplemental unem-
ployment benefit trust described in
section 501(c)(17), or a pension plan de-
scribed in section 501(c)(18) (regardless
of the form of such organization) is
subject to the taxes imposed by section
511(b)(1) on its unrelated business in-
come. However, if such an organization
conducts a business which is a separate
taxable entity on the basis of all the
facts and circumstances, for example,
an association taxable as a corpora-
tion, the business will be taxable as a
feeder organization described in sec-
tion 502.

(2) Effective dates. In the case of a
trust described in section 501(c)(3), the
taxes imposed by section 511(b) apply
for taxable years beginning after De-
cember 31, 1953. In the case of a trust
described in section 401(a), the taxes
imposed by section 511(b) apply for tax-
able years beginning after June 30,
1954. In the case of a trust described in
section 501(c)(17), the taxes imposed by
section 511(b) apply for taxable years
beginning after December 31, 1959. In
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the case of any other trust described in
subparagraph (1) of this paragraph, the
taxes imposed by section 511(b) apply
for taxable years beginning after De-
cember 31, 1969.

(c) Title Holding Companies—(1) In
general. If a corporation described in
section 501(c)(2) pays any amount of its
net income for a taxable year to an or-
ganization exempt from taxation under
section 501(a) (or would pay such an
amount but for the fact that the ex-
penses of collecting its income exceed
its income), and if such corporation
and such organization file a consoli-
dated income tax return for such tax-
able year, then such corporation shall
be treated, for purposes of the tax im-
posed by section 511(a), as being orga-
nized and operated for the same pur-
poses as such organization, as well as
for its title-holding purpose. Therefore,
if an item of income of the section
501(c)(2) corporation is derived from a
source which is related to the exempt
function of the exempt organization to
which such income is payable and with
which such corporation files a consoli-
dated return, such item is, together
with all deductions directly connected
therewith, excluded from the deter-
mination of unrelated business taxable
income under section 512 and shall not
be subject to the tax imposed by sec-
tion 511(a). If, however, such item of in-
come is derived from a source which is
not so related, then such item, less all
deductions directly connected there-
with, is, subject to the modifications
provided in section 512(b), unrelated
business taxable income subject to the
tax imposed by section 511(a).

(2) The provisions of subparagraph (1)
of this paragraph may be illustrated by
the following example:

Example. The income of X, a section
501(c)(2) corporation, is required to be dis-
tributed to exempt organization A. During
the taxable year X realizes net income of
$900,000 from source M and $100,000 from
source N. Source M is related to A’s exempt
function, while source N is not so related. X
and A file a consolidated return for such tax-
able year. X has net unrelated business in-
come of $100,000, subject to the modifications
in section 512(b).

(3) Cross reference. For rules relating
generally to the filing of consolidated
returns by certain organizations ex-

empt from taxation under section
501(a), see section 1504(e) of the Code
and § 1.1502–100.

(4) Effective dates. Subparagraphs (1)
through (3) of this paragraph apply
with respect to taxable years beginning
after December 31, 1969. For taxable
years beginning before January 1, 1970,
a corporation described in section
501(c)(2) and otherwise exempt from
taxation under section 501(a) is taxable
upon its unrelated business taxable in-
come only if such income is payable ei-
ther:

(i) To a church or convention or asso-
ciation of churches, or

(ii) To any organization subject, for
taxable years beginning before January
1, 1970, to the tax imposed by section
511(a)(1).

(d) The fact that any class of organi-
zations exempt from taxation under
section 501(a) is subject to the unre-
lated business income tax under sec-
tion 511 and this section does not in
any way enlarge the permissible scope
of business activities of such class for
purposes of the continued qualification
of such class under section 501(a).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7183, 37 FR 7884, Apr. 21,
1972; T.D. 7632, 44 FR 42681, July 20, 1979]

§ 1.511–3 Provisions generally applica-
ble to the tax on unrelated business
income.

(a) Assessment and collections. Since
the taxes imposed by section 511 are
taxes imposed by subtitle A of the
Code, all provisions of law and of the
regulations applicable to the taxes im-
posed by subtitle A are applicable to
the assessment and collection of the
taxes imposed by section 511. Organiza-
tions subject to the tax imposed by sec-
tion 511(a)(1) are subject to the same
provisions, including penalties, as are
provided in the case of the income tax
of other corporations. In the case of a
trust subject to the tax imposed by sec-
tion 511(b)(1), the fiduciaries for such
trust are subject to the same provi-
sions, including penalties, as are appli-
cable to fiduciaries in the case of the
income tax of other trusts. See section
6151, et seq., and the regulations pre-
scribed thereunder, for provisions re-
lating to payment of tax.
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(b) Returns. For requirements of fil-
ing annual returns with respect to un-
related business taxable income by or-
ganizations subject to the tax on such
income, see section 6012, paragraph (e)
of § 1.6012–2, and paragraph (a)(5) of
§ 1.6012–3.

(c) Taxable years, method of account-
ing, etc. The taxable year (fiscal year or
calendar year, as the case may be) of
an organization shall be determined
without regard to the fact that such or-
ganization may have been exempt from
tax during any prior period. See sec-
tions 441 and 446, and the regulations
thereunder in this part, and section
7701 and the regulations in part 301 of
this chapter (Regulations on Procedure
and Administration). Similarly, in
computing unrelated business taxable
income, the determination of the tax-
able year for which an item of income
or expense is taken into account shall
be made under the provisions of sec-
tions 441, 446, 451, and 461, and the regu-
lations thereunder, whether or not the
item arose during a taxable year begin-
ning before, on, or after the effective
date of the provisions imposing a tax
upon unrelated business taxable in-
come. If a method for treating bad
debts was selected in a return of in-
come (other than an information re-
turn) for a previous taxable year, the
taxpayer must follow such method in
its returns under section 511, unless
such method is changed in accordance
with the provisions of § 1.166–1. A tax-
payer which has not previously se-
lected a method for treating bad debts
may, in its first return under section
511, exercise the option granted in
§ 1.166–1.

(d) Foreign tax credit. See section 515
for provisions applicable to the credit
for foreign taxes provided in section
901.

§ 1.511–4 Minimum tax for tax pref-
erences.

The tax imposed by section 56 applies
to an organization subject to tax under
section 511 with respect to items of tax
preference which enter into the com-
putation of unrelated business taxable
income. For this purpose, only those
items of income and those deductions
entering into the determination of the
tax imposed by this section are consid-

ered in the determination of the items
of tax preference under section 57. For
rules relating to the minimum tax for
tax preferences, see sections 56 through
58 and the regulations thereunder.

[T.D. 7564, 43 FR 40494, Sept. 12, 1978]

§ 1.512(a)–1 Definition.
(a) In general. Except as otherwise

provided in § 1.512(a)–3, § 1.512(a)–4, or
paragraph (f) of this section, section
512(a)(1) defines unrelated business tax-
able income as the gross income derived
from any unrelated trade or business
regularly carried on, less those deduc-
tions allowed by chapter 1 of the Code
which are directly connected with the
carrying on of such trade or business,
subject to certain modifications re-
ferred to in § 1.512(b)–1. To be deduct-
ible in computing unrelated business
taxable income, therefore, expenses,
depreciation, and similar items not
only must qualify as deductions al-
lowed by chapter 1 of the Code, but also
must be directly connected with the
carrying on of unrelated trade or busi-
ness. Except as provided in paragraph
(d)(2) of this section, to be directly con-
nected with the conduct of unrelated
business for purposes of section 512, an
item of deduction must have proximate
and primary relationship to the car-
rying on of that business. In the case of
an organization which derives gross in-
come from the regular conduct of two
or more unrelated business activities,
unrelated business taxable income is
the aggregate of gross income from all
such unrelated business activities less
the aggregate of the deductions al-
lowed with respect to all such unre-
lated business activities. For the treat-
ment of amounts of income or loss of
common trust funds, see § 1.584–2(c)(3).

(b) Expenses attributable solely to unre-
lated business activities. Expenses, depre-
ciation, and similar items attributable
solely to the conduct of unrelated busi-
ness activities are proximately and pri-
marily related to that business activ-
ity, and therefore qualify for deduction
to the extent that they meet the re-
quirements of section 162, section 167,
or other relevant provisions of the
Code, connected with the conduct of
that activity and are deductible in
computing unrelated business activi-
ties are directly connected with the
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conduct of that activity and are de-
ductible in computing unrelated busi-
ness taxable income if they otherwise
qualify for deduction under the re-
quirements of section 162. Similarly,
depreciation of a building used entirely
in the conduct of unrelated business
activities would be an allowable deduc-
tion to the extent otherwise permitted
by section 167.

(c) Dual use of facilities or personnel.
Where facilities are used both to carry
on exempt activities and to conduct
unrelated trade or business activities,
expenses, depreciation and similar
items attributable to such facilities
(as, for example, items of overhead),
shall be allocated between the two uses
on a reasonable basis. Similarly, where
personnel are used both to carry on ex-
empt activities and to conduct unre-
lated trade or business activities, ex-
penses and similar items attributable
to such personnel (as, for example,
items of salary) shall be allocated be-
tween the two uses on a reasonable
basis. The portion of any such item so
allocated to the unrelated trade or
business activity is proximately and
primarily related to that business ac-
tivity, and shall be allowable as a de-
duction in computing unrelated busi-
ness taxable income in the manner and
to the extent permitted by section 162,
section 167, or other relevant provi-
sions of the Code. Thus, for example,
assume that X, an exempt organization
subject to the provisions of section 511,
pays its president a salary of $20,000 a
year. X derives gross income from the
conduct of unrelated trade or business
activities. The president devotes ap-
proximately 10 percent of his time dur-
ing the year to the unrelated business
activity. For purposes of computing
X’s unrelated business taxable income,
a deduction of $2,000 (10 percent of
$20,000), would be allowable for the sal-
ary paid to its president.

(d) Exploitation of exempt activities—(1)
In general. In certain cases, gross in-
come is derived from an unrelated
trade or business activity which ex-
ploits an exempt activity. One example
of such exploitation is the sale of ad-
vertising in a periodical of an exempt
organization which contains editorial
material related to the accomplish-
ment of the organization’s exempt pur-

pose. Except as specified in subpara-
graph (2) of this paragraph and para-
graph (f) of this section, in such cases,
expenses, depreciation and similar
items attributable to the conduct of
the exempt activities are not deduct-
ible in computing unrelated business
taxable income. Since such items are
incident to an activity which is carried
on in furtherance of the exempt pur-
pose of the organization, they do not
possess the necessary proximate and
primary relationship to the unrelated
trade or business activity and are
therefore not directly connected with
that business activity.

(2) Allowable deductions. Where an un-
related trade or business activity is of
a kind carried on for profit by taxable
organizations and where the exempt
activity exploited by the business is a
type of activity normally conducted by
taxable organizations in pursuance of
such business, expenses, depreciation,
and similar items which are attrib-
utable to the exempt activity qualify
as directly connected with the carrying
on of the unrelated trade or business
activity to the extent that:

(i) The aggregate of such items ex-
ceeds the income (if any) derived from
or attributable to the exempt activity;
and

(ii) The allocation of such excess to
the unrelated trade or business activ-
ity does not result in a loss from such
unrelated trade or business activity.

Under the rule of the preceding sen-
tence, expenses, depreciation and simi-
lar items paid or incurred in the per-
formance of an exempt activity must
be allocated first to the exempt activ-
ity to the extent of the income derived
from or attributable to the perform-
ance of that activity. Furthermore,
such items are in no event allocable to
the unrelated trade or business activ-
ity exploiting such exempt activity to
the extent that their deduction would
result in a loss carryover or carryback
with respect to that trade or business
activity. Similarly, they may not be
taken into account in computing unre-
lated business taxable income attrib-
utable to any unrelated trade or busi-
ness activity not exploiting the same
exempt activity. See paragraph (f) of
this section for the application of these
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rules to periodicals published by ex-
empt organizations.

(e) Example. Paragraphs (a) through
(d) of this section are illustrated by the
following example:

Example. W is an exempt business league
with a large membership. Under an arrange-
ment with an advertising agency W regularly
mails brochures, pamphlets and other adver-
tising materials to its members, charging
the agency an agreed amount per enclosure.
The distribution of the advertising materials
does not contribute importantly to the ac-
complishment of the purpose for which W is
granted exemption. Accordingly, the pay-
ments made to W by the advertising agency
constitute gross income from an unrelated
trade or business activity. In computing W’s
unrelated business taxable income, the ex-
penses attributable solely to the conduct of
the business, or allocable to such business
under the rule of paragraph (c) of this sec-
tion, are allowable as deductions in accord-
ance with the provisions of section 162. Such
deductions include the costs of handling and
mailing, the salaries of personnel used full-
time in the unrelated business activity and
an allocable portion of the salaries of per-
sonnel used both to carry on exempt activi-
ties and to conduct the unrelated business
activity. However, costs of developing W’s
membership and carrying on its exempt ac-
tivities are not deductible. Those costs are
necessary to the maintenance of the intan-
gible asset exploited in the unrelated busi-
ness activity—W’s membership—but are in-
curred primarily in connection with W’s fun-
damental purpose as an exempt organization.
As a consequence, they do not have proxi-
mate and primary relationship to the con-
duct of the unrelated business activity and
do not qualify as directly connected with it.

(f) Determination of unrelated business
taxable income derived from sale of adver-
tising in exempt organization periodi-
cals—(1) In general. Under section 513
(relating to the definition of unrelated
trade or business) and § 1.513–1,
amounts realized by an exempt organi-
zation from the sale of advertising in a
periodical constitute gross income
from an unrelated trade or business ac-
tivity involving the exploitation of an
exempt activity; namely, the circula-
tion and readership of the periodical
developed through the production and
distribution of the readership content
of the periodical. Paragraph (d) of this
section provides for the allowance of
deductions attributable to the produc-
tion and distribution of the readership
content of the periodical. Thus, subject

to the limitations of paragraph (d)(2) of
this section, where the circulation and
readership of an exempt organization
periodical are utilized in connection
with the sale of advertising in the peri-
odical, expenses, depreciation, and
similar items of deductions attrib-
utable to the production and distribu-
tion of the editorial or readership con-
tent of the periodical shall qualify as
items of deductions directly connected
with the unrelated advertising activ-
ity. Subparagraphs (2) through (6) of
this paragraph provide rules for deter-
mining the amount of unrelated busi-
ness taxable income attributable to the
sale of advertising in exempt organiza-
tion periodicals. Subparagraph (7) of
this paragraph provides rules for deter-
mining when the unrelated business
taxable income of two or more exempt
organization periodicals may be deter-
mined on a consolidated basis.

(2) Computation of unrelated business
taxable income attributable to sale of ad-
vertising—(i) Excess advertising costs. If
the direct advertising costs of an ex-
empt organization periodical (deter-
mined under subparagraph (6)(ii) of this
paragraph) exceed gross advertising in-
come (determined under subparagraph
(3)(ii) of this paragraph), such excess
shall be allowable as a deduction in de-
termining unrelated business taxable
income from any unrelated trade or
business activity carried on by the or-
ganization.

(ii) Excess advertising income. If the
gross advertising income of an exempt
organization periodical exceeds direct
advertising costs, paragraph (d)(2) of
this section provides that items of de-
duction attributable to the production
and distribution of the readership con-
tent of an exempt organization peri-
odical shall qualify as items of deduc-
tion directly connected with unrelated
advertising activity in computing the
amount of unrelated business taxable
income derived from the advertising
activity to the extent that such items
exceed the income derived from or at-
tributable to such production and dis-
tribution, but only to the extent that
such items do not result in a loss from
such advertising activity. Further-
more, such items of deduction shall not
qualify as directly connected with such
advertising activity to the extent that
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their deduction would result in a loss
carryback or carryover with respect to
such advertising activity. Similarly,
such items of deduction shall not be
taken into account in computing unre-
lated business taxable income attrib-
utable to any unrelated trade or busi-
ness activity other than such adver-
tising activity. Thus:

(a) If the circulation income of the
periodical (determined under subpara-
graph (3)(iii) of this paragraph) equals
or exceeds the readership costs of such
periodical (determined under subpara-
graph (6)(iii) of this paragraph), the un-
related business taxable income attrib-
utable to the periodical is the excess of
the gross advertising income of the pe-
riodical over direct advertising costs;
but

(b) If the readership costs of an ex-
empt organization periodical exceed
the circulation income of the peri-
odical, the unrelated business taxable
income is the excess, if any, of the
total income attributable to the peri-
odical (determined under subparagraph
(3) of this paragraph) over the total pe-
riodical costs (as defined in subpara-
graph (6)(i) of this paragraph).

See subparagraph (7) of this paragraph
for rules relating to the consolidation
of two or more periodicals.

(iii) Examples. The application of this
paragraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
production and distribution of the
readership content of the periodical is
related to the organization’s exempt
purpose.

Example 1. X, an exempt trade association,
publishes a single periodical which carries
advertising. During 1971, X realizes a total of
$40,000 from the sale of advertising in the pe-
riodical (gross advertising income) and
$60,000 from the sales of the periodical to
members and nonmembers (circulation in-
come). The total periodical costs are $90,000
of which $50,000 is directly connected with
the sale and publication of advertising (di-
rect advertising costs) and $40,000 is attrib-
utable to the production and distribution of
the readership content (readership costs).
Since the direct advertising costs of the peri-
odical ($50,000) exceed gross advertising in-
come ($40,000), pursuant to subdivision (i) of
this subparagraph, 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 ................................. $40,000
Direct advertising costs ..................................... (50,000)

Loss attributable to advertising .......................... (10,000)

X has realized a loss of $10,000 from its adver-
tising activity. This loss is an allowable de-
duction in computing X’s unrelated business
taxable income derived from any other unre-
lated trade or business activity.

Example 2. Assume the facts as stated in
example 1, except that the circulation in-
come of X 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. Since the cir-
culation income ($100,000) exceeds the total
readership costs ($65,000), pursuant to sub-
division (ii)(a) of this subparagraph the unre-
lated business taxable income attributable
to the advertising activity is $15,000, the ex-
cess of gross advertising income ($40,000)
over direct advertising costs ($25,000).

Example 3. Assume the facts as stated in
example 1, except that of the total periodical
costs, $20,000 are direct advertising costs and
$70,000 are readership costs. Since the reader-
ship costs of the periodical ($70,000), exceed
the circulation income ($60,000), pursuant to
subdivision (ii) (b) of this subparagraph the
unrelated business taxable income attrib-
utable to advertising is the excess of the
total income attributable to the periodical
over the total periodical costs. Thus, X has
unrelated business taxable income attrib-
utable to the advertising activity of $10,000
($100,000 total income attributable to the pe-
riodical less $90,000 total periodical costs).

Example 4. Assume the facts as stated in
example 1, except that the total periodical
costs are $120,000 of which $30,000 are direct
advertising costs and $90,000 are readership
costs. Since the readership costs of the peri-
odical ($90,000), exceed the circulation in-
come ($60,000), pursuant to subdivision (ii) (b)
of this subparagraph the unrelated business
taxable income attributable to advertising is
the excess, if any, of the total income attrib-
utable to the periodical over the total peri-
odical costs. Since the total income of the
periodical ($100,000) does not exceed the total
periodical costs ($120,000), X has not derived
any unrelated business taxable income from
the advertising activity. Further, only
$70,000 of the $90,000 of readership costs may
be deducted in computing unrelated business
taxable income since as provided in subdivi-
sion (ii) of this subparagraph, such costs may
be deducted, to the extent they exceed cir-
culation income, only to the extent they do
not result in a loss from the advertising ac-
tivity. Thus, there is no loss from such activ-
ity, and no amount may be deducted on this
account in computing X’s unrelated trade or
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business income derived from any other un-
related trade or business activity.

(3) Income attributable to exempt orga-
nization periodicals—(i) In general. For
purposes of this paragraph the total in-
come attributable to an exempt organi-
zation periodical is the sum of its gross
advertising income and its circulation
income.

(ii) Gross advertising income. The term
gross advertising income means all
amounts derived from the unrelated
advertising activities of an exempt or-
ganization periodical (or for purposes
of this paragraph in the case of a tax-
able organization, all amounts derived
from the advertising activities of the
taxable organization).

(iii) Circulation income. The term cir-
culation income means the income at-
tributable to the production, distribu-
tion or circulation of a periodical
(other than gross advertising income)
including all amounts realized from or
attributable to the sale or distribution
of the readership content of the peri-
odical, such as amounts realized from
charges made for reprinting or repub-
lishing articles and special items in the
periodical and amounts realized from
sales of back issues. Where the right to
receive an exempt organization peri-
odical is associated with membership
or similar status in such organization
for which dues, fees or other charges
are received (hereinafter referred to as
membership receipts), circulation income
includes the portion of such member-
ship receipts allocable to the periodical
(hereinafter referred to as allocable
membership receipts). Allocable member-
ship receipts is the amount which
would have been charged and paid if:

(a) The periodical was that of a tax-
able organization.

(b) The periodical was published for
profit, and

(c) The member was an unrelated
party dealing with the taxable organi-
zation at arm’s length.
See subparagraph (4) of this paragraph
for a discussion of the factors to be
considered in determining allocable
membership receipts of an exempt or-
ganization periodical under the stand-
ard described in the preceding sen-
tence.

(4) Allocable membership receipts. The
allocable membership receipts of an ex-

empt organization periodical shall be
determined in accordance with the fol-
lowing rules:

(i) Subscription price charged to non-
members. If 20 percent or more of the
total circulation of a periodical consist
of sales to nonmembers, the subscrip-
tion price charged to such nonmembers
shall determine the price of the peri-
odical for purposes of allocating mem-
bership receipts to the periodical.

(ii) Subscription price to nonmembers. If
paragraph (f)(4)(i) of this section does
not apply and if the membership dues
from 20 percent or more of the mem-
bers of an exempt organization are less
than those received from the other
members because the former members
do not receive the periodical, the
amount of the reduction in member-
ship dues for a member not receiving
the periodical shall determine the price
of the periodical for purposes of allo-
cating membership receipts to the peri-
odical.

(iii) Pro rata allocation of membership
receipts. Since it may generally be as-
sumed that membership receipts and
gross advertising income are equally
available for all the exempt activities
(including the periodical) of the organi-
zation, the share of membership re-
ceipts allocated to the periodical,
where paragraphs (f)(4) (i) and (ii) of
this section do not apply, shall be an
amount equal to the organization’s
membership receipts multiplied by a
fraction the numerator of which is the
total periodical costs and the denomi-
nator of which is such costs plus the
cost of other exempt activities of the
organization. For example, assume
that an exempt organization has total
periodical costs of $30,000 and other ex-
empt costs of $70,000. Further assume
that the membership receipts of the or-
ganization are $60,000 and that para-
graphs (f)(4) (i) and (ii) of this section
do not apply. Under these cir-
cumstances $18,000 ($60,000 times
$30,000/$100,000) is allocated to the peri-
odical’s circulation income.

(5) Examples. The rules set forth in
paragraph (f)(4) of this section may be
illustrated by the following examples.
For purposes of these examples it is as-
sumed that the exempt organization
periodical contains advertising, and
that the production and distribution of
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the readership content of the periodical
is related to the organization’s exempt
purpose.

Example 1. U is an exempt scientific organi-
zation with 10,000 members who pay annual
dues of $15 per year. One of U’s activities is
the publication of a monthly periodical
which is distributed to all of its members. U
also distributes 5,000 additional copies of its
periodical to nonmember subscribers at a
cost of $10 per year. Pursuant to paragraph
(f)(4)(i) of this section, since the nonmember
circulation of U’s periodical represents 331⁄3
percent of its total circulation the subscrip-
tion price charged to nonmembers will be
used to determine the portion of U’s mem-
bership receipts allocable to the periodical.
Thus, U’s allocable membership receipts will
be $100,000 ($10 times 10,000 members), and
U’s total circulation income for the peri-
odical will be $150,000 ($100,000 from members
plus $50,000 from sales to nonmembers).

Example 2. Assume the facts as stated in
example 1, except that U sells only 500 copies
of its periodical to nonmembers, at a price of
$10 per year. Assume further that U’s mem-
bers may elect not to receive the periodical,
in which case their annual dues are reduced
from $15 per year to $6 per year, and that
only 3,000 members elect to receive the peri-
odical and pay the full dues of $15 per year.
U’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. Since the 500 copies
of the periodical distributed to nonmembers
represents only 14 percent of the 3,500 copies
distributed, pursuant to paragraph (f)(4)(i) of
this section, the $10 subscription price
charged to nonmembers will not be used in
determining the portion of membership re-
ceipts allocable to the periodical. On the
other hand, since 70 percent of the members
elect not to receive the periodical and pay $9
less per year in dues, pursuant to paragraph
(f)(4)(ii) of this section, such $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 times 3,000 copies) and U’s total
circulation income will be $32,000 ($27,000
plus $5,000).

Example 3. (a) W, an exempt trade associa-
tion, has 800 members who pay annual dues
of $50 per year. W publishes a monthly jour-
nal the editorial content and advertising of
which are directed to the business interests
of its own members. The journal is distrib-
uted to all of W’s members and no receipts
are derived from nonmembers.

(b) W has total receipts of $100,000 of which
$40,000 ($50 x 800) are membership receipts
and $60,000 are gross advertising income. W’s
total costs for the journal and other exempt
activities is $100,000. W has total periodical

costs of $76,000 of which $41,000 are direct ad-
vertising costs and $35,000 are readership
costs.

(c) Paragraph (f)(4)(i) of this section will
not apply since no copies are available to
nonmembers. Therefore, the allocation of
membership receipts shall be made in ac-
cordance with paragraph (f)(4)(iii) of this sec-
tion. Based upon pro rata allocation of mem-
bership receipts (40,000) by a fraction the nu-
merator of which is total periodical costs
($76,000) and the denominator of which is the
total costs of the journal and the other ex-
empt activities ($100,000), $30,400 ($76,000/
$100,000 times $40,000) of membership receipts
is circulation income.

(6) Deductions attributable to exempt
organization periodicals—(i) In general.
For purposes of this paragraph the
term total periodical costs means the
total deductions attributable to the pe-
riodical. For purposes of this paragraph
the total periodical costs of an exempt
organization periodical are the sum of
the direct advertising costs of the peri-
odical (determined under subdivision
(ii) of this subparagraph) and the read-
ership costs of the periodical (deter-
mined under subdivision (iii) of this
subparagraph). Items of deduction
properly attributable to exempt activi-
ties other than the publication of an
exempt organization periodical may
not be allocated to such periodical.
Where items are attributable both to
an exempt organization periodical and
to other activities of an exempt organi-
zation, the allocation of such items
must be made on a reasonable basis
which fairly reflects the portion of
such item properly attributable to each
such activity. The method of allocation
will vary with the nature of the item,
but once adopted, a reasonable method
of allocation with respect to an item
must be used consistently. Thus, for
example, salaries may generally be al-
located among various activities on the
basis of the time devoted to each activ-
ity; occupancy costs such as rent, heat
and electricity may be allocated on the
basis of the portion of space devoted to
each activity; and depreciation may be
allocated on the basis of space occupied
and the portion of the particular asset
utilized in each activity. Allocations
based on dollar receipts from various
exempt activities will generally not be
reasonable since such receipts are usu-
ally not an accurate reflection of the
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costs associated with activities carried
on by exempt organizations.

(ii) Direct advertising costs. (a) The di-
rect advertising costs of an exempt or-
ganization periodical include all ex-
penses, depreciation, and similar items
of deduction which are directly con-
nected with the sale and publication of
advertising as determined in accord-
ance with paragraphs (a), (b), and (c) of
this section. These items are allowable
as deductions in the computation of
unrelated business income of the orga-
nization for the taxable year to the ex-
tent they meet the requirements of
section 162, section 167, or other rel-
evant provisions of the Code. The items
allowable as deductions under this sub-
division do not include any items of de-
duction attributable to the production
or distribution of the readership con-
tent of the periodical.

(b) The items allowable as deductions
under this subdivision would include
agency commissions and other direct
selling costs, such as transportation
and travel expenses, office salaries,
promotion and research expenses, and
direct office overhead directly con-
nected with the sale of advertising lin-
eage in the periodical. Also included
would be other items of deduction com-
monly classified as advertising costs
under standard account classification,
such as art work and copy preparation,
telephone, telegraph, postage, and
similar costs directly connected with
advertising.

(c) In addition to the items of deduc-
tion normally included in standard ac-
count classifications relating to adver-
tising costs, it is also necessary to as-
certain the portion of mechanical and
distribution costs attributable to ad-
vertising lineage. For this purpose, the
general account classifications of
items includible in mechanical and dis-
tribution costs ordinarily employed in
business-paper and consumer publica-
tion accounting provide a guide for the
computation. Thus, the mechanical
and distribution costs in such cases
would include the portion of the costs
and other expenses of composition,
presswork, binding, mailing (including
paper and wrappers used for mailing),
and the bulk postage attributable to
the advertising lineage of the publica-
tion. The portion of mechanical and

distribution costs attributable to ad-
vertising lineage of the periodical will
be determined on the basis of the ratio
of advertising lineage to total lineage
of the periodical, and the application of
that ratio to the total mechanical and
distribution costs of the periodical,
where records are not kept in such a
manner as to reflect more accurately
the allocation of mechanical and dis-
tributions costs to advertising lineage
of the periodical, and where there is no
factor in the character of the peri-
odical to indicate that such an alloca-
tion would be unreasonable.

(iii) Readership costs. The readership
costs of an exempt organization peri-
odical include expenses, depreciation
or similar items which are directly
connected with the production and dis-
tribution of the readership content of
the periodical and which would other-
wise be allowable as deductions in de-
termining unrelated business taxable
income under section 512 and the regu-
lations thereunder if such production
and distribution constituted an unre-
lated trade or business activity. Thus,
readership costs include all the items
of deduction attributable to an exempt
organization periodical which are not
allocated to direct advertising costs
under subdivision (ii) of this subpara-
graph, including the portion of such
items attributable to the readership
content of the periodical, as opposed to
the advertising content, and the por-
tion of mechanical and distribution
costs which is not attributable to ad-
vertising lineage in the periodical.

(7) Consolidation—(i) In general. Where
an exempt organization subject to un-
related business income tax under sec-
tion 511 publishes two or more periodi-
cals for the production of income, it
may treat the gross income from all
(but not less than all) of such periodi-
cals and the items of deduction di-
rectly connected with such periodicals
(including readership costs of such
periodicals), on a consolidated basis as
if such periodicals were one periodical
in determining the amount of unre-
lated business taxable income derived
from the sale of advertising in such pe-
riodical. Such treatment must, how-
ever, be followed consistently and once
adopted shall be binding unless the
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consent of the Commissioner is ob-
tained as provided in sections 446(e)
and § 1.446–1(e).

(ii) Production of income. For purposes
of this subparagraph, an exempt orga-
nization periodical is published for the
production of income if:

(a) The organization generally re-
ceives gross advertising income from
the periodical equal to at least 25 per-
cent of the readership costs of such pe-
riodical, and

(b) The publication of such periodical
is an activity engaged in for profit.
For purposes of the preceding sentence,
the determination whether the publica-
tion of a periodical is an activity en-
gaged in for profit is to be made by ref-
erence to objective standards taking
into account all the facts and cir-
cumstances involved in each case. The
facts and circumstances must indicate
that the organization carries on the ac-
tivity with the objective that the pub-
lication of the periodical will result in
economic profit (without regard to tax
consequences), although not nec-
essarily in a particular year. Thus, an
exempt organization periodical may be
treated as having been published with
such an objective even though in a par-
ticular year its total periodical costs
exceed its total income. Similarly, if
an exempt organization begins pub-
lishing a new periodical, the fact that
the total periodical costs exceed the
total income for the startup years be-
cause of a lack of advertising sales does
not mean that the periodical was pub-
lished without an objective of eco-
nomic profit. The organization may es-
tablish that the activity was carried on
with such an objective. This might be
established by showing, for example,
that there is a reasonable expectation
that the total income, by reason of an
increase in advertising sales, will ex-
ceed costs within a reasonable time.
See § 1.183–2 for additional factors bear-
ing on this determination.

(iii) Example. This subparagraph may
be illustrated by the following exam-
ple:

Example. Y, an exempt trade association,
publishes three periodicals which it distrib-
utes to its members: a weekly newsletter, a
monthly magazine, and quarterly journal.
Both the monthly magazine and the quar-
terly journal contain advertising which ac-

counts for gross advertising income equal to
more than 25 percent of their respective
readership costs. Similarly, the total income
attributable to each such periodical has ex-
ceeded the total deductions attributable to
each such periodical for substantially all the
years they have been published. The news-
letter carries no advertising and its annual
subscription price is not intended to cover
the cost of publication. The newsletter is a
service of Y distributed to all of its members
in an effort to keep them informed of
changes occurring in the business world and
is not engaged in for profit. Under these cir-
cumstances, Y may consolidate the income
and deductions from the monthly and quar-
terly journals in computing its unrelated
business taxable income, but may not con-
solidate the income and deductions attrib-
utable to the publication of the newsletter
with the income and deductions of its other
periodicals since the newsletter is not pub-
lished for the production of income.

(g) Foreign organizations—(1) In gen-
eral. The unrelated business taxable in-
come of a foreign organization exempt
from taxation under section 501(a) con-
sists of:

(i) The organization’s unrelated busi-
ness taxable income which is derived
from sources within the United States
but which is not effectively connected
with the conduct of a trade or business
within the United States, plus

(ii) The organization’s unrelated
business taxable income effectively
connected with the conduct of a trade
or business within the United States
(whether or not such income is derived
from sources within the United States).

To determine whether income realized
by a foreign organization is derived
from sources within the United States
or is effectively connected with the
conduct of a trade or business within
the United States, see part 1, sub-
chapter N, chapter 1 of the Code (sec-
tion 861 and following) and the regula-
tions thereunder.

(2) Effective dates. Subparagraph (1) of
this paragraph applies to taxable years
beginning after December 31, 1969. For
taxable years beginning on or before
December 31, 1969, the unrelated busi-
ness taxable income of a foreign orga-
nization exempt from taxation under
section 501(a) consists of the organiza-
tion’s unrelated business taxable in-
come which:
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(i) For taxable years beginning after
December 31, 1966, is effectively con-
nected with the conduct of a trade or
business within the United States,
whether or not such income is derived
from sources within the United States;

(ii) For taxable years beginning on or
before December 31, 1966, is derived
from sources within the United States.

(h) Effective date. Paragraphs (a)
through (f) of this section are applica-
ble with respect to taxable years begin-
ning after December 12, 1967. However,
if a taxpayer wishes to rely on the
rules stated therein for taxable years
beginning before December 13, 1967, he
may do so.

[T.D. 7392, 40 FR 58638, Dec. 18, 1975, as
amended by T.D. 7438, 41 FR 44392, Oct. 8,
1976; T.D. 7935, 49 FR 1694, Jan. 13, 1984]

§ 1.512(a)–2 Definition applicable to
taxable years beginning before De-
cember 13, 1967.

(a) In general. The unrelated business
taxable income which is subject to the
tax imposed by section 511 is the gross
income, derived by any organization to
which section 511 applies, from any un-
related trade or business regularly car-
ried on by it, less the deductions al-
lowed by chapter 1 of the Code which
are directly connected with the car-
rying on of such trade or business, sub-
ject to certain exceptions, additions,
and limitations referred to below. In
the case of an organization which regu-
larly carries on two or more unrelated
businesses, its unrelated business tax-
able income is the aggregate of its
gross income from all such unrelated
businesses, less the aggregate of the de-
ductions allowed with respect to all
such unrelated businesses. For provi-
sions generally applicable to the unre-
lated business tax, see § 1.511–3, and for
rules applicable to the determination
of the adjusted basis of property, see
paragraph (a)(2) of § 1.514(a)–1.

(b) Effective date. Except as provided
in paragraph (f) of § 1.512(a)–1, this sec-
tion is applicable with respect to tax-
able years beginning before December
13, 1967.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6939, 32 FR 17660, Dec. 12,
1967]

§ 1.512(a)–3 [Reserved]

§ 1.512(a)–4 Special rules applicable to
war veterans organizations.

(a) In general. For taxable years be-
ginning after December 31, 1969, this
section provides special rules for the
determination of the unrelated busi-
ness taxable income of an organization
described in section 501(c)(19). In gen-
eral, the rules contained in sections 511
through 514 which are applicable to any
organization listed in section 501(c)
apply in determining the unrelated
business taxable income of an organiza-
tion described in section 501(c)(19).
However, that amount which is paid by
members to the organization for the
purpose described in paragraph (b)(1) of
this section, if set aside from other or-
ganizational monies and accounts in an
insurance set aside, may be excluded
from the unrelated business taxable in-
come of the organization. The insur-
ance set aside shall be used exclusively
for providing insurance benefits, for
the purposes specified in section
170(c)(4) of the Code, for the reasonable
costs of administering the insurance
program that are directly related to
such set aside, or for the reasonable
costs of distributing funds for section
170(c)(4) purposes. If an amount so set
aside is used for any purposes other
than those described in the preceding
sentence, it shall be included in unre-
lated business taxable income without
regard to any modifications provided
by section 512(b), in the taxable year in
which it is withdrawn from such set
aside. Amounts will be considered to
have been withdrawn from an insur-
ance set aside if they are used in any
manner inconsistent with providing in-
surance benefits, paying the reasonable
costs of administering the insurance
program for section 170(c)(4) purposes
and for costs of distributing funds for
section 170(c)(4) purposes. An example
of a use of funds which would be con-
sidered a withdrawal would be the use
of such funds as security for a loan.

(b) Insurance set aside—(1) Purpose of
payments by members. Payments by
members (including commissions on
such 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, sick,
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accident or health insurance benefits
from the organization or for the rea-
sonable costs of administration of the
insurance program, except that such
purpose is not violated when excess
funds from an experience gain are uti-
lized for those purposes specified in
section 170(c)(4) 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.

(2) Income from set aside. In addition
to the payments by members described
in paragraph (b)(1) of this section, only
income from amounts in the insurance
set aside (including commissions
earned as agent for an insurance com-
pany) may be so set aside. Moreover
unless such income is used for pro-
viding insurance benefits, for those
purposes specified in section 170(c)(4),
or for reasonable costs of administra-
tion, such income must be set aside
within the period described in para-
graph (b)(3) of this section in order to
avoid being included as an item of un-
related business taxable income under
section 512(a)(4).

(3) Time within which income must be
set aside. Income from amounts in the
insurance set aside generally must be
set aside in the taxable year in which
it would be includible in gross income
but for this section. However, income
set aside on or before the date pre-
scribed for filing the organization’s re-
turn of unrelated business taxable in-
come (whether or not it had such in-
come) for the taxable year (including
any extension of time) may, at the
election of the organization, be treated
as having been set aside in such tax-
able year.

(4) Computation of income from set
aside. Income from amounts in the in-
surance set aside shall consist solely of
items of investment income from, and
other gains derived from dealings in,
property in the set aside. The deduc-
tions allowed against such items of in-
come or other gains are those amounts
which are related to the production of
such income or other gains. Only the
amounts of income or other gain which
are in excess of such deductions may be
set aside in the insurance set aside.

(5) Requirements for set aside. An
amount is not properly set aside if the
organization commingles it with any

amount which is not to be set aside.
However, adequate records describing
the amount set aside and indicating
that it is to be used for the designated
purpose are sufficient. Amounts that
are set aside need not be permanently
committed to such use either under
state law or by contract. Thus, for ex-
ample, it is not necessary that the or-
ganization place these funds in an ir-
revocable trust. Although set aside in-
come may be accumulated, any accu-
mulation which is unreasonable in
amount or duration is evidence that
the income was not accumulated for
the purposes set forth. For purposes of
the preceding sentence, accumulations
which are reasonably necessary for the
purpose of providing life, sick, health,
or accident insurance benefits on the
basis of recognized mortality or mor-
bidity tables and assumed rates of in-
terest under an actuarially acceptable
method would not be unreasonable
even though such accumulations are
quite large and the time between the
receipt by the organization of such
amounts and the date of payment of
the benefits is quite long. For example,
an accumulation of income for 20 years
or longer which is determined to be
reasonable necessary to pay life insur-
ance benefits to members, their de-
pendents or designated beneficiaries,
generally would not be an unreasonable
accumulation. Income which has been
set aside may be invested, pending the
action contemplated by the set aside,
without being regarded as having been
used for other purposes.

[T.D. 7438, 41 FR 44393, Oct. 8, 1976]

§ 1.512(a)–5T Questions and answers
relating to the unrelated business
taxable income of organizations de-
scribed in paragraphs (9), (17) or
(20) of Section 501(c) (temporary).

Q–1: What does section 512(a)(3), as amend-
ed by the Tax Reform Act of 1984 (Act), pro-
vide with respect to organizations described
in paragraphs (9), (17) or (20) of section
501(c)?

A–1: In general, section 512(a)(3), as amend-
ed by section 511 of the Act, extends the
rules for determining the unrelated business
income tax of voluntary employees’ bene-
ficiary associations (VEBAs) to supple-
mental unemployment compensation benefit
trusts (SUBs) and group legal service organi-
zations (GLSOs). The section also restricts
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the amount of income that may be set aside
by such organizations for exempt purposes.

Q–2: What is the effective date of the
amendments to section 512(a)(3)?

A–2: The amendments to section 512(a)(3)
will apply to income earned by VEBAs, SUBs
or GLSOs after December 31, 1985, in the tax-
able years of such organizations ending after
such date. For purposes of applying section
512(a)(3) to the first taxable year of such an
organization ending after December 31, 1985,
the income of the VEBA, SUB or GLSO
earned after December 31, 1985, will be deter-
mined by allocating the total income earned
for such taxable year on the basis of the cal-
endar year 1985 and 1986 months in such tax-
able year. However, if a VEBA, SUB or GLSO
is part of a plan that is maintained pursuant
to one or more collective bargaining agree-
ments (a) between employee representatives
and one or more employers, and (b) which
are in effect on July 1, 1985 (or ratified on or
before that date), the amendments do not
apply to income earned in a taxable year of
a VEBA, SUB or GLSO beginning before the
termination of the last of the collective bar-
gaining agreements pursuant to which the
plan is maintained (determined without re-
gard to any extension of the contract agreed
to after July 1, 1985). For purposes of the pre-
ceding sentence, any plan amendment made
pursuant to a collective bargaining agree-
ment relating to the plan which amends the
plan solely to conform to any requirement
added under section 511 of the Tax Reform
Act 1984 (i.e., requirements under section 419,
419A, 512(a)(3)(E), and 4976) shall not be treat-
ed as a termination of such collective bar-
gaining agreements.

Q–3: What amount of income may a VEBA,
SUB or GLSO set aside for exempt purposes?

A–3: (a) Pursuant to section 512(a)(3)(E)(i),
the amounts set aside in a VEBA, SUB, or
GLSO (including a VEBA, SUB, or GLSO
that is part of a 10 or more employer plan, as
defined in section 419A(f)(6)(B)) as of the
close of a taxable year of such VEBA, SUB,
or GLSO to provide for the payment of life,
sick, accident, or other benefits may not be
taken into account for purposes of deter-
mining exempt function income to the extent
that such amounts exceed the qualified asset
account limit, determined under sections
419A(c) and 419A(f)(7), for such taxable year
of the VEBA, SUB, or GLSO. In calculating
the qualified asset account limit for this pur-
pose, a reserve for post-retirement medical
benefits under section 419A(c)(2)(A) is not to
be taken into account.

(b) The exempt function income of a
VEBA, SUB, or GLSO for a taxable year of
such an organization, under section
512(a)(3)(B), includes: (1) Certain amounts
paid by members of the VEBA, SUB, or
GLSO within the meaning of the first sen-
tence of section 512(a)(3)(B) (member contribu-
tions); and (2) other income of the VEBA,

SUB, or GLSO (including earnings on mem-
ber contributions) that is set aside for the
payment of life, sick, accident, or other ben-
efits to the extent that the total amount set
aside in the VEBA, SUB or GLSO as of the
close of the taxable year for any purpose (in-
cluding member contributions and other in-
come set aside in the VEBA, SUB, or GLSO
as of the close of the year) does not exceed
the qualified asset account limit for such
taxable year of the organization. For pur-
poses of section 512(c)(3)(B), member con-
tributions include both employee contribu-
tions and employer contributions to the
VEBA, SUB, or GLSO. In calculating the
total amount set aside in a VEBA, SUB, or
GLSO as of the close of a taxable year, cer-
tain assets with useful lives extending sub-
stantially beyond the end of the taxable year
(e.g., buildings, and licenses) are not to be
taken into account to the extent they are
used in the provision of life, sick, accident,
or other benefits. For example, cash and se-
curities (and similar investments) held by a
VEBA, SUB or GLSO are not disregarded in
calculating the total amount set aside for
this purpose because they are used to pay
welfare benefits, rather than merely used in
the provision of such benefits. Accordingly,
the unrelated business taxable income of a
VEBA, SUB, or GLSO for a taxable year of
such an organization generally will equal the
lesser of two amounts: the income of the
VEBA, SUB, or GLSO for the taxable year
(excluding member contributions); or, the
excess of the total amount set aside as of the
close of the taxable year (including member
contributions, and excluding certain assets
with a useful life extending substantially be-
yond the end of the taxable year to the ex-
tent they are used in the provision of welfare
benefits) over the qualified asset account
limit (calculated without regard to the oth-
erwise permitted reserve for post-retirement
medical benefits) for the taxable year. See
§ 1.419A–2T for special rules relating to col-
lectively bargained welfare benefit funds.

(c) The income of a VEBA, SUB, or GLSO
for any taxable year includes gain realized
by the organization on the sale or disposi-
tion of any asset during such year. The gain
realized by a VEBA, SUB, or GLSO on the
sale or disposition of an asset is equal to the
amount realized by the organization over the
basis of such asset (in the hands of the orga-
nization), reduced by any qualified direct
costs attributable to such asset (under para-
graphs (b), (c), and (d) of Q&A–6 of § 1.419–1T).

Q–4: What transition rules apply to existing
reserves for post-retirement medical or life insur-
ance benefits?

A–4: (a) Section 512(a)(3)(E)(iii)(I) provides
that income that is either directly or indi-
rectly attributable to existing reserves for
post-retirement medical or life insurance bene-
fits will not be treated as unrelated business
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taxable income. An existing reserve for post-re-
tirement medical or life insurance benefits (as
defined in section 512(a)(3)(E)(iii)(II)) is the
total amount of assets actually set aside in
a VEBA, SUB, or GLSO on July 18, 1984 (cal-
culated in the manner set forth in Q&A–3 of
the regulation, and adjusted under paragraph
(c) of Q&A–11 of § 1.419–1T), reduced by em-
ployer contributions to the fund on or before
such date to the extent such contributions
are not deductible for the taxable year of the
employer containing July 18, 1984, and for
any prior taxable year of the employer, for
purposes of providing such post-retirement
benefits. For purposes of the preceding sen-
tence only, an amount that was not actually
set aside on July 18, 1984, will be treated as
having been actually set aside on such date
if (1) such amount was incurred by the em-
ployer (without regard to section 461(h)) as
of the close of the last taxable year of the
VEBA, SUB, or GLSO ending before July 18,
1984, and (2) such amount was actually con-
tributed to the VEBA, SUB, or GLSO within
81⁄2 months following the close of such tax-
able year.

(b) In addition, section 512(a)(3)(E)(iii)(I)
applies to existing reserves for such post-re-
tirement benefits only to the extent that
such existing reserves do not exceed the
amount that could be accumulated under the
principles set forth in Revenue Rulings 69–
382, 1969–2, C.B. 28; 69–478, 1969–2 C.B. 29; and
73–599, 1973–2 C.B. 40. Thus, amounts attrib-
utable to such excess existing reserves are not
within this transition rule eventhough they
were actually set aside on July 18, 1984.

(c) All post-retirement medical or life in-
surance benefits (or other benefits to the ex-
tent paid with amounts set aside to provide
post-retirement medical or life insurance
benefits) provided after July 18, 1984 (wheth-
er or not the employer has maintained a re-
serve or fund for such benefits) are to be
charged, first, against the existing reserves
within this transition rule (including
amounts attributable to existing reserves
within this transition rule) for post-retire-
ment medical benefits or for post-retirement
life insurance benefits (as the case may be)
and, second, against all other amounts. For
this purpose, the qualified direct cost of an
asset with a useful life extending substan-
tially beyond the end of the taxable year (as
determined under Q&A–6 of § 1.419–1T) will be
treated as a benefit provided and thus
charged against the existing reserve based on
the extent to which such asset is used in the
provision of post-retirement medical benefits
or post-retirement life insurance benefits (as
the case may be). All plans of an employer
providing post-retirement medical benefits
are to be treated as one plan for purposes of
section 512(a)(3)(E)(iii)(III), and all plans of
an employer providing post-retirement life
insurance benefits are to be treated as one

plan for purposes of section
512(a)(3)(E)(iii)(III).

(d) In calculating the unrelated business
taxable income of a VEBA, SUB, or GLSO for
a taxable year of such organization, the total
income of the VEBA, SUB, or GLSO for the
taxable year is reduced by the income attrib-
utable to existing reserves within the transi-
tion rule before such income is compared to
the excess of the total amount set aside as of
the close of the taxable year over the quali-
fied asset account limit for the taxable year.
Thus, for example, assume that the total in-
come of a VEBA for a taxable year is $1,000,
and that the excess of the total amount of
the VEBA set aside as of the close of the tax-
able year over the applicable qualified asset
account limit is $600. Assume also that of the
$1,000 of total income, $500 is attributable to
existing reserves within the transition rule of
section 512(a)(3)(E)(iii)(I). The unrelated
business income of this VEBA for the taxable
year is equal to the lesser of the following
two amounts: (1) the total income of the
VEBA for the taxable year ($1,000), reduced
to the extent that such income is attrib-
utable to existing reserves within the transi-
tion rule ($500); or (2) the excess of the total
amount set aside as of the close of the tax-
able year over the applicable qualified asset
account limit ($600). Thus, the unrelated
business income of this VEBA for the taxable
year is $500.

[T.D. 8073, 51 FR 4332, Feb. 4, 1986; 51 FR 7262,
Mar. 3, 1986; 51 FR 11303, April 2, 1986]

§ 1.512(b)–1 Modifications.

Whether a particular item of income
falls within any of the modifications
provided in section 512(b) shall be de-
termined by all the facts and cir-
cumstances of each case. For example,
if a payment termed rent by the parties
is in fact a return of profits by a person
operating the property for the benefit
of the tax-exempt organization or is a
share of the profits retained by such
organization as a partner or joint ven-
turer, such payment is not within the
modification for rents. The modifica-
tions provided in section 512(b) are as
follows:

(a) Certain Investment Income—(1) In
general. Dividends, interest, payments
with respect to securities loans (as de-
fined in section 512(a)(5)), annuities, in-
come from notional principal contracts
(as defined in Treasury Regulations 26
CFR 1.863–7 or regulations issued under
section 446), other substantially simi-
lar income from ordinary and routine
investments to the extent determined
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by the Commissioner, and all deduc-
tions directly connected with any of
the foregoing items of income shall be
excluded in computing unrelated busi-
ness taxable income.

(2) Limitations. The exclusions under
paragraph (a)(1) of this section do not
apply to income derived from and de-
ductions in connection with debt-fi-
nanced property (as defined in section
514(b)). Moreover, the exclusions under
paragraph (a)(1) of this section do not
apply to gains or losses from the sale,
exchange, or other disposition of any
property, or to gains or losses from the
lapse or termination of options to buy
or sell securities. For rules regarding
the treatment of these gains and
losses, see section 512(b)(5) and
§ 1.512(b)–1(d). Furthermore, the exclu-
sions under paragraph (a)(1) of this sec-
tion do not apply to interest and annu-
ities derived from and deductions in
connection with controlled organiza-
tions. For rules regarding the treat-
ment of such amounts, see section
512(b)(13) and § 1.512(b)–1(l). Finally, the
exclusions under paragraph (a)(1) of
this section of income from notional
principal contracts and income that
the Commissioner determines to be
substantially similar income from or-
dinary and routine investments do not
apply to income earned by brokers or
dealers (including organizations that
make a market in derivative financial
products, as described in Treasury Reg-
ulations 26 CFR 1.954–2T(a)(4)(iii)(B)).

(3) Effective dates. The effective dates
of the rules of paragraphs (a)(1) and
(a)(2) of this section that were in effect
prior to August 30, 1991, remain the
same. The exclusion under paragraph
(a)(1) of this section of income from no-
tional principal contracts is effective
for amounts received after August 30,
1991. However, an organization may
apply the exclusion under paragraph
(a)(1) of this section of income from no-
tional principal contracts prior to that
date, provided that such amounts are
treated consistently for all open tax-
able years. Unless otherwise provided
by the Commissioner, the exclusion
under paragraph (a)(1) of this section of
income that the Commissioner deter-
mines to be substantially similar in-
come from ordinary and routine invest-
ments is effective for amounts received

after the date of the Commissioner’s
determination.

(b) Royalties. Royalties, including
overriding royalties, and all deductions
directly connected with such income
shall be excluded in computing unre-
lated business taxable income. How-
ever, for taxable years beginning after
December 31, 1969, certain royalties
from and certain deductions in connec-
tion with either, debt-financed prop-
erty (as defined in section 514(b)) or
controlled organizations (as defined in
paragraph (l) of this section) shall be
included in computing unrelated busi-
ness taxable income. Mineral royalties
shall be excluded whether measured by
production or by gross or taxable in-
come from the mineral property. How-
ever, where an 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 such an interest shall
not be excluded. To the extent not
treated as a loan under section 636,
payments in discharge of mineral pro-
duction payments shall be treated in
the same manner as royalty payments
for the purpose of computing unrelated
business taxable income. To the extent
treated as a loan under section 636, the
amount of any payment in discharge of
a production payment which is the
equivalent of interest shall be treated
as interest for purposes of section
512(b)(1) and paragraph (a) of this sec-
tion.

(c) Rents—(1) Taxable years beginning
before January 1, 1970. For taxable years
beginning before January 1, 1970, rents
from real property (including personal
property leased with the real property)
and the deductions directly connected
therewith shall be excluded in com-
puting unrelated business taxable in-
come, except that certain rents from,
and certain deductions in connection
with, a business lease (as defined in
section 514(f)) shall be included in com-
puting unrelated business taxable in-
come. See subparagraph (5) of this
paragraph for rules governing amounts
received for the rendering of services.

(2) Taxable years beginning after De-
cember 31, 1969—(i) In general. For tax-
able years beginning after December 31,
1969, except as provided in subdivision
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(iii) of this subparagraph, rents from
property described in subdivision (ii) of
this subparagraph, and the deductions
directly connected therewith, shall be
excluded in computing unrelated busi-
ness taxable income. However, not-
withstanding subdivision (ii) of this
subparagraph, certain rents from and
certain deductions in connection with
either debt-financed property (as de-
fined in section 514(b)) or property
rented to controlled organizations (as
defined in paragraph (l) of this section)
shall be included in computing unre-
lated business taxable income.

(ii) Excluded rents. The rents which
are excluded from unrelated business
income under section 512(b)(3)(A) and
this paragraph are:

(a) Real property. All rents from real
property; and

(b) Personal property. All rents from
personal property leased with real
property if the rents attributable to
such personal property are an inci-
dental amount of the total rents re-
ceived or accrued under the lease, de-
termined at the time sonal property
are an incidental amount service by
the lessee.
For purposes of the preceding sentence,
rents attributable to personal property
generally are not an incidental amount
of the total rents if such rents exceed
10 percent of the total rents from all
the property leased. For example, if the
rents attributable to the personal prop-
erty leased are determined to be $3,000
per year, and the total rents from all
property leased are $10,000 per year,
then such $3,000 amount is not to be ex-
cluded from the computation of unre-
lated business taxable income by oper-
ation of section 512(b)(3)(A)(ii) and this
paragraph, since such amount is not an
incidental portion of the total rents.

(iii) Exception. Subdivision (ii) of this
subparagraph shall not apply, if either:

(a) Excess personal property rents.
More than 50 percent of the total rents
are attributable to personal property,
determined at the time such personal
property is first placed in service by
the lessee; or

(b) Net profits. The determination of
the amount of such rents depends in
whole or in part on the income or prof-
its derived by any person from the
property leased, other than an amount

based on a fixed percentage or percent-
ages of the gross receipts or sales. For
purposes of the preceding sentence, the
rules contained in paragraph (b) (3) and
(6) (other than paragraph (b)(6)(ii)) of
§ 1.856–4 shall apply.

(iv) Illustration. This subparagraph
may be illustrated by the following ex-
ample:

Example. A, an exempt organization, owns
a printing factory which consists of a build-
ing housing two printing presses and other
equipment necessary for printing. On Janu-
ary 1, 1971, A rents the building and the
printing equipment to B for $10,000 a year.
The lease states that $9,000 of such rent is for
the building and $1,000 for the printing equip-
ment. However, it is determined that not-
withstanding the terms of the lease $4,000, or
40 percent ($4,000/$10,000), of the rent is actu-
ally attributable to the printing equipment.
During 1971, A has $3,000 of deductions, all of
which are properly allocable to the land and
building. Under these circumstances, A shall
not take into account in computing its unre-
lated business taxable income the $6,000 of
rent attributable to the building and the
$3,000 of deductions directly connected with
such rent. However, the $4,000 of rent attrib-
utable to the printing equipment is not ex-
cluded from the computation of A’s unre-
lated business taxable income by operation
of section 512(b)(3)(A)(ii) or this paragraph
since such rent represents more than an inci-
dental portion of the total rents.

(3) Definitions and special rules. For
purposes of subparagraph (2) of this
paragraph:

(i) Real property defined. The term
real property means all real property,
including any property described in
sections 1245(a)(3)(C) and 1250(c) and
the regulations thereunder.

(ii) Personal property defined. The
term personal property means all per-
sonal property, including any property
described in section 1245(a)(3)(B) and
the regulations thereunder.

(iii) Multiple leases. If separate leases
are entered into with respect to real
and personal property, and such prop-
erties have an integrated use (e.g., one
or more leases for real property and an-
other lease or leases for personal prop-
erty to be used upon such real prop-
erty), all such leases shall be consid-
ered as one lease.

(iv) Placed in service. Property is
placed in service by the lessee when it is
first subject to his use in accordance
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with the terms of the lease. For exam-
ple, property subject to a lease entered
into on November 1, 1971, for a term
commencing on January 1, 1972, shall
be considered as placed in service on
January 1, 1972, regardless of when the
property is first actually used by the
lessee.

(v) Changes in rent charged or personal
property rented. If:

(a) By reason of the placing of addi-
tional or substitute personal property
in service, there is an increase of 100
percent or more in the rent attrib-
utable to all the personal property
leased, or

(b) 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 prop-
erty rented), the rent attributable to
personal property shall be recomputed
to determine whether the exclusion
under subparagraph (2)(ii)(b) of this
paragraph or the exception under sub-
paragraph (2)(iii)(a) of this paragraph
applies. Any change in the treatment
of rents, attributable to a recomputa-
tion under this subdivision, shall be ef-
fective only with respect to rents for
the period beginning with the event
which occasioned the recomputation.

(4) Examples. Subparagraphs (2) and
(3) of this paragraph may be illustrated
by the following examples:

Example 1. On January 1, 1971, A, an exempt
organization, executes two leases with B.
One is for the rental of a computer, with a
stated annual rent of $750. The other is for
the rental of office space in which to use the
computer, at a stated annual rent of $7,250.
The total annual rent under both leases for
1971 is $8,000. At the time the computer is
first placed in service, however, taking both
leases into consideration, it is determined
that notwithstanding the terms of the leases
$3,000, or 37.5 percent ($3,000/$8,000), of the
rent is actually attributable to the com-
puter. Therefore, for 1971, only the $5,000
($8,000¥$3,000) attributable to the rental of
the office space is excluded from the com-
putation of A’s unrelated business taxable
income by operation of section 512(b)(3).

Example 2. Assume the facts as stated in
example 1. Assume further that the leases to
which the computer and office space are sub-
ject in example 1 provide that the rent may
be increased or decreased, depending upon
the prevailing rental value for similar com-
puters and office space. On January 1, 1972,
the total annual rent is increased in the
computer lease to $2,000, and in the office

space lease to $9,000. For 1972, it is deter-
mined that notwithstanding the terms of the
leases $6,000, or 54.5 percent ($6,000/$11,000), of
the total rent is actually attributable to the
computer 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 property will continue to
be excluded, since there was no modification
of the terms of the leases and since the in-
crease in the rent was not attributable to the
placing of new personal property in service.
See subparagraph (3)(v) of this paragraph.
Thus, for 1972 the $5,000 of rent attributable
to the office space continues to be excluded
from the computation of A’s unrelated busi-
ness taxable income by operation of section
512(b)(3).

Example 3. Assume the facts as stated in
example 1, except that on January 1, 1973, B
rents a second computer from A, which is
placed in service on that date. The total rent
is increased to $2,000 for the computer lease
and to $10,000 for the office space lease. It is
determined at the time the second computer
is first placed in service that notwith-
standing the terms of the leases $7,000 of the
rent is actually attributable to the com-
puters. Since the rent attributable to per-
sonal property has increased by more than
100 percent ($4,000/$3,000=133 percent), a rede-
termination must be made pursuant to sub-
paragraph (3)(v) (a) of this paragraph. As a
result, 58.3 percent ($7,000/$12,000) of the total
rent is determined to be attributable to per-
sonal property. Accordingly, since more than
50 percent of the total rent A receives is at-
tributable to the personal property leased,
none of the rents are excluded from the com-
putation of A’s unrelated business taxable
income by operation of section 512(b)(3).

Example 4. Assume the facts as stated in
example 3, except that on June 30, 1975, the
lease between B and A is modified. The total
rent for the computer lease is reduced to
$1,500 and the total rent for the office space
lease is reduced to $7,500. Pursuant to sub-
division (3)(v)(b) of this paragraph, a redeter-
mination is made as of June 30, 1975. As of
the modification date, it is determined that
notwithstanding the terms of the leases, the
rent actually attributable to the computers
is $4,000, or 44.4 percent ($4,000/$9,000), of the
total rent. Since less than 50 percent of the
total rent is now attributable to personal
property, the rent attributable to real prop-
erty ($5,000), for periods after June 30, 1975, is
excluded from the computation of A’s unre-
lated business taxable income by operation
of section 512(b)(3). However, the rent attrib-
utable to personal property ($4,000) is not ex-
cluded from unrelated business taxable in-
come for such periods by operation of section
512(b)(3), since it represents more than an in-
cidental portion of the total rent.
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(5) Rendering of services. For purposes
of this paragraph, payments for the use
or occupancy of rooms and other space
where services are also rendered to the
occupant, such as for the use or occu-
pancy of rooms or other quarters in ho-
tels, boarding houses, or apartment
houses furnishing hotel services, or in
tourist camps or tourist homes, motor
courts, or motels, or for the use of oc-
cupancy of space in parking lots, ware-
houses, or storage garages, does not
constitute rent from real property.
Generally, services are considered ren-
dered to the occupant if they are pri-
marily for his convenience and are
other than those usually or custom-
arily rendered in connection with the
rental of rooms or other space for occu-
pancy only. The supplying of maid
service, for example, constitutes such
service; whereas the furnishing of heat
and light, the cleaning of public en-
trances, exists, stairways, and lobbies,
the collection of trash, etc., are not
considered as services rendered to the
occupant. Payments for the use or oc-
cupancy of entire private residences or
living quarters in duplex or multiple
housing units, of offices in any office
building, etc., are generally treated as
rent from real property.

(d)(1) Gains and losses from the sale,
etc. of property. There shall also be ex-
cluded from the computation of unre-
lated business taxable income gains or
losses from the sale, exchange, or other
disposition of property other than (i)
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 taxable
year, or (ii) property held primarily for
sale to customers in the ordinary
course of the trade or business. This
exclusion does not apply with respect
to the cutting of timber which is con-
sidered, upon the application of section
631(a), as a sale or exchange of such
timber. In addition, for taxable years
beginning after December 31, 1969, this
exclusion does not apply to the gain de-
rived from the sale or other disposition
of debt-financed property (as defined in
section 514(b)). Otherwise, the exclu-
sion under section 512(b)(5) applies with
respect to gains and losses from invol-
untary conversions, casualties, etc.

(2) There shall be excluded from the
computation of unrelated business tax-
able income any gain from the lapse or
termination after December 31, 1975, of
options to buy or sell securities (as
that term is defined in section 1236(c)).
An option is considered terminated
when the organization’s obligation
under the option ceases by any means
other than by reason of the exercise or
lapse of such option. If the exclusion is
otherwise available it will apply
whether or not the organization owns
the securities upon which the option is
written, that is, whether or not the op-
tion is covered. However, income from
the lapse or termination of an option is
excludable only if the option is written
in connection with the organization’s
investment activities. Thus, for exam-
ple, if the securities upon which the op-
tions are written are held by the orga-
nization as inventory or for sale to cus-
tomers in the ordinary course of a
trade or business, the income from the
lapse or termination will not be ex-
cludable under the provisions of this
paragraph. Similarly, if an organiza-
tion is engaged in the trade or business
of writing options (whether or not such
options are covered) the exclusion will
not be available.

(e) Net operating losses. (1) The net op-
erating loss deduction provided in sec-
tion 172 shall be allowed in computing
unrelated business taxable income.
However, the net operating loss
carryback or carryover (from a taxable
year for which the taxpayer is subject
to the provisions of section 511) shall
be determined under section 172 with-
out taking into account any amount of
income or deduction which is not in-
cluded under section 511 in computing
unrelated business taxable income. For
example, a loss attributable to an unre-
lated trade or business shall not be di-
minished by reason of the receipt of
dividend income.

(2) For the purpose of computing the
net operating loss deduction provided
by section 172, any prior taxable year
for which an organization was not sub-
ject to the provisions of section 511, or
a corresponding provision of prior law,
shall not be taken into account. Thus,
if the organization was not subject to
the provisions of section 511 or Supple-
ment U of the Internal Revenue Code of
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1939 for a preceding taxable year, the
net operating loss is not a carryback to
such preceding taxable year, and the
net operating loss carryover to suc-
ceeding taxable years is not reduced by
the taxable income for such preceding
taxable year.

(3) A net operating loss carryback or
carryover shall be allowed only from a
taxable year for which the taxpayer is
subject to the provisions of section 511,
or a corresponding provision of prior
law.

(4) In determining the span of years
for which a net operating loss may be
carried for purposes of section 172, tax-
able years in which an organization
was not subject to the provisions of
section 511 or a corresponding provi-
sion of prior law shall be taken into ac-
count. Thus, for example, if an organi-
zation is subject to the provisions of
section 511 for the taxable year 1955
and has a net operating loss for that
year, the last taxable year to which
any part thereof may be carried over is
the year 1960 regardless of whether the
organization is subject to the provi-
sions of section 511 in any of the inter-
vening taxable years.

(f) Research. (1) Income derived from
research for the United States or any
of its agencies or instrumentalities or
a State or political subdivision thereof,
and all deductions directly connected
with such income, shall be excluded in
computing unrelated business taxable
income.

(2) In the case of a college, univer-
sity, or hospital, all income derived
from research performed for any person
and all deductions directly connected
with such income, shall be excluded in
computing unrelated business taxable
income.

(3) In the case of an organization op-
erated primarily for the purpose of car-
rying on fundamental research (as dis-
tinguished from applied research) the
results of which are freely available to
the general public, all income derived
from research performed for any person
and all deductions directly connected
with such income shall be excluded in
computing unrelated business taxable
income.

(4) For the purpose of §§ 1.512(a)–1,
1.512(a)–2, and this section, the term re-
search does not include activities of a

type ordinarily carried on as an inci-
dent to commercial or industrial oper-
ations, for example, the ordinary test-
ing or inspection of materials or prod-
ucts or the designing or construction of
equipment, buildings, etc. The term
fundamental research does not include
research carried on for the primary
purpose of commercial or industrial ap-
plication.

(g) Charitable, etc., contributions. (1) In
computing the unrelated business tax-
able income of an organization de-
scribed in section 511(a)(2) the deduc-
tion from gross income allowed by sec-
tion 170 (relating to charitable con-
tributions and gifts) shall be allowed,
whether or not the contribution is di-
rectly connected with the carrying on
of the trade or business. Section
512(b)(10) provides that this deduction
shall not exceed 5 percent of the orga-
nization’s unrelated business taxable
income computed without regard to
that deduction. The provisions of sec-
tion 170(b)(2) are not applicable to con-
tributions by the organizations de-
scribed in section 511(a)(2).

(2) In computing the unrelated busi-
ness taxable income of a trust de-
scribed in section 511(b)(2), the deduc-
tion allowed by section 170 (relating to
charitable contributions and gifts)
shall be allowed whether or not the
contribution is directly connected with
the carrying on of the trade or busi-
ness. The deduction is limited as pro-
vided in section 170(b)(1) (A) and (B),
except that the amounts so allowed are
determined on the basis of unrelated
business taxable income computed
without regard to this deduction (rath-
er than on the basis of adjusted gross
income). For purposes of this deduc-
tion, a distribution by a trust described
in section 511(b)(2) made pursuant to
the trust instrument to a beneficiary
described in section 170 shall be treated
in the same manner as gifts or con-
tributions.

(3) The contribution, whether made
by a trust or other exempt organiza-
tion, must be paid to another organiza-
tion to be allowable. For example, a
university described in section 501(c)(3)
which is exempt from tax and which
operates an unrelated business, shall be
allowed a deduction, not in excess of 5
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percent of its unrelated business tax-
able income, for gifts or contributions
to another university described in sec-
tion 501(c)(3) for educational work but
shall not be allowed any deduction for
amounts expended in administering its
own educational program.

(h) Specific deduction—(1) In general.
In computing unrelated business tax-
able income a specific deduction from
gross income of $1,000 is allowed. How-
ever, for taxable years beginning after
December 31, 1969, such specific deduc-
tion is not allowed in computing the
net operating loss under section 172
and paragraph (6) of section 512(b).

(2) Special rule for a diocese, province
of a religious order, or a convention or as-
sociation of churches. (i) In the case of a
diocese, province of a religious order,
or a convention or association of
churches, there shall be allowed with
respect to each parish, individual
church, district, or other local unit a
specific deduction equal to the lower of
$1,000 or the gross income derived from
an unrelated trade or business regu-
larly conducted by such local unit.
However, a diocese, province of a reli-
gious order, or a convention or associa-
tion of churches shall not be entitled
to a specific deduction for a local unit
which, for a taxable year, files a sepa-
rate return. In the case of a local unit
which, for a taxable year, files a sepa-
rate return, such 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
which it regularly conducts.

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. X is an association of churches on
the calendar year basis. X is divided into
local units A, B, C, and D. During 1973, A, B,
C, and D derive gross income of, respectively,
$1,200, $800, $1,500, and $700 from unrelated
businesses which they regularly conduct.
Furthermore, for such taxable year, D files a
separate return. X may claim a specific de-
duction of $1,000 with respect to A, $800 with
respect to B, and $1,000 with respect to C. X
may not claim a specific deduction with re-
spect to D. D, however, may claim a specific
deduction of $700 on its return.

(i) Transitional period for churches.
(1)(i) In the case of an unrelated trade
or business (as defined in section 513)
carried on before May 27, 1969, by a

church or convention or association of
churches (as defined in § 1.511–
2(a)(3)(ii)), or by the predecessor of a
church or convention or association of
churches which predecessor was itself a
church or convention or association of
churches, all gross income derived
from such unrelated trade or business
and all deductions directly connected
with the carrying on of such unrelated
trade or business shall be excluded
from the determination of unrelated
business taxable income under section
512(a) for all taxable years beginning
before January 1, 1976. Notwith-
standing the preceding sentence, in the
case of income from debt-financed
property (and the deductions attrib-
utable thereto), as defined in section
514, of a church or convention or asso-
ciation of churches or by the prede-
cessor of a church or convention or as-
sociation of churches, the provisions of
paragraphs (a) through (e) of section
514 and paragraph (4) of section 512(b)
shall apply for taxable years beginning
after December 31, 1969.

(ii) The provisions of subdivision (i)
may be illustrated by the following ex-
ample:

Example. X, a church as defined in § 1.511–
2(a)(3)(ii), realizes gross income from an un-
related business (as defined in section 513) of
$100,000 for calendar year 1972. X’s prede-
cessor church, Y, began conducting such un-
related business in January 1, 1968. Of the
$100,000 realized for calendar year 1972, $40,000
is attributable to debt-financed property (as
defined in section 514). Since the unrelated
business was conducted by Y prior to May 27,
1969, and since X’s taxable year begins before
January 1, 1976, that amount of the income
realized from such business (and all deduc-
tions directly connected therewith) which is
not attributable to debt-financed property
shall be excluded from the determination of
unrelated business taxable income under sec-
tion 512(a). Therefore, of the $100,000 realized,
$60,000 ($100,000 less $40,000 attributable to
debt-financed property), and all deductions
directly connected therewith shall be ex-
cluded from the determination of such unre-
lated business taxable income for purposes of
imposition of the tax under section 511(a).
The remaining $40,000 and the deductions at-
tributable thereto shall be subject to the
provisions of paragraphs (a) through (e) of
section 514 and paragraph (4) of section
512(b).

(2) This paragraph shall not apply in
the case of income from property, or
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deductions directly connected with
such income, if title to the property is
held by a corporation described in sec-
tion 501(c)(2) for a church or conven-
tion or association of churches. Thus,
if such income is derived from an unre-
lated trade or business, the corporation
shall be liable for tax imposed by sec-
tion 511(a) on such income.

(j) Special rule for certain unrelated
trades or businesses carried on by a reli-
gious order or by an educational institu-
tion maintained by such order. (1) Except
as provided in subparagraph (2) of this
paragraph, gross income realized by a
religious order (or an educational orga-
nization described in section
170(b)(1)(A)(ii) maintained by such
order) from an unrelated trade or busi-
ness, together with all deductions di-
rectly connected therewith, shall be ex-
cluded from the determination of unre-
lated business taxable income under
section 512(a), if:

(i) The trade or business has been op-
erated by such order or by such institu-
tion since before May 27, 1959,

(ii) The trade or business consists of
providing services under a license
issued by a Federal regulatory agency,

(iii) More than 90 percent of the net
income from the business is, for each
taxable year for which gross income
from such business is so excluded by
reason of section 512(b)(15) and this
paragraph, devoted to religious, chari-
table, or educational purposes, and

(iv) It is established to the satisfac-
tion of an officer no lower than the Re-
gional Commissioner that the rates or
other charges for such services are
fully competitive with rates or other
charges charged for such services by
persons not exempt from taxation.
Rates or other charges for such serv-
ices shall be considered as fully com-
petitive with rates or other charges
charged for such services by persons
not exempt from taxation if the rates
charged by such unrelated trade or
business are neither materially higher
nor materially lower than the rates
charged by similar businesses oper-
ating in the same general area.

(2) The provisions of this paragraph
shall not apply with respect to income
from debt-financed property (as defined
in section 514) and the deductions at-
tributable thereto. For taxable years

beginning after December 31, 1969, such
income and deductions are subject to
the provisions of paragraphs (a)
through (e) of section 514 and para-
graph (4) of section 512(b).

(k) Income and deductions from debt-fi-
nanced property. For taxable years be-
ginning after December 31, 1969, in the
case of debt-financed property (as de-
fined in section 514(b)), there shall be
included in the unrelated business tax-
able income of an exempt organization,
as an item of gross income derived
from an unrelated trade or business,
the amount of unrelated debt-financed
income determined under section
514(a)(1) and § 1.514(a)–1(a), and there
shall be allowed, as a deduction with
respect to such income, the amount de-
termined under section 514(a)(2) and
§ 1.514(a)–1(b).

(l) Interest, annuities, royalties, and
rents from controlled organizations—(1)
In general. For taxable years beginning
after December 31, 1969, if an exempt
organization (hereinafter referred to as
the controlling organization) has control
(as defined in subparagraph (4) of this
paragraph) of another organization
(hereinafter referred to as the con-
trolled organization), the controlling or-
ganization shall include as an item of
gross income in computing its unre-
lated business taxable income, the
amount of interest, annuities, royal-
ties, and rents derived from the con-
trolled organization determined under
subparagraph (2) or (3) of this para-
graph. The preceding sentence shall
apply whether or not the activity con-
ducted by the controlling organization
to derive such amounts represents a
trade or business or is regularly carried
on. Thus, amounts received by a con-
trolling organization from the rental of
its real property to a controlled organi-
zation may be included in the unre-
lated business taxable income of the
controlling organization, even though
the rental of such property is not an
activity regularly carried on by the
controlling organization.

(2) Exempt controlled organization—(i)
In general. If the controlled organiza-
tion is exempt from taxation under sec-
tion 501(a), the amount referred to in
subparagraph (1) of this paragraph is
an amount which bears the same ratio
to the interest, annuities, royalties,
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and rents received by the controlling
organization from the controlled orga-
nization as the unrelated business tax-
able income of the controlled organiza-
tion bears to whichever of the fol-
lowing amounts is the greater:

(a) The taxable income of the con-
trolled organization, computed as
though the controlled organization
were not exempt from taxation under
section 501(a), or

(b) The unrelated business taxable in-
come of the controlled organization,
both determined without regard to any
amounts paid directly or indirectly to
the controlling organization. The con-
trolling organization shall be allowed
all deductions directly connected with
amounts included in gross income
under the preceding sentence.

(ii) Examples. This subparagraph may
be illustrated by the following exam-
ples:

Example 1. A, an exempt scientific organi-
zation described in section 501(c)(3), owns all
the stock of B, another exempt scientific or-
ganization described in section 501(c)(3). Dur-
ing 1971, A rents space for a laboratory to B
for $15,000 a year. A’s total deductions for
1971 with respect to the leased property are
$3,000: $1,000 for maintenance and $2,000 for
depreciation. If B were not an exempt orga-
nization, its total taxable income would be
$300,000, disregarding rent paid to A. B’s un-
related business taxable income, dis-
regarding rent paid to A, is $100,000. Under
these circumstances, $4,000 of the rent paid
by B will be included by A as net rental in-
come in determining its unrelated business
taxable income, computed as follows:
B’s unrelated business taxable income (dis-

regarding rent paid to A) ................................ $100,000
B’s taxable income (computed as though B

were not exempt and disregarding rent paid
to A) ................................................................ 300,000

Ratio ($100,000/$300,000) ................................ 1⁄3
Total rent ............................................................ 15,000
Total deductions ................................................ 3,000
Rental income treated as gross income from

an unrelated trade or business (1⁄3 of
$15,000) ......................................................... 5,000

Less deductions directly connected with such
income (1⁄3 of $3,000) .................................... 1,000

Net rental income included by A in computing
its unrelated business taxable income ........... $4,000

Example 2. Assume the facts as stated in
example 1, except that B’s taxable income is
$90,000 (computed as though B were not an
exempt organization, and disregarding rents
paid to A). B’s unrelated business taxable in-
come ($100,000) is therefore greater than its
taxable income ($90,000). Thus, the ratio used
to determine the portion of rent received by

A which is to be taken into account is one
since both the numerator and denominator
of such ratio is B’s unrelated business tax-
able income. Consequently, all the rent re-
ceived by A from B ($15,000), and all the de-
ductions directly connected therewith
($3,000), are included by A in computing its
unrelated business taxable income.

(3) Nonexempt controlled organization—
(i) In general. If the controlled organi-
zation is not exempt from taxation
under section 501(a), the amount re-
ferred to in subparagraph (1) of this
paragraph is an amount which bears
the same ratio to the interest, annu-
ities, royalties, and rents received by
the controlling organization from the
controlled organization as the excess
taxable income (as defined in subdivision
(ii) of this subparagraph) of the con-
trolled organization bears to whichever
of the following amounts is the great-
er:

(a) The taxable income of the con-
trolled organization, or

(b) The excess taxable income of the
controlled organization,
both determined without regard to any
amount paid directly or indirectly to
the controlling organization. The con-
trolling organization shall be allowed
all deductions which are directly con-
nected with amounts included in gross
income under the preceding sentence.

(ii) Excess taxable income. For pur-
poses of this paragraph, the term excess
taxable income means the excess of the
controlled organization’s taxable in-
come over the amount of such taxable
income which, if derived directly by
the controlling organization, would not
be unrelated business taxable income.

(iii) Examples. This subparagraph
may be illustrated by the following ex-
amples:

Example 1. A, an exempt university de-
scribed in section 501(c)(3), owns all the
stock of M, a nonexempt organization. Dur-
ing 1971, M leases a factory and a dormitory
from A for a total annual rent of $100,000.
During the taxable year, M has $500,000 of
taxable income, disregarding the rent paid to
A: $150,000 from a dormitory for students of
A university, and $350,000 from the operation
of a factory which is a business unrelated to
A’s exempt purpose. A’s deductions for 1971
with respect to the leased property are $4,000
for the dormitory and $16,000 for the factory.
Under these circumstances, $56,000 of the
rent paid by M will be included by A as net
rental income in determining its unrelated
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business taxable income, computed as fol-
lows:
M’s taxable income (disregarding rent paid to

A) .................................................................... $500,000
Less taxable income from dormitory ................. 150,000

Excess taxable income ...................................... $350,000

Ratio ($350,000/$500,000) ................................ 7⁄10

Total rent paid to A ............................................ $100,000
Total deductions ($4,000+$16,000) ................... 20,000
Rental income treated as gross income from

an unrelated trade or business (7⁄10 of
$100,000) ....................................................... 70,000

Less deductions directly connected with such
income (7⁄10 of $20,000) ................................ 14,000

Net rental income included by A in computing
its unrelated business taxable income ........... $56,000

Example 2. Assume the facts as stated in
example 1, except that M’s taxable income
(disregarding rent paid to A) is $300,000, con-
sisting of $350,000 from the operation of the
factory and a $50,000 loss from the operation
of the dormitory. Thus, M’s excess taxable in-
come is also $300,000, since none of M’s tax-
able income would be excluded from the
computation of A’s unrelated business tax-
able income if received directly by A. The
ratio of M’s excess taxable income to its tax-
able income is therefore one ($300,000/
$300,000). Thus, all the rent received by A
from M ($100,000), and all the deductions di-
rectly connected therewith ($20,000), are in-
cluded in the computation of A’s unrelated
business taxable income.

(4) Control—(i) In general. For pur-
poses of this paragraph—

(a) Stock corporation. In the case of an
organization which is a stock corpora-
tion, the term control means ownership
by an exempt organization of stock
possessing at least 80 percent of the
total combined voting power of all
classes of stock entitled to vote and at
least 80 percent of the total number of
shares of all other classes of stock of
such corporation.

(b) Nonstock organization. In the case
of a nonstock organization, the term
control means that at least 80 percent
of the directors or trustees of such or-
ganization are either representatives of
or directly or indirectly controlled by
an exempt organization. A trustee or
director is a representative of an ex-
empt organization if he is a trustee, di-
rector, agent, or employee of such ex-
empt organization. A trustee or direc-
tor is controlled by an exempt organi-
zation if such organization has the
power to remove such trustee or direc-
tor and designate a new trustee or di-
rector.

(ii) Gain or loss of control. If control of
an organization (as defined in subdivi-
sion (i) of this subparagraph) is ac-
quired or relinquished during the tax-
able year, only the interest, annuities,
royalties, and rents paid or accrued to
the controlling organization in accord-
ance with its method of accounting for
that portion of the taxable year it has
control shall be subject to the tax on
unrelated business income.

(5) Amounts taxable under other provi-
sions of the Code—(i) In general. Except
as provided in subdivision (ii) of this
subparagraph, section 512(b)(13) and
this paragraph do not apply to
amounts which are included in the
computation of unrelated business tax-
able income by operation of any other
provision of the Code. However,
amounts which are not included in un-
related business taxable income by op-
eration of section 512(a)(1), or which
are excluded by operation of section
512(b) (1), (2), or (3), may be included in
unrelated business taxable income by
operation of section 512(b)(13) and this
paragraph.

(ii) Debt-financed property. Rents de-
prived from the lease of debt-financed
property by a controlling organization
to a controlled organization are subject
to the rules contained in section
512(b)(13) and this paragraph. Thus, if a
controlling organization leases debt-fi-
nanced property to a controlled organi-
zation, the amount of rents includible
in the controlling organization’s unre-
lated business taxable income shall
first be determined under section
512(b)(13) and this paragraph, and only
the portion of such rents not taken
into account by operation of section
512(b)(13) are taken into account by op-
eration of section 514. See example 3 of
§ 1.514(b)–1(b)(3).

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6939, 32 FR 17661, Dec. 12,
1967; T.D. 7177, 37 FR 7089, Apr. 8, 1972; T.D.
7183, 37 FR 7885, Apr. 21, 1972; T.D. 7261, 38 FR
5466, Mar. 1, 1973; 38 FR 6387, Mar. 9, 1973;
T.D. 7632, 44 FR 42681, July 20, 1979; T.D. 7767,
46 FR 11265, Feb. 6, 1981; T.D. 8423, 57 FR
33443, July 29, 1992; 57 FR 42490, Sept. 15, 1992]

§ 1.512(c)–1 Special rules applicable to
partnerships; in general.

In the event an organization to which
section 511 applies is a member of a
partnership regularly engaged in a
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trade or business which is an unrelated
trade or business with respect to such
organization, the organization shall in-
clude in computing its unrelated busi-
ness taxable income so much of its
share (whether or not distributed) of
the partnership gross income as is de-
rived from that unrelated business and
its share of the deductions attributable
thereto. For this purpose, both the
gross income and the deductions shall
be computed with the necessary adjust-
ments for the exceptions, additions,
and limitations referred to in section
512(b) and in § 1.512(b)–1. For example, if
an exempt educational institution is a
partner in a partnership which oper-
ates a factory and if such partnership
also holds stock in a corporation, the
exempt organization shall include in
computing its unrelated business tax-
able income its share of the gross in-
come from the operation of the factory,
but not its share of any dividends re-
ceived by the partnership from the cor-
poration. If the taxable year of the or-
ganization differs from that of the
partnership, the amounts included or
deducted in computing unrelated busi-
ness taxable income shall be based
upon the income and deductions of the
partnership for each taxable year of
the partnership ending within or with
the taxable year of the organization.

§ 1.513–1 Definition of unrelated trade
or business.

(a) In general. As used in section 512
the term unrelated business taxable in-
come means the gross income derived
by an organization from any unrelated
trade or business regularly carried on
by it, less the deductions and subject
to the modifications provided in sec-
tion 512. Section 513 specifies with cer-
tain exceptions that the phrase unre-
lated trade or business means, in the
case of an organization subject to the
tax imposed by section 511, any trade
or business the conduct of which is not
substantially related (aside from the
need of such organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by such organization of its charitable,
educational, or other purpose or func-
tion constituting the basis for its ex-
emption under section 501 (or, in the
case of an organization described in

section 511(a)(2)(B), to the exercise or
performance of any purpose or function
described in section 501(c)(3)). (For cer-
tain exceptions from thisdefinition, see
paragraph (e) of this section. For a spe-
cial definition of unrelated trade or busi-
ness applicable to certain trusts, see
section 513(b).) Therefore, unless one of
the specific exceptions of section 512 or
513 is applicable, gross income of an ex-
empt organization subject to the tax
imposed by section 511 is includible in
the computation of unrelated business
taxable income if: (1) It is income from
trade or business; (2) such trade or
business is regularly carried on by the
organization; and (3) the conduct of
such trade or business is not substan-
tially related (other than through the
production of funds) to the organiza-
tion’s performance of its exempt func-
tions.

(b) Trade or business. The primary ob-
jective of adoption of the unrelated
business income tax was to eliminate a
source of unfair competition by placing
the unrelated business activities of cer-
tain exempt organizations upon the
same tax basis as the nonexempt busi-
ness endeavors with which they com-
pete. On the other hand, where an ac-
tivity does not possess the characteris-
tics of a trade or business within the
meaning of section 162, such as when
an organization sends out low-cost ar-
ticles incidental to the solicitation of
charitable contributions, the unrelated
business income tax does not apply
since the organization is not in com-
petition with taxable organizations.
However, in general, any activity of a
section 511 organization which is car-
ried on for the production of income
and which otherwise possesses the
characteristics required to constitute
trade or business within the meaning of
section 162—and which, in addition, is
notsubstantially related to the per-
formance of exempt functions— pre-
sents sufficient likelihood of unfair
competition to be within the policy of
the tax. Accordingly, for purposes of
section 513 the term trade or business
has the same meaning it has in section
162, and generally includes any activity
carried on for the production of income
from the sale of goods or performance
of services. Thus, the term trade or
business in section 513 is not limited to
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integrated aggregates of assets, activi-
ties and good will which comprise busi-
nesses for the purposes of certain other
provisions of the Internal Revenue
Code. Activities of producing or dis-
tributing goods or performing services
from which a particular amount of
gross income is derived do not lose
identity as trade or business merely be-
cause they are carried on within a larg-
er aggregate of similar activities or
within a larger complex of other en-
deavors which may, or may not, be re-
lated to the exempt purposes of the or-
ganization. Thus, for example, the reg-
ular sale of pharmaceutical supplies to
the general public by a hospital
pharmacydoes not lose identity as
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 terms of sec-
tion 513(a)(2). Similarly, activities of
soliciting, selling, and publishing com-
mercial advertising do not lose iden-
tity as a trade or business even though
the advertising is published in an ex-
empt organization periodical which
contains editorial matter related to
the exempt purposes of the organiza-
tion. However, where an activity car-
ried on for the production of income
constitutes an unrelated trade or busi-
ness, no part of such trade or business
shall be excluded from such classifica-
tion merely because it does not result
in profit.

(c) Regularly carried on—(1) General
principles. In determining whether
trade or business from which a par-
ticular amount of gross income derives
is regularly carried on, within the mean-
ing of section 512, regard must be had
to the frequency and continuity with
which the activities productive of the
income are conducted and the manner
in which they are pursued. This re-
quirement must be applied in light of
the purpose of the unrelated business
income tax to place exempt organiza-
tion business activities upon the same
tax basis as the nonexempt business
endeavors with which they compete.
Hence, for example, specific business
activities of an exempt organization
will ordinarily be deemed to be regu-
larly carried on if they manifest a fre-
quency and continuity, and are pursued

in a manner, generally similar to com-
parable commercial activities of non-
exempt organizations.

(2) Application of principles in certain
cases—(i) Normal time span of activities.
Where income producing activities are
of a kind normally conducted by non-
exempt commercial organizations on a
year-round basis, the conduct of such
activities by an exempt organization
over a period of only a few weeks does
not constitute the regular carrying on
of trade or business. For example, the
operation of a sandwich stand by a hos-
pital auxiliary for only 2 weeks at a
state fair would not be the regular con-
duct of trade or business. However, the
conduct of year-round business activi-
ties for one day each week would con-
stitute the regular carrying on of trade
or business. Thus, the operation of a
commercial parking lot on Saturday of
each week would be the regular con-
duct of trade or business. Where in-
come producing activities are of a kind
normally undertaken by nonexempt
commercial organizations only on a
seasonal basis, the conduct of such ac-
tivities by an exempt organization dur-
ing a significant portion of the season
ordinarilyconstitutes the regular con-
duct of trade or business. For example,
the operation of a track for horse rac-
ing for several weeks of a year would
be considered the regular conduct of
trade or business because it is usual to
carry on such trade or business only
during a particular season.

(ii) Intermittent activities; in general.
In determining whether or not inter-
mittently conducted activities are reg-
ularly carried on, the manner of con-
duct of the activities must be com-
pared with the manner in which com-
mercial activities are normally pur-
sued by nonexempt organizations. In
general, exempt organization business
activities which are engaged in only
discontinuously or periodically will not
be considered regularly carried on if
they are conducted without the com-
petitive and promotional efforts typ-
ical of commercial endeavors. For ex-
ample, the publication of advertising
in programs for sports events or music
or drama performances will not ordi-
narily be deemed to be the regular car-
rying on of business. Similarly, where
an organization sells certain types of
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goods or services to a particular class
of persons in pursuance of its exempt
functions or primarily for the conven-
ience of such persons within the mean-
ing of section 513(a)(2) (as, for example,
the sale of books by a college book-
store to students or the sale of pharma-
ceutical supplies by a hospital phar-
macy to patients of the hospital), cas-
ual sales in the course of such activity
which do not qualify as related to the
exempt function involved or as de-
scribed in section 513(a)(2) will not be
treated as regular. On the other hand,
where the nonqualifyingsales are not
merely casual, but are systematically
and consistently promoted and carried
on by the organization, they meet the
section 512 requirement of regularity.

(iii) Intermittent activities; special rule
in certain cases of infrequent conduct.
Certain intermittent income producing
activities occur so infrequently that
neither their recurrence nor the man-
ner of their conduct will cause them to
be regarded as trade or business regu-
larly carried on. For example, income
producing or fund raising activities
lasting only a short period of time will
not ordinarily be treated as regularly
carried on if they recur only occasion-
ally or sporadically. Furthermore, such
activities will not be regarded as regu-
larly carried on merely because they
are conducted on an annually recurrent
basis. Accordingly, income 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.

(d) Substantially related—(1) In gen-
eral. Gross income derives from unre-
lated trade or business, within the mean-
ing of section 513(a), if the conduct of
the trade or business which produces
the income is not substantially related
(other than through the production of
funds) to the purposes for which ex-
emption is granted. The presence of
this requirement necessitates an exam-
ination of the relationship between the
business activities which generate the
particular income in question—the ac-
tivities, that is, of producing or distrib-
uting the goods or performing the serv-
ices involved—and the accomplishment
of the organization’s exempt purposes.

(2) Type of relationship required. Trade
or business is related to exempt pur-

poses, in the relevant sense, only where
the conduct of the business activities
has causal relationship to the achieve-
ment of exempt purposes (other than
through the production of income); and
it is substantially related, for purposes
of section 513, only if the causal rela-
tionship is a substantial one. Thus, for
the conduct of trade or business from
which a particular amount of gross in-
come is derived to be substantially re-
lated to purposes for which exemption
is granted, the production or distribu-
tion of the goods or the performance of
the services from which the gross in-
come is derived must contribute impor-
tantly to the accomplishment of those
purposes. Where the production or dis-
tribution of the goods or the perform-
ance of the services does not contribute
importantly to the accomplishment of
the exempt purposes of an organiza-
tion, the income from the sale of the
goods or the performance of the serv-
ices does not derive from the conduct
of related trade or business. Whether
activities productive of gross income
contribute importantly to the accom-
plishment of any purpose for which an
organization is granted exemption de-
pends in each case upon the facts and
circumstances involved.

(3) Size and extent of activities. In de-
termining whether activities con-
tribute importantly to the accomplish-
ment of an exempt purpose, the size
and extent of the activities involved
must be considered in relation to the
nature and extent of the exempt func-
tion which they purport to serve. Thus,
where income is realized by an exempt
organization from activities which are
in part related to the performance of
its exempt functions, but which are
conducted on a larger scale than is rea-
sonably necessary for performance of
such functions, the gross income at-
tributable to that portion of the activi-
ties in excess of the needs of exempt
functions constitutes gross income
from the conduct of unrelated trade or
business. Such income is not derived
from the production or distribution of
goods or the performance of services
which contribute importantly to the
accomplishment of any exempt purpose
of the organization.

(4) Application of principles—(i) Income
from performance of exempt functions.
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Gross income derived from charges for
the performance of exempt functions
does not constitute gross income from
the conduct of unrelated trade or busi-
ness. The following examples illustrate
the application of this principle:

Example 1. M, an organization described in
section 501(c)(3), operates a school for train-
ing children in the performing arts, such as
acting, singing, and dancing. It presents per-
formances by its students and derives gross
income from admission charges for the per-
formances. The students’ participation in
performances before audiences is an essen-
tial part of their training. Since the income
realized from the performances derives from
activities which contribute importantly to
the accomplishment of M’s exempt purposes,
it does not constitute gross income from un-
related trade or business. (For specific exclu-
sion applicable in certain cases of contrib-
uted services, see section 513(a)(1) and para-
graph (e)(1) of this section.)

Example 2. N is a trade union qualified for
exemption under section 501(c)(5). To im-
prove the trade skills of its members, N con-
ducts refresher training courses and supplies
handbooks and technical manuals. N receives
payments from its members for these serv-
ices and materials. However, the develop-
ment and improvement of the skills of its
members is one of the purposes for which ex-
emption is granted N; and the activities de-
scribed contribute importantly to that pur-
pose. Therefore, the income derived from
these activities does not constitute gross in-
come from unrelated trade or business.

Example 3. O is an industry trade associa-
tion qualified for exemption under section
501(c)(6). It presents a trade show in which
members of its industry join in an exhibition
of industry products. O derives income from
charges made to exhibitors for exhibit space
and admission fees charged patrons or view-
ers of the show. The show is not a sales facil-
ity 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 rea-
sonably calculated to achieve that purpose.
The stimulation of demand for the industry’s
products in general is one of the purposes for
which exemption is granted O. Consequently,
the activities productive of O’s gross income
from the show—that is, the promotion, orga-
nization and conduct of the exhibition—con-
tribute importantly to the achievement of
an exempt purpose, and the income does not
constitute gross income from unrelated
trade or business. See also section 513(d) and
regulations thereunder regarding sales activ-
ity.

(ii) Disposition of product of exempt
functions. Ordinarily, gross income

from the sale of products which result
from the performance of exempt func-
tions does not constitute gross income
from the conduct of unrelated trade or
business if the product is sold in sub-
stantially the same state it is in on
completion of the exempt functions.
Thus, in the case of an organization de-
scribed in section 501(c)(3) and engaged
in a program of rehabilitation of handi-
capped persons, income from sale of ar-
ticles made by such persons as a part of
their rehabilitation training would not
be gross income from conduct of unre-
lated trade or business. The income in
such case would be from sale of prod-
ucts, the production of which contrib-
uted importantly to the accomplish-
ment of purposes for which exemption
is granted the organization—namely,
rehabilitation of the handicapped. On
the other hand, if a product resulting
from an exempt function is utilized or
exploitedin further business endeavor
beyond that reasonably appropriate or
necessary for disposition in the state it
is in upon completion of exempt func-
tions, the gross income derived there-
from would be from conduct of unre-
lated trade or business. Thus, in the
case of an experimental dairy herd
maintained for scientific purposes by a
research organization described in sec-
tion 501(c)(3), income from sale of milk
and cream produced in the ordinary
course of operation of the project
would not be gross income from con-
duct of unrelated trade or business. On
the other hand, if the organization
were to utilize the milk and cream in
the further manufacture of food items
such as ice cream, pastries, etc., the
gross income from the sale of such
products would be from the conduct of
unrelated trade or business unless the
manufacturing activities themselves
contribute importantly to the accom-
plishment of an exempt purpose of the
organization.

(iii) Dual use of assets or facilities. In
certain cases, an asset or facility nec-
essary to the conduct of exempt func-
tions may also be employed in a com-
mercial endeavor. In such cases, the
mere fact of the use of the asset or fa-
cility in exempt functions does not, by
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itself, make the income from the com-
mercial endeavor gross income from re-
lated trade or business. The test, in-
stead, is whether the activities produc-
tive of the income in question con-
tribute importantly to the accomplish-
ment of exempt purposes. Assume, for
example, that a museum exempt under
section 501(c)(3) has a theater audito-
rium which is specially designed and
equipped for showing of educational
films in connection with its program of
public education in the arts and
sciences. The theater is a principal fea-
ture of the museum and is in contin-
uous operation during the hours the
museum is open to the public. If the or-
ganization were to operate the theater
as an ordinary motion picture theater
for public entertainment during the
evening hours when the museum was
closed, gross income from such oper-
ation would be gross income from con-
duct of unrelated trade or business.

(iv) Exploitation of exempt functions.
In certain cases, activities carried on
by an organization in the performance
of exempt functions may generate good
will or other intangibles which are ca-
pable of being exploited in commercial
endeavors. Where an organization ex-
ploits such an intangible in commer-
cial activities, the mere fact that the
resultant income depends in part upon
an exempt function of the organization
does not make it gross income from re-
lated trade or business. In such cases,
unless the commercial activities them-
selves contribute importantly to the
accomplishment of an exempt purpose,
the income which they produce is gross
income from the conduct of unrelated
trade or business. The application of
this subdivision is illustrated in the
following examples:

Example 1. U, an exempt scientific organi-
zation, enjoys an excellent reputation in the
field of biological research. It exploits this
reputation regularly by selling endorsements
of various items of laboratory equipment to
manufacturers. The endorsing of laboratory
equipment does not contribute importantly
to the accomplishment of any purpose for
which exemption is granted U. Accordingly,
the income derived from the sale of endorse-
ments is gross income from unrelated trade
or business.

Example 2. V, an exempt university, has a
regular faculty and a regularly enrolled stu-
dent body. During the school year, V spon-

sors the appearance of professional theater
companies and symphony orchestras which
present drama and musical performances for
the students and faculty members. Members
of the general public are also admitted. V ad-
vertises these performances and supervises
advance ticket sales at various places, in-
cluding such university facilities as the cafe-
teria and the university bookstore. V derives
gross income from the conduct of the per-
formances. However, while the presentation
of the performances makes use of an intan-
gible generated by V’s exempt educational
functions—the presence of the student body
and faculty—the presentation of such drama
and music events contributes importantly to
the overall educational and cultural function
of the university. Therefore, the income
which V receives does not constitute gross
income from the conduct of unrelated trade
or business.

Example 3. W is an exempt business league
with a large membership. Under an arrange-
ment with an advertising agency, W regu-
larly mails brochures, pamphlets and other
commercial advertising materials to its
members, for which service W charges the
agency an agreed amount per enclosure. The
distribution of the advertising materials
does not contribute importantly to the ac-
complishment of any purpose for which W is
granted exemption. Accordingly, the pay-
ments made to W by the advertising agency
constitute gross income from unrelated
trade or business.

Example 4. X, an exempt organization for
the advancement of public interest in clas-
sical music, owns a radio station and oper-
ates it in a manner which contributes impor-
tantly to the accomplishment of the pur-
poses for which the organization is granted
exemption. However, in the course of the op-
eration of the station the organization de-
rives gross income from the regular sale of
advertising time and services to commercial
advertisers in the manner of an ordinary
commercial station. Neither the sale of such
time nor the performance of such services
contributes importantly to the accomplish-
ment of any purpose for which the organiza-
tion is granted exemption. Notwithstanding
the fact that the production of the adver-
tising income depends upon the existence of
the listening audience resulting from per-
formance of exempt functions, such income
is gross income from unrelated trade or busi-
ness.

Example 5. Y, an exempt university, pro-
vides facilities, instruction and faculty su-
pervision for a campus newspaper operated
by its students. In addition to news items
and editorial commentary, the newspaper
publishes paid advertising. The solicitation,
sale, and publication of the advertising are
conducted by students, under the supervision
and instruction of the university. Although
the services rendered to advertisers are of a
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commercial character, the advertising busi-
ness contributes importantly to the univer-
sity’s educational program through the
training of the students involved. Hence,
none of the income derived from publication
of the newspaper constitutes gross income
from unrelated trade or business. The same
result would follow even though the news-
paper is published by a separately incor-
porated section 501(c)(3) organization, quali-
fied under the university rules for recogni-
tion of student activities, and even though
such organization utilizes its own facilities
and is independent of faculty supervision,
but carries out its educational purposes by
means of student instruction of other stu-
dents in the editorial and advertising activi-
ties and student participation in those ac-
tivities.

Example 6. Z is an association exempt
under section 501(c)(6), formed to advance
the interests of a particular profession and
drawing its membership from the members
of that profession. Z publishes a monthly
journal containing articles and other edi-
torial material which contribute impor-
tantly to the accomplishment of purposes for
which exemption is granted the organiza-
tion. Income from the sale of subscriptions
to members and others in accordance with
the organization’s exempt purposes, there-
fore, does not constitute gross income from
unrelated trade or business. In connection
with the publication of the journal, Z also
derives income from the regular sale of space
and services for general consumer adver-
tising,including advertising of such products
as soft drinks, automobiles, articles of ap-
parel, and home appliances. Neither the pub-
lication of such advertisements nor the per-
formance of services for such commercial ad-
vertisers contributes importantly to the ac-
complishment of any purpose for which ex-
emption is granted. Therefore, notwith-
standing the fact that the production of in-
come from advertising utilizes the circula-
tion developed and maintained in perform-
ance of exempt functions, such income is
gross income from unrelated trade or busi-
ness.

Example 7. The facts are as described in the
preceding example, except that the adver-
tising in Z’s journal promotes only products
which are within the general area of profes-
sional interest of its members. Following a
practice common among taxable magazines
which publish advertising, Z requires its ad-
vertising to comply with certain general
standards of taste, fairness, and accuracy;
but within those limits the form, content,
and manner of presentation of the adver-
tising messages are governed by the basic ob-
jective of the advertisers to promote the sale
of the advertised products. While the adver-
tisements contain certain information, the
informational function of the advertising is
incidental to the controlling aim of stimu-

lating demand for the advertised products
and differs in no essential respect from the
informational function of any commercial
advertising. Like taxable publishers of ad-
vertising, Z accepts advertising only from
those who are willing to pay its prescribed
rates. Although continuing education of
itsmembers in matters pertaining to their
profession is one of the purposes for which Z
is granted exemption, the publication of ad-
vertising designed and selected in the man-
ner of ordinary commercial advertising is
not an educational activity of the kind con-
templated by the exemption statute; it dif-
fers fundamentally from such an activity
both in its governing objective and in its
method. Accordingly, Z’s publication of ad-
vertising does not contribute importantly to
the accomplishment of its exempt purposes;
and the income which it derives from adver-
tising constitutes gross income from unre-
lated trade or business.

(e) Exceptions. Section 513(a) specifi-
cally states that the term unrelated
trade or business does not include:

(1) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion; or

(2) Any trade or business carried on
by an organization described in section
501(c)(3) or by a governmental college
or university described in section
511(a)(2)(B), primarily for the conven-
ience of its members, students, pa-
tients, officers, or employees; or, any
trade or business carried on by a local
association of employees described in
section 501(c)(4) organized before May
27, 1969, which consists of the selling by
the organization of items of work-re-
lated clothes and equipment and items
normally sold through vending ma-
chines, through food dispensing facili-
ties, or by snack bars, for the conven-
ience of its members at their usual
places of employment; or

(3) Any trade or business which con-
sists of selling merchandise, substan-
tially all of which has been received by
the organization as gifts or contribu-
tions.
An example of the operation of the
first of the exceptions mentioned above
would be an exempt orphanage oper-
ating a retail store and selling to the
general public, where substantially all
the work in carrying on such business
is performed for the organization by
volunteers without compensation. An
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example of the first part of the second
exception, relating to an organization
described in section 501(c)(3) or a gov-
ernmental college or university de-
scribed in section 511(a)(2)(B), would be
a laundry operated by a college for the
purpose of laundering dormitory linens
and the clothing of students. The latter
part of the second exception, dealing
with certain sales by local employee
associations, will not apply to sales of
these items at locations other than the
usual place of employment of the em-
ployees; therefore sales at such other
locations will continue to be treated as
unrelated trade or business. The third
exception applies to so-called thrift
shops operated by a tax-exempt organi-
zation where those desiring to benefit
such organization contribute old
clothes, books, furniture, et cetera, to
be sold to the general public with the
proceeds going to the exempt organiza-
tion.

(f) Special rule respecting publishing
businesses prior to 1970. For a special
rule for taxable years beginning before
January 1, 1970, with respect to pub-
lishing businesses carried on by an or-
ganization, see section 513(c) of the
Code prior to its amendment by section
121(c) of the Tax Reform Act of 1969 (83
Stat. 542).

(g) Effective date. This section is ap-
plicable with respect to taxable years
beginning after December 12, 1967. How-
ever, if a taxpayer wishes to rely on
the rules stated in this section for tax-
able years beginning before December
13, 1967, it may do so.

[T.D. 6939, 32 FR 17657, Dec. 12, 1967; 32 FR
17890, Dec. 14, 1967; 32 FR 17938, Dec. 15, 1967;
T.D. 7107, 36 FR 6421, Apr. 3, 1971; T.D. 7392,
40 FR 58642, Dec. 18, 1975; T.D. 7896, 48 FR
23817, May 27, 1983]

§ 1.513–2 Definition of unrelated trade
or business applicable to taxable
years beginning before December
13, 1967.

(a) In general. (1) As used in section
512(a), the term unrelated business tax-
able income includes only income from
an unrelated trade or business regu-
larly carried on, and the term trade or
business has the same meaning as it has
in section 162.

(2) The income of an exempt organi-
zation is subject to the tax on unre-

lated business income only if two con-
ditions are present with respect to such
income. The first condition is that the
income must be from a trade or busi-
ness which is regularly carried on by
the organization. The second condition
is that the trade or business must not
be substantially related (aside from the
need of the organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by such organization of its charitable,
educational, or other purpose or func-
tion constituting the basis for its ex-
emption under section 501, or in the
case ofan organization described in sec-
tion 511(a)(2)(B) (governmental col-
leges, etc.) to the exercise or perform-
ance of any purpose or function de-
scribed in section 501(c)(3). Whether or
not an organization is subject to the
tax imposed by section 511 shall be de-
termined by the application of these
tests to the particular circumstances
involved in each individual case. For
certain exceptions from the term unre-
lated trade or business, see paragraph (b)
of this section.

(3) A trade or business is regularly
carried on when the activity is con-
ducted with sufficient consistency to
indicate a continuing purpose of the or-
ganization to derive some of its income
from such activity. An activity may be
regularly carried on even though its
performance is infrequent or seasonal.

(4) Ordinarily, a trade or business is
substantially related to the activities
for which an organization is granted
exemption if the principal purpose of
such trade or business is to further
(other than through the production of
income) the purpose for which the or-
ganization is granted exemption. In the
usual case the nature and size of the
trade or business must be compared
with the nature and extent of the ac-
tivities for which the organization is
granted exemption in order to deter-
mine whether the principal purpose of
such trade or business is to further
(other than through the production of
income) the purpose for which the or-
ganization is granted exemption. For
example, the operation of a wheat farm
is substantially related to the exempt
activity of an agricultural college if
the wheat farm isoperated as a part of
the educational program of the college,
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and is not operated on a scale dis-
proportionately large when compared
with the educational program of the
college. Similarly, a university radio
station or press is considered a related
trade or business if operated primarily
as an integral part of the educational
program of the university, but is con-
sidered an unrelated trade or business
if operated in substantially the same
manner as a commercial radio station
or publishing house. A trade or busi-
ness not otherwise related does not be-
come substantially related to an orga-
nization’s exempt purpose merely be-
cause incidental use is made of the
trade or business in order to further
the exempt purpose. For example, the
manufacture and sale of a product by
an exempt college would not become
substantially related merely because
students as part of their educational
program perform clerical or book-
keeping functions in the business. In
some cases, the business may be sub-
stantially related because it is a nec-
essary part of the exempt activity. For
example, in the case of an organization
described in section 501(c)(3) and en-
gaged in the rehabilitation of handi-
capped persons, the business of selling
articles made by such persons as a part
of their rehabilitation training would
not be considered an unrelated business
since such business is a necessary part
of the rehabilitation program.

(5) If an organization receives a pay-
ment pursuant to a contract or agree-
ment under which such organization is
to perform research which constitutes
an unrelated trade or business, the en-
tire amount of such payment is income
from an unrelated trade or business.
See, however, section 512(b), (7), (8),
and (9), relating to the exclusion from
unrelated business taxable income of
income derived from research for the
United States, or any State, and of in-
come derived from research performed
for any person by a college, university,
hospital, or organization operated pri-
marily for the purpose of carrying on
fundamental research the results of
which are freely available to the gen-
eral public.

(b) Exceptions. Section 513(a) specifi-
cally states that the term unrelated
trade or business does not include:

(1) Any trade or business in which
substantially all the work in carrying
on such trade or business is performed
for the organization without compensa-
tion; or

(2) Any trade or business carried on
by an organization described in section
501(c)(3) or by a governmental college
or university described in section
511(a)(2)(B), primarily for the conven-
ience of its members, students, pa-
tients, officers, or employees; or

(3) Any trade or business which con-
sists of selling merchandise, substan-
tially all of which has been received by
the organization as gifts or contribu-
tions.

An example of the operation of the
first of the exceptions mentioned above
would be an exempt orphanage oper-
ating a retail store and selling to the
general public, where substantially all
the work in carrying on such business
is performed for the organization by
volunteers without compensation. An
example of the second exception would
be a laundry operated by a college for
the purpose of laundering dormitory
linens and the clothing of students.
The third exception applies to so-called
thrift shops operated by a tax-exempt
organization where those desiring to
benefit such organization contribute
old clothes, books, furniture, etc., to be
sold to the general public with the pro-
ceeds going to the exempt organiza-
tion.

(c) Special rules respecting publishing
businesses. For a special rule with re-
spect to publishing businesses carried
on by an organization, see section
513(c) of the Code prior to its amend-
ment by section 121(c) of the Tax Re-
form Act of 1969 (83 Stat. 542).

(d) Effective date. Except as provided
in paragraph (g) of § 1.513–1, this section
is applicable with respect to taxable
years beginning before December 13,
1967.

[Sec. 513 as amended by sec. 4, Act of July 14,
1960 (P.L. 86–667, 74 Stat. 536); secs. 121 (b)(4)
and (c), Tax Reform Act of 1969 (83 Stat. 536,
542)]

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6525, 26 FR 190, Jan. 11, 1961;
T.D. 6939, 32 FR 17657, Dec. 12, 1967; T.D. 7392,
40 FR 58643, Dec. 18, 1975; 40 FR 60053, Dec. 31,
1975]
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§ 1.513–3 Qualified convention and
trade show activity.

(a) Introduction—(1) In general. Sec-
tion 513(d) and § 1.513–3(b) provide that
convention and trade show activities
carried on by a qualifying organization
in connection with a qualified conven-
tion or trade show will not be treated
as unrelated trade or business. Con-
sequently, income from qualified con-
vention and trade show activities, de-
rived by a qualifying organization that
sponsors the qualified convention or
trade show, will not be subject to the
tax imposed by section 511. Section
1.513–3(c) defines qualifying organiza-
tions and qualified conventions or
trade shows. Section 1.513–3(d) concerns
the treatment of income derived from
certain activities, including rental of
exhibition space at a qualified conven-
tion or trade show where sales activity
is permitted, and the treatment of sup-
plier exhibits at qualified conventions
and trade shows.

(2) Effective date. This section is effec-
tive for taxable years beginning after
October 4, 1976.

(b) Qualified activities not unrelated. A
convention or trade show activity, as
defined in section 513(d)(3)(A) and
§ 1.513–3(c)(4), will not be considered un-
related trade or business if it is con-
ducted by a qualifying organization de-
scribed in section 513(d)(3)(C) and
§ 1.513–3(c)(1), in conjunction with a
qualified convention or trade show, as
defined in section 513(d)(3)(B) and
§ 1.513–3(c)(2), sponsored by the quali-
fying organization. Such an activity is
a qualified convention or trade show
activity. A convention or trade show
activity which is conducted by an orga-
nization described in section 501(c) (5)
or (6), but which otherwise is not so
qualified under this section, will be
considered unrelated trade or business.

(c) Definitions—(1) Qualifying organi-
zation. Under section 513(d)(3)(C), a
qualifying organization is one which:

(i) Is described in either section 501(c)
(5) or (6), and

(ii) Regularly conducts as one of its
substantial exempt purposes a quali-
fied convention or trade show.

(2) Qualified convention or trade show.
For purposes of this section, the term
qualified convention or trade show means

a show that meets the following re-
quirements:

(i) It is conducted by a qualifying or-
ganization described in section
513(d)(3)(C);

(ii) At least one purpose of the spon-
soring organization in conducting the
show is the education of its members,
or the promotion and stimulation of in-
terest in, and demand for, the products
or services of the industry (or segment
thereof) of the members of the quali-
fying organization; and

(iii) The show is designed to achieve
that purpose through the character of
a significant portion of the exhibits or
the character of conferences and semi-
nars held at a convention or meeting.

(3) Show. For purposes of this section,
the term show includes an inter-
national, national, state, regional, or
local convention, annual meeting or
show.

(4) Convention and trade show activity.
For purposes of this section, conven-
tion and trade show activity means
any activity of a kind traditionally
carried on at shows. It includes, but is
not limited to—

(i) Activities designed to attract to
the show members of the sponsoring
organization, members of an industry
in general, and members of the public,
to view industry products or services
and to stimulate interest in, and de-
mand for such products or services;

(ii) Activities designed to educate
persons in the industry about new
products or services or about new rules
and regulations affecting the industry;
and

(iii) Incidental activities, such as fur-
nishing refreshments, of a kind tradi-
tionally carried on at such shows.

(d) Certain activities—(1) Rental of ex-
hibition space. The rental of display
space to exhibitors (including exhibi-
tors who are suppliers) at a qualified
trade show or at a qualified convention
and trade show will not be considered
unrelated trade or business even
though the exhibitors who rent the
space are permitted to sell or solicit
orders.

(2) Suppliers defined. For purposes of
subparagraph (1), a supplier’s exhibit is
one in which the exhibitor displays
goods or services that are supplied to,
rather than by, the members of the
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qualifying organization in the conduct
of such members’ own trades or busi-
nesses.

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. X, an organization described in
section 501(c)(6), was formed to promote the
construction industry. Its membership is
made up of manufacturers of heavy construc-
tion machinery many of whom own, rent, or
lease one or more digital computers pro-
duced by various computer manufacturers. X
is a qualifying organization under section
513(d)(3)(C) that regularly holds an annual
meeting. At this meeting a national industry
sales campaign and methods of consumer fi-
nancing for heavy construction machinery
are discussed. In addition, new construction
machinery developed for use in the industry
is on display with representatives of the var-
ious manufacturers present to promote their
machinery. Both members and nonmembers
attend this portion of the conference. In ad-
dition, manufacturers of computers are
present to educate X’s members. While this
aspect of the conference is a supplier exhibit
(as defined in paragraph (d) of this section),
income earned from such activity by X will
not constitute unrelated business taxable in-
come to X because the activity is conducted
as part of a qualified trade show described in
§ 1.513–3(c).

Example 2. Assume the same facts as in Ex-
ample 1, but the only goods or services dis-
played are those of suppliers, the computer
manufacturers. Selling and order taking are
permitted. No member exhibits are main-
tained. Standing alone, this supplier exhibit
(as defined in paragraph (d)(2) of this sec-
tion) would constitute a supplier show and
not a qualified convention or trade show. In
this situation, however, the rental of exhi-
bition space to suppliers is not unrelated
trade or business. It is conducted by a quali-
fying organization in conjunction with a
qualified convention or trade show. The show
(the annual meeting) is a qualified conven-
tion or trade show because one of its pur-
poses is the promotion and stimulation of in-
terest in, and demand for, the products or
services of the industry through the char-
acter of the annual meeting.

Example 3. Y is an organization described
in section 501(c)(6). The organization con-
ducts an annual show at which its members
exhibit their products and services in order
to promote public interest in the line of busi-
ness. Potential customers are invited to the
show, and sales and order taking are per-
mitted. The organization secures the exhi-
bition facility, undertakes the planning and
direction of the show, and maintains exhibits
designed to promote the line of business in
general. The show is a qualified convention

or trade show described in paragraph (c)(2) of
this section. The provision of exhibition
space to individual members is a qualified
trade show activity, and is not unrelated
trade or business.

Example 4. Z is an organization described in
section 501(c)(6) that sponsors an annual
show. As the sole activity at the show, sup-
pliers to the members of Z exhibit their
products and services for the purpose of
stimulating the sale of their products. Sell-
ing and order taking are permitted. The
show is a supplier show and does not meet
the definition of a qualified convention show
as it does not satisfy any of the three alter-
native bases for qualification. First, the
show does not stimulate interest in the
members’ products through the character of
product exhibits as the only products exhib-
ited are those of suppliers rather than mem-
bers. Second, the show does not stimulate in-
terest in members’ products through con-
ferences or seminars as no such conferences
are held at the show. Third, the show does
not meet the definition of a qualified show
on the basis of educational activities as the
exhibition of suppliers’ products is designed
primarily to stimulate interest in, and sale
of, suppliers’ products. Thus, the organiza-
tion’s provision of exhibition space is not a
qualified convention or trade show activity.
Income derived from rentals of exhibition
space to suppliers will be unrelated business
taxable income under section 512.

[T.D. 7896, 48 FR 23817, May 27, 1983]

§ 1.513–5 Certain bingo games not un-
related trade or business.

(a) In general. Under section 513(f),
and subject to the limitations in para-
graph (C) of this section, in the case of
an organization subject to the tax im-
posed by section 511, the term unrelated
trade or business does not include any
trade or business that consists of con-
ducting bingo games (as defined in
paragraph (d) of this section).

(b) Exception. The provisions of this
section shall not apply with respect to
any bingo game otherwise excluded
from the term unrelated trade or busi-
ness by reason of section 513(a)(1) and
§ 1.513–1(e)(1) (relating to trades or busi-
nesses in which substantially all the
work is performed without compensa-
tion).

(c) Limitations—(1) Bingo games must
be legal. Paragraph (a) of this section
shall not apply with respect to any
bingo game conducted in violation of
State or local law.

(2) No commercial competition. Para-
graph (a) of this section shall not apply
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with respect to any bingo game con-
ducted in a jurisdiction in which bingo
games are ordinarily carried out on a
commercial basis. Bingo games are or-
dinarily carried out on a commercial basis
within a jursidiction if they are regu-
larly carried on (within the meaning of
§ 1.513–1(c)) by for-profit organizations
in any part of that jurisidiction. Nor-
mally, the entire State will constitute
the appropriate jurisdiction for deter-
mining whether bingo games are ordi-
narily carried out on a commercial
basis. However, if State law permits
local jurisdictions to determine wheth-
er bingo games may be conducted by
for-profit organizations, or if State law
limits or confines the conduct of bingo
games by for-profit organizations to
specific local jurisdictions, then the
local jurisdiction will constitute the
appropriate jurisdiction for deter-
mining whether bingo games are ordi-
narily carried out on a commercial
basis.

(3) Examples. The application of this
paragraph is illustrated by the exam-
ples that follow. In each example, it is
assumed that the bingo games referred
to are operated by individuals who are
compensated for their services. Accord-
ingly, none of the bingo games would
be excluded from the term unrelated
trade or business under section 513 (a)
(1).

Example 1. Church Z, a tax-exempt organi-
zation, conducts weekly bingo games in
State O. State and local laws in State O ex-
pressly provide that bingo games may be
conducted by tax-exempt organizations.
Bingo games are not conducted in State O by
any for-profit businesses. Since Z’s bingo
games are not conducted in violation of
State or local law and are not the type of ac-
tivity ordinarily carried out on a commer-
cial basis in State O, Z’s bingo games do not
constitute unrelated trade or business.

Example 2. Rescue Squad X, a tax-exempt
organization, conducts weekly bingo games
in State M. State M has a statutory provi-
sion that prohibits all forms of gambling in-
cluding bingo games. However, that law gen-
erally is not enforced by State officials
against local charitable organizations such
as X that conduct bingo games to raise
funds. Since bingo games are illegal under
State law, X’s bingo games constitute unre-
lated trade or business regardless of the de-
gree to which the State law is enforced.

Example 3. Veteran’s organizations Y and
X, both tax-exempt organizations, are orga-
nized under the laws of State N. State N has

a statutory provision that permits bingo
games to be conducted by tax-exempt orga-
nizations. In addition, State N permits bingo
games to be conducted by for-profit organi-
zations in city S, a resort community lo-
cated in county R. Several for-profit organi-
zations conduct nightly bingo games in city
S. Y conducts weekly bingo games in city S.
X conducts weekly bingo games in county R.
Since State law confines the conduct of
bingo games by for-profit organizations to
city S, and since bingo games are regularly
carried on there by those organizations, Y’s
bingo games conducted in city S constitute
unrelated trade or business. However, X’s
bingo games conducted in county R outside
of city S do not constitute unrelated trade or
business.

(d) Bingo game defined. 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 pattern such as a
horizontal, vertical, or diagonal line,
or all four corners. The first partici-
pant to form the preselected pattern
wins the game. As used in this section,
the term bingo game means any game of
bingo of the type described above in
which wagers are placed, winners are
determined, and prizes or other prop-
erty is distributed in the presence of
all persons placing wagers in that
game. The term bingo game does not
refer to any game of chance (including,
but not limited to, keno games, dice
games, card games, and lotteries) other
than the type of game described in this
paragraph.

(e) Effective date. Section 513(f) and
this section apply to taxable years be-
ginning after December 31, 1969.

[T.D. 7699, 45 FR 33970, May 21, 1980]

§ 1.513–6 Certain hospital services not
unrelated trade or business.

(a) In general. Under section 513(e),
the furnishing of a service listed in sec-
tion 501(e)(1)(A) by a hospital to one or
more other hospitals will not con-
stitute unrelated trade or business if—

(1) The service is provided solely to
hospitals that have facilities to serve
not more than 100 inpatients,

(2) The service would, if performed by
the recipient hospital, constitute an
activity consistent with that hospital’s
exempt purposes, and
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(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. For pur-
poses of this section, a rate of return
on capital goods will be considered rea-
sonable provided that it does not ex-
ceed, on an annual basis, the percent-
age described below which is based on
the average of the rates of interest on
special issues of public debt obligations
issued to the Federal Hospital Insur-
ance Trust Fund for each of the
months included in the taxable year of
the hospital duringwhich the captial
goods are used in providing the service.
Determinations as to the cost of serv-
ices and the applicable rate of return
should be made as prescribed by 42
U.S.C. 1395x(v)(1) (A) and (B) and the
regulations thereunder (permitting a
health care facility to be reimbursed
under the Medicare program for the
reasonable cost of (its) services, includ-
ing, in the case of certain proprietary
facilities, a reasonable return on equity
capital). For taxable years beginning on
or before May 14, 1986, the rate of re-
turn shall be one and one-half times
the average of the rates of interest on
public debt obligations described above
which were in effect on or before April
20, 1983.

(b) Hospital defined. As used in this
section the word hospital means a hos-
pital described in section
170(b)(1)(A)(iii).

(c) Example. The provisions of this
section are illustrated by the following
example:

Example. A large metropolitan hospital
provides various services to other hospitals.
The hospital furnishes a purchasing service
to hosptials N and O, a data processing serv-
ice to hospitals R and S, and a food service
to hospitals X and Y. All the hospitals are
described in section 170(b)(1)(A)(iii). All the
hospitals have facilities to serve not more
than 100 inpatients except hospital N. The
services are furnished at cost to all hospitals
except that hospital R is charged a fee in ex-
cess of cost for its use of the data processing
service. The purchasing service constitutes
unrelated trade or business because it is not
provided solely to hospitals having facilities
to serve not more than 100 inpatients.

The data processing service constitutes un-
related trade or business because it is pro-
vided at a fee in excess of cost. The food
service satisfies all three requirements of

paragraph (a) of this section and does not
constitute unrelated trade or business.

(d) Effective date. Section 513(e) and
this section apply to taxable years be-
ginning after December 31, 1953.

[T.D. 8075, 51 FR 5322, Feb. 13, 1986; 51 FR
8490, Mar. 12, 1986]

§ 1.513–7 Travel and tour activities of
tax exempt organizations.

(a) Travel tour activities that con-
stitute a trade or business, as defined
in § 1.513–1(b), and that are not substan-
tially related to the purposes for which
exemption has been granted to the or-
ganization constitute an unrelated
trade or business with respect to that
organization. Whether travel tour ac-
tivities conducted by an organization
are substantially related to the organi-
zation’s exempt purpose is determined
by looking at all relevant facts and cir-
cumstances, including, but not limited
to, how a travel tour is developed, pro-
moted and operated. Section 513(c) and
§ 1.513–1(b) also apply to travel tour ac-
tivity. Application of the rules of sec-
tion 513(c) and § 1.513–1(b) may result in
different treatment for individual tours
within an organization’s travel tour
program.

(b) Examples. The provisions of this
section are illustrated by the following
examples. In all of these examples, the
travel tours are priced to produce a
profit for the exempt organization. The
examples are as follows:

Example 1. O, a university alumni associa-
tion, is exempt from federal income tax
under section 501(a) as an educational orga-
nization described in section 501(c)(3). As
part of its activities, O operates a travel tour
program. The program is open to all current
members of O and their guests. O works with
travel agencies to schedule approximately 10
tours annually to various destinations
around the world. Members of O pay $x to
the organizing travel agency to participate
in a tour. The travel agency pays O a per
person fee for each participant. Although the
literature advertising the tours encourages
O’s members to continue their lifelong learn-
ing by joining the tours, and a faculty mem-
ber of O’s related university frequently joins
the tour as a guest of the alumni associa-
tion, none of the tours includes any sched-
uled instruction or curriculum related to the
destinations being visited. The travel tours
made available to O’s members do not con-
tribute importantly to the accomplishment
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of O’s educational purpose. Rather, O’s pro-
gram is designed to generate revenues for O
by regularly offering its members travel
services. Accordingly, O’s tour program is an
unrelated trade or business within the mean-
ing of section 513(a).

Example 2. N is an organization formed for
the purpose of educating individuals about
the geography and culture of the United
States. It is exempt from federal income tax
under section 501(a) as an educational and
cultural organization described in section
501(c)(3). N engages in a number of activities
to accomplish its purposes, including offer-
ing courses and publishing periodicals and
books. As one of its activities, N conducts
study tours to national parks and other loca-
tions within the UnitedStates. The study
tours are conducted by teachers and other
personnel certified by the Board of Edu-
cation of the State of P. The tours are di-
rected toward students enrolled in degree
programs at educational institutions in P, as
reflected in the promotional materials, but
are open to all who agree to participate in
the required study program. Each tour’s
study program consists of instruction on
subjects related to the location being visited
on the tour. During the tour, five or six
hours per day are devoted to organized
study, preparation of reports, lectures, in-
struction and recitation by the students.
Each tour group brings along a library of
material related to the subject being studied
on the tour. Examinations are given at the
end of each tour and the P StateBoard of
Education awards academic credit for tour
participation. Because the tours offered by N
include a substantial amount of required
study, lectures, report preparation, examina-
tions and qualify for academic credit, the
tours are substantially related to N’s edu-
cational purpose. Accordingly, N’s tour pro-
gram is not an unrelated trade or business
within the meaning of section 513(a).

Example 3. R is a section 501(c)(4) social
welfare organization devoted to advocacy on
a particular issue. On a regular basis
throughout the year, R organizes travel
tours for its members to Washington, DC.
While in Washington, the members follow a
schedule according to which they spend sub-
stantially all of their time during normal
business hours over several days attending
meetings with legislators and government
officials and receiving briefings on policy de-
velopments related to the issue that is R’s
focus. Members do have some time on their
own in the evenings to engage in rec-
reational or social activities of their own
choosing. Bringing members to Washington
to participate in advocacy on behalf of the
organization and learn about developments
relating to the organization’s principal focus
is substantially related to R’s social welfare
purpose. Therefore, R’s operation of the trav-
el tours does not constitute an unrelated

trade or business within the meaning of sec-
tion 513(a).

Example 4. S is a membership organization
formed to foster cultural unity and to edu-
cate X Americans about X, their country of
origin. It is exempt from federal income tax
under section 501(a) and is described in sec-
tion 501(c)(3) as an educational and cultural
organization. Membership in S is open to all
Americans interested in the X heritage. As
part of its activities, S sponsors a program of
travel tours to X. The tours are divided into
two categories. Category A tours are trips to
X that are designed to immerse participants
in the X history, culture and language. Sub-
stantially all of the daily itinerary includes
scheduled instruction on the X language, his-
tory and cultural heritage, and visits to des-
tinations selected because of their historical
or cultural significance or because of in-
structional resources they offer. Category B
tours are also trips to X, but rather than of-
fering scheduled instruction, participants
are given the option of taking guided tours
of various X locations included in their
itinerary. Other than the optional guided
tours, Category B tours offer no instruction
or curriculum. Destinations of principally
recreational interest, rather than historical
or cultural interest, are regularly included
on Category B tour itineraries. Based on the
facts and circumstances, sponsoring Cat-
egory A tours is an activity substantially re-
lated to S’s exempt purposes, and does not
constitute an unrelated trade or business
within the meaning of section 513(a). How-
ever, sponsoring Category B tours does not
contribute importantly to S’s accomplish-
ment of its exempt purposes and, thus, con-
stitutes an unrelated trade or business with-
in the meaning of section 513(a).

Example 5. T is a scientific organization en-
gaged in environmental research. T is ex-
empt from federal income tax under section
501(a ) as an organization described in sec-
tion 501(c)(3). T is engaged in a long-term
study of how agricultural pesticide and fer-
tilizer use affects the populations of various
bird species. T collects data at several bases
located in an important agricultural region
of country U. The minutes of a meeting of
T’s Board of Directors state that, after
study, the Board has determined that non-
scientists can reliably perform needed data
collection in the field, under supervision of
T’s biologists. The Board minutes reflect
that the Board approved offering one-week
trips to T’s bases in U, where participants
will assist T’s biologists in collecting data
for the study. Tour participants collect data
during the same hours as T’s biologists. Nor-
mally, data collection occurs during the
early morning and evening hours, although
the work schedule varies by season. Each
base has rustic accommodations and few
amenities, but country U is renowned for its
beautiful scenery and abundant wildlife. T
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promotes the trips in its newsletter and on
its Internet site and through various con-
servation organizations. The promotional
materials describe the work schedule and
emphasize the valuable contribution made
by trip participants to T’s research activi-
ties. Based on the facts and circumstances,
sponsoring trips to T’s bases in country U is
an activity substantially related to T’s ex-
empt purpose, and, thus, does not constitute
an unrelated trade or business within the
meaning of section 513(a).

Example 6. V is an educational organization
devoted to the study of ancient history and
cultures and is exempt from federal income
tax under section 501(a) as an organization
described in section 501(c)(3). In connection
with its educational activities, V conducts
archaeological expeditions around the world,
including in the Y region of country Z. In co-
operation with the National Museum of Z, V
recently presented an exhibit on ancient civ-
ilizations of the Y region of Z, including arti-
facts from the collection of the Z National
Museum. V instituted a program of travel
tours to V’s archaeological sites located in
the Y region. The tours were initially pro-
posed by V staff members as a means of edu-
cating the public about ongoing field re-
search conducted by V. V engaged a travel
agency to handle logistics such as accom-
modations and transportation arrangements.
In preparation for the tours, V developed
educational materials relating to each ar-
chaeological site to be visited on the tour,
describing in detail the layout of the site,
the methods used by V’s researchers in ex-
ploring the site, the discoveries made at the
site, and their historical significance. V also
arranged special guided tours of its exhibit
on the Y region for individuals registered for
the travel tours. Two archaeologists from V
(both of whom had participated in prior ar-
chaeological expeditions in the Y region) ac-
companied the tours. These experts led guid-
ed tours of each site and explained the sig-
nificance of the sites to tour participants. At
several of the sites, tour participants also
met with a working team of archaeologists
from V and the National Museum of Z, who
shared their experiences. V prepared pro-
motional materials describing the edu-
cational nature of the tours, including the
daily trips to V’s archaeological sites and
the educational background of the tour lead-
ers, and providing a recommended reading
list. The promotional materials do not refer
to any particular recreational or sightseeing
activities. Based on the facts and cir-
cumstances, sponsoring trips to the Y region
is an activity substantially related to V’s ex-
empt purposes. The scheduled activities,
which include tours of archaeological sites
led by experts, are part of a coordinated edu-
cational program designed to educate tour
participants about the ancient history of the
Y region of Z and V’s ongoing field research.

Therefore, V’s tour program does not con-
stitute an unrelated trade or business within
the meaning of section 513(a).

Example 7. W is an educational organiza-
tion devoted to the study of the performing
arts and is exempt from federal income tax
under section 501(a) as an organization de-
scribed in section 501(c)(3). In connection
with its educational activities, W presents
public performances of musical and theat-
rical works. Individuals become members of
W by making an annual contribution to W of
$q. Each year, W offers members an oppor-
tunity to travel as a group to one or more
major cities in the United States or abroad.
In each city, tour participants are provided
tickets to attend a public performance of a
play, concert or dance program each evening.
W also arranges a sightseeing tour of each
city and provides evening receptions for tour
participants. W views its tour program as an
important means to develop and strengthen
bonds between W and its members, and to in-
crease their financial and volunteer support
of W. W engaged a travel agency to handle
logistics such as accommodations and trans-
portation arrangements. No educational ma-
terials are prepared by W or provided to tour
participants in connection with the tours.
Apart from attendance at the evening cul-
tural events, the tours offer no scheduled in-
struction, organized study or group discus-
sion. Although several members of W’s ad-
ministrative staff accompany each tour
group, their role is to facilitate member
interaction. The staff members have no spe-
cial expertise in the performing arts and
play no educational role in the tours. W pre-
pared promotional materials describing the
sightseeing opportunities on the tours and
emphasizing the opportunity for members to
socialize informally and interact with one
another and with W staff members, while
pursuing shared interests. Although W’s tour
program may foster goodwill among W mem-
bers, it does not contribute importantly to
W’s educational purposes. W’s tour program
is primarily social and recreational in na-
ture. The scheduled activities, which include
sightseeing and attendance at various cul-
tural events, are not part of a coordinated
educational program. Therefore, W’s tour
program is an unrelated trade or business
within the meaning of section 513(a).

[T.D. 8874, 65 FR 5773, Feb. 7, 2000; 65 FR
16143, Mar. 27, 2000]

§ 1.514(a)–1 Unrelated debt-financed
income and deductions.

(a) Income includible in gross income:
(1) Percentage of income taken into ac-

count—(i) In general. For taxable years
beginning after December 31, 1969,
there shall be included with respect to
each debt-financed property (as defined
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in section 514 and § 1.514(b)–1) as an
item of gross income derived from an
unrelated trade or business the amount
of unrelated debt-financed income (as
defined in subdivision (ii) of this sub-
paragraph). See paragraph (a)(5) of
§ 1.514(c)–1 for special rules regarding
indebtedness incurred before June 28,
1966, applicable for taxable years begin-
ning before January 1, 1972, and for spe-
cial rules applicable to churches or
conventions or associations of church-
es.

(ii) Unrelated debt-financed income.
The unrelated debt-financed income with
respect to each debt-financed property
is an amount which is the same per-
centage (but not in excess of 100 per-
cent) of the total gross income derived
during the taxable year from or on ac-
count of such property as:

(a) The average acquisition indebted-
ness (as defined in subparagraph (3) of
this paragraph) with respect to the
property is of

(b) The average adjusted basis of such
property (as defined in subparagraph
(2) of this paragraph).

(iii) Debt/basis percentage. The per-
centage determined under subdivision
(ii) of this subparagraph is hereinafter
referred to as the debt/basis percentage.

(iv) Example. Subdivisions (i), (ii),
and (iii) of this subparagraph are illus-
trated by the following example. For
purposes of this example it is assumed
that the property is debt-financed
property.

Example. X, an exempt trade association,
owns an office building which in 1971 pro-
duces $10,000 of gross rental income. The av-
erage adjusted basis of the building for 1971
is $100,000, and the average acquisition in-
debtedness with respect to the building for
1971 is $50,000. Accordingly, the debt/basis
percentage for 1971 is 50 percent (the ratio of
$50,000 to $100,000). Therefore, the unrelated
debt-financed income with respect to the
building for 1971 is $5,000 (50 percent of
$10,000).

(v) Gain from sale or other disposition.
If debt-financed property is sold or oth-
erwise disposed of, there shall be in-
cluded in computing unrelated business
taxable income an amount with respect
to such gain (or loss) which is the same
percentage (but not in excess of 100 per-
cent) of the total gain (or loss) derived
from such sale or other disposition as:

(a) The highest acquisition indebted-
ness with respect to such property dur-
ing the 12-month period, preceding the
date of disposition, is of

(b) The average adjusted basis of such
property.

The tax on the amount of gain (or loss)
included in unrelated business taxable
income pursuant to the preceding sen-
tence shall be determined in accord-
ance with the rules set forth in sub-
chapter P, chapter 1 of the Code (relat-
ing to capital gains and losses). See
also section 511(d) and the regulations
thereunder (relating to the minimum
tax for tax preferences).

(2) Average adjusted basis—(i) In gen-
eral. The average adjusted basis of debt-
financed property is the average
amount of the adjusted basis of such
property during that portion of the
taxable year it is held by the organiza-
tion. This amount is the average of:

(a) The adjusted basis of such prop-
erty as of the first day during the tax-
able year that the organization holds
the property, and

(b) The adjusted basis of such prop-
erty as of the last day during the tax-
able year that the organization holds
the property.

See section 1011 and the regulations
thereunder for determination of the ad-
justed basis of property.

(ii) Adjustments for prior taxable years.
For purposes of subdivision (i) of this
subparagraph, the determination of the
average adjusted basis of debt-financed
property is not affected by the fact
that the organization was exempt from
taxation for prior taxable years. Proper
adjustment must be made under sec-
tion 1011 for the entire period since the
acquisition of the property. For exam-
ple, adjustment must be made for de-
preciation for all prior taxable years
whether or not the organization was
exempt from taxation for any such
years. Similarly, the fact that only a
portion of the depreciation allowance
may be taken into account in com-
puting the percentage of deductions al-
lowable under section 514(a)(2) does not
affect the amount of the adjustment
for depreciation which is used in deter-
mining average adjusted basis.

(iii) Cross reference. For the deter-
mination of the basis of debt-financed
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property acquired in a complete or par-
tial liquidation of a corporation in ex-
change for its stock, see § 1.514(d)–1.

(iv) Example. This subparagraph may
be illustrated by the following exam-
ple. For purposes of this example it is
assumed that the property is debt-fi-
nanced property.

Example. On July 10, 1970, X, an exempt
educational organization, purchased an of-
fice building for $510,000, using $300,000 of
borrowed funds. During 1970 the only adjust-
ment to basis is $20,000 for depreciation. As
of December 31, 1970, the adjusted basis of
the building is $490,000 and the indebtedness
is still $300,000. X files its return on a cal-
endar year basis. Under these circumstances,
the debt/basis percentage for 1970 is 60 per-
cent, calculated in the following manner:

Basis

As of July 10, 1970 (acquisition date) ............... $510,000
As of December 31, 1970 ................................. 490,000

Total ..................................................... 1,000,000

Average Adjusted basis:

$1, , $500,000 000 2 000÷ =
Debt/basis percentage:

Average acquisition indebtedness ($300,000)/
Average adjusted basis ($500,000)=60 per-
cent

For an illustration of the determination of
the debt/basis percentage as changes in the
acquisition indebtedness occur, see example
1 of subparagraph (3)(iii) of this paragraph.

(3) Average acquisition indebtedness—
(i) In general. The average acquisition in-
debtedness with respect to debt-fi-
nanced property is the average amount
of the outstanding principal indebted-
ness during that portion of the taxable
year the property is held by the organi-
zation.

(ii) Computation. The average acquisi-
tion indebtedness is computed by de-
termining the amount of the out-
standing principal indebtedness on the
first day in each calendar month dur-
ing the taxable year that the organiza-
tion holds the property, adding these
amounts together, and then dividing
this sum by the total number of
months during the taxable year that
the organization held such property. A
fractional part of a month shall be
treated as a full month in computing
average acquisition indebtedness.

(iii) Examples. The application of this
subparagraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
property is debt-financed property.

Example 1. Assume the facts as stated in
the example in subparagraph (2)(iv) of this
paragraph, except that beginning July 20,
1970, the organization makes payments of
$21,000 a month ($20,000 of which is attrib-
utable to principal and $1,000 to interest). In
this situation, the average acquisition in-
debtedness for 1970 is $250,000. Thus, the debt/
basis percentage for 1970 is 50 percent, cal-
culated in the following manner:

Indebtedness
on the first day

in each cal-
endar month
that the prop-
erty is held

Month:
July ......................................................... $300,000
August ..................................................... 280,000
September .............................................. 260,000
October ................................................... 240,000
November ............................................... 220,000
December ............................................... 200,000

Total ......................................... 1,500,000

Average acquisition indebtedness:

$1,500,000÷6 months=$250,000

Debt/basis percentage:
Average acquisition indebtedness ($250,000)/

Average adjusted basis ($500,000)=50 per-
cent

Example 2. Y, an exempt organization, owns
stock in a corporation which it does not con-
trol. At the beginning of the year, Y has an
outstanding principal indebtedness with re-
spect to such stock of $12,000. Such indebted-
ness is paid off at the rate of $2,000 per
month beginning January 30, so that it is re-
tired at the end of 6 months. The average ac-
quisition indebtedness for the taxable year is
$3,500, calculated in the following manner:

Indebtedness
on the first day

in each cal-
endar month
that the prop-
erty is held

Month:
January ................................................... $12,000
February ................................................. 10,000
March ...................................................... 8,000
April ......................................................... 6,000
May ......................................................... 4,000
June ........................................................ 2,000
July thru December ................................ 0

Total ......................................... 42,000

Average acquisition indebtedness:
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$42, $3,000 6 500÷ =months
(4) Indeterminate price—(i) In general.

If an exempt organization acquires (or
improves) property for an indetermi-
nate price, the initial acquisition in-
debtedness and the unadjusted basis
shall be determined in accordance with
subdivisions (ii) and (iii) of this para-
graph, unless the organization has ob-
tained the consent of the Commis-
sioner to use another method to com-
pute such amounts.

(ii) Unadjusted basis. For purposes of
this subparagraph, the unadjusted
basis of property (or of an improve-
ment) is the fair market value of the
property (or improvement) on the date
of acquisition (or the date of comple-
tion of the improvement). The average
adjusted basis of such property shall be
determined in accordance with para-
graph (a)(2) of this section.

(iii) Initial acquisition indebtedness.
For purposes of this subparagraph, the
initial acquisition indebtedness is the
fair market value of the property (or
improvement) on the date of acquisi-
tion (or the date of completion of the
improvement) less any down payment
or other initial payment applied to the
principal indebtedness. The average ac-
quisition indebtednessith respect to
such property shall be computed in ac-
cordance with paragraph (a)(3) of this
section.

(iv) Example. The application of this
subparagraph may be illustrated by the
following example. For purposes of this
example it is assumed that the prop-
erty is debt-financed property.

Example. On January 1, 1971, X, an exempt
trade association, acquires an office building
for a down payment of $310,000 and an agree-
ment to pay 10 percent of the income gen-
erated by the building for 10 years. Neither
the sales price nor the amount which X is ob-
ligated to pay in the future is certain. The
fair market value of the building on the date
of acquisition is $600,000. The depreciation al-
lowance for 1971 is $40,000. Unless X obtains
the consent of the Commissioner to use an-
other method, the unadjusted basis of the
property is $600,000 (the fair market value of
the property on the date of acquisition), and
the initial acquisition indebtedness is
$290,000 (fair market value of $600,000 less ini-
tial payment of $310,000). Under these cir-
cumstances, the average adjusted basis of
the property for 1971 is $580,000, calculated as
follows:

[Initial fair market value+(initial fair mar-
ket value less depreciation)]
÷2=[$600,000+($600,000¥$40,000)]
÷2=$580,000.

If no payment other than the initial pay-
ment is made in 1971, the average acquisition
indebtedness for 1971 is $290,000. Thus, the
debt/basis percentage for 1971 is 50 percent,
calculated as follows:

Average acquisition indebtedness ÷average
adjusted basis=$290,000 ÷$580,000=50 per-
cent

(b) Deductions—(1) Percentage of de-
ductions taken into account. Except as
provided in subparagraphs (4) and (5) of
this paragraph, there shall be allowed
as a deduction with respect to each
debt-financed property an amount de-
termined by applying the debt/basis
percentage to the sum of the deduc-
tions allowable under subparagraph (2)
of this paragraph.

(2) Deductions allowable. The deduc-
tions allowable are those items allowed
as deductions by chapter 1 of the Code
which are directly connected with the
debt-financed property or the income
therefrom (including the dividends re-
ceived deductions allowed by sections
243, 244, and 245), except that:

(i) The allowable deductions are sub-
ject to the modifications provided by
section 512(b) on computation of the
unrelated business taxable income, and

(ii) If the debt-financed property is of
a character which is subject to the al-
lowance for depreciation provided in
section 167, such allowance shall be
computed only by use of the straight-
line method of depreciation.

(3) Directly connected with. To be di-
rectly connected with debt-financed
property or the income therefrom, an
item of deduction must have proximate
and primary relationship to such prop-
erty or the income therefrom. Ex-
penses, depreciation, and similar items
attributable solely to such property
are proximately and primarily related
to such property or the income there-
from, and therefore qualify for deduc-
tion, to the extent they meet the re-
quirements of subparagraph (2) of this
paragraph. Thus, for example, if the
straight-line depreciation allowance
for an office building is $10,000 a year,
an organization would be allowed a de-
duction for depreciation of $10,000 if the
entire building were debt-financed

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00180 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



181

Internal Revenue Service, Treasury § 1.514(a)–2

property. However, if only one-half of
the building were treated as debt-fi-
nanced property, then the depreciation
allowed as a deduction would be $5,000.
(See example 2 of § 1.514(b)–1(b)(1)(iii).)

(4) Capital losses—(i) In general. If the
sale or exchange of debt-financed prop-
erty results in a capital loss, the
amount of such loss taken into account
in the taxable year in which the loss
arises shall be computed in accordance
with paragraph (a)(1)(v) of this section.
If, however, any portion of such capital
loss not taken into account in such
year may be carried back or carried
over to another taxable year, the debt/
basis percentage is not applied to de-
termine what portion of such capital
loss may be taken as a deduction in the
year to which such capital loss is car-
ried.

(ii) Example. This subparagraph is il-
lustrated by the following example.
For purposes of this example it is as-
sumed that the property is debt-fi-
nanced property.

Example. X, an exempt educational organi-
zation, owns securities which are capital as-
sets and which it has held for more than 6
months. In 1972 X sells the securities at a
loss of $20,000. The debt/basis percentage
with respect to computing the gain (or loss)
derived from the sale of the securities is 40
percent. Thus, X has sustained a capital loss
of $8,000 (40 percent of $20,000) with respect to
the sale of the securities. For 1972 and the
preceding three taxable years X has no other
capital transactions. Under these cir-
cumstances, the $8,000 of capital loss may be
carried over to the succeeding 5 taxable
years without further application of the
debt/basis percentage.

(5) Net operating loss—(i) In general. If,
after applying the debt/basis percent-
age to the income derived from debt-fi-
nanced property and the deductions di-
rectly connected with such income,
such deductions exceed such income,
the organization has sustained a net
operating loss for the taxable year.
This amount may be carried back or
carried over to other taxable years in
accordance with section 512(b)(6). How-
ever, the debt/ basis percentage shall
not be applied in such other years to
determine the amounts that may be
taken as a deduction in those years.

(ii) Example. This subparagraph may
be illustrated by the following exam-
ple. For purposes of this example it is

assumed that the property is debt-fi-
nanced property.

Example. During 1974, Y, an exempt organi-
zation, receives $20,000 of rent from a build-
ing which it owns. Y has no other unrelated
business taxable income for 1974. For 1974 the
deductions directly connected with this
building are property taxes of $5,000, interest
of $5,000 on the acquisition indebtedness, and
salary of $15,000 to the manager of the build-
ing. The debt/basis percentage for 1974 with
respect to the building is 50 percent. Under
these circumstances, Y shall take into ac-
count in computing its unrelated business
taxable income for 1974, $10,000 of income (50
percent of $20,000) and $12,500 (50 percent of
$25,000) of the deductions directly connected
with such income. Thus, for 1974 Y has sus-
tained a net operating loss of $2,500 ($10,000 of
income less $12,500 of deductions) which may
be carried back or carried over to other tax-
able years without further application of the
debt/basis percentage.

[T.D. 7229, 37 FR 28143, Dec. 21, 1972]

§ 1.514(a)–2 Business lease rents and
deductions for taxable years begin-
ning before January 1, 1970.

(a) Effective date. This section applies
to taxable years beginning before Janu-
ary 1, 1970.

(b) In general—(1) Rents includible in
gross income. There shall be included
with respect to each business lease, as
an item of gross income derived from
an unrelated trade or business, an
amount which is the same percentage
(but not in excess of 100 percent) of the
total rents derived during the taxable
year under such lease as:

(i) The amount of the business lease
indebtedness at the close of the taxable
year of the lessor tax-exempt organiza-
tion, with respect to the premises cov-
ered by such lease, is of

(ii) The adjusted basis of such prem-
ises at the close of such taxable year.
For definition of business lease as a
lease for a term of more than 5 years,
and for rules for determining the com-
putation of such 5-year term in certain
specific situations, see § 1.514(f)–1. For
definition of business lease indebted-
ness and allocation of business lease in-
debtedness where only a portion of the
property is subject to a business lease,
see § 1.514(g)–1.

(2) Determination of basis. For pur-
poses of the unrelated business income
tax the basis (unadjusted) of property
is determined under section 1012, and
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the adjusted basis of property is deter-
mined under section 1011. The deter-
mination of the adjusted basis of prop-
erty is not affected by the fact that the
organization was exempt from tax for
prior taxable years. Proper adjustment
must be made under section 1011 for
the entire period since the acquisition
of the property. Thus adjustment must
be made for depreciation for all taxable
years whether or not the organization
was exempt from tax for any of such
years. Similarly, for taxable years dur-
ing which the organization is subject
to the tax on unrelated business tax-
able income the fact that only a por-
tion of the deduction for depreciation
is taken into account under paragraph
(c) (1) of this section does not affect the
amount of the adjustment for deprecia-
tion.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples, in each of which it
is assumed that the taxpayer makes its
returns under section 511 on the basis
of the calendar year, and that the lease
is not substantially related to the pur-
pose for which the organization is
granted exemption from tax.

Example 1. Assume that a tax-exempt edu-
cational organization purchased property in
1952 for $600,000, using borrowed funds, and
leased the building for a period of 20 years.
Assume further that the adjusted basis of
such building at the close of 1954 is $500,000
and that, at the close of 1954, $200,000 of the
indebtedness incurred to acquire the prop-
erty remains outstanding. Since the amount
of the outstanding indebtedness is two-fifths
of the adjusted basis of the building at the
close of 1954, two-fifths of the gross rental re-
ceived from the building during 1954 shall be
included as an item of gross income in com-
puting unrelated business taxable income. If,
at the close of a subsequent taxable year, the
outstanding indebtedness is $100,000 and the
adjusted basis of the building is $400,000, one-
fourth of the gross rental for such taxable
year shall be included as an item of gross in-
come in computing unrelated business tax-
able income for such taxable year.

Example 2. Assume that a tax-exempt orga-
nization owns a four-story building, that in
1954 it borrows $100,000 which it uses to im-
prove the whole building, and that it there-
after in 1954 rents the first and second floors
of the building under six-year leases at rent-
als of $4,000 a year. The third and fourth
floors of the building are leased on a yearly
basis during 1954. Assume, also, that the ad-
justed basis of the real property at the end of

1954 (after reflecting the expenditures for im-
proving the building) is $200,000, allocable
equally to each of the four stories. Under
these facts, only one-half of the real prop-
erty is subject to a business lease since only
one-half is rented under a lease for more
than 5 years. See § 1.514(f)–1. The percentage
of the rent under such lease which is taken
into account is determined by the ratio
which the allocable part of the business lease
indebtedness bears to the allocable part of
the adjusted basis of the real property, that
is, the ratio which one-half of the $100,000 of
business lease indebtedness outstanding at
the close of 1954, or $50,000, bears to one-half
of the adjusted basis of the business lease
premises at the close of 1954, or $100,000. The
percentage of rent which is business lease in-
come for 1954 is, therefore, one-half (the
ratio of $50,000 to $100,000) of $8,000, or $4,000,
and this amount of $4,000 is considered an
item of gross income derived from an unre-
lated trade or business.

(c) Deductions—(1) Deductions allow-
able against gross income. The same per-
centage is used in determining both the
portion of the rent and the portion of
the deductions taken into account with
respect to the business lease in com-
puting unrelated business taxable in-
come. Such percentage is applicable
only to the sum of the following deduc-
tions allowable under section 161:

(i) Taxes and other expenses paid or
accrued during the taxable year upon
or with respect to the real property
subject to the business lease;

(ii) Interest paid or accrued during
the taxable year on the business lease
indebtedness;

(iii) A reasonable allowance for ex-
haustion, wear and tear (including a
reasonable allowance for obsolescence)
of the real property subject to such
lease.

Where only a portion of the real prop-
erty is subject to the business lease,
there shall be taken into account only
those amounts of the above-listed de-
ductions which are properly allocable
to the premises covered by such lease.

(2) Excess deductions. The deductions
allowable under subparagraph (1) of
this paragraph with respect to a busi-
ness lease are not limited by the
amount included in gross income with
respect to the rent from such lease.
Any excess of such deductions over
such gross income shall be applied
against other items of gross income in
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computing unrelated business taxable
income taxable under section 511(a).

(3) Example. The application of this
paragraph may be illustrated by the
following example:

Example. Assume the same facts as those in
example 1 in paragraph (b)(3) of this section.
Assume, also that for 1954 the organization
pays taxes of $4,000 on the property, interest
of $6,000 on its business lease indebtedness,
and that the depreciation allowable for 1954
under section 167 is $10,000. Under the facts
set forth in such example 1 and in this exam-
ple, the deductions to be taken into account
for 1954 in computing unrelated business tax-
able income would be two-fifths of the total
of the deductions of $20,000, that is $8,000.

[T.D. 7229, 37 FR 28145, Dec. 21, 1972]

§ 1.514(b)–1 Definition of debt-financed
property.

(a) In general. For purposes of section
514 and the regulations thereunder, the
term debt-financed property means any
property which is held to produce in-
come (e.g., rental real estate, tangible
personal property, and corporate
stock), and with respect to which there
is an acquisition indebtedness (deter-
mined without regard to whether the
property is debt-financed property) at
any time during the taxable year. The
term income is not limited to recurring
income but applies as well to gains
from the disposition of property. Con-
sequently, when any property held to
produce income by an organization
which is not used in a manner de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) is disposed of at a gain during
the taxable year, and there was an ac-
quisition indebtedness outstanding
with respect to such property at any
time during the 12-month period pre-
ceding the date of disposition (even
though such period covers more than 1
taxable year), such property is debt-fi-
nanced property. For example, assume
that on June 1, 1972, an organization is
given mortgaged, unimproved property
which it does not use in a manner de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) and that the organization as-
sumes payment ofthe mortgage on such
property. On July 15, 1972, the organi-
zation sells such property for a gain.
Such property is debt-financed property
and such gain is taxable as unrelated
debt-financed income. See section
514(c) and § 1.514(c)–1 for rules relating

to when there is acquisition indebted-
ness with respect to property. See
paragraph (a) of § 1.514(a)–1 for rules de-
termining the amount of income or
gain from debt-financed property which
is treated as unrelated debt-financed
income.

(b) Exceptions—(1) Property related to
certain exempt purposes. (i) To the ex-
tent that the use of any property is
substantially related (aside from the
need of the organization for income or
funds or the use it makes of the profits
derived) to the exercise or performance
by an organization of its charitable,
educational, or other purpose or func-
tion constituting its basis for exemp-
tion under section 501 (or, in the case
of an organization described in section
511(a)(2)(B), to the exercise or perform-
ance of any purpose or function des-
ignated in section 501(c)(3)) such prop-
erty shall not be treated as debt-fi-
nanced property. See § 1.513–1 for prin-
ciples applicable in determining wheth-
er there is a substantial relationship to
the exempt purpose of the organiza-
tion.

(ii) If substantially all of any prop-
erty is used in a manner described in
subdivision (i) of this subparagraph,
such property shall not be treated as
debt-financed property. In general the
preceding sentence shall apply if 85
percent or more of the use of such
property is devoted to the organiza-
tion’s exempt purpose. The extent to
which property is used for a particular
purpose shall be determined on the
basis of all the facts and cir-
cumstances. These may include (where
appropriate):

(a) A comparison of the portion of
time such property is used for exempt
purposes with the total time such prop-
erty is used,

(b) A comparison of the portion of
such property that is used for exempt
purposes with the portion of such prop-
erty that is used for all purposes, or

(c) Both the comparisons described in
(a) and (b) of this subdivision.

(iii) This subparagraph may be illus-
trated by the following examples. For
purposes of these examples it is as-
sumed that the indebtedness is acquisi-
tion indebtedness.

Example 1. W, an exempt organization,
owns a computer with respect to which there
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is an outstanding principal indebtedness and
which is used by W in the performance of its
exempt purpose. W sells time for the use of
the computer to M corporation on occasions
when the computer is not in full-time use by
W. W uses the computer in furtherance of its
exempt purpose more than 85 percent of the
time it is in use and M uses the computer
less than 15 percent of the total operating
time the computer is in use. In this situa-
tion, substantially all the use of the com-
puter is related to the performance of W’s ex-
empt purpose. Therefore, no portion of the
computer is treated as debt-financed prop-
erty.

Example 2. X, an exempt college, owns a
four story office building which has been
purchased with borrowed funds. In 1971, the
lower two stories of the building are used to
house computers which are used by X for ad-
ministrative purposes. The top two stories
are rented to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C), or
(D). The gross income derived by X from the
building is $6,000, all of which is attributable
to the rents paid by tenants. There are $2,000
of expenses, allocable equally to each use of
the building. The average adjusted basis of
the building for1971 is $100,000, and the out-
standing principal indebtedness throughout
1971 is $60,000. Thus, the average acquisition
indebtedness for 1971 is $60,000. In accordance
with subdivision (i) of this subparagraph,
only the upper half of the building is debt-fi-
nanced property. Consequently, only the
rental income and the deductions directly
connected with such income are to be taken
into account in computing unrelated busi-
ness taxable income. The portion of such
amounts to be taken into account is deter-
mined by multiplying the $6,000 of rental in-
come and $1,000 of deductions directly con-
nected with such rental income by the debt/
basis percentage. The debt/basis percentage
is the ratio which the allocable part of the
average acquisition indebtedness is of the al-
locable part of the average adjusted basis of
the property, that is, the ratio which $30,000
(one-half of $60,000) bears to $50,000 (one-half
of $100,000). Thus, the debt/basis percentage
for 1971 is 60 percent (the ratio of $30,000 to
$50,000). Under these circumstances, X shall
include net rental income of $3,000 in its un-
related business taxable income for 1971,
computed as follows:
Total rental income .............................................. $6,000
Deductions directly connected with rental in-

come ................................................................. $1,000
Debt/basis percentage ($30,000/$50,000) .......... 60%
Rental income treated as gross income from an

unrelated trade or business (60 percent of
$6,000) ............................................................. $3,600

Less the allowable portion of deductions directly
connected with such income (60 percent of
$1,000) ............................................................. $600

Net rental income included by X in computing its
unrelated business taxable income pursuant
to section 514 ................................................... $3,000

Example 3. Assume the facts as stated in
example 2 except that on December 31, 1971,
X sells the building and realizes a long-term
capital gain of $10,000. This is X’s only cap-
ital transaction for 1971. An allocable por-
tion of this gain is subject to tax. This
amount is determined by multiplying the
gain related to the nonexempt use, $5,000
(one-half of $10,000), by the ratio which the
debtedness for the 12-month period preceding
the date of sale, $30,000 (one-half of $60,000),
is of the allocable part of the average ad-
justed basis, $50,000 (one-half of $100,000).
Thus, the debt/basis percentage with respect
to computing the gain (or loss) derived from
the sale of the building is 60 percent (the
ratio of $30,000 to $50,000). Consequently,
$3,000 (60 percent of $5,000) is a net section
1201 gain (capital gain net income for taxable
years beginning after December 31, 1976). The
portion of such gain which is taxable shall be
determined in accordance with rules con-
tained in subchapter P, chapter 1 of the Code
(relating to capital gains and losses). See
also section 511(d) and the regulations there-
under (relating to the minimum tax for tax
preferences).

(2) Property used in an unrelated trade
or business—(i) In general. To the extent
that the gross income from any prop-
erty is treated as income from the con-
duct of an unrelated trade or business,
such property shall not be treated as
debt-financed property. However, any
gain on the disposition of such prop-
erty which is not included in the in-
come of an unrelated trade or business
by reason of section 512(b)(5) is includ-
ible as gross income derived from or on
account of debt-financed property under
paragraph (a)(1) of § 1.514(a)–1.

(ii) Amounts specifically taxable under
other provisions of the Code. Section 514
does not apply to amounts which are
otherwise included in the computation
of unrelated business taxable income,
such as rents from personal property
includible pursuant to section 512(b)(13)
or rents and interest from controlled
organizations includible pursuant to
section 512(b)(3). See paragraph (1)(5) of
§ 1. 512(b)–1 for the rules determining
the manner in which amounts are
taken into account where such
amounts may be included in the com-
putation of unrelated business taxable
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income by operation of more than one
provision of the Code.

(3) Examples. Subparagraphs (1) and
(2) of this paragraph may be illustrated
by the following examples. For pur-
poses of these examples it is assumed
that the indebtedness is acquisition in-
debtedness.

Example 1. X, an exempt scientific organi-
zation, owns a 10-story office building. Dur-
ing 1972, four stories are occupied by X’s ad-
ministrative offices, and the remaining six
stories are rented to the public for purposes
not described in section 514(b)(1) (A), (B), (C),
or (D). On December 31, 1972, the building is
sold and X realizes a long-term capital gain
of $100,000. This is X’s only capital trans-
action for 1972. The debt/basis percentage
with respect to computing the gain (or loss)
derived from the sale of the building is 30
percent. Since 40 percent of the building was
used for X’s exempt purpose, only 60 percent
of the building is debt-financed property.
Thus, only $60,000 of the gain (60 percent of
$100,000) is subject to this section. Con-
sequently, the amount of gain treated as un-
related debt-financed income is $18,000
($60,000 multiplied by the debt/basis percent-
age of 30 percent). The portion of such $18,000
which is taxable shall be determined in ac-
cordance with the rules contained in sub-
chapter P, chapter 1 of the Code. See also
section 511(d) and the regulations thereunder
(relating to the minimum tax for tax pref-
erences).

Example 2. Y, an exempt organization, owns
two properties, a restaurant and an office
building. In 1972, all the space in the office
building, except for the portion utilized by Y
to house the administrative offices of the
restaurant, is rented to the public for pur-
poses not described in section 514(b)(1) (A),
(B), (C), or (D). The average adjusted basis of
the office building for 1972 is $2 million. The
outstanding principal indebtedness through-
out 1972 is $1 million. Thus, the highest ac-
quisition indebtedness in the calendar year
of 1972 is $1 million. It is determined that 30
percent of the space in the office building is
used for the administrative functions en-
gaged in by the employees of the organiza-
tion with respect to the restaurant. Since
the income attributable to the restaurant is
attributable to the conduct of an unrelated
trade or business, only 70 percent of the
building is treated as debt-financed property
for purposes of determining the portion of
the rental income which is unrelated debt-fi-
nanced income. On December 31, 1972, the of-
fice building is sold and Y realizes a long-
term capital gain of $250,000. This is Y’s only
capital transaction for 1972. In accordance
with subparagraph (2)(i) of this paragraph,
all the gain derived from this sale is taken
into account in computing the amount of

such gain subject to tax. The portion of such
gain which is taxable is determined by mul-
tiplying the $250,000 gain by the debt/basis
percentage. The debt/basis percentage is the
ratio which the highest acquisition indebted-
ness for the 12-month period preceding the
date of sale, $1 million, is of the
averageadjusted basis, $2 million. Thus, the
debt/basis percentage with respect to com-
puting the gain (or loss) derived from the
sale of the building is 50 percent (the ratio of
$1 million to $2 million). Consequently,
$125,000 (50 percent of $250,000) is a net sec-
tion 1201 gain (net capital gain for taxable
years beginning after December 31, 1976). The
amount of such gain which is taxable shall
be determined in accordance with the rules
contained in subchapter P, chapter 1 of the
Code. See also section 511(d) and the regula-
tions thereunder.

Example 3. (a) Z, an exempt university,
owns all the stock of M, a nonexempt cor-
poration. During 1971 M leases from Z Uni-
versity a factory unrelated to Z’s exempt
purpose and a dormitory for the students of
Z, for a total annual rent of $100,000: $80,000
for the factory and $20,000 for the dormitory.
During 1971, M has $500,000 of taxable income,
disregarding the rent paid to Z: $150,000 from
the dormitory and $350,000 from the factory.
The factory is subject to a mortgage of
$150,000. Its average adjusted basis for 1971 is
determined to be $300,000. Z’s deductions for
1971 with respect to the leased property are
$4,000 for the dormitory and $16,000 for the
factory. In accordance with subdivision (ii)
of this subparagraph, section 514 applies only
to that portion of the rent which is excluded
from the computation of unrelated business
taxable income by operation of section
512(b)(3) and not included in such computa-
tion pursuant to section 512(b)(13). Since all
the rent received by Z is derived from real
property, section 512(b)(3) would exclude all
such rent from computation of Z’s unrelated
business taxable income. However, 70 percent
of the rent paid to Z with respect to the fac-
tory and 70 percent of the deductions di-
rectly connected with such rent shall be
taken into account by Z in determining its
unrelated business taxable income pursuant
to section 512(b)(15), computed as follows:
M’s taxable income (disregarding rent paid to Z) $500,000
Less taxable income from dormitory ................... $150,000

Excess taxable income ........................................ $350,000
Ratio ($350,000/$500,000) .................................. 7⁄10

Total rent paid to Z .............................................. $100,000
Total deductions ($4,000+$16,000) ..................... $20,000
Rental income treated under section 512(b)(15)

as gross income from an unrelated trade or
business (7⁄10 of $100,000) .............................. $70,000

Less deductions directly connected with such in-
come (7⁄10 of $20,000) ..................................... $14,000

Net rental income included by Z in computing its
unrelated business taxable income pursuant
to section 512(b)(15) ........................................ $56,000
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(b) Since only that portion of the rent de-
rived from the factory and the deductions di-
rectly connected with such rent not taken
into account pursuant to section 512(b)(15)
may be included in computing unrelated
business taxable income by operation of sec-
tion 514, only $10,000 ($80,000 minus $70,000) of
rent and $2,000 ($16,000 minus $14,000) of de-
ductions are so taken into account. The por-
tion of such amounts to be taken into ac-
count is determined by multiplying the
$10,000 of income and $2,000 of deductions by
the debt/basis percentage. The debt/basis per-
centage is the ratio which the average acqui-
sition indebtedness ($150,000) is of the aver-
age adjusted basis of the property ($300,000).
Thus, the debt/basis percentage for 1971 is 50
percent (the ratio of $150,000 to $300,000).
Under these circumstances, Z shall include
net rental income of $4,000 in its unrelated
business taxable income for 1971, computed
as follows:
Total rents ............................................................ $10,000
Deductions directly connected with such rents ... $2,000
Debt/basis percentage ($150,000/$300,000) ...... 50%
Rental income treated as gross income from an

unrelated trade or business (50 percent of
$10,000) ........................................................... $5,000

Less the allowable portion of deductions directly
connected with such income (50 percent of
$2,000) ............................................................. $1,000

Net rental income included by Z in computing its
unrelated business taxable income pursuant
to section 514 ................................................... $4,000

(4) Property related to research activi-
ties. To the extent that the gross in-
come from any property is derived
from research activities excluded from
the tax on unrelated business income
by paragraph (7), (8), or (9) of section
512(b), such property shall not be treat-
ed as debt-financed property.

(5) Property used in thrift shops, etc.
To the extent that property is used in
any trade or business which is excepted
from the definition of unrelated trade or
business by paragraph (1), (2), or (3) of
section 513(a), such property shall not
be treated as debt-financed property.

(6) Use by a related organization. For
purposes of subparagraph (1), (4), or (5)
of this paragraph, use of property by a
related exempt organization (as defined
in paragraph (c)(2)(ii) of this section)
for a purpose described in such sub-
paragraphs shall be taken into account
in order to determine the extent to
which such property is used for a pur-
pose described in such subparagraphs.

(c) Special rules—(1) Medical clinic.
Property is not debt-financed property
if it is real property subject to a lease
to a medical clinic, and the lease is en-
tered into primarily for purposes which

are substantially related (aside from
the need of such organization for in-
come or funds or the use it makes of
the rents derived) to the exercise or
performance by the lessor of its chari-
table, educational, or other purpose or
function constituting the basis for its
exemption under section 501. For exam-
ple, assume that an exempt hospital
leases all of its clinic space to an unin-
corporated association of physicians
and surgeons who, by the provisions of
the lease, agree to provide all of the
hospital’s out-patient medical and sur-
gical services and to train all of the
hospital’s residents and interns. In this
situation, the rents received by the
hospital from this clinic are not to be
treated as unrelated debt-financed in-
come.

(2) Related exempt uses—(i) In general.
Property owned by an exempt organi-
zation and used by a related exempt or-
ganization or by an exempt organiza-
tion related to such related exempt or-
ganization shall not be treated as debt-
financed property to the extent such
property is used by either organization
in furtherance of the purpose consti-
tuting the basis for its exemption
under section 501. Furthermore, prop-
erty shall not be treated as debt-fi-
nanced property to the extent such
property is used by a related exempt
organization for a purpose described in
paragraph (b)(4) or (5) of this section.

(ii) Related organizations. For pur-
poses of subdivision (i) of this subpara-
graph, an exempt organization is re-
lated to another exempt organization
only if:

(a) One organization is an exempt
holding company described in section
501(c)(2) and the other organization re-
ceives the profits derived by such ex-
empt holding company,

(b) One organization has control of
the other organization within the
meaning of paragraph (1)(4) of § 1.512(b)-
1,

(c) More than 50 percent of the mem-
bers of one organization are members
of the other organization, or

(d) Each organization is a local orga-
nization which is directly affiliated
with a common state, national, or
international organization which is
also exempt.
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(iii) Examples. This subparagraph
may be illustrated by the following ex-
amples. For purposes of these examples
it is assumed that the indebtedness is
acquisition indebtedness.

Example 1. M, an exempt trade association
described in section 501(c)(6), leases 70 per-
cent of the space of an office building for fur-
therance of its exempt purpose. The title to
such building is held by N, an exempt hold-
ing company described in section 501(c)(2),
which acquired title to the building with
borrowed funds. The other 30 percent of the
space in this office building is leased to L, a
nonstock exempt trade association described
in section 501(c)(6). L uses such office space
in furtherance of its exemptpurpose. The
members of L’s Board of Trustees serves for
fixed terms and M’s Board of Directors has
the power to select all such members. N pays
over to M all the profits it derives from the
leasing of space in this building to M and L.
Accordingly, M is related to N (as such term
is defined in subdivision (ii)(a) of this sub-
paragraph) and L is related to M (as such
term is defined in subdivision (ii)(b) of this
subparagraph). Under these circumstances,
since all the available space in the building
is leased to either an exempt organization
related to the exempt organization holding
title to the building or an exempt organiza-
tion related to such related exempt organiza-
tion, no portion of the building is treated as
debt-financed property.

Example 2. W, an exempt labor union de-
scribed in section 501(c)(5), owns a 10-story
office building which has been purchased
with borrowed funds. Five floors of the build-
ing are used by W in furtherance of its ex-
empt purpose. Four of the other floors are
rented to X which is an exempt voluntary
employees’ beneficiary association described
in section 501(c)(9), operated for the benefit
of W’s members. X uses such office space in
furtherance of its exempt purpose. Seventy
percent of the members of W are also mem-
bers of X. Accordingly, X is related to W (as
such term is defined in subdivision (ii)(c) of
this subparagraph). The remaining floor of
the building is rented to the general public
for purposes not described in section 514(b)(1)
(A), (B), (C), or (D). Under these cir-
cumstances, no portion of this building is
treated as debt-financed property since more
than 85 percent of the office space available
in this building is used either by W or X, an
exempt organization related to W, in further-
ance of their respective exempt purpose. See
paragraph (b)(1) of this section for rules re-
lating to the use of property substantially
related to an exempt purpose. See paragraph
(b)(6) of this section for rules relating to uses
by related exempt organizations.

Example 3. Assume the same facts as in ex-
ample 2, except that W and X are each ex-

empt local labor unions described in section
501(c)(5) having no common membership and
are each affiliated with N, an exempt inter-
national labor union described in section
501(c)(5). Under these circumstances, no por-
tion of this building is treated as debt-fi-
nanced property since more than 85 percent
of the office space available in this building
is used either by W or X, an exempt organi-
zation related to W, in furtherance of their
respective exempt purpose.

Example 4. Assume the same facts as in ex-
ample 3, except that W and X are directly af-
filiated with different exempt international
labor unions and that W and X are not other-
wise affiliated with, or members of, a com-
mon exempt organization, other than an as-
sociation of international labor unions.
Under these circumstances, the portions of
this building which are rented to X and to
the general public are treated as debt-fi-
nanced property since X is not related to W
and W uses less than 85 percent of the build-
ing for its exempt purpose.

(3) Life income contracts. (i) Property
shall not be treated as debt-financed
property when:

(a) An individual transfers property
to a trust or a fund subject to a con-
tract providing that the income is to
be paid to him or other individuals or
both for a period of time not to exceed
the life of such individual or individ-
uals in a transaction in which the pay-
ments to the individual or individuals
do not constitute the proceeds of a sale
or exchange of the property so trans-
ferred, and

(b) The remainder interest is payable
to an exempt organization described in
section 501(c)(3).

(ii) Subdivision (i) of this subpara-
graph is illustrated by the following
example.

Example. On January 1, 1967, A transfers
property to X, an exempt organization de-
scribed in section 501(c)(3), which imme-
diately places the property in a fund. On
January 1, 1971, A transfers additional prop-
erty to X, which property is also placed in
the fund. In exchange for each transfer, A re-
ceives income participation fund certificates
which entitle him to a proportionate part of
the fund’s income for his life and for the life
of another individual. None of the payments
made by X are treated by the recipients as
the proceeds of a sale or exchange of the
property transferred. In this situation, none
of the property received by X from A is
treated as debt-financed property.

(d) Property acquired for prospective ex-
empt use—(1) Neighborhood land— (i) In
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general. If an organization acquires real
property for the principal purpose of
using the land in the exercise or per-
formance of its exempt purpose, com-
mencing within 10 years of the time of
acquisition, such property will not be
treated as debt-financed property, so
long as (a) such property is in the
neighborhood of other property owned
by the organization which is used in
the performance of its exempt purpose,
and (b) the organization does not aban-
don its intent to use the land in such a
manner within the 10-year period. The
rule expressed in this subdivision is
hereinafter referred to as the neighbor-
hood land rule.

(ii) Neighborhood defined. Property
shall be considered in the neighborhood
of property owned and used by the or-
ganization in the performance of its ex-
empt purpose if the acquired property
is contiguous with the exempt purpose
property or would be contiguous with
such property except for the interposi-
tion of a road, street, railroad, stream,
or similar property. If the acquired
property is not contiguous with exempt
function property, it may still be in
the neighborhood of such property, but
only if it is within 1 mile of such prop-
erty and the facts and circumstances of
the particular situation make the ac-
quisition of contiguous property unrea-
sonable. Some of the criteria to con-
sider in determining this question in-
clude the availability of land and the
intended future use of the land. For ex-
ample, a university attempts to pur-
chase land contiguous to its present
campus but cannot do so because the
owners either refuse to sell or ask un-
reasonable prices. The nearest land of
sufficient size and utility is a block
away from the campus. The university
purchases such land. Under these cir-
cumstances, the contiguity require-
ment is unreasonable and the land pur-
chased would be considered neighbor-
hood land.

(iii) Exception. The neighborhood land
rule shall not apply to any property
after the expiration of 10 years from
the date of acquisition. Further, the
neighborhood land rule shall apply
after the first 5 years of the 10-year pe-
riod only if the organization estab-
lishes to the satisfaction of the Com-
missioner that future use of the ac-

quired land in furtherance of the orga-
nization’s exempt purpose before the
expiration of the 10-year period is rea-
sonably certain. In order to satisfy the
Commissioner, the organization does
not necessarily have to show binding
contracts. However, it must at least
have a definite plan detailing a specific
improvement and a completion date,
and some affirmative action toward the
fulfillment of such a plan. This infor-
mation shall be forwarded to the Com-
missioner of Internal Revenue, Wash-
ington, DC 20224, for a ruling at least 90
days before the end of the fifth year
after acquisition of the land.

(2) Actual use. If the neighborhood
land rule is inapplicable because:

(i) The acquired land is not in the
neighborhood of other property used by
the organization in performance of its
exempt purpose, or

(ii) The organization (for the period
after the first 5 years of the 10-year pe-
riod) is unable to establish to the satis-
faction of the Commissioner that the
use of the acquired land for its exempt
purposes within the 10-year period is
reasonably certain,
but the land is actually used by the or-
ganization in furtherance of its exempt
purpose within the 10-year period, such
property (subject to the provisions of
subparagraph (4) of this paragraph)
shall not be treated as debt-financed
property for any period prior to such
conversion.

(3) Limitations—(i) Demolition or re-
moval required. (a) Subparagraphs (1)
and (2) of this paragraph shall apply
with respect to any structure on the
land when acquired by the organiza-
tion, or to the land occupied by the
structure, only so long as the intended
future use of the land in furtherance of
the organization’s exempt purpose re-
quires that the structure be demolished
or removed in order to use the land in
such a manner. Thus, during the first 5
years after acquisition (and for subse-
quent years if there is a favorable rul-
ing in accordance with subparagraph
(1)(iii) of this paragraph) improved
property is not debt-financed so long as
the organization does not abandon its
intent to demolish the existing struc-
tures and use the land in furtherance of
its exempt purpose. Furthermore, if
there is an actual demolition of such
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structures, the use made of the land
need not be the one originally in-
tended. Therefore, the actual use re-
quirement of this subdivision may be
satisfied by using the land in any man-
ner which furthers the exempt purpose
of the organization.

(b) Subdivision (i)(a) of this subpara-
graph may be illustrated by the fol-
lowing examples. For purposes of the
following examples it is assumed that
but for the application of the neighbor-
hood land rule such property would be
debt-financed property.

Example 1. An exempt university acquires a
contiguous tract of land on which there is an
apartment building. The university intends
to demolish the apartment building and
build classrooms and does not abandon this
intent during the first 4 years after acquisi-
tion. In the fifth year after acquisition it
abandons the intent to demolish and sells
the apartment building. Under these cir-
cumstances, such property is not debt-fi-
nanced property for the first 4 years after ac-
quisition even though there was no eventual
demolition or use made of such land in fur-
therance of the university’s exempt purpose.
However, such property is debt-financed
property as of the time in the fifth year that
the intent to demolish the building is aban-
doned and any gain on the sale of property is
subject to section 514.

Example 2. Assume the facts as stated in
Example 1 except that the university did not
abandon its intent to demolish the existing
building and construct a classroom building
until the eighth year after acquisition when
it sells the property. Assume further that
the university did not receive a favorable
ruling in accordance with subparagraph
(1)(iii) of this paragraph. Under these cir-
cumstances, the building is debt- financed
property for the sixth, seventh, and eighth
years. It is not, however, treated as debt-fi-
nanced property for the first 5 years after ac-
quisition.

Example 3. Assume the facts as stated in
Example 2 except that the university re-
ceived a favorable ruling in accordance with
subparagraph (1)(iii) of this paragraph. Under
these circumstances, the building is not
debt-financed property for the first 7 years
after acquisition. It only becomes debt-fi-
nanced property as of the time in the eighth
year when the university abandoned its in-
tent to demolish the existing structure.

Example 4. (1) Assume that a university ac-
quires a contiguous tract of land containing
an office building for the principal purpose of
demolishing the office building and building
a modern dormitory. Five years later the
dormitory has not been constructed, and the
university has failed to satisfy the Commis-

sioner that the office building will be demol-
ished and the land will be used in further-
ance of its exempt purpose (and consequently
has failed to obtain a favorable ruling under
subparagraph (1)(iii) of this paragraph). In
the ninth taxable year after acquisition the
university converts the office building into
an administration building. Under these cir-
cumstances, during the sixth, seventh, and
eighth years after acquisition, the office
building is treated as debt-financed property
because the office building was not demol-
ished or removed. Therefore, the income de-
rived from such property during these years
shall be subject to the tax on unrelated busi-
ness income.

(2) Assume that instead of converting the
office building to an administration build-
ing, the university demolishes the office
building in the ninth taxable year after ac-
quisition and then constructs a new adminis-
tration building. Under these circumstances,
the land would not be considered debt-fi-
nanced property for any period following the
acquisition, and the university would be en-
titled to a refund of taxes paid on the income
derived from such property for the sixth
through eighth taxable years after the acqui-
sition in accordance with subparagraph (4) of
this paragraph.

(ii) Subsequent construction. Subpara-
graphs (1) and (2) of this paragraph do
not apply to structures erected on the
land after the acquisition of the land.

(iii) Property subject to business lease.
Subparagraphs (1) and (2) of this para-
graph do not apply to property subject
to a lease which is a business lease (as
defined in § 1.514(f)–1) whether the orga-
nization acquired the property subject
to the lease or whether it executed the
lease subsequent to acquisition. If only
a portion of the real property is subject
to a lease, paragraph (c) of § 1.514(f)–1
applies in determining whether such
lease is a business lease.

(4) Refund of taxes. (i) If an organiza-
tion has not satisfied the actual use
condition of subparagraph (2) of this
paragraph or paragraph (e)(3) of this
section before the date prescribed by
law (including extensions) for filing the
return for the taxable year, the tax for
such year shall be computed without
regard to the application of such actual
use condition. However, if:

(a) A credit or refund of any overpay-
ment of taxes is allowable for a prior
taxable year as a result of the satisfac-
tion of such actual use condition, and

(b) Such credit or refund is prevented
by the operation of any law or rule of
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law (other than chapter 74, relating to
closing agreements and compromises),
such credit or refund may nevertheless
be allowed or made, if a claim is filed
within 1 year after the close of the tax-
able year in which such actual use con-
dition is satisfied. For a special rule
with respect to the payment of interest
at the rate of 4 percent per annum, see
section 514(b)(3)(D), prior to its amend-
ment by section 7(b) of the Act of Jan-
uary 3, 1975 (Pub. L. 93–625, 88 Stat.
2115).

(ii) This subparagraph may be illus-
trated by the following example. For
purposes of this example it is assumed
that but for the neighborhood land rule
such property would be debt-financed
property.

Example. Y, a calendar year exempt organi-
zation, acquires real property in January
1970, which is contiguous with other property
used by Y in furtherance of its exempt pur-
pose. However, Y does not satisfy the Com-
missioner by January 1975, that the existing
structure will be demolished and the land
will be used in furtherance of its exempt pur-
pose. In accordance with this subparagraph,
from 1975 until the property is converted to
an exempt use, the income derived from such
property shall be subject to the tax on unre-
lated business income. During July 1979, Y
demolishes the existing structure on the
land and begins using the land in furtherance
of its exempt purpose. At this time Y may
file claims for refund for the open years 1976
through 1978. Further, in accordance with
this subparagraph, Y may also file a claim
for refund for 1975, even though a claim for
such taxable year may be barred by the stat-
ute of limitations, provided such claim is
filed before the close of 1980.

(e) Churches—(1) In general. If a
church or association or convention of
churches acquires real property, for the
principal purpose of using the land in
the exercise or performance of its ex-
empt purpose, commencing within 15
years of the time of acquisition, such
property shall not be treated as debt-fi-
nanced property so long as the organi-
zation does not abandon its intent to
use the land in such a manner within
the 15-year period.

(2) Exception. This paragraph shall
not apply to any property after the ex-
piration of the 15-year period. Further,
this paragraph shall apply after the
first 5 years of the 15-year period only
if the church or association or conven-
tion of churches establishes to the sat-

isfaction of the Commissioner that use
of the acquired land in furtherance of
the organization’s exempt purpose be-
fore the expiration of the 15-year pe-
riod is reasonably certain. For pur-
poses of the preceding sentence, the
rules contained in paragraph (d)(1)(iii)
of this section with respect to satis-
fying the Commissioner that the ex-
empt organization intends to use the
land within the prescribed time in fur-
therance of its exempt purpose shall
apply.

(3) Actual use. If the church or asso-
ciation or convention of churches for
the period after the first 5 years of the
15-year period is unable to establish to
the satisfaction of the Commissioner
that the use of the acquired land for its
exempt purpose within the 15-year pe-
riod is reasonably certain, but such
land is in fact converted to an exempt
use within the 15-year period, the land
(subject to the provisions of paragraph
(d)(4) of this section) shall not be treat-
ed as debt-financed property for any
period prior to such conversion.

(4) Limitations. The limitations stated
in paragraph (d)(3)(i) and (ii) of this
section shall similarly apply to the
rules contained in this paragraph.

[T.D. 7229, 37 FR 28146, Dec. 21, 1972; 39 FR
6607, Feb. 21, 1974, as amended by T.D. 7384, 40
FR 49322, Oct. 22, 1975; T.D. 7632, 44 FR 42681,
July 20, 1979; T.D. 7728, 45 FR 72651, Nov. 3,
1980]

§ 1.514(c)–1 Acquisition indebtedness.

(a) In general—(1) Definition of acquisi-
tion indebtedness. For purposes of sec-
tion 514 and the regulations there-
under, the term acquisition indebtedness
means, with respect to any debt-fi-
nanced property, the outstanding
amount of:

(i) The principal indebtedness in-
curred by the organization in acquiring
or improving such property.

(ii) The principal indebtedness in-
curred before the acquisition or im-
provement of such property if such in-
debtedness would not have been in-
curred but for such acquisition or im-
provement; and
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(iii) The principal indebtedness in-
curred after the acquisition or im-
provement of such property if such in-
debtedness would not have been in-
curred but for such acquisition or im-
provement and the incurrence of such
indebtedness was reasonably foresee-
able at the time of such acquisition or
improvement.
Whether the incurrence of an indebted-
ness is reasonably foreseeable depends
upon the facts and circumstances of
each situation. The fact that an orga-
nization did not actually foresee the
need for the incurrence of an indebted-
ness prior to the acquisition or im-
provement does not necessarily mean
that the subsequent incurrence of in-
debtedness was not reasonably foresee-
able.

(2) Examples. The application of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples:

Example 1. X, an exempt organization,
pledges some of its investment securities
with a bank for a loan and uses the proceeds
of such loan to purchase an office building
which it leases to the public for purposes
other than those described in section
514(b)(1) (A), (B), (C), or (D). The outstanding
principal indebtedness with respect to the
loan constitutes acquisition indebtedness in-
curred prior to the acquisition which would
not have been incurred but for such acquisi-
tion.

Example 2. Y, an exempt scientific organi-
zation, mortgages its laboratory to replace
working capital used in remodeling an office
building which Y rents to an insurance com-
pany for purposes not described in section
514(b)(1) (A), (B), (C), or (D). The indebted-
ness is acquisition indebtedness since such in-
debtedness, though incurred subsequent to
the improvement of the office building,
would not have been incurred but for such
improvement, and the indebtedness was rea-
sonably foreseeable when, to make such im-
provement, Y reduced its working capital
below the amount necessary to continue cur-
rent operations.

Example 3. (a) U, an exempt private pre-
paratory school, as its sole educational facil-
ity owns a classroom building which no
longer meets the needs of U’s students. In
1971, U sells this building for $3 million to Y,
a corporation which it does not control. U
receives $1 million as a down payment from
Y and takes back a purchase money mort-
gage of $2 million which bears interest at 10
percent per annum. At the time U became
the mortgagee of the $2 million purchase
money mortgage, U realized that it would
have to construct a new classroom building

and knew that it would have to incur an in-
debtedness in the construction of the new
classroom building. In 1972, U builds a new
classroom building for a cost of $4 million. In
connection with the construction of this
building, U borrows $2.5 million from X Bank
pursuant to a deed of trust bearing interest
at 6 percent perannum. Under these cir-
cumstances, $2 million of the $2.5 million
borrowed to finance construction of the new
classroom building would not have been bor-
rowed but for the retention of the $2 million
purchase money mortgage. Since such in-
debtedness was reasonably foreseeable, $2
million of the $2.5 million borrowed to fi-
nance the construction of the new classroom
building is acquisition indebtedness with re-
spect to the purchase money mortgage and
the purchase money mortgage is debt-fi-
nanced property.

(b) In 1972, U receives $200,000 in interest
from Y (10 percent of $2 million) and makes
a $150,000 interest payment to X (6 percent of
$2.5 million). In addition, assume that for
1972 the debt/basis percentage is 100 percent
($2 million/$2 million). Accordingly, all the
interest and all the deductions directly con-
nected with such interest income are to be
taken into account in computing unrelated
business taxable income. Thus, $200,000 of in-
terest income and $120,000 ($150,000 × $2 mil-
lion/$2.5 million) of deductions directly con-
nected with such interest income are taken
into account. Under these circumstances, U
shall include net interest income of $80,000
($200,000 of income less $120,000 of deductions
directly connected with such income) in its
unrelated business taxable income for 1972.

Example 4. In 1972 X, an exempt organiza-
tion, forms a partnership with A and B. The
partnership agreement provides that all
three partners shall share equally in the
profits of the partnership, shall each invest
$3 million, and that X shall be a limited
partner. X invests $1 million of its own funds
in the partnership and $2 million of borrowed
funds. The partnership purchases as its sole
asset an office building which is leased to the
general public for purposes other than those
described in section 514(b)(1) (A), (B), (C), or
(D). The office building cost the partnership
$24 million of which $15 million is borrowed
from Y bank. This loan is secured by a mort-
gage on the entire office building. By agree-
ment with Y bank, X is held not to be per-
sonally liable for payment of such mortgage.
By reason of section 702(b) the character of
any item realized by the partnership and in-
cluded in the partner’s distributive share
shall be determined as if the partner realized
such item directly from the source from
which it was realized by the partnership and
in the same manner. Therefore, a portion of
X’s income from the building is debt-fi-
nanced income. Under these circumstances,
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since both the $2 million indebtedness in-
curred by X in acquiring its partnership in-
terest and $5 million, the allocable portion of
the partnership’sindebtedness incurred with
respect to acquiring the office building
which is attributable to X in computing the
debt/basis percentage (one-third of $15 mil-
lion), were incurred in acquiring income-pro-
ducing property, X has acquisition indebted-
ness of $7 million ($2 million plus $5 million).
Similarly, the allocable portion of the part-
nership’s adjusted basis in the office building
which is attributable to X in computing the
debt-basis percentage is $8 million (one-third
of $24 million). Assuming no payment with
respect to either indebtedness and no adjust-
ments to basis in 1972, X’s average acquisi-
tion indebtedness is $7 million and X’s aver-
age adjusted basis is $8 million for such year.
Therefore, X’s debt/basis percentage with re-
spect to its share of the partnership income
for 1972 is 87.5 percent ($7 million/$8 million).

(3) Changes in use of property. Since
property used in a manner described in
section 514(b)(1) (A), (B), (C), or (D) is
not considered debt-financed property,
indebtedness with respect to such prop-
erty is not acquisition indebtedness.
However, if an organization converts
such property to a use which is not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D) and such property is otherwise
treated as debt-financed property, the
outstanding principal indebtedness
with respect to such property will
thereafter be treated as acquisition in-
debtedness. For example, assume that
in 1971 a university borrows funds to
acquire an apartment building as hous-
ing for married students. In 1974 the
university rents the apartment build-
ing to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D). The outstanding principal in-
debtedness is acquisition indebtedness as
of the time in 1974 when the building is
first rented to the public.

(4) Continued indebtedness. If:
(i) An organization sells or exchanges

property, subject to an indebtedness
(incurred in a manner described in sub-
paragraph (1) of this paragraph),

(ii) Acquires another property with-
out retiring the indebtedness, and

(iii) 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-fi-

nanced property. For example, to house
its administrative offices, an exempt
organization purchases a building with
$600,000 of its own funds and $400,000 of
borrowed funds secured by a pledge of
its securities. It later sells the building
for $1,000,000 without redeeming the
pledge. It uses these proceeds to pur-
chase an apartment building which it
rents to the public for purposes not de-
scribed in section 514(b)(1) (A), (B), (C),
or (D). The indebtedness of $400,000 is
acquisition indebtedness with respect to
the apartment building even though
the office building was not debt-fi-
nanced property.

(5) Indebtedness incurred before June
28, 1966. For taxable years beginning
before January 1, 1972, acquisition in-
debtedness does not include any indebt-
edness incurred before June 28, 1966,
unless such indebtedness was incurred
on rental real property subject to a
business lease and such indebtedness
constituted business lease indebted-
ness. Furthermore, in the case of a
church or convention or association of
churches, the preceding sentence ap-
plies without regard to whether the in-
debtedness incurred before June 28,
1966, constituted business lease indebt-
edness.

(b) Property acquired subject to lien—
(1) Mortgages. Except as provided in
subparagraphs (3) and (4) of this para-
graph, whenever property is acquired
subject to a mortgage, the amount of
the outstanding principal indebtedness
secured by such mortgage is treated as
acquisition indebtedness with respect to
such property even though the organi-
zation did not assume or agree to pay
such indebtedness. The preceding sen-
tence applies whether property is ac-
quired by purchase, gift, devise, be-
quest, or any other means. Thus, for
example, assume that an exempt orga-
nization pays $50,000 for real property
valued at $150,000 and subject to a
$100,000 mortgage. The $100,000 of out-
standing principal indebtedness is ac-
quisition indebtedness just as though the
organization had borrowed $100,000 to
buy the property.

(2) Other liens. For purposes of this
paragraph, liens similar to mortgages
shall be treated as mortgages. A lien is
similar to a mortgage if title to prop-
erty is encumbered by the lien for the
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benefit of a creditor. However, 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 organization has had an oppor-
tunity to pay such lien in accordance
with State law. Liens similar to mort-
gages include (but are not limited to):

(i) Deeds of trust,
(ii) Conditional sales contracts,
(iii) Chattel mortgages,
(iv) Security interests under the Uni-

form Commercial Code,
(v) Pledges,
(vi) Agreements to hold title in es-

crow, and
(vii) Tax liens (other than those de-

scribed in the third sentence of this
subparagraph).

(3) Certain encumbered property ac-
quired by gift, bequest or devise—(i) Be-
quest or devise. Where property subject
to a mortgage is acquired by an organi-
zation by bequest or devise, the out-
standing principal indebtedness se-
cured by such mortgage is not to be
treated as acquisition indebtedness dur-
ing the 10-year period following the
date of acquisition. For purposes of the
preceding sentence, the date of acquisi-
tion is the date the organization re-
ceives the property.

(ii) Gifts. If an organization acquires
property by gift subject to a mortgage,
the outstanding principal indebtedness
secured by such mortgage shall not be
treated as acquisition indebtedness dur-
ing the 10-year period following the
date of such gift, so long as:

(a) The mortgage was placed on the
property more than 5 years before the
date of the gift, and

(b) The property was held by the
donor for more than 5 years before the
date of the gift.
For purposes of the preceding sentence,
the date of the gift is the date the or-
ganization receives the property.

(iii) Limitation. Subdivisions (i) and
(ii) of this subparagraph shall not
apply if:

(a) The organization assumes and
agrees to pay all or any part of the in-
debtedness secured by the mortgage, or

(b) The organization makes any pay-
ment for the equity owned by the dece-

dent or the donor in the property
(other than a payment pursuant to an
annuity excluded from the definition of
acquisition indebtedness by paragraph (e)
of this section).

Whether an organization has assumed
and agreed to pay all or any part of an
indebtedness in order to acquire the
property shall be determined by the
facts and circumstances of each situa-
tion.

(iv) Examples. The application of this
subparagraph may be illustrated by the
following examples:

Example 1. A dies on January 1, 1971. His
will devises an office building subject to a
mortgage to U, an exempt organization de-
scribed in section 501(c)(3). U does not at any
time assume the mortgage. For the period
1971 through 1980, the outstanding principal
indebtedness secured by the mortgage is not
acquisition indebtedness. However, after De-
cember 31, 1980, the outstanding principal in-
debtedness secured by the mortgage is acqui-
sition indebtedness if the building is other-
wise treated as debt-financed property.

Example 2. Assume the facts as stated in
example 1 except that on January 1, 1975, U
assumes the mortgage. After January 1, 1975,
the outstanding principal indebtedness se-
cured by the mortgage is acquisition indebt-
edness if the building is otherwise treated as
debt-financed property.

(4) Bargain sale before October 9, 1969.
Where property subject to a mortgage
is acquired by an organization before
October 9, 1969, the outstanding prin-
cipal indebtedness secured by such
mortgage is not to be treated as acqui-
sition indebtedness during the 10-year
period following the date of acquisition
if:

(i) The mortgage was placed on the
property more than 5 years before the
purchase, and

(ii) The organization paid the seller a
total amount no greater than the
amount of the seller’s cost (including
attorney’s fees) directly related to the
transfer of such property to the organi-
zation, but in any event no more than
10 percent of the value of the seller’s
equity in the property transferred.

(c) Extension of obligations—(1) In gen-
eral. An extension, renewal, or refi-
nancing of an obligation evidencing a
preexisting indebtedness is considered
as a continuation of the old indebted-
ness to the extent the outstanding
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principal amount thereof is not in-
creased. Where the principal amount of
the modified obligation exceeds the
outstanding principal amount of the
preexisting indebtedness, the excess
shall be treated as a separate indebted-
ness for purposes of section 514 and the
regulations thereunder. For example, if
the interest rate on an obligation in-
curred prior to June 28, 1966, by an ex-
empt university is modified subsequent
to such date, the modified obligation
shall be deemed to have been incurred
prior to June 28, 1966. Thus, such an in-
debtedness will not be treated as acqui-
sition indebtedness for taxable years
beginning before January 1, 1972, unless
the original indebtedness was business
lease indebtedness (as defined in
§ 1.514(g)–1).

(2) Extension or renewal. In general,
any modification or substitution of the
terms of an obligation by the organiza-
tion shall be 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 in-
creased. The following are examples of
acts which result in the extension or
renewal of an obligation:

(i) Substitution of liens to secure the
obligation;

(ii) Substitution of obligees, whether
or not with the consent of the organi-
zation;

(iii) Renewal, extension or accelera-
tion of the payment terms of the obli-
gation; and

(iv) Addition, deletion, or substi-
tution of sureties or other primary or
secondary obligors.

(3) Allocation. In cases where the out-
standing principal amount of the modi-
fied obligation exceeds the outstanding
principal amount of the unmodified ob-
ligation and only a portion of such refi-
nanced indebtedness is to be treated as
acquisition indebtedness, payments on
the amount of the refinanced indebted-
ness shall be apportioned prorata be-
tween the amount of the preexisting
indebtedness and the excess amount.
For example, assume that an organiza-
tion has an outstanding principal in-
debtedness of $500,000 which is treated
as acquisition indebtedness. It borrows
another $100,000, which is not acquisi-
tion indebtedness, from the same lend-

ing institution and gives the lender a
$600,000 note for its total obligation. In
this situation, a payment of $60,000 on
the amount of the total obligation
would reduce the acquisition indebted-
ness by $50,000 and the excess indebted-
ness by $10,000.

(d) Indebtedness incurred in performing
exempt purpose. Acquisition indebtedness
does not include the incurrence of an
indebtedness inherent in the perform-
ance or exercise of the purpose or func-
tion constituting the basis of the orga-
nization’s exemption. Thus, acquisition
indebtedness does not include the in-
debtedness incurred by an exempt cred-
it union in accepting deposits from its
members or the obligation incurred by
an exempt organization in accepting
payments from its members to provide
such members with insurance, retire-
ment or other similar benefits.

(e) Annuities—(1) Requirements. The
obligation to make payment of an an-
nuity is not acquisition indebtedness if
the annuity meets all the following re-
quirements:

(i) It must be the sole consideration
(other than a mortgage to which para-
graph (b)(3) of this section applies)
issued in exchange for the property ac-
quired;

(ii) At the time of the exchange, the
present value of the annuity (deter-
mined in accordance with subpara-
graph (2) of this paragraph) must be
less than 90 percent of the value of the
prior owner’s equity in the property re-
ceived in the exchange;

(iii) The annuity must be payable
over the life of one individual in being
at the time the annuity is issued, or
over the lives of two individuals in
being at such time; and

(iv) The annuity must be payable
under a contract which:

(a) Does not guarantee a minimum
number of payments or specify a max-
imum number of payments, and

(b) Does not provide for any adjust-
ment of the amount of the annuity
payments by reference to the income
received from the transferred property
or any other property.

(2) Valuation. For purposes of this
paragraph, the value of an annuity at
the time of exchange shall be computed
in accordance with section 1011(b),
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§ 1.1011–2(e)(1)(iii)(b)(2), and section 3 of
Rev. Rul. 62–216, C.B. 1962–2, 30.

(3) Examples. The application of this
paragraph may be illustrated by the
following examples. For purposes of
these examples it is assumed that the
property transferred is used for pur-
poses other than those described in sec-
tion 514(b)(1) (A), (B), (C), or (D).

Example 1. On January 1, 1971, X, an exempt
organization, receives property valued at
$100,000 from donor A, a male aged 60. In re-
turn X promises to pay A $6,000 a year for
the rest of A’s life, with neither a minimum
nor maximum number of payments specified.
The annuity is payble on December 31, of
each year. The amounts paid under the annu-
ity are not dependent on the income derived
from the property transferred to X. The
present value of this annuity is $81,156, de-
termined in accordance with Table A of Rev.
Rul. 62–216. Since the value of the annuity is
less than 90 percent of A’s equity in the prop-
erty transferred and the annuity meets all
the other requirements of subparagraph (1)
of this paragraph, the obligation to make an-
nuity payments is not acquisition indebted-
ness.

Example 2. On January 1, 1971, B transfers
an office building to Y, an exempt univer-
sity, subject to a mortgage. In return Y
agrees to pay B $5,000 a year for the rest of
his life, with neither a minimum nor max-
imum number of payments specified. The
amounts paid under the annuity are not de-
pendent on the income derived from the
property transferred to Y. It is determined
that the actual value of the annuity is less
than 90 percent of the value of B’s equity in
the property transferred. Y does not assume
the mortgage. For the taxable years 1971
through 1980, the outstanding principal in-
debtedness secured by the mortgage is not
treated as acquisition indebtedness. Further,
Y’s obligation to make annuity payments to
B never constitutes acquisition indebtedness.

(f) Certain Federal financing. Acquisi-
tion indebtedness does not include an
obligation to finance the purchase, re-
habilitation, or construction of hous-
ing for low and moderate income per-
sons to the extent that it is insured by
the Federal Housing Administration.
Thus, for example, to the extent that
an obligation is insured by the Federal
Housing Administration under section
221(d)(3) (12 U.S.C. 1715(I)(d)(3)) or sec-
tion 236 (12 U.S.C. 1715z–1) of title II of
the National Housing Act, as amended,
the obligation is not acquisition indebt-
edness.

(g) Certain obligations of charitable re-
mainder trusts. For purposes of section
664(c) and § 1.664–1(c), a charitable re-
mainder trust (as defined in § 1.664–
1(a)(1)(iii)(a) does not incur acquisition
indebtedness when the sole consider-
ation it is required to pay in exchange
for unencumbered property is an annu-
ity amount or a unitrust amount (as de-
fined in § 1.664–1(a)(1)(iii)(b) and (c)).

[T.D. 7229, 37 FR 28151, Dec. 21, 1972; 38 FR
21918, Aug. 14, 1973; T.D. 7698, 45 FR 33973,
May 21, 1980]

§ 1.514(c)–2 Permitted allocations
under section 514(c)(9)(E).

(a) Table of contents. This paragraph
contains a listing of the major head-
ings of this § 1.514(c)–2.

(a) Table of contents.
(b) Application of section 514(c)(9)(E), relat-

ing to debt-financed real property held
by partnerships.

(1) In general.
(i) The fractions rule.
(ii) Substantial economic effect.
(2) Manner in which fractions rule is ap-

plied.
(i) In general.
(ii) Subsequent changes.

(c) General definitions.
(1) Overall partnership income and loss.
(i) Items taken into account in deter-

mining overall partnership income and
loss.

(ii) Guaranteed payments to qualified or-
ganizations.

(2) Fractions rule percentage.
(3) Definitions of certain terms by cross

reference to partnership regulations.
(4) Example.

(d) Exclusion of reasonable preferred returns
and guaranteed payments.

(1) Overview.
(2) Preferred returns.
(3) Guaranteed payments.
(4) Reasonable amount.
(i) In general.
(ii) Safe harbor.
(5) Unreturned capital.
(i) In general.
(ii) Return of capital.
(6) Timing rules.
(i) Limitation on allocations of income

with respect to reasonable preferred re-
turns for capital.

(ii) Reasonable guaranteed payments may
be deducted only when paid in cash.

(7) Examples.
(e) Chargebacks and offsets.

(1) In general.
(2) Disproportionate allocations.
(i) In general.
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(ii) Limitation on chargebacks of partial
allocations.

(3) Minimum gain chargebacks attrib-
utable to nonrecourse deductions.

(4) Minimum gain chargebacks attrib-
utable to distribution of nonrecourse
debt proceeds.

(i) Chargebacks disregarded until alloca-
tions made.

(ii) Certain minimum gain chargebacks re-
lated to returns of capital.

(5) Examples.
(f) Exclusion of reasonable partner-specific

items of deduction or loss.
(g) Exclusion of unlikely losses and deduc-

tions.
(h) Provisions preventing deficit capital ac-

count balances.
(i) [Reserved].
(j) Exception for partner nonrecourse deduc-

tions.
(1) Partner nonrecourse deductions dis-

regarded until actually allocated.
(2) Disproportionate allocation of partner

nonrecourse deductions to a qualified or-
ganization.

(k) Special rules.
(1) Changes in partnership allocations aris-

ing from a change in the partners’ inter-
ests.

(2) De minimis interest rule.
(i) In general.
(ii) Example.
(3) De minimis allocations disregarded.
(4) Anti-abuse rule.

(l) [Reserved].
(m) Tiered partnerships.

(1) In general.
(2) Examples.

(n) Effective date.
(1) In general.
(2) General effective date of the regula-

tions.
(3) Periods after June 24, 1990, and prior to

December 30, 1992.
(4) Periods prior to the issuance of Notice

90–41.
(5) Material modifications to partnership

agreements.

(b) Application of section 514(c)(9)(E),
relating to debt-financed real property
held by partnerships—(1) In general. This
§ 1.514(c)–2 provides rules governing the
application of section 514(c)(9)(E). To
comply with section 514(c)(9)(E), the
following two requirements must be
met:

(i) The fractions rule. The allocation
of items to a partner that is a qualified
organization cannot result in that
partner having a percentage share of
overall partnership income for any
partnership taxable year greater than
that partner’s fractions rule percent-

age (as defined in paragraph (c)(2) of
this section).

(ii) Substantial economic effect. Each
partnership allocation must have sub-
stantial economic effect. However, al-
locations that cannot have economic
effect must be deemed to be in accord-
ance with the partners’ interests in the
partnership pursuant to § 1.704–1(b)(4),
or (if § 1.704–1(b)(4) does not provide a
method for deeming the allocations to
be in accordance with the partners’ in-
terests in the partnership) must other-
wise comply with the requirements of
§ 1.704–1(b)(4). Allocations attributable
to nonrecourse liabilities or partner
nonrecourse debt must comply with
the requirements of § 1.704–2(e) or
§ 1.704–2(i).

(2) Manner in which fractions rule is
applied—(i) In general. A partnership
must satisfy the fractions rule both on
a prospective basis and on an actual
basis for each taxable year of the part-
nership, commencing with the first
taxable year of the partnership in
which the partnership holds debt-fi-
nanced real property and has a quali-
fied organization as a partner. Gen-
erally, a partnership does not qualify
for the unrelated business income tax
exception provided by section
514(c)(9)(A) for any taxable year of its
existence unless it satisfies the frac-
tions rule for every year the fractions
rule applies. However, if an actual allo-
cation described in paragraph (e)(4),
(h), (j)(2), or (m)(1)(ii) of this section
(regarding certain allocations that are
disregarded or not taken into account
for purposes of the fractions rule until
an actual allocation is made) causes
the partnership to violate the fractions
rule, the partnership ordinarily is
treated as violating the fractions rule
only for the taxable year of the actual
allocation and subsequent taxable
years. For purposes of applying the
fractions rule, the term partnership
agreement is defined in accordance with
§ 1.704–1(b)(2)(ii)(h), and informal under-
standings are considered part of the
partnership agreement in appropriate
circumstances. See paragraph (k) of
this section for rules relating to
changes in the partners’ interests and
de minimis exceptions to the fractions
rule.
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(ii) Subsequent changes. A subsequent
change to a partnership agreement
that causes the partnership to violate
the fractions rule ordinarily causes the
partnership’s income to fail the excep-
tion provided by section 514(c)(9)(A)
only for the taxable year of the change
and subsequent taxable years.

(c) General definitions—(1) Overall
partnership income and loss. Overall
partnership income is the amount by
which the aggregate items of partner-
ship income and gain for the taxable
year exceed the aggregate items of
partnership loss and deduction for the
year. Overall partnership loss is the
amount by which the aggregate items
of partnership loss and deduction for
the taxable year exceed the aggregate
items of partnership income and gain
for the year.

(i) Items taken into account in deter-
mining overall partnership income and
loss. Except as otherwise provided in
this section, the partnership items that
are included in computing overall part-
nership income or loss are those items
of income, gain, loss, and deduction
(including expenditures described in
section 705(a)(2)(B)) that increase or de-
crease the partners’ capital accounts
under § 1.704–1(b)(2)(iv). Tax items allo-
cable pursuant to section 704(c) or
§ 1.704–1(b)(2)(iv)(f)(4) are not included
in computing overall partnership in-
come or loss. Nonetheless, allocations
pursuant to section 704(c) or § 1.704–
1(b)(2)(iv)(f)(4) may be relevant in de-
termining that this section is being ap-
plied in a manner that is inconsistent
with the fractions rule. See paragraph
(k)(4) of this section.

(ii) Guaranteed payments to qualified
organizations. Except to the extent oth-
erwise provided in paragraph (d) of this
section—

(A) A guaranteed payment to a quali-
fied organization is not treated as an
item of partnership loss or deduction in
computing overall partnership income
or loss; and

(B) Income that a qualified organiza-
tion may receive or accrue with respect
to a guaranteed payment is treated as
an allocable share of overall partner-
ship income or loss for purposes of the
fractions rule.

(2) Fractions rule percentage. A quali-
fied organization’s fractions rule per-

centage is that partner’s percentage
share of overall partnership loss for the
partnership taxable year for which that
partner’s percentage share of overall
partnership loss will be the smallest.

(3) Definitions of certain terms by cross
reference to partnership regulations. Min-
imum gain chargeback, nonrecourse de-
duction, nonrecourse liability, partner
nonrecourse debt, partner nonrecourse
debt minimum gain, partner nonrecourse
debt minimum gain chargeback, partner
nonrecourse deduction, and partnership
minimum gain have the meanings pro-
vided in § 1.704–2.

(4) Example. The following example il-
lustrates the provisions of this para-
graph (c).

Example. Computation of overall partner-
ship income and loss for a taxable year. (i)
Taxable corporation TP and qualified organi-
zation QO form a partnership to own and op-
erate encumbered real property. Under the
partnership agreement, all items of income,
gain, loss, deduction, and credit are allo-
cated 50 percent to TP and 50 percent to QO.
Neither partner is entitled to a preferred re-
turn. However, the partnership agreement
provides for a $900 guaranteed payment for
services to QO in each of the partnership’s
first two taxable years. No part of the guar-
anteed payments qualify as a reasonable
guaranteed payment under paragraph (d) of
this section.

(ii) The partnership violates the fractions
rule. Due to the existence of the guaranteed
payment, QO’s percentage share of any over-
all partnership income in the first two years
will exceed QO’s fractions rule percentage.
For example, the partnership might have
bottom-line net income of $5,100 in its first
taxable year that is comprised of $10,000 of
rental income, $4,000 of salary expense, and
the $900 guaranteed payment to QO. The
guaranteed payment would not be treated as
an item of deduction in computing overall
partnership income or loss because it does
not qualify as a reasonable guaranteed pay-
ment. See paragraph (c)(1)(ii)(A) of this sec-
tion. Accordingly, overall partnership in-
come for the year would be $6,000, which
would consist of $10,000 of rental income less
$4,000 of salary expense. See paragraph
(c)(1)(i) of this section. The $900 QO would in-
clude in income with respect to the guaran-
teed payment would be treated as an allo-
cable share of the $6,000 of overall partner-
ship income. See paragraph (c)(1)(ii)(B) of
this section. Therefore, QO’s allocable share
of the overall partnership income for the
year would be $3,450, whichwould be com-
prised of the $900 of income pertaining to
QO’s guaranteed payment, plus QO’s $2,550
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allocable share of the partnership’s net in-
come for the year (50 percent of $5,100). QO’s
$3,450 allocable share of overall partnership
income would equal 58 percent of the $6,000 of
overall partnership income and would exceed
QO’s fractions rule percentage, which is less
than 50 percent. (If there were no guaranteed
payment, QO’s fractions rule percentage
would be 50 percent. However, the existence
of the guaranteed payment to QO that is not
disregarded for purposes of the fractions rule
pursuant to paragraph (d) of this section
means that QO’s fractions rule percentage is
less than 50 percent.)

(d) Exclusion of reasonable preferred re-
turns and guaranteed payments—(1)
Overview. This paragraph (d) sets forth
requirements for disregarding reason-
able preferred returns for capital and
reasonable guaranteed payments for
capital or services for purposes of the
fractions rule. To qualify, the preferred
return or guaranteed payment must be
set forth in a binding, written partner-
ship agreement.

(2) Preferred returns. Items of income
(including gross income) and gain that
may be allocated to a partner with re-
spect to a current or cumulative rea-
sonable preferred return for capital (in-
cluding allocations of minimum gain
attributable to nonrecourse liability
(or partner nonrecourse debt) proceeds
distributed to the partner as a reason-
able preferred return) are disregarded
in computing overall partnership in-
come or loss for purposes of the frac-
tions rule. Similarly, if a partnership
agreement effects a reasonable pre-
ferred return with an allocation of
what would otherwise be overall part-
nership income, those items com-
prising that allocation are disregarded
in computing overall partnership in-
come for purposes of the fractions rule.

(3) Guaranteed payments. A current or
cumulative reasonable guaranteed pay-
ment to a qualified organization for
capital or services is treated as an item
of deduction in computing overall part-
nership income or loss, and the income
that the qualified organization may re-
ceive or accrue from the current or cu-
mulative reasonable guaranteed pay-
ment is not treated as an allocable
share of overall partnership income or
loss. The treatment of a guaranteed
payment as reasonable for purposes of
section 514(c)(9)(E) does not affect its
possible characterization as unrelated

business taxable income under other
provisions of the Internal Revenue
Code.

(4) Reasonable amount—(i) In general.
A guaranteed payment for services is
reasonable only to the extent the
amount of the payment is reasonable
under § 1.162–7 (relating to the deduc-
tion of compensation for personal serv-
ices). A preferred return or guaranteed
payment for capital is reasonable only
to the extent it is computed, with re-
spect to unreturned capital, at a rate
that is commercially reasonable based
on the relevant facts and cir-
cumstances.

(ii) Safe harbor. For purposes of this
paragraph (d)(4), a rate is deemed to be
commercially reasonable if it is no
greater than four percentage points
more than, or if it is no greater than
150 percent of, the highest long-term
applicable federal rate (AFR) within
the meaning of section 1274(d), for the
month the partner’s right to a pre-
ferred return or guaranteed payment is
first established or for any month in
the partnership taxable year for which
the return or payment on capital is
computed. A rate in excess of the rates
described in the preceding sentence
may be commercially reasonable, based
on the relevant facts and cir-
cumstances.

(5) Unreturned capital—(i) In general.
Unreturned capital is computed on a
weighted-average basis and equals the
excess of—

(A) The amount of money and the
fair market value of property contrib-
uted by the partner to the partnership
(net of liabilities assumed, or taken
subject to, by the partnership); over

(B) The amount of money and the
fair market value of property (net of li-
abilities assumed, or taken subject to,
by the partner) distributed by the part-
nership to the partner as a return of
capital.

(ii) Return of capital. In determining
whether a distribution constitutes a re-
turn of capital, all relevant facts and
circumstances are taken into account.
However, the designation of distribu-
tions in a written partnership agree-
ment generally will be respected in de-
termining whether a distribution con-
stitutes a return of capital, so long as
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the designation is economically rea-
sonable.

(6) Timing rules—(i) Limitation on allo-
cations of income with respect to reason-
able preferred returns for capital. Items
of income and gain (or part of what
would otherwise be overall partnership
income) that may be allocated to a
partner in a taxable year with respect
to a reasonable preferred return for
capital are disregarded for purposes of
the fractions rule only to the extent
the allocable amount will not exceed—

(A) The aggregate of the amount that
has been distributed to the partner as a
reasonable preferred return for the tax-
able year of the allocation and prior
taxable years, on or before the due date
(not including extensions) for filing the
partnership’s return for the taxable
year of the allocation; minus

(B) The aggregate amount of cor-
responding income and gain (and what
would otherwise be overall partnership
income) allocated to the partner in all
prior years.

(ii) Reasonable guaranteed payments
may be deducted only when paid in cash.
If a partnership that avails itself of
paragraph (d)(3) of this section would
otherwise be required (by virtue of its
method of accounting) to deduct a rea-
sonable guaranteed payment to a quali-
fied organization earlier than the tax-
able year in which it is paid in cash,
the partnership must delay the deduc-
tion of the guaranteed payment until
the taxable year it is paid in cash. For
purposes of this paragraph (d)(6)(ii), a
guaranteed payment that is paid in
cash on or before the due date (not in-
cluding extensions) for filing the part-
nership’s return for a taxable year may
be treated as paid in that prior taxable
year.

(7) Examples. The following examples
illustrate the provisions of this para-
graph (d).

Facts. Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $9,000 to the partnership and TP
contributes $1,000. The partnership borrows
$50,000 from a third party lender and pur-
chases an office building for $55,000. At all
relevant times the safe harbor rate described
in paragraph (d)(4)(ii) of this section equals
10 percent.

Example 1. Allocations made with respect to
preferred returns. (i) The partnership agree-
ment provides that in each taxable year the

partnership’s distributable cash is first to be
distributed to QO as a 10 percent preferred
return on its unreturned capital. To the ex-
tent the partnership has insufficient cash to
pay QO its preferred return in any taxable
year, the preferred return is compounded (at
10 percent) and is to be paid in future years
to the extent the partnership has distribut-
able cash. The partnership agreement first
allocates gross income and gain 100 percent
to QO, to the extent cash has been distrib-
uted to QO as a preferred return. All remain-
ing profit or loss is allocated 50 percent to
QO and 50 percent to TP.

(ii) The partnership satisfies the fractions
rule. Items of income and gain that may be
specially allocated to QO with respect to its
preferred return are disregarded in com-
puting overall partnership income or loss for
purposes of the fractions rule because the re-
quirements of paragraph (d) of this section
are satisfied. After disregarding those alloca-
tions, QO’s fractions rule percentage is 50
percent (see paragraph (c)(2) of this section),
and under the partnership agreement QO
may not be allocated more than 50 percent of
overall partnership income in any taxable
year.

(iii) The facts are the same as in paragraph
(i) of this Example 1, except that QO’s pre-
ferred return is computed on unreturned cap-
ital at a rate that exceeds a commercially
reasonable rate. The partnership violates the
fractions rule. The income and gain that
may be specially allocated to QO with re-
spect to the preferred return is not dis-
regarded in computing overall partnership
income or loss to the extent it exceeds a
commercially reasonable rate. See paragraph
(d) of this section. As a result, QO’s fractions
rule percentage is less than 50 percent (see
paragraph (c)(2) of this section), and alloca-
tions of income and gain to QO with respect
to its preferred return could result in QO
being allocated more than 50 percent of the
overall partnership income in a taxable year.

Example 2. Guaranteed payments and the
computation of overall partnership income or
loss. (i) The partnership agreement allocates
all bottom-line partnership income and loss
50 percent to QO and 50 percent to TP
throughout the life of the partnership. The
partnership agreement provides that QO is
entitled each year to a 10 percent guaranteed
payment on unreturned capital. To the ex-
tent the partnership is unable to make a
guaranteed payment in any taxable year, the
unpaid amount is compounded at 10 percent
and is to be paid in future years.

(ii) Assuming the requirements of para-
graph (d)(6)(ii) of this section are met, the
partnership satisfies the fractions rule. The
guaranteed payment is disregarded for pur-
poses of the fractions rule because it is com-
puted with respect to unreturned capital at
the safe harbor rate described in paragraph
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(d)(4)(ii) of this section. Therefore, the guar-
anteed payment is treated as an item of de-
duction in computing overall partnership in-
come or loss, and the corresponding income
that QO may receive or accrue with respect
to the guaranteed payment is not treated as
an allocable share of overall partnership in-
come or loss. See paragraph (d)(3) of this sec-
tion. Accordingly, QO’s fractions rule per-
centage is 50 percent (see paragraph (c)(2) of
this section), and under the partnership
agreement QO may not be allocated more
than 50 percent of overall partnership in-
come in any taxable year.

(e) Chargebacks and offsets—(1) In gen-
eral. The following allocations are dis-
regarded in computing overall partner-
ship income or loss for purposes of the
fractions rule—

(i) Allocations of what would other-
wise be overall partnership income
that may be made to chargeback (i.e.,
reverse) prior disproportionately large
allocations of overall partnership loss
(or part of the overall partnership loss)
to a qualified organization, and alloca-
tions of what would otherwise be over-
all partnership loss that may be made
to chargeback prior disproportionately
small allocations of overall partnership
income (or part of the overall partner-
ship income) to a qualified organiza-
tion;

(ii) Allocations of income or gain
that may be made to a partner pursu-
ant to a minimum gain chargeback at-
tributable to prior allocations of non-
recourse deductions to the partner;

(iii) Allocations of income or gain
that may be made to a partner pursu-
ant to a minimum gain chargeback at-
tributable to prior allocations of part-
ner nonrecourse deductions to the part-
ner and allocations of income or gain
that may be made to other partners to
chargeback compensating allocations
of other losses, deductions, or section
705(a)(2)(B) expenditures to the other
partners; and

(iv) Allocations of items of income or
gain that may be made to a partner
pursuant to a qualified income offset,
within the meaning of § 1.704–
1(b)(2)(ii)(d).

(2) Disproportionate allocations—(i) In
general. To qualify under paragraph
(e)(1)(i) of this section, prior dispropor-
tionate allocations may be reversed in
full or in part, and in any order, but
must be reversed in the same ratio as

originally made. A prior allocation is
disproportionately large if the quali-
fied organization’s percentage share of
that allocation exceeds its fractions
rule percentage. A prior allocation is
disproportionately small if the quali-
fied organization’s percentage share of
that allocation is less than its frac-
tions rule percentage. However, a prior
allocation (or allocations) is not con-
sidered disproportionate unless the bal-
ance of the overall partnership income
or loss for the taxable year of the allo-
cation is allocated in a manner that
would independently satisfy the frac-
tions rule.

(ii) Limitation on chargebacks of par-
tial allocations. Except in the case of a
chargeback allocation pursuant to
paragraph (e)(4) of this section, and ex-
cept as otherwise provided by the In-
ternal Revenue Service by revenue rul-
ing, revenue procedure, or, on a case-
by-case basis, by letter ruling, para-
graph (e)(1)(i) of this section applies to
a chargeback of an allocation of part of
the overall partnership income or loss
only if that part consists of a pro rata
portion of each item of partnership in-
come, gain, loss, and deduction (other
than nonrecourse deductions, as well as
partner nonrecourse deductions and
compensating allocations) that is in-
cluded in computing overall partner-
ship income or loss.

(3) Minimum gain chargebacks attrib-
utable to nonrecourse deductions. Com-
mencing with the first taxable year of
the partnership in which a minimum
gain chargeback (or partner non-
recourse debt minimum gain
chargeback) occurs, a chargeback to a
partner is attributable to nonrecourse
deductions (or separately, on a debt-by-
debt basis, to partner nonrecourse de-
ductions) in the same proportion that
the partner’s percentage share of the
partnership minimum gain (or sepa-
rately, on a debt-by-debt basis, the
partner nonrecourse debt minimum
gain) at the end of the immediately
preceding taxable year is attributable
to nonrecourse deductions (or partner
nonrecoursedeductions). The partner-
ship must determine the extent to
which a partner’s percentage share of
the partnership minimum gain (or
partner nonrecourse debt minimum
gain) is attributable to deductions in a
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reasonable and consistent manner. For
example, in those cases in which none
of the exceptions contained in § 1.704–
2(f) (2) through (5) are relevant, a part-
ner’s percentage share of the partner-
ship minimum gain generally is attrib-
utable to nonrecourse deductions in
the same ratio that—

(i) The aggregate amount of the non-
recourse deductions previously allo-
cated to the partner but not charged
back in prior taxable years; bears to

(ii) The sum of the amount described
in paragraph (e)(3)(i) of this section,
plus the aggregate amount of distribu-
tions previously made to the partner of
proceeds of a nonrecourse liability al-
locable to an increase in partnership
minimum gain but not charged back in
prior taxable years.

(4) Minimum gain chargebacks attrib-
utable to distribution of nonrecourse debt
proceeds—(i) Chargebacks disregarded
until allocations made. Allocations of
items of income and gain that may be
made pursuant to a provision in the
partnership agreement that charges
back minimum gain attributable to the
distribution of proceeds of a non-
recourse liability (or a partner non-
recourse debt) are taken into account
for purposes of the fractions rule only
to the extent an allocation is made.
(See paragraph (d)(2) of this section,
pursuant to which there is perma-
nently excluded chargeback allocations
of minimum gain that are attributable
to proceeds distributed as a reasonable
preferred return.)

(ii) Certain minimum gain chargebacks
related to returns of capital. Allocations
of items of income or gain that (in ac-
cordance with § 1.704–2(f)(1)) may be
made to a partner pursuant to a min-
imum gain chargeback attributable to
the distribution of proceeds of a non-
recourse liability are disregarded in
computing overall partnership income
or loss for purposes of the fractions
rule to the extent that the allocations
(subject to the requirements of para-
graph (e)(2) of this section) also charge
back prior disproportionately large al-
locations of overall partnership loss (or
part of the overall partnership loss) to
a qualified organization. This excep-
tion applies only to the extent the dis-
proportionately large allocation con-
sisted of depreciation from real prop-

erty (other than items of nonrecourse
deduction or partner nonrecourse de-
duction) that subsequently was used to
secure the nonrecourse liability pro-
viding the distributed proceeds, and
only if those proceeds were distributed
as a return of capital and in the same
proportion as the disproportionately
large allocation.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (e).

Example 1. Chargebacks of disproportion-
ately large allocations of overall partnership
loss. (i) Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $900 to the partnership and TP
contributes $100. The partnership agreement
allocates overall partnership loss 50 percent
to QO and 50 percent to TP until TP’s capital
account is reduced to zero; then 100 percent
to QO until QO’s capital account is reduced
to zero; and thereafter 50 percent to QO and
50 percent to TP. Overall partnership income is
allocated first 100 percent to QO to
chargeback overall partnership loss allo-
cated 100 percent to QO, and thereafter 50
percent to QO and 50 percent to TP.

(ii) The partnership satisfies the fractions
rule. QO’s fractions rule percentage is 50 per-
cent. See paragraph (c)(2) of this section.
Therefore, the 100 percent allocation of over-
all partnership loss to QO is disproportion-
ately large. See paragraph (e)(2)(i) of this
section. Accordingly, the 100 percent alloca-
tion to QO of what would otherwise be over-
all partnership income (if it were not dis-
regarded), which charges back the dispropor-
tionately large allocation of overall partner-
ship loss, is disregarded in computing overall
partnership income and loss for purposes of
the fractions rule. The 100 percent allocation
is in the same ratio as the disproportion-
ately large loss allocation, and the rest of
the allocations for the taxable year of the
disproportionately large loss allocation will
independently satisfy the fractions rule. See
paragraph (e)(2)(i) of this section. After dis-
regarding the chargeback allocation of 100
percent of what would otherwise be overall
partnership income, QO will not be allocated
a percentage share of overall partnership in-
come in excess of its fractions rule percent-
age for any taxable year.

Example 2. Chargebacks of disproportionately
small allocations of overall partnership income.
(i) Qualified organization QO and taxable
corporation TP form a partnership. QO con-
tributes $900 to the partnership and TP con-
tributes $100. The partnership purchases real
property with money contributed by its part-
ners and with money borrowed by the part-
nership on a recourse basis. In any year, the
partnership agreement allocates the first
$500 of overall partnership income 50 percent
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to QO and 50 percent to TP; the next $100 of
overall partnership income 100 percent to TP
(as an incentive for TP to achieve significant
profitability in managing the
partnership’soperations); and all remaining
overall partnership income 50 percent to QO
and 50 percent to TP. Overall partnership loss
is allocated first 100 percent to TP to
chargeback overall partnership income allo-
cated 100 percent to TP at any time in the
prior three years and not reversed; and
thereafter 50 percent to QO and 50 percent to
TP.

(ii) The partnership satisfies the fractions
rule. QO’s fractions rule percentage is 50 per-
cent because qualifying chargebacks are dis-
regarded pursuant to paragraph (e)(1)(i) in
computing overall partnership income or
loss. See paragraph (c)(2) of this section. The
zero percent allocation to QO of what would
otherwise be overall partnership loss is a
qualifying chargeback that is disregarded be-
cause it is in the same ratio as the income
allocation it charges back, because the rest
of the allocations for the taxable year of
that income allocation will independently
satisfy the fractions rule (see paragraph
(e)(2)(i) of this section), and because it
charges back an allocation of zero overall
partnership income to QO, which is propor-
tionately smaller (i.e., disproportionately
small) than QO’s 50 percent fractions rule
percentage. After disregarding the
chargeback allocation of 100 percent of what
would otherwise be overall partnership loss,
QO will not be allocated a percentage share
of overall partnership income in excess of its
fractions rule percentage for any taxable
year.

Example 3. Chargebacks of partner non-
recourse deductions and compensating alloca-
tions of other items. (i) Qualified organization
QO and taxable corporation TP form a part-
nership to own and operate encumbered real
property. QO and TP each contribute $500 to
the partnership. In addition, QO makes a $300
nonrecourse loan to the partnership. The
partnership agreement contains a partner
nonrecourse debt minimum gain chargeback
provision and a provision that allocates part-
ner nonrecourse deductions to the partner
who bears the economic burden of the deduc-
tions in accordance with § 1.704–2. The part-
nership agreement also provides that to the
extent partner nonrecourse deductions are
allocated to QO in any taxable year, other
compensating items of partnership loss or
deduction (and, if appropriate, section
705(a)(2)(B) expenditures) will first be allo-
cated 100 percent to TP. In addition, to the
extent items of income or gain are allocated
to QO in any taxable year pursuant to a part-
ner nonrecourse debt minimum gain
chargeback of deductions, items of partner-
ship income and gain will first be allocated
100 percent to TP. The partnership agree-
ment allocates all other overall partnership

income or loss 50 percent to QO and 50 per-
cent to TP.

(ii) The partnership satisfies the fractions
rule on a prospective basis. The allocations
of the partner nonrecourse deductions and
the compensating allocation of other items
of loss, deduction, and expenditure that may
be made to TP (but which will not be made
unless there is an allocation of partner non-
recourse deductions to QO) are not taken
into account for purposes of the fractions
rule until a taxable year in which an alloca-
tion is made. See paragraph (j)(1) of this sec-
tion. In addition, partner nonrecourse debt
minimum gain chargebacks of deductions
and allocations of income or gain to other
partners that chargeback compensating allo-
cations of other deductions are disregarded
in computing overall partnership income or
loss for purposes of the fractions rule. See
paragraph (e)(1)(iii) of this section. Since all
other overall partnership income and loss is
allocated 50 percent to QO and 50 percent to
TP, QO’s fractions rule percentage is 50 per-
cent (see paragraph (c)(2) of this section),
and QO will not be allocated a percentage
share of overall partnership income in excess
of its fractions rule percentage for any tax-
able year.

(iii) The facts are the same as in paragraph
(i) of this Example 3, except that the partner-
ship agreement provides that compensating
allocations of loss or deduction (and section
705(a)(2)(B) expenditures) to TP will not be
charged back until year 10. The partners ex-
pect $300 of partner nonrecourse deductions
to be allocated to QO in year 1 and $300 of in-
come or gain to be allocated to QO in year 2
pursuant to the partner nonrecourse debt
minimum gain chargeback provision.

(iv) The partnership fails to satisfy the
fractions rule on a prospective basis under
the anti-abuse rule of paragraph (k)(4) of this
section. If the partners’ expectations prove
correct, at the end of year 2, QO will have
been allocated $300 of partner nonrecourse
deductions and an offsetting $300 of partner
nonrecourse debt minimum gain. However,
the $300 of compensating deductions and
losses that may be allocated to TP will not
be charged back until year 10. Thus, during
the period beginning at the end of year 2 and
ending eight years later, there may be $300
more of unreversed deductions and losses al-
located to TP than to QO, which would be in-
consistent with the purpose of the fractions
rule.

Example 4. Minimum gain chargeback attrib-
utable to distributions of nonrecourse debt pro-
ceeds. (i) Qualified organization QO and tax-
able corporation TP form a partnership. QO
contributes $900 to the partnership and TP
contributes $100. The partnership agreement
generally allocates overall partnership in-
come and loss 90 percent to QO and 10 per-
cent to TP. However, the partnership agree-
ment contains a minimum gain chargeback
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provision, and also provides that in any part-
nership taxable year in which there is a
chargeback of partnership minimum gain to
QO attributable to distributions of proceeds
of nonrecourse liabilities, all other items
comprising overall partnership income or
loss will be allocated in a manner such that
QO is not allocated more than 90 percent of
the overall partnership income for the year.

(ii) The partnership satisfies the fractions
rule on a prospective basis. QO’s fractions
rule percentage is 90 percent. See paragraph
(c)(2) of this section. The chargeback that
may be made to QO of minimum gain attrib-
utable to distributions of nonrecourse liabil-
ity proceeds is taken into account for pur-
poses of the fractions rule only to the extent
an allocation is made. See paragraph (e)(4) of
this section. Accordingly, that potential al-
location to QO is disregarded in applying the
fractions rule on a prospective basis (see
paragraph (b)(2) of this section), and QO is
treated as not being allocated a percentage
share of overall partnership income in excess
of its fractions rule percentage in any tax-
able year. (Similarly, QO is treated as not
being allocated items of income or gain in a
taxable year when the partnership has an
overall partnership loss.)

(iii) In year 3, the partnership borrows $400
on a nonrecourse basis and distributes it to
QO as a return of capital. In year 8, the part-
nership has $400 of gross income and cash
flow and $300 of overall partnership income,
and the partnership repays the $400 non-
recourse borrowing.

(iv) The partnership violates the fractions
rule for year 8 and all future years. Pursuant
to the minimum gain chargeback provision,
the entire $400 of partnership gross income is
allocated to QO. Accordingly, notwith-
standing the curative provision in the part-
nership agreement that would allocate to TP
the next $44 (($400÷.9)×10%) of income and
gain included in computing overall partner-
ship income, the partnership has no other
items of income and gain to allocate to QO.
Because the $400 of gross income actually al-
located to QO is taken into account for pur-
poses of the fractions rule in the year an al-
location is made (see paragraph (e)(4) of this
section), QO’s percentage share of overall
partnership income in year 8 is greater than
100 percent. Since this exceeds QO’s fractions
rule percentage (i.e., 90 percent), the partner-
ship violates the fractions rule for year 8 and
all subsequent taxable years. See paragraph
(b)(2) of this section.

(f) Exclusion of reasonable partner-spe-
cific items of deduction or loss. Provided
that the expenditures are allocated to
the partners to whom they are attrib-
utable, the following partner-specific
expenditures are disregarded in com-

puting overall partnership income or
loss for purposes of the fractions rule—

(1) Expenditures for additional
record-keeping and accounting in-
curred in connection with the transfer
of a partnership interest (including ex-
penditures incurred in computing basis
adjustments under section 743(b));

(2) Additional administrative costs
that result from having a foreign part-
ner;

(3) State and local taxes or expendi-
tures relating to those taxes; and

(4) Expenditures designated by the
Internal Revenue Service by revenue
ruling or revenue procedure, or, on a
case-by-case basis, by letter ruling.
(See § 601.601(d)(2)(ii)(b) of this chapter).

(g) Exclusion of unlikely losses and de-
ductions. Unlikely losses or deductions
(other than items of nonrecourse de-
duction) that may be specially allo-
cated to partners that bear the eco-
nomic burden of those losses or deduc-
tions are disregarded in computing
overall partnership income or loss for
purposes of the fractions rule, so long
as a principal purpose of the allocation
is not tax avoidance. To be excluded
under this paragraph (g), a loss or de-
duction must have a low likelihood of
occurring, taking into account all rel-
evant facts, circumstances, and infor-
mation available to the partners (in-
cluding bona fide financial projec-
tions). The types of events that may
give rise to unlikely losses or deduc-
tions, depending on the facts and cir-
cumstances, include tort and other
third-party litigation that give rise to
unforeseen liabilities in excess of rea-
sonable insurance coverage; unantici-
pated labor strikes; unusual delays in
securing required permits or licenses;
abnormal weather conditions (consid-
ering the season and the job site); sig-
nificant delays in leasing property due
to an unanticipated severe economic
downturn in the geographic area; unan-
ticipated cost overruns; and the dis-
covery of environmental conditions
that require remediation. No inference
is drawn as to whether a loss or deduc-
tion is unlikely from the fact that the
partnership agreement includes a pro-
vision for allocating that loss or deduc-
tion.

(h) Provisions preventing deficit capital
account balances. A provision in the
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partnership agreement that allocates
items of loss or deduction away from a
qualified organization in instances
where allocating those items to the
qualified organization would cause or
increase a deficit balance in its capital
account that the qualified organization
is not obligated to restore (within the
meaning of § 1.704–1(b)(2)(ii) (b) or (d)),
is disregarded for purposes of the frac-
tions rule in taxable years of the part-
nership in which no such allocations
are made pursuant to the provision.
However, this exception applies only if,
at the time the provision becomes part
of the partnership agreement, all rel-
evant facts, circumstances, and infor-
mation (including bona fide financial
projections) available to the partners
reasonably indicate that it is unlikely
that an allocation will be made pursu-
ant to the provision during the life of
the partnership.

(i) [Reserved]
(j) Exception for partner nonrecourse

deductions—(1) Partner nonrecourse de-
ductions disregarded until actually allo-
cated. Items of partner nonrecourse de-
duction that may be allocated to a
partner pursuant to § 1.704–2, and com-
pensating allocations of other items of
loss, deduction, and section 705(a)(2)(B)
expenditures that may be allocated to
other partners, are not taken into ac-
count for purposes of the fractions rule
until the taxable years in which they
are allocated.

(2) Disproportionate allocation of part-
ner nonrecourse deductions to a qualified
organization. A violation of the frac-
tions rule will be disregarded if it
arises because an allocation of partner
nonrecourse deductions to a qualified
organization that is not motivated by
tax avoidance reduces another quali-
fied organization’s fractions rule per-
centage below what it would have been
absent the allocation of the partner
nonrecourse deductions.

(k) Special rules—(1) Changes in part-
nership allocations arising from a change
in the partners’ interests. A qualified or-
ganization that acquires a partnership
interest from another qualified organi-
zation is treated as a continuation of
the prior qualified organization partner
(to the extent of that acquired inter-
est) for purposes of applying the frac-
tions rule. Changes in partnership allo-

cations that result from other trans-
fers or shifts of partnership interests
will be closely scrutinized (to deter-
mine whether the transfer or shift
stems from a prior agreement, under-
standing, or plan or could otherwise be
expected given the structure of the
transaction), but generally will be
taken into account only in determining
whether the partnership satisfies the
fractions rule in the taxable year of the
change and subsequent taxable years.

(2) De minimis interest rule—(i) In gen-
eral. Section 514(c)(9)(B)(vi) does not
apply to a partnership otherwise sub-
ject to that section if—

(A) Qualified organizations do not
hold, in the aggregate, interests of
greater than five percent in the capital
or profits of the partnership; and

(B) Taxable partners own substantial
interests in the partnership through
which they participate in the partner-
ship on substantially the same terms
as the qualified organization partners.

(ii) Example. Partnership PRS has two
types of limited partnership interests
that participate in partnership profits
and losses on different terms. Qualified
organizations (QOs) only own one type
of limited partnership interest and own
no general partnership interests. In the
aggregate, the QOs own less than five
percent of the capital and profits of
PRS. Taxable partners also own the
same type of limited partnership inter-
est that the QOs own. These limited
partnership interests owned by the tax-
able partners are 30 percent of the cap-
ital and profits of PRS. Thirty percent
is a substantial interest in the partner-
ship. Therefore, PRS satisfies para-
graph (k)(2) of this section and section
514(c)(9)(B)(vi) does not apply.

(3) De minimis allocations disregarded.
A qualified organization’s fractions
rule percentage of the partnership’s
items of loss and deduction, other than
nonrecourse and partner nonrecourse
deductions, that are allocated away
from the qualified organization and to
other partners in any taxable year are
treated as having been allocated to the
qualified organization for purposes of
the fractions rule if—

(i) The allocation was neither
planned nor motivated by tax avoid-
ance; and
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(ii) The total amount of those items
of partnership loss or deduction is less
than both—

(A) One percent of the partnership’s
aggregate items of gross loss and de-
duction for the taxable year; and

(B) $50,000.
(4) Anti-abuse rule. The purpose of the

fractions rule is to prevent tax avoid-
ance by limiting the permanent or
temporary transfer of tax benefits from
tax-exempt partners to taxable part-
ners, whether by directing income or
gain to tax-exempt partners, by direct-
ing losses, deductions, or credits to
taxable partners, or by some other
similar manner. This section may not
be applied in a manner that is incon-
sistent with the purpose of the frac-
tions rule.

(l) [Reserved].
(m) Tiered partnerships—(1) In general.

If a qualified organization holds an in-
direct interest in real property through
one or more tiers of partnerships (a
chain), the fractions rule is satisfied
only if—

(i) The avoidance of tax is not a prin-
cipal purpose for using the tiered-own-
ership structure (investing in separate
real properties through separate chains
of partnerships so that section
514(c)(9)(E) is, effectively, applied on a
property-by-property basis is not, in
and of itself, a tax avoidance purpose);
and

(ii) The relevant partnerships can
demonstrate under any reasonable
method that the relevant chains sat-
isfy the requirements of paragraphs
(b)(2) through (k) of this section. For
purposes of applying § 1.704–2(k) under
the independent chain approach de-
scribed in Example 3 of paragraph
(m)(2) of this section, allocations of
items of income or gain that may be
made pursuant to a provision in the
partnership agreement that charges
back minimum gain are taken into ac-
count for purposes of the fractions rule
only to the extent an allocation is
made.

(2) Examples. The following examples
illustrate the provisions of this para-
graph (m).

Example 1. Tiered partnerships—collapsing
approach. (i) Qualified organization QO3 and
taxable individual TP3 form upper-tier part-
nership P2. The P2 partnership agreement al-

locates overall partnership income 20 per-
cent to QO3 and 80 percent to TP3. Overall
partnership loss is allocated 30 percent to
QO3 and 70 percent to TP3. P2 and taxable in-
dividual TP2 form lower-tier partnership P1.
The P1 partnership agreement allocates
overall partnership income 60 percent to P2
and 40 percent to TP2. Overall partnership
loss is allocated 40 percent to P2 and 60 per-
cent to TP2. The only asset of P2 (which has
no outstanding debt) is its interest in P1. P1
purchases real property with money contrib-
uted by its partners and with borrowed
money. There is no tax avoidance purpose for
the use of the tiered-ownership structure,
which is illustrated by the following dia-
gram.

(ii) P2 can demonstrate that the P2/P1
chain satisfies the requirements of para-
graphs (b)(2) through (k) of this section by
collapsing the tiered-partnership structure.
On a collapsed basis, QO3’s fractions rule
percentage is 12 percent (30 percent of 40 per-
cent). See paragraph (c)(2) of this section. P2
satisfies the fractions rule because QO3 may
not be allocated more than 12 percent (20
percent of 60 percent) of overall partnership
income in any taxable year.

Example 2. Tiered partnerships—entity-by-en-
tity approach. (i) Qualified organization QO3A
is a partner with taxable individual TP3A in
upper-tier partnership P2A. Qualified organi-
zation QO3B is a partner with taxable indi-
vidual TP3B in upper-tier partnership P2B.
P2A, P2B, and taxable individual TP2 are
partners in lower-tier partnership P1, which
owns encumbered real estate. None of QO3A,
QO3B, TP3A, TP3B or TP2 has a direct or in-
direct ownership interest in each other. P2A
has been established for the purpose of in-
vesting in numerous real estate properties
independently of P2B and its partners. P2B
has been established for the purpose of in-
vesting in numerous real estate properties
independently of P2A and its partners. Nei-
ther P2A nor P2B has outstanding debt.
There is no tax avoidance purpose for the use
of the tiered-ownership structure, which is
illustrated by the following diagram.
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(ii) The P2A/P1 chain (Chain A) will satisfy
the fractions rule if P1 and P2A can dem-
onstrate in a reasonable manner that they
satisfy the requirements of paragraphs (b)(2)
through (k) of this section. The P2B/P1 chain
(Chain B) will satisfy the fractions rule if P1
and P2B can demonstrate in a reasonable
manner that they satisfy the requirements
of paragraphs (b)(2) through (k) of this sec-
tion. To meet its burden, P1 treats P2A and
P2B as qualified organizations. Provided that
the allocations that may be made by P1
would satisfy the fractions rule if P2A and
P2B were direct qualified organization part-
ners in P1, Chain A will satisfy the fractions
rule (for the benefit of QO3A) if the alloca-
tions that may be made by P2A satisfy the
requirements of paragraphs (b)(2) through (k)
of this section. Similarly, Chain B will sat-
isfy the fractions rule (for the benefit of
QO3B) if the allocations that may be made
by P2B satisfy the requirements of para-
graphs (b)(2) through (k) of this section.
Under these facts, QO3A does not have to
know how income and loss may be allocated
by P2B, and QO3B does not have to know how
income and loss may be allocated by P2A.
QO3A’s and QO3B’s burden would not change
even if TP2 were not a partner in P1.

Example 3. Tiered partnerships—independent
chain approach. (i) Qualified organization
QO3 and taxable corporation TP3 form upper-
tier partnership P2. P2 and taxable corpora-
tion TP2 form lower-tier partnership P1A. P2
and qualified organization QO2 form lower-
tier partnership P1B. P2 has no outstanding
debt. P1A and P1B each purchase real prop-
erty with money contributed by their respec-
tive partners and with borrowed money.
Each partnership’s real property is com-
pletely unrelated to the real property owned
by the other partnership. P1B’s allocations
do not satisfy the requirements of para-
graphs (b)(2) through (k) of this section be-
cause of allocations that may be made to
QO2. However, if P2’s interest in P1B were
completely disregarded, the P2/P1A chain
would satisfy the requirements of paragraphs
(b)(2) through (k) of this section. There is no
tax avoidance purpose for the use of the
tiered-ownership structure, which is illus-
trated by the following diagram.

(ii) P2 satisfies the fractions rule with re-
spect to the P2/P1A chain, but only if the P2
partnership agreement allocates those items

allocated to P2 by P1A separately from those
items allocated to P2 by P1B. For this pur-
pose, allocations of items of income or gain
that may be made pursuant to a provision in
the partnership agreement that charges back
minimum gain, are taken into account for
purposes of the fractions rule only to the ex-
tent an allocation is made. See paragraph
(m)(1)(ii) of this section. P2 does not satisfy
the fractions rule with respect to the P2/P1B
chain.

(n) Effective date—(1) In general. Sec-
tion 514(c)(9)(E), as amended by sec-
tions 2004(h) (1) and (2) of the Technical
and Miscellaneous Revenue Act of 1988,
Pub. L. 100–647, applies generally with
respect to property acquired by part-
nerships after October 13, 1987, and to
partnership interests acquired after Oc-
tober 13, 1987.

(2) General effective date of the regula-
tions. Section 1.514(c)–2 (a) through (m)
applies with respect to partnership
agreements entered into after Decem-
ber 30, 1992, property acquired by part-
nerships after December 30, 1992, and
partnership interests acquired by
qualified organizations after December
30, 1992 (other than a partnership inter-
est that at all times after October 13,
1987, and prior to the acquisition was
held by a qualified organization). For
this purpose, paragraphs (a) through
(m) of this section will be treated as
satisfied with respect to partnership
agreements entered into on or before
May 13, 1994, property acquired by part-
nerships on or before May 13, 1994, and
partnership interests acquired by
qualified organizations on or before
May 13, 1994, if the guidance set forth
in (paragraphs (a) through (m) of
§ 1.514(c)–2 of) PS–56–90, published at
1993–5 I.R.B. 42, February 1, 1993, is sat-
isfied. (See § 601.601(d)(2)(ii)(b) of this
chapter).

(3) Periods after June 24, 1990, and prior
to December 30, 1992. To satisfy the re-
quirements of section 514(c)(9)(E) with
respect to partnership agreements en-
tered into after June 24, 1990, property
acquired by partnerships after June 24,
1990, and partnership interests acquired
by qualified organizations after June
24, 1990, (other than a partnership in-
terest that at all times after October
13, 1987, and prior to the acquisition
was held by a qualified organization) to
which paragraph (n)(2) of this section
does not apply, paragraphs (a) through
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(m) of this section must be satisfied as
of the first day that section 514(c)(9)(E)
applies with respect to the partnership,
property, or acquired interest. For this
purpose, paragraphs (a) through (m) of
this section will be treated as satisfied
if the guidance in sections I through VI
of Notice 90–41, 90–1 C.B. 350, (see
§ 601.601(d)(2)(ii)(b) of this chapter) has
been followed.

(4) Periods prior to the issuance of No-
tice 90–41. With respect to partnerships
commencing after October 13, 1987,
property acquired by partnerships after
October 13, 1987, and partnership inter-
ests acquired by qualified organiza-
tions after October 13, 1987, to which
neither paragraph (n)(2) nor (n)(3) of
this section applies, the Internal Rev-
enue Service will not challenge an in-
terpretation of section 514(c)(9)(E) that
is reasonable in light of the underlying
purposes of section 514(c)(9)(E) (as re-
flected in its legislative history) and
that is consistently applied as of the
first day that section 514(c)(9)(E) ap-
plies with respect to the partnership,
property, or acquired interest. A rea-
sonable interpretation includes an in-
terpretation that substantially follows
the guidance in either sections I
through VI of Notice 90–41, (see
§ 601.601(d)(2)(ii)(b) of this chapter) or
paragraphs (a) through (m) of this sec-
tion.

(5) Material modifications to partner-
ship agreements. A material modifica-
tion will cause a partnership agree-
ment to be treated as a new partner-
ship agreement in appropriate cir-
cumstances for purposes of this para-
graph (n).

[T.D. 8539, 59 FR 24928, May 13, 1994]

§ 1.514(d)–1 Basis of debt-financed
property acquired in corporate liq-
uidation.

(a) If debt-financed property is ac-
quired by an exempt organization in a
complete or partial liquidation of a
corporation in exchange for its stock,
the organization’s basis in such prop-
erty shall be the same as it would be in
the hands of the transferor corpora-
tion, increased by the amount of gain
recognized to the transferor corpora-
tion upon such distribution and by the
amount of any gain which is includible,
on account of such distribution, in the

gross income of the organization as un-
related debt-financed income.

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. On July 1, 1970, T, an exempt
trust, exchanges $15,000 of borrowed funds for
50 percent of the shares of M Corporation’s
stock. M uses $35,000 of borrowed funds in ac-
quiring depreciable assets which are not used
at any time for purposes described in section
514(b)(1) (A), (B), (C), or (D). On July 1, 1978,
and for the 12-month period preceding this
date, T’s acquisition indebtedness with re-
spect to M’s stock has been $3,000. On this
date, there is a complete liquidation of M
Corporation to which section 331(a)(1) ap-
plies. In the liquidation T receives a dis-
tribution in kind of depreciable assets and
assumes $7,000 of M’s indebtedness which re-
mains unpaid with respect to the depreciable
assets. On this date, M’s adjusted basis of
these depreciable assets is $9,000, and such
assets have a fair market value of $47,000. M
recognizes gain of $6,000 with respect to this
liquidation pursuant to sections 1245 and
1250. T realizes a gain of $25,000 (the dif-
ference between the excess of fair market
value of the property received over the in-
debtedness assumed, $40,000 ($47,000–$7,000)
and T’s basis in M’s stock, $15,000). A portion
of this gain is to be treated as unrelated
debt-financed income. This amount is deter-
mined by multiplying T’s gain of $25,000 by
the debt/basis percentage. The debt/basis per-
centage is 20 percent, the ratio which the av-
erage acquisition indebtedness ($3,000) is of
the average adjusted basis ($15,000). Thus,
$5,000 (20 percent of $25,000) is unrelated debt-
financed income. This amount and the gain
recognized pursuant to sections 1245 and 1250
are added to M’s basis to determine T’s basis
in the property received. Consequently, T’s
basis in the property received from M Cor-
poration is $20,000, determined as follows:
M Corporation’s adjusted basis ........................... $9,000
Gain recognized by M Corporation on the dis-

tribution ............................................................. 6,000
Unrelated debt-financed income recognized by T

with respect to the distribution ......................... 5,000

T’s transferred basis ............................................ 20,000

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(e)–1 Allocation rules.

Where only a portion of property is
debt-financed property, proper alloca-
tion of the basis, indebtedness, income,
and deductions with respect to such
property must be made to determine
the amount of income or gain derived
from such property which is to be
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treated as unrelated debt-financed in-
come. See examples 2 and 3 of para-
graph (b)(1)(iii) of § 1.514(b)–1 and exam-
ples 1, (2), and (3) of paragraph
(b)(3)(iii) of § 1.514(b)–1 for illustrations
of proper allocation.

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(f)–1 Definition of business
lease.

(a) In general. The term business lease
means any lease, with certain excep-
tions discussed in paragraph (c) of this
section, for a term of more than 5 years
of real property by an organization
subject to section 511 (or by a partner-
ship of which it is a member) if at the
close of the organization’s taxable year
there is a business lease indebtedness
as defined in section 514(g) and
§ 1.514(g)–1 with respect to such prop-
erty. For the purpose of this section
the term real property and the term
premises include personal property of
the lessor tax-exempt organization
leased by it to a lessee of its real estate
if the lease of such personal property is
made under, or in connection with, the
lease of such real estate. For amounts
of business lease rents and deductions
to be included in computing unrelated
business taxable income for taxable
years beginning before January 1, 1970,
see § 1.514(a)–2.

(b) Special rules. (1) In computing the
term of the lease, the period for which
a lease may be renewed or extended by
reason of an option contained therein
shall be considered as part of the term.
For example, a 3-year lease with an op-
tion for renewal for another such pe-
riod is considered a lease for a term of
6 years. Another example is the case of
a 1-year lease with option of renewal
for another such term, where the par-
ties at the end of each year renew the
arrangement. In this case, during the
fifth year (but not during the first 4
years), the lease falls within the 5-year
rule, since the lease then involves 5
years and there is an option for the
sixth year. In determining the term of
the lease, an option for renewal of the
lease is taken into account whether or
not the exercise of the option depends
upon conditions or contingencies.

(2) If the property is acquired subject
to a lease, the term of such lease shall
be considered to begin on the date of

such acquisition. For example, if an ex-
empt organization purchases, in whole
or in part with borrowed funds, real
property subject to a 10-year lease
which has 3 years left to run, and such
lease contains no right of renewal or
extension, the lease shall be considered
a 3-year lease and hence does not meet
the definition of a business lease in sec-
tion 514(f) and paragraph (a) of this sec-
tion. However, if this lease contains an
option to renew for a period of 3 years
or more, it is a business lease.

(3) Under the provisions of section
514(f)(2)(B) a lease is considered as con-
tinuing for more than 5 years if the
same lessee has occupied the premises
for a total period of more than 5 years,
whether the occupancy is under one or
more leases, renewals, extensions, or
continuations. Continued occupancy
shall be considered to be by the same
lessee if the occupants during the pe-
riod are so related that losses in re-
spect of sales or exchanges of property
between them would be disallowed
under section 267(a). Such period shall
be considered as commencing not ear-
lier than the date of the acquisition of
the property by the tax-exempt organi-
zation or trust. This rule is applicable
only in the sixth and succeeding years
of such occupancy by the same lessee.
See, however, paragraph (c)(3) of this
section.

(c) Exceptions. (1) A lease shall not be
considered a business lease if such
lease is entered into primarily for a
purpose which is substantially related
(aside from the need of such organiza-
tion for income or funds, or the use it
makes of the rents derived) to the exer-
cise or performance by such organiza-
tion of its charitable, educational, or
other purpose or function constituting
the basis for its exemption. For exam-
ple, where a tax-exempt hospital leases
real property owned by it to an asso-
ciation of doctors for use as a clinic,
the rents derived under such lease
would not be included in computing un-
related business taxable income if the
clinic is substantially related to the
carrying on of hospital functions. See
§ 1.513—1 for principles applicable in de-
termining whether there is a substan-
tial relationship to the exempt purpose
of an organization.
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(2) A lease is not a business lease if
the lease is of premises in a building
primarily designed for occupancy and
occupied by the tax-exempt organiza-
tion.

(3) If a lease for more than 5 years to
a tenant is for only a portion of the
real property, and space in the real
property is rented during the taxable
year under a lease for not more than 5
years to any other tenant of the tax-
exempt organization, all leases of the
real property for more than 5 years
shall be considered as business leases
during the taxable year only if:

(i) The rents derived from the real
property during the taxable year under
leases for more than 5 years represent
50 percent or more of the total rents
derived during the taxable year from
the real property; or the area of the
premises occupied under leases for
more than 5 years represents, at any
time during the taxable year, 50 per-
cent or more of the total area of the
real property rented at such time; or

(ii) The rent derived from the real
property during the taxable year from
any tenant under a lease for more than
5 years, or from a group of tenants
(under such leases) who are either
members of an affiliated group (as de-
fined in section 1504) or are partners,
represents more than 10 percent of the
total rents derived during the taxable
year from such property; or the area of
the premises occupied by any one such
tenant, or by any such group of ten-
ants, represents at any time during the
taxable year more than 10 percent of
the total area of the real property
rented at such time.
In determining whether 50 percent or
more of the total rents are derived
from leases for more than 5 years, or
whether 50 percent or more of the total
area is occupied under leases for more
than 5 years:

(iii) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this subparagraph
shall not be treated as such a lease for
purposes of subdivision (i) of this sub-
paragraph, and

(iv) An occupancy which is consid-
ered to be a lease of more than 5 years
solely by reason of the provisions of
paragraph (b)(3) of this section shall be

treated as such a lease for purposes of
subdivision (ii) of this subparagraph,
and

(v) If during the last half of the term
of a lease a new lease is made to take
effect after the expiration of such
lease, the unexpired portion of the first
lease will not be added to the second
lease to determine whether such second
lease is a lease for more than 5 years
for purposes of subdivision (i) of this
subparagraph.

(4) The application of subparagraph
(3) of this paragraph may be illustrated
by the following example:

Example. In 1954 an educational organiza-
tion, which is on the calendar year basis, be-
gins the erection of an 11-story apartment
building using funds borrowed for that pur-
pose, and immediately leases for a 10-year
term the first floor to a real estate develop-
ment company to sublet for stores and shops.
As fast as the new apartments are com-
pleted, they are rented on an annual basis.
At the end of 1959 all except the 10th and 11th
floors are rented. Those two floors are com-
pleted during 1960 and rented. Assume that
for 1954 and each subsequent taxable year
through 1959, and for the taxable year 1963,
the gross rental for the first floor represents
more than 10 percent of the total gross rents
derived during the taxable year from the
building. Under this set of facts the 10-year
lease of the first floor would be considered to
be a business lease for all except the taxable
years 1961, 1962, and 1964.

[T.D. 7229, 37 FR 28154, Dec. 21, 1972]

§ 1.514(g)–1 Business lease indebted-
ness.

(a) Definition. The term business lease
indebtedness means, with respect to any
real property leased by a tax-exempt
organization for a term of more than 5
years, the unpaid amount of:

(1) The indebtedness incurred by the
lessor tax-exempt organization in ac-
quiring or improving such property;

(2) The indebtedness incurred by the
lessor tax-exempt organization prior to
the acquisition or improvement of such
property if such indebtedness would
not have been incurred but for such ac-
quisition or improvement; and

(3) The indebtedness incurred by the
lessor tax-exempt organization subse-
quent to the acquisition or improve-
ment of such property if such indebted-
ness would not have been incurred but
for such acquisition or improvement
and the incurrence of the indebtedness
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was reasonably foreseeable at the time
of such acquisition or improvement.

See paragraph (i) of this section with
respect to subsidiary corporations.

(b) Examples. The rules of section
514(g) respecting business leases also
cover certain cases where the leased
property itself is not subject to an in-
debtedness. For example, they apply to
cases such as the following:

Example 1. A university pledges some of its
investment securities with a bank for a loan
and uses the proceeds of such loan to pur-
chase (either directly or through a sub-
sidiary corporation) a building, which build-
ing is subject to a lease that then has more
than 5 years to run. This would be an exam-
ple of a business lease indebtedness incurred
prior to the acquisition of the property
which would not have been incurred but for
such acquisition.

Example 2. If the building itself in example
1 in this paragraph is later mortgaged to
raise funds to release the pledged securities,
the lease would continue to be a business
lease.

Example 3. If a scientific organization
mortgages its laboratory building to replace
working capital used in remodeling another
one of its buildings or a building held by its
subsidiary corporation, which other building
is free of indebtedness and is subject to a
lease that then has more than 5 years to run,
the lease would be a business lease inasmuch
as the indebtedness though incurred subse-
quent to the improvement of such property
would not have been incurred but for such
improvement, and the incurrence of the in-
debtedness was reasonably foreseeable when,
to make such improvement, the organization
reduced its working capital below the
amount necessary to continue current oper-
ations.

(c) Property acquired subject to lien.
Where real property is acquired subject
to a mortgage or similar lien, whether
the acquisition be by gift, bequest, de-
vise, or purchase, the amount of the in-
debtedness secured by such mortgage
or lien is a business lease indebtedness
(unless paragraph (d)(1) of this section
applies) even though the lessor does
not assume or agree to pay the indebt-
edness. For example, a university pays
$100,000 for real estate valued at
$300,000 and subject to a $200,000 mort-
gage. For the purpose of the tax on un-
related business taxable income, the
result is the same as if $200,000 of bor-
rowed funds had been used to buy the
property.

(d) Certain property acquired by gifts,
etc. (1) Where real property was ac-
quired by gift, bequest, or devise, be-
fore July 1, 1950, subject to a mortgage
or other similar lien, the amount of
such mortgage or other similar lien
shall not be considered as an indebted-
ness of the lessor tax-exempt organiza-
tion incurred in acquiring such prop-
erty. An indebtedness not otherwise
covered by this exception is not
brought within the exception by reason
of a transfer of the property between a
parent and its subsidiary corporation.

(2) Where real property was acquired
by gift, bequest, or devise, before July
1, 1950, subject to a lease requiring im-
provements in such property upon the
happening of stated contingencies, in-
debtedness incurred in improving such
property in accordance with the terms
of such lease shall not be considered as
indebtedness described in section 514(g)
and in this section. An indebtedness
not otherwise covered by this excep-
tion is not brought within the excep-
tion by reason of a transfer of the prop-
erty between a parent and its sub-
sidiary corporation.

(e) Certain corporations described in
section 501(c)(2). In the case of a title
holding corporation described in sec-
tion 501(c)(2), all of the stock of which
was acquired before July 1, 1950, by an
organization described in section 501(c)
(3), (5), or (6) (and more than one-third
of such stock was acquired by such or-
ganization by gift or bequest), any in-
debtedness incurred by such corpora-
tion before July 1, 1950, and any indebt-
edness incurred by such corporation on
or after such date in improving real
property in accordance with the terms
of a lease entered into before such date,
shall not be considered an indebtedness
described in section 514(g) and in this
section with respect to either such sec-
tion 501(c)(2) corporation or such sec-
tion 501(c) (3), (5), or (6) organization.

(f) Certain trusts described in section
401(a). In the case of a trust described
in section 401(a), or in the case of a cor-
poration described in section 501(c)(2)
all of the stock of which was acquired
before March 1, 1954, by such a trust,
any indebtedness incurred by such
trust or such corporation before such
date, in connection with real property
which is leased before such date, and
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any indebtedness incurred by such
trust or such corporation on or after
such date necessary to carry out the
terms of such lease, shall not be con-
sidered as an indebtedness described in
section 514(g) and in this section.

(g) Business lease on portion of prop-
erty. Where only a portion of the real
property is subject to a business lease,
proper allocation of the indebtedness
applicable to the whole property must
be made to the premises covered by the
lease. See example 2 of paragraph (b)(3)
of § 1.514(a)–2.

(h) Special rule applicable to trusts de-
scribed in section 401(a). If an employees’
trust described in section 401(a) lends
any money to another such employees’
trust of the same employer, for the
purpose of acquiring or improving real
property, such loan will not be treated
as an indebtedness of the borrowing
trust except to the extent that the
loaning trust:

(1) Incurs any indebtedness in order
to make such loan;

(2) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(3) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

(i) Subsidiary corporations. The provi-
sions of section 514(f), (g), and (h) are
applicable whether or not a subsidiary
corporation of the type described in
section 501(c)(2) is availed of in making
the business lease. For example, as-
sume a parent organization borrows
funds to purchase realty and sets up a
separate section 501(c)(2) corporation
as a subsidiary to hold the property.
Such subsidiary corporation leases the
property for a period of more than 5
years, collects the rents and pays over
all of the income, less expenses, to the
parent organization, the parent organi-
zation being liable for the indebted-
ness. Under these assumed facts, the
lease by section 501(c)(2) subsidiary
corporation would be a business lease
with respect to such subsidiary cor-
poration, and the rental income would
be subject to the tax, whether or not
the subsidiary itself assumes the in-

debtedness and whether or not the
property is subject to the indebtedness.

(j) Certain trusts described in section
501(c)(17). (1) In the case of a supple-
mental unemployment benefit trust de-
scribed in section 501(c)(17), or in the
case of a corporation described in sec-
tion 501(c)(2) all of the stock of which
was acquired before January 1, 1960, by
such a trust, any indebtedness incurred
by such trust or such corporation be-
fore such date, in connection with real
property which is leased before such
date, and any indebtedness incurred by
such trust or such corporation on or
after such date necessary to carry out
the terms of such lease, shall not be
considered as an indebtedness de-
scribed in section 514(g) and in this sec-
tion.

(2) If a supplemental unemployment
benefit trust described in section
501(c)(17) lends any money to another
such supplemental unemployment ben-
efit trust forming part of the same
plan, for the purpose of acquiring or
improving real property, such loan will
not be treated as an indebtedness of
the borrowing trust except to the ex-
tent that the loaning trust:

(i) Incurs any indebtedness in order
to make such loan;

(ii) Incurred indebtedness before the
making of such loan which would not
have been incurred but for the making
of such loan; or

(iii) Incurred indebtedness after the
making of such loan which would not
have been incurred but for the making
of such loan and which was reasonably
foreseeable at the time of making such
loan.

[T.D. 7229, 37 FR 28155, Dec. 21, 1972]

FARMERS’ COOPERATIVES

§ 1.521–1 Farmers’ cooperative mar-
keting and purchasing associations;
requirements for exemption under
section 521.

(a)(1) Cooperative associations en-
gaged in the marketing of farm prod-
ucts for farmers, fruit growers, live-
stock growers, dairymen, etc., and
turning back to the producers the pro-
ceeds of the sales of their products, less
the necessary operating expenses, on
the basis of either the quantity or the
value of the products furnished by
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